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Explaining Choice-of-Entity Decisions by Silicon
Valley Start-Ups

GREGG POLSKYT

Perhaps the most fundamental role of a business lawyer is to recommend the optimal entity

choicefor nascent business enterprises. Nevertheless, even in 2018, the choice-of-entity analysis

remains highly muddled. Most business lawyers across the United States consistently

recommend flow-through entities, such as limited liability companies and S corporations, to

their clients. In contrast, a discrete group of highly sophisticated business lawyers, those who

advise start-ups in Silicon Valley and other hotbeds of start-up activity, prefer C corporations.

Prior commentary has described and tried to explain this paradox without finding an adequate

explanation. These commentators have noted a host of superficially plausible explanations, all

of which they ultimately conclude are not wholly persuasive. The puzzle therefore remains.

This Article attempts to finally solve the puzzle by examining two factors that have been either

vastly underappreciated or completely ignored in the existing literature. First, while previous

commentators have briefly noted that flow-through structures are more complex and

administratively burdensome, they did not fully appreciate the source, nature, and extent of these

problems. In the unique start-up context, the complications of flow-through structures are

exponentially more problematic, to the point where widespread adoption of flow-through

entities is completely impractical. Second, the literature has not appreciated the effect of

perplexing, yet pervasive, tax asset valuation problems in the public company context. The

conventional wisdom is that tax assets are ignored or severely undervalued in public company

stock valuations. In theory, the most significant benefit of flow-through status for start-ups is

that it can result in the creation of valuable tax assets upon exit. However, the conventional

wisdom makes this moot when the exit is through an initial public offering or sale to a public

company, which are the desired types of exits for start-ups. The result is that the most significant

benefit of using a flow-through is eliminated because of the tax asset pricing problem.

Accordingly, while the costs of flow-through structures are far higher than have been

appreciated, the benefits of these structures are much smaller than they appear.

Francis Shackelford Distinguished Professor in Taxation Law, University of Georgia School of Law.
Thanks to Brad Bernthal, Brian Broughman, Jason Breen, Omri Marian, Usha Rodrigues, Gladriel Shobe, and
Larry Zelenak for comments on earlier drafts and to Robert Daily for research assistance.
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INTRODUCTION

Perhaps the most fundamental role of the business lawyer is to recommend
the optimal entity choice for nascent business enterprises. Nevertheless, even in
2018, the choice-of-entity analysis remains highly muddled. Most advisors
across the United States consistently recommend flow-through entities, such as
limited liability companies and S corporations to their clients. In contrast, a
discrete group of highly sophisticated lawyers, those who advise start-ups in
Silicon Valley and other hotbeds of start-up activity, stubbornly prefer C
corporations.

Prior commentary has described and tried to explain this paradox without
finding an adequate explanation.1 These commentators have noted a host of
superficially plausible explanations, all of which, they ultimately conclude, are
not wholly persuasive. The puzzle therefore remains.

This Article attempts to finally solve the puzzle by examining two factors
that have been either vastly underappreciated or completely ignored in the
existing literature. First, while previous commentators have briefly noted that
flow-through structures are more complex and administratively burdensome,
they did not fully appreciate the source, nature, and extent of these problems. In
the unique start-up context, the complications of flow-through structures are
exponentially more problematic, to the point where widespread adoption of
flow-through entities is completely impractical. Second, the literature has not
appreciated the effect of perplexing, yet pervasive, tax asset valuation problems
in the public company context. The conventional wisdom is that tax assets are
ignored or severely undervalued in public company stock valuations.2 In theory,
the most significant theoretical benefit of flow-through status for start-ups is that
it can result in the creation of valuable tax assets upon exit. However, the
conventional wisdom makes this moot when the exit is through an initial public
offering or sale to a public company, which are the desired types of exits for
start-ups. The result is that the most significant benefit of using a flow-through
is eliminated because of the tax asset pricing problem. Accordingly, while the
costs of flow-through structures are far higher than have been appreciated, the
benefits of these structures are much smaller than they appear.

Part I of this Article provides background on the choice-of-entity issue and
describes the tax implications of the choice. Part II discusses how Silicon Valley

1. See generally Joseph Bankman, The Structure of Silicon Valley Start-Ups, 41 UCLA L. REv. 1737
(1994); Victor Fleischer, The Rational Exuberance of Structuring Venture Capital Start-ups, 57 TAx L. REV.
137 (2003); Daniel S. Goldberg, Choice of Entity for a Venture Capital Start-Up: The Myth of Incorporation,
55 TAx LAW. 923 (2002); Calvin H. Johnson, Why Do Venture Capital Funds Burn Research and Development
Deductions?, 29 VA. TAx REv. 29 (2009).

2. See Gregg Polsky & Adam H. Rosenzweig, The Up-C Revolution, 71 TAx L. REv. 415,429 32 (2018)
(explaining the conventional view that tax assets are undervalued in the public company context).
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start-ups differ from other small businesses, as the solution to the puzzle must
be based on one or more of these differences. Part III sets forth the traditional,
yet not wholly satisfying, explanations for why Silicon Valley start-ups prefer
corporations. Part IV explains the underappreciated factors that push the choice-
of-entity equation toward the corporate form. The Article then concludes by
explaining how recent developments will affect the choice-of-entity analysis
going forward.

I. CHOICE-OF-ENTITY BACKGROUND

A. CLASSIFICATION OF ENTITY

Owners of a new business can choose among a variety of state law entities.
A business can be operated as a corporation, a general partnership, a limited
partnership, a limited liability company (LLC), a limited liability partnership
(LLP), a limited liability limited partnership (LLLP), or another alphabet soup
entity, depending on the laws in the state of organization. In most situations, the
corporate or LLC forms will be the most attractive because they are universally
available to all sorts of businesses and offer complete limited liability for all of
their owners.'

From a federal income tax perspective, there are only two main types of
"tax entities:" flow-through and corporate. S corporations and partnerships are
flow-through entities, while C corporations are corporate entities. Between the
two types of flow-through entities, partnerships are generally more attractive. In
part, this is because S corporation status is available only for entities that are
owned entirely by U.S. individuals (as opposed to owners that are entities
themselves or who are foreign individuals).4 Accordingly, this Article will focus
on partnerships as the flow-through entity of choice, but the analysis would not
change significantly if the flow-through entity were an S corporation.

Tax partnerships generally include all state law entities other than
corporations.' Thus, general and limited partnerships, LLCs, LLPs, and LLLPs
are all partnerships for tax purposes.6 C corporations include state law
corporations and other business entities that affirmatively elect corporate status.

Typically, a new business will often need to choose between being a state-law
LLC taxed as a partnership or a state-law corporation taxed as a C corporation.
The state law consequences of each are nearly identical, but the tax distinctions
are vast.8

3. Goldberg, supra note 1, at 923. LLPs and LLLPs are less popular because they generally offer less
limited liability protection than corporations or LLCs.

4. See I.R.C. § 1361(b)(1) (2012).
5. See generally Treas. Reg. § 301.7701-3 (2006).
6. Treas. Reg. § 301.7701-3(b) (2006).
7. Id.
8. JACK S. LEVIN & DONALD E. ROCAP, STRUCTURING VENTURE CAPITAL, PRIVATE EQUITY, AND

ENTREPRENEURIAL TRANSACTIONS 303.1.1 303.1.4, at 3-52 to 3-54 (Martin D. Ginsburg & Russell S. Light

[Vol. 70:409
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B. FUNDAMENTAL TAX DIFFERENCES

Unlike corporations, partnerships themselves are not subject to tax.9

Instead, all of the partnership's taxable income (or loss) flows through the entity
and is reported on the partners' individual tax returns, in the same manner as if
each partner had realized its share of the partnership income (or loss) directly. 10
This results in partnership income being taxed once and only once, when the
income is earned by the partnership. When that income is subsequently
distributed (in the form of cash or property distributions), those distributions are
generally tax-free so that there is no second level of tax.12 If a partnership
generates tax losses, those losses also flow through the entity and are available
to the partners to offset income from other sources, subject to certain general
restrictions and limitations that may apply to loss utilization.13

On the other hand, a C corporation is taxed separately as an entity.14 The
corporation realizes income and pays tax on that income much like an individual
would, albeit now at the dramatically reduced tax rate of 21%, down from the
historical 35% rate.15 When the corporation subsequently distributes its after-tax
income in the form of a dividend, the shareholders generally pay a second level
of tax.16 The dividend tax rate is lower than the ordinary individual tax rate by
approximately twenty percentage points.1 This reduction blunts the effect of
double taxation, but nevertheless the double taxation has still historically
resulted in much harsher taxation of income than if the income were earned
directly, or through a partnership, and taxed only once.18

eds., 2014) (discussing the similarities and distinctions between the traditional corporate form and the newer
LLC form, especially in regards to legal liabilities).

9. I.R.C. § 701 (2012).
10. Id. § 702.
11. LEviN & ROCAP, supra note8, 302.2.1, at 3-34.
12. I.R.C. § 731.
13. Individual partners face three separate limitations that may impact their ability to tax losses: (1) if they

do not have enough passive income, id. § 469; (2) if the partners do not have enough amounts at risk in their
partnership, id. § 465; or (3) if the partners do not have enough outside basis in their partnership interest, id.

§ 704(d).
14. Id. § 11(a).
15. James R. Browne, Choice of Entity for a Startup Business After Tax Reform, NAT'L L. REv. (Aug. 30,

2018), https://www.natlawreview.conrrarticle/choice-entity-startup-business-after-tax-reform ("A corporation is
a separately taxable entity and pays tax on its taxable income at a flat rate of 21%, down from graduated rates
of up to 35% for 2017 and prior years.").

16. I.R.C. § 61 (a)(7). The same double taxation results if the corporation reinvests (instead of distributes)
its after-tax cash. The reinvestment increases the stock price. When the shareholder sells the stock, that
incremental increase will be taxed as additional capital gain.

17. Id. § 1.
18. For example, assume that $100 is earned by a corporation. Historically, the corporation would pay $35

of tax, leaving $65 to be distributed. A 20% tax on a dividend of $65 would leave the shareholder with $52,
meaning that the combined tax rate was 48%. On the other hand, if the $100 was earned by a partnership and
the partners were subject to a 

4
0% ordinary income tax rate, the partners would be left with $60. Other factors,

such as state taxes and the net investment income tax in § 1411, complicate this analysis, but in general, income
earned by corporations was historically subject to greater taxation than income earned by a partnership. The Tax
Cuts and Jobs Act of 2017, by significantly reducing the corporate tax rate from 35% to 21%, reduces this



HASTINGS LAW JOURNAL

If the corporation generates net operating losses (NOLs), those losses are
trapped in the corporation.9 NOLs can generally be carried forward and used to
offset future income realized by the corporation.20 Delayed utilization of losses
reduces their value due to the time-value of money. In addition, NOLs that are
never used, because the corporation never has sufficient income against which
to apply them, result in no tax benefit whatsoever.

The single-versus-double tax and the untrapped-versus-trapped loss
distinctions are the most fundamental differences between partnerships and
corporations. Another important distinction between the two entities relates to
flexibility. If the owners of a business entity that is classified as a partnership
later desire to reclassify the entity as a corporation, the conversion typically
generates no tax costs.1 On the other hand, reclassifying a corporation as a
partnership requires an actual or deemed liquidation of the corporation, which
will have significant tax costs if the business has appreciated in valuation
substantially between its inception and the date of conversion.22 These costs
often make a conversion from corporation to partnership financially infeasible.23

For these three primary reasons (reduced taxation of income, treatment of
losses, and flexibility), business lawyers generally recommend forming a
partnership over a corporation when advising early stage businesses.24 Other
factors may play a role, but they too tend to push in favor of partnership
classification. For example, property can generally be easily moved into and out
of partnerships without tax consequences, which is not the case in the corporate
context.25 Nevertheless, in some circumstances, corporate status (whether C or

disparity and in some cases, turns it on its head. Tax Cuts and Jobs Act of 2017, Pub L. No. 115-97, 131 Stat.
2054.

19. Bankman, supra note 1, at 1753 ("Losses from the partnership would flow through to the partners and

could be used by those partners to offset other sources of income, while losses from the corporation remain
'trapped' at the corporate level.").

20. I.R.C. § 172.
21. JOSEPH W. BARTLETT, EQUITY FINANCE: VENTURE CAPITAL, BUYOUTS, RESTRUCTURINGS, AND

REORGANIZATIONS § 3.5A (2d ed. Supp. 2018) ("[U]sually little or no tax gain need be recognized when an
entity that is classified as a partnership for federal tax purposes merges into another entity that is classified as a
partnership for federal tax purposes or converts into or merges with a corporation and the 80% 'control' test of
I.R.C. §§ 35 1(a) and 368(c) is satisfied.").

22. I.R.C. § 336(a) (requiring the recognition of gain by liquidating corporation to the extent the
corporation's assets have a fair market value in excess of basis).

23. John 0. Everett et al., Planning Considerations When Converting a C Corporation to an LLC, TAx
ADVISER (Jan. 31, 2011), https://www.thetaxadviser.com/issues/2011/feb/raabe-banner-febll.html (noting that
if the converting corporation holds highly appreciated assets, there could be "sigificant and immediate income

(and transfer) tax costs").
24. See, e.g., Browne, supra note 15 ("A good starting point for the analysis is to abandon the reflexive

choice of a corporation and view the LLC as the default legal entity choice.").
25. See Laurence E. Crouch, Revival of the Choice of Entity Analysis. Use of Limited Liability Companies

for Start-Up Businesses and the "Up-C" Structure, in 11 THE PARTNERSHIP TAX PRACTICE SERIES: PLANNING

FOR DOMESTIC AND FOREIGN PARTNERSHIPS, LLCs, JOINT VENTURES & OTHER STRATEGIC ALLIANCES 210-17
(Louis S. Freeman & Clifford M. Warren eds., 2017) ("It is easier for an LLC than a corporation to acquire these
types of entities on a tax-free basis in exchange for its equity. This is because a tax-free reorganization would

[Vol. 70:409
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ability to deliver a SUB to a buyer on exit.24v In the start-up context, the single
taxation of income is often irrelevant, as profits are not typically realized before
exit. And the loss flow-through benefit, while not completely irrelevant, can be
significantly blunted by the presence of tax-indifferent investors, the passive
activity loss limitations applicable to U.S. individuals, the scarcity of corporate
investment, and the allocation of only net income (and not losses) to individual
fund managers with respect to their carried interest.24 8 In contrast, the third
benefit-the ability to deliver a SUB to the buyer and fetch a premium purchase
price-retains much of its apparent value even in the unique start-up context.249

While traditional tax-indifferent investors will generally not benefit from this
(because they are forced to invest through blockers and exit by selling blocker
stock), all other investors should receive a significant premium purchase on exit.

However, delivering a SUB is only beneficial to sellers to the extent that
buyers are willing to pay a premium for it. The expected value of the SUB can
be substantial. As previously mentioned, under reasonable assumptions, a
premium of approximately 20%, relative to a purchase price based on a carry-
over basis (COB), can be expected. Nevertheless, the conventional wisdom is
that the public stock market severely undervalues SUBs (as well as tax assets
more generally), and in fact may completely ignore them, in valuing a
company.250 Because the desired exit for successful start-ups is either to go
public or to be acquired by a public company, undervaluation of the SUB by the
public markets would dramatically reduce or perhaps completely eliminate the
most significant tax-related benefit to structuring start-ups as LLCs.

1. The Theoretical Advantage of Delivering a SUB

When an acquirer buys a successful business, it will generally prefer to take
the business's assets (including intangible assets like goodwill and going
concern value) with a SUB rather than the lower COB 5.2 1 The higher the basis
in the assets, the greater the buyer's future depreciation and amortization
deductions.25 2 In addition, gains on the sales of the purchased assets (such as
inventory) will be lower, while losses will be greater.253 All of these
consequences serve to lower the buyer's future tax burden, resulting in more
after-tax cash in its pockets.25 4 As a result, the buyer should theoretically be
willing to pay more for the business with a SUB than without it.

247. See supra Subpart I.B. (explaining single taxation of income and loss flow-through); infra note 108
and accompanying text (noting the SUB delivery).

248. See supra Part III.
249. See infra Subpart JV.C.1.
250. See Polsky & Rosenzweig, supra note 2, at 429 & n.62.
251. See Michael L. Schler, Basic Tax Issues in Acquisition Transactions, 116 PENN ST. L. REv. 879, 887

88 (2012) (explaining the benefit to the buyer of a SUB).
252. See id. at 887.
253. See id.
254. See id. (explaining that the present value tax savings of a SUB is approximately 20% of the SUB, using

traditional assumptions).

February 2019]
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The theoretical premium equals the amount of expected future tax
reductions discounted to present value 5.2  This value depends on a host of
factors, including future marginal tax rates, the time and manner in which the
buyer generates future annual taxable income, the allocation of the purchase
price among various types of assets, and the appropriate discount rate.256 The
higher the marginal tax rates, the greater the tax savings, and vice versa.
Marginal rates can be affected by tax legislation or by changes in the profitability
of the buyer.257 A long delay in reaching profitability reduces the present value
of future tax savings. Allocation of the purchase price affects the SUB's present
value because the greater the allocations to assets whose costs are recovered
quickly (through, for example, quick sales or fast depreciation schedules), the
greater the tax savings in the early years. And the discount rate is critical
because, while some tax reduction from a SUB may occur shortly after the
purchase, a significant portion of it may be recognized only years down the road.
This is because, for highly successful businesses, like a start-up that is going
public, the vast majority of the purchase price will be allocated to goodwill,
which is depreciated ratably over fifteen years.258

Some reasonable assumptions, at least for purposes of merely ballparking
the theoretical value of a SUB, are that (1) the buyer's future marginal tax rate
is equal to the combined federal and state corporate rate of 40% (consistent with
historical rates); (2) all of the SUB is allocated to goodwill; and (3) the
appropriate discount rate is 10%.259 Under these assumptions, the theoretical
SUB premium is approximately 20% of the step up.260 This means that if a buyer
was willing to pay $1 billion for a business with a COB of zero, the buyer should
be willing to pay roughly $1.2 billion if it gets a SUB. Using the new corporate
tax rate of 21% (down dramatically from 35%) and assuming no state corporate
tax,261 but holding all other assumptions constant, would yield a SUB premium
of 12%. Because this Article is analyzing historical choice of entity decision-
making, it will use the estimated 20% premium that results from the application
of the historical 35% corporate rate. Note also that, technically, the premium is
based on the amount of the step up, not the overall purchase price. But in the
start-up context, exited companies will typically not have significant basis,
because they will have used most of their investment proceeds on deductible

255. See Polsky & Rosenzweig, supra note 2, at 420.
256. See id.; see also Schler, supra note 251, at 887 (approximating the value of SUB based on certain

assumptions).
257. See I.R.C. § 1 (Supp. V 2017) (providing new graduated tax rates).
258. See id. § 197; see also Schler, supra note 251, at 887 ("In practice, much of the step up is usually

allocable to intangible assets of Target that have a very low tax basis to Target and for which Acquiring is
permitted to amortize the new basis over 15 years.").

259. This may seem high, but given the risky nature of the future tax benefits (as a result of doubts about
profitability or changes in corporate tax rates) it is not unreasonable. A lower discount rate would increase the
SUB premium.

260. See Schler, supra note 251, at 887.
261. I.R.C. § 11(b) (Supp. V 2017) (after passage of the Tax and Job Cuts Act of 2017); I.R.C. § l1(b)

(Supp. IV 2016) (before passage of the Act).

[Vol. 70:409
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expenses, such as research and development expenses and employee
compensation.21

2 Thus, for ease of exposition, this Article assumes a 20% SUB
premium relative to an otherwise equivalent COB purchase price.

Delivering a SUB is extremely easy for businesses that are organized as
LLCs or other tax partnerships. The partnership can simply sell their assets to
the buyer. Or the buyer can buy all of the outstanding LLC interests. Because a
single member LLC is disregarded for income tax purposes, the tax law treats
such a transaction as a sale of all of the assets to the buyer.263 Critically, in either
case, gains recognized from the (actual or deemed) sale of the assets are taxed
once and only once at the owner level, as a result of flow-through taxation.264

There is no second level of tax. In addition, because much of the overall gain
generated by the sales of highly successful start-ups is attributable to goodwill,
which is a capital asset, the vast majority of the gain is typically taxed at
preferential capital gains rates .265

For these reasons, it is easy for LLC owners to deliver to the buyer its
desired SUB. This is not the case in the corporate context, because of double
taxation. A sale of corporate assets, which would result in the buyer receiving a
SUB, would result in immediate tax at the corporate level and then, when the
sales proceeds are distributed to the shareholders, another tax at the shareholder
level.266 Even with the SUB premium, this immediate double taxation would
commonly leave the shareholders with less after-tax cash than if they had sold
their stock. In such a stock sale, the buyer would receive only a COB in the
business's assets and therefore would not pay the SUB premium. But by
avoiding the double tax, the shareholders would still be better off even while
foregoing the SUB premium.

To illustrate, consider a corporation owned by a single individual. The
corporation's stock is worth $100, the corporation's only asset is goodwill with
a zero basis, and the shareholder's basis is zero. A sale of the stock for $100
would leave the shareholder with $80, assuming a 20%capital gains rate. If
instead the transaction was structured as a sale of assets, the buyer would be

262. See I.R.C. § 174(a) (2012) (allowing deduction of research and development expenditures); I.R.C
§ 162(a)(1) (allowing deduction of employee compensation).

263. See Treas. Reg. § 301.7701-3(b)(1)(ii) (2018) (stating that a domestic eligible entity with one owner is
treated as a disregarded entity under the default rule); Rev. Rul. 99-6, 1999-6 I.R.B. (concluding that a purchase
of all of an LLC's interests by a single purchaser is treated as an asset purchase for tax purposes). If there are
multiple buyers, or if the buyer wishes to buy only a portion of the outstanding LLC interests, the SUB can be
delivered if the LLC makes a § 754 election.

264. See I.R.C. § 701 (Supp. V 2017).
265. Better Beverages, Inc. v. United States, 619 F.2d 424, 425 n.2 (5th Cir. 1980) ("[G]oodwill is a capital

asset .... "); Dixie Fin. Co. v. United States, 474 F.2d 501, 506 n.5 (5th Cir. 1973) (noting that "[g]oodwill is a
capital asset, and amounts received therefor in excess of the seller's basis are treated as capital gains," but that
they represent a nonamortizable capital investment resulting in no corresponding deduction for the purchaser);
Comm'r v. Killian, 314 F.2d 852, 855 (5th Cir. 1963) ("It is settled that goodwill, as a distinct property right, is
a capital asset under the tax laws."); Michaels v. Comm'r, 12 T.C. 17 (1949) ("We entertain no doubt that good
will and such related items as customers' lists are capital assets.").

266. See Polsky & Rosenzweig, supra note 2, at 421 22.
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willing to pay $120 because of the SUB premium. The corporation would then
pay $42 in corporate tax ($120 x .35), leaving $78 to be distributed.2 67 The $78
distribution would leave the shareholder with $62.40 of cash ($78 x (1 .2)),
which is $17.60 less than when the shareholder had sold stock. Thus, the
shareholder would sell stock. Had the corporation been initially formed as an
LLC, the buyer would buy assets and leave the owner of the LLC with $96 after
tax ($120 $24 capital gains tax).

Stepping back from the technicalities, these results make perfect sense. A
purchase of corporate assets reduces the buyer's future corporate tax liabilities
with respect to the amount of built-in gain in the acquired assets.268 But at the
same time, an asset sale increases the seller's current corporate tax liabilities
with respect to the same amount of built-in gain. Because of the time-value of
money, this tradeoff of less future taxes for greater current taxes in the same
amount is not desirable unless the buyer's future corporate tax rates are
significantly greater than the seller's current corporate tax rate.

2. Discussion of SUB Delivery in the Existing Literature

The ability of LLCs to deliver SUBs is quite a big deal. A purchase price
premium of 20%is significant. And the premiums can be staggering in absolute
terms. For corporate start-ups that go public, the theoretical value of the SUB
can easily be in the hundreds of millions, if not billions, of dollars. Furthermore,
in contrast to the tax benefit of loss flow-throughs, there are no restrictions or
limitations, such as the passive activity rules, that would impair this benefit, and
it is fully available to carried interest holders and super tax-exempts.

Despite its significance, the academic literature on start-up choice-of-entity
has, with one exception, completely ignored the theoretical SUB premium. Only
Fleischer even mentioned it, but only briefly near the very end of his article.269

He correctly noted that "an asset sale from a partnership has the distinct
advantage of giving the buyer a step-up in basis in the target's assets without
incurring an extra layer of tax," explaining the mechanics of the SUB on the
second-to last paragraph in a fifty-page article.270

3. Delivery of the SUB in Practice

The theoretical value of SUBs is indisputable. SUBs are expected to lower
future tax liabilities, leaving the business with greater after-tax cash than in an
otherwise identical COB transaction. Of course, it is possible that the business
might not generate sufficient profits to utilize the SUBs or even that the
corporate tax could be drastically reduced or even eliminated entirely through

267. Before 2018, the corporate tax rate was 
3 5 %. See I.R.C. § 11(b) (Supp. IV 2016).

268. See Schler, supra note 251, at 888.
269. See Fleischer, supra note 1, at 184.
270. Id.
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legislation.211 In fact, the top statutory corporate rate was recently reduced
dramatically. 2 2 But these risks only go to the amount of expected value, not to
the question of whether there is any such value. SUBs would have zero expected
value only if it was absolutely certain that the business will never generate
profits or that the corporate tax would immediately be eliminated in its entirety.
However, when start-ups go public or are acquired by public companies, there
is surely the expectation that they will eventually become profitable, and the
corporate income tax has been in place for over 100 years.2"

3 Thus, it is safe to
say that SUBs of start-ups that are exited have significant theoretical value.

Nevertheless, the conventional wisdom is that the public stock market
routinely disregards SUBs (or places an extremely low value on them) in valuing
businesses despite their theoretical value.2 "

4 The traditional explanation for this
is based on two factors. First, the public market, in valuing businesses, appears
to place great weight on metrics that are based on financial accounting earnings,
such as EBIT or EBITDA. 2

11 Second, these accounting metrics do not reflect the
tax benefits resulting from a SUB.276 The result is that the earnings, EBIT, and
EBITDA of an acquired business will be the same regardless of whether the
acquirer gets a SUB or COB.2" Accordingly, a valuation of the business based
on a multiple of these metrics will yield the same value in either case.

An alternative explanation for the stock market's tendency to discount
SUBs is that the future tax benefits are in fact rationally significantly
discounted.21' Rational discounting may be the product of significant concerns
about future profitability, future corporate tax rates (or even the future viability
of the corporate tax), and the availability of tax avoidance opportunities.21

9 All
of these concerns would reduce expected future marginal effective tax rates,
which in turn reduces the value of SUBs.280

Regardless of the reason, the widely held view is that the public market
does not pay very much for SUBs.281 As evidence, commentators point to the
fact that traditionally when LLCs went public, they simply incorporated on a

271. For example, if the federal income tax were transformed into a consumption tax, the corporate income
tax would be eliminated.

272. Compare I.R.C. § 11(b) (Supp. V 2017) (21% corporate rate), with I.R.C. § 11(b) (Supp. IV 2016)
(35% corporate rate). The new rate will be in effect on January 1, 2018.

273. See Jack Taylor, Corporation Income Tax Brackets and Rates, 1909 2002, INTERNAL REVENUE SERV.,

https://www.irs.gov/pub/irs-soi/02corate.pdf (last visited Jan. 19, 2019) (showing corporate tax rates from 1909
through 2002).

274. See Polsky & Rosenzweig, supra note 2, at 429 32.
275. See generally Lawrence M. Benveniste & Paul A. Spindt, How Investment Bankers Determine the

Offer Price and Allocation of New Issues, 24 J. FIN. ECON. 343 (1989); Moonchul Kim & Jay R. Ritter, Valuing
IPOs, 53 J. FiN. ECON. 409 (1999).

276. See Polsky & Rosenzweig, supra note 2, at 429 32.
277. See id.
278. See id. at 432 33.
279. See id.
280. See id.
281. See id.

February 2019]



HASTINGS LAW JOURNAL

tax-free basis, thereby relinquishing any opportunity to achieve an SUB.2 82 In
other words, they effectively gave away the SUB for free. Commentators also
point to the increasingly popularity of tax receivable agreements (TRAs) in
going-public transactions.2 83 TRAs allocate most (usually 85%) of the tax
benefit resulting from a SUB or other tax attribute back to the sellers if and when
the tax attribute actually reduces the buyer's future taxes.284 In essence, TRAs
leave the tax attribute (technically, 85% of it) back with the sellers. The logical
implication of a TRA is that the sellers value the tax attribute significantly more
than the buyer. Absent such a pricing disparity, the parties would simply price
the tax attribute into the deal and avoid the administrative problems of carving
it out.285 The annual computation, payment, and tax and financial reporting of
TRA payments is administratively burdensome, TRA rights can result in some
messy conflicts of interest, and the mere existence of a TRA complicates the
initial public offering ("IPO") process.286 Thus, the pricing disparity must be
significant enough to justify these significant complications.

The conventional wisdom surely helps explain the traditional preference
for corporate classification by start-ups. The desired exit for start-ups is usually
to either go public or to be sold to a public company.2 7 In either case, the
effective buyer is the public market. If the buyer is not going to pay a premium
for a SUB, the only significant benefit of being an LLC is eliminated.28 The
best evidence of this futility is that, until only recently, LLCs that went public
would convert on a tax-free basis to a corporation thereby relinquishing the
prospect of a SUB.28 9 These LLCs went through all the complications of the
LLC form from their inception all the way up to the IPO, but ultimately got
nothing for their troubles.

Compare, for example, two start-ups that go public-one that was formed
as an LLC and the other as a corporation. The one that was formed as an LLC is
converted tax-free on the eve of its IPO to a corporation (as was historically
common), and it therefore delivers a COB. The one that was formed as a
corporation uses the corporation as the public vehicle, automatically delivering
a COB. They each end up in mostly the same place. The differences are (1) the
LLC's pre-IPO losses flowed through to its owners while the corporation's
losses were trapped, but as discussed above this benefit is much smaller than it
appears due to the presence of tax-indifferent ownership and the passive activity
rules, (2) the LLC resulted in additional administrative, transactional, and
compliance complexity (including the utilization of a blocker corporation in the

282. See generally Gladriel Shobe, Supercharged IPOs and the Up-C, 88 U. COLO. L. REv. 913 (2017).
283. See Victor Fleischer, Taxing Founders'Stock, 59 UCLA L. Rev. 60, 90 91 (2011).
284. See Polsky & Rosenzweig, supra note 2, at 452 56.
285. See id. at 454.
286. See id. at 457 (noting the costs of negotiating, drafting, and administering a TRA).
287. See supra Subpart I.B.
288. Recall that single taxation of ordinary course income and flow-through of losses are not significant

benefits in the start-up context.
289. See generally Victor Fleischer & Nancy Staudt, The Supercharged IPO, 67 VAND. L. REv. 307 (2014).
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ownership structure), and (3) the LLC required a restructuring on the eve of the
IPO. All things considered, it is not surprising that corporate classification was
the preferred approach for start-ups.

D. SUMMARY

The existing academic literature on start-up entity choice has
underappreciated two factors that historically encouraged the use of the
corporate form. Tax compliance issues and the additional transactional
complexity associated with LLCs were especially problematic. In the early stage
start-up context, numerous investors make many small investments, time is of
the essence, legal costs are disfavored, and the vast majority of companies end
up completely worthless. These factors make the extra administrative burdens
of LLCs far more problematic than prior commentators realized.

At the same time, the actual benefits of LLCs are smaller than they might
appear. The ability to fetch a premium purchase price for delivering a SUB
should in theory be quite significant. Furthermore, the premium should be
available to a broad swath of start-up investors. However, the conventional
wisdom is that public companies will not pay much, if anything, for a SUB.
Because the desired exit of a start-up is to become, or be acquired by, a public
company, the ability to actually fetch a premium for delivering SUB is more
theoretical than real.

Thus, upon close reflection, the traditional costs of using an LLC turn out
to be higher than previously understood, while what appears to be the most
significant benefit is in fact much smaller or even nonexistent.

CONCLUSION

The historical preference of start-ups for corporations over LLCs has
puzzled observers for over twenty-five years. Despite gallant efforts by prior
commentators, no one has yet adequately explained the phenomenon. This
Article attempts to do so by identifying two significant practical issues, one of
which makes the LLC form more burdensome than previously appreciated and
the other that makes a theoretical benefit of using LLCs impossible to fully
monetize. Due to the unique nature of early stage start-up investment, tax
compliance issues and transactional complexity associated with LLCs are
particularly problematic. And, because of valuation idiosyncrasies by the public
market, SUB premiums, which should be generated in sales by LLC owners, are
practically unavailable in typical start-up exits. Combined, these two factors
explain the puzzle.

While this explains the historical tendency to prefer the corporate form,
recent legislative developments and structural innovations will dramatically
affect the choice of entity analysis going forward. An exclusion for qualified
small business stock, which historically was immaterial but was recently
significantly expanded, can exempt some of the gain recognized by U.S.
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individual investors in start-ups from capital gains tax.2 90 New corporate income
tax rates, effective for the first time in January 2018, are vastly reduced from a
top marginal rate of 35% to a flat rate of 21%.291 These factors push in favor of
corporate classification.

On the other hand, a relatively new legal innovation, the Up-C IPO
structure, pushes in favor of partnership classification.292 In an Up-C IPO, the
potential for a SUB is preserved. Historically, when LLCs went public, the SUB
was essentially given away for free because of the perception that public markets
do not value it. To solve the valuation pricing problem described above, Up-C
IPOs include tax receivable agreements, which allocate the ultimate benefits of
the preserved SUBs to the LLC owners.2 93 While Up-C IPOs are more complex
than traditional IPOs of LLCs, market acceptance of the structure has been
growing exponentially.2 94 The end result is that LLC owners can now much
more easily monetize the benefit of creating SUBs, which pushes in favor of
using LLCs over corporations.

In addition, the new pass-through deduction, which generally excludes
20%of LLC income recognized by a U.S. individual investor from tax and which
became effective on January 1, 2018, also pushes in favor of LLCs.2 95 Because
of these four recent developments-the expanded exclusion for qualified small
business stock, the new corporate tax rate, the market acceptance of Up-Cs, and
the pass-through deduction-the ground has shifted considerably regarding
choice-of-entity. Nevertheless, the pragmatic problems that would stem from
widespread LLC adoption in the VC world remain and will likely remain
insurmountable, regardless of these developments.

290. See I.R.C. § 1202 (Supp. V 2017).
291. See id. § 11 (a).
292. See generally Polsky & Rosenzweig, supra note 2.
293. Id. at 416.
294. Id. at 417.
295. See I.R.C. § 199A (Supp. V 2017).
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