An Engineering Firm's
Structural Setback

QBO Engineering, a burgeoning middle-mar-
ket firm specializing in advanced manufacturing
solutions, experienced rapid revenue growth
from $2 million to $30 million in its first five years.
Initially structured as a partnership, the founders,
two highly skilled engineers, focused primarily
on securing contracts and delivering exceptional
work. Tax planning, unfortunately, took a back-
seat. They assumed the partnership structure,
with its pass-through taxation, was the simplest
and most efficient option. This assumption, how-
ever, proved costly.

The Problem:
Partnership Pitfalls

While the pass-through nature of the partnership
initially seemed advantageous, it created signif-
icant tax burdens as the company’s profitability
soared. Each partner was taxed on their share of
the business’s profits at their individual income
tax rates, which climbed steeply as their income
increased. Furthermore, they were both subject
to self-employment taxes, covering both Social
Security and Medicare, adding another layer of
tax liability. As QBO Engineering grew, these
combined tax burdens significantly hampered
their ability to reinvest profits back into the busi-
ness. They struggled to acquire new equipment,
expand their facilities, and hire additional staff,
hindering their growth potential.

Beyond the tax burden, the partnership struc-
ture also presented challenges in attracting
outside investment. Venture capitalists and pri-
vate equity firms were hesitant to invest in a
partnership, as it lacked the corporate structure
they preferred. This limited QBO Engineering’s
access to capital, further constraining their ex-
pansion plans.



The Consequences:
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Stunted Growth and Missed Opportunities

The combination of high tax burdens and limited access to capital created a significant bot-

their chosen structure.

- Feature

- Taxation of Profits

Tax Rates

Self-Employment Tax

Access to Capital

Reinvestment of Profits

Tax Deductions/Credits

Administrative Complexity

Example (Simplified)

Partnership

Pass-through to partners, taxed at
individual rates

Based on individual income tax
brackets (can be high for high
earners)

Partners pay self-employment
tax (covering Social Security and
Medicare)

Limited access to outside
investment (e.g., VC, PE)

Can be challenging due to high
individual tax burdens

Standard business deductions

Generally simpler

$1,000,000 profit, taxed at high
individual rate (e.g., 35% + self-
employment tax) = Significant tax
burden.

tleneck for QBO Engineering. They missed opportunities to bid on larger, more lucrative
projects due to capacity constraints. Their competitors, many of whom were structured as
C-Corporations, were able to leverage their corporate structure to raise capital, invest in
growth, and outbid QBO Engineering for key projects. The founders, initially thrilled with
their early success, began to feel frustrated and overwhelmed by the tax implications of

Taxed at corporate level, then
again on dividends (double taxation
potential)

Corporate tax rate (can be lower
than high individual rates), Qualified
Dividends taxed at preferential rates.

Owners/employees pay Social
Security and Medicare through
payroll taxes (employer portion
deductible by company).

Easier access to outside investment

Easier to reinvest profits due to
potentially lower corporate tax rate.

Potentially access to more
specialized deductions and credits
available to C-Corps

More complex due to corporate
compliance requirements

$1,000,000 profit, taxed at corporate
rate (e.g., 21%), remaining profit
distributed as dividends (taxed at
lower rates) = Potentially lower overall
tax burden, more funds available for
reinvestment.
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The Solution:
A Strategic Shift to C-Corp

Recognizing the need for a change, the
founders finally sought advice from a
tax advisor specializing in middle-mar-
ket businesses. The advisor conducted a
thorough analysis of QBO Engineering's
financial situation and long-term growth
projections. They recommended restruc-
turing the business as a C-Corporation.

While the founders were initially hesitant
due to the perceived complexity and the
potential for double taxation, the advisor
explained the long-term benefits. The

C-Corp structure would allow them to ac-
cess a wider range of funding options, in-
cluding venture capital and private equity.
Furthermore, the corporate tax rate, while
seemingly higher at first glance, could
actually be lower than their individual in-
come tax rates as the business continued
to grow. The advisor also highlighted the
potential for tax deductions and credits
specific to C-Corps, which could further
reduce their overall tax burden.



The Outcome:
Renewed Growth and
Enhanced Potential

After careful consideration, the found-
ers decided to restructure QBO En-
gineering as a C-Corporation. The
transition process, while complex, was
ultimately successful. The company was
able to attract significant investment, al-
lowing them to expand their operations,
upgrade their equipment, and hire top
talent. While they now faced corporate
income tax, the ability to reinvest prof-
its and access capital far outweighed
the perceived disadvantages. QBO En-
gineering was able to compete more
effectively in the market, secure larger
contracts, and achieve its full growth
potential.
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Key Takeaways:

Proactive tax planning is crucial: Don't
wait until tax issues become a problem.
Engage with a tax professional early
on to develop a tax strategy that aligns
with your business goals.

Business structure matters: The legal
structure you choose for your busi-
ness has significant tax implications.
Carefully consider your long-term
growth plans and seek professional
advice before making a decision.

Don't be afraid to adapt: As your busi-
ness grows, your needs may change.
Be willing to re-evaluate your busi-
ness structure and make adjustments
as necessary.

Seek expert advice: Navigating the
complexities of business taxation can
be challenging. Don't hesitate to seek
advice from qualified tax professionals
and financial advisors. Their expertise
can be invaluable in helping you make
informed decisions and minimize your
tax burden.




