Sole Proprietorship

The popularity of the sole proprietorship results from its simplicity and flexibility.  The owner directs business activities and may supply all management and labor utilized by nature or the sole proprietorship.

A sole proprietorship can be established, modified, bought, sold, or terminated very quickly.  No business planning or organizational arrangements (bylaws, organizational charter, ect.) are required when a sole proprietorship is established, and approach that often works to the proprietor’s detriment.  Other than routine permits and licenses required for you business activities, neither public notification nor legal assistance is required to start, terminate, redirect, or modify the business.  The proprietor can decide to start a business and almost immediately can say, “ I’m open for business and I’m my own boss.”

The owner can change the size or complexity of the business unit whenever there is financial capacity to do so.  Children can be involved in both business and family activities as determined by their age, interests, abilities, and parents’ wishes.  Depending on personalities and interests, the involvement of family member in the business is relatively unrestricted.

Limitations of Sole Proprietorship

The sole proprietorship has a number of limitations.  Many result from the lack of a separate business entity.  Even though there are many financial management and tax reasons no to do so, mingling of business and household finances and operating with a resource base that’s primarily the family’s net worth occurs in many sole proprietorships.  The resulting limitations include:

· Everything the proprietor and family own is at risk in both personal and business activities unless non-business assets are protected in a trust or other isolating mechanism

· The resource base of the business unit may be so limited that credit availability and capacity to respond to business opportunities is moderately to severely restricted;

· The business ends with the death of the proprietor and, if the business activity is to continue, a new business must be established by survivors;

· Unless succession is carefully planned, each generation much purchase or inherit the business assets paying any applicable taxes and costs;

· Mixing business and household finances can make it difficult to measure business financial performance and profitability, and may lead to less of equity that is not recognized until the business is in serious financial difficulty;

· Conflicts or disagreement with the family can immobilize the business unit and prevent needed decision-making.

Limited Liability Company (LLC)
A Limited Liability Company (LLC) is a relatively new form of business in the United States, and is formed under state law by filing articles or organization.  It is neither a Sole Proprietorship, a Partnership nor a Corporation, and owners are referred to as Member, rather than Partners or Stockholders.  This form of business provides its owners (the members) with a very flexible and adaptable form of business organization that provides liability protection similar to the protection provided by incorporation of a business unit.

When forming or changing their form of business, most small business owner have town specific goals in mind; taking maximum advantage of IRS tax law, and “insulating” their personal assets from potential business-related legal actions.  Considering the following, an LLC will often meet both needs:

· An LLC can be established at moderate cost in relatively short time.

· Management by all member, by one or more member, or by a non-member individual or business entity is allowed. (The management arrangements are specified in the articles or organization.)

· The Member are not personally liable for company debts (other than taxes)

· Even though a separate legal entity (like a Corporation), it is by default considered to be (and taxed as) a Sole Proprietorship, thus taking advantage of “flow through” tax benefits.

· If owned by two or more Members, it is by default considered to be (and taxed as) a Partnership

· If and when to its advantage, the LLC can elect to be considered and taxed as a Corporation.

· Unlike Corporations, there is no statutory requirement to keep exhaustive minutes, hold meetings, or make resolutions to stay legal.

· Ownership interests can be transferred using procedures described in the articles or organization or operating agreement, or by consent of a majority or modifying business agreement.

For these reasons, the LLC is rapidly becoming the entity of choice for small to medium businesses.

Possible Limitations of a LLC:

· Limited experience of individuals and professional advisers with the realities of organizing, operation, transferring, dissolving and defending LLCs may be the most important single concern about this form of business organization.

· Some lender have had limited experience with lending to LLCs, and may be reluctant lending commitments.

· It may be more difficult to correctly anticipate ownership and management issues that arise during LLC operations, and to develop useful outcomes to those issues.  However, experience is accumulating rapidly.

Partnership
The partnership is a popular and useful form of business organization and is noted for its simplicity and ease of formation.  A partnership is an association of two or more persons formed to carry on a business for profit.  As such, it is a special form of business entity separate from the individuals (partners) as is owned by two or more person each of who has a specified ownership interest.  A general partnership can be formed with nothing more than a verbal agreement.  Nothing has to be filed with the state and freedom of contact is the governing principle.  The down side is that the partners are joint and severally liable.  This means that each partner is fully liable for the actions of the other partner.

With very limited exceptions, a partnership is not an income tax paying entity.  All profits and losses pass through to the partners’ individual tax returns in proportion to their respective ownership interests.  Unless continuity of the partnership is provided for in the partnership agreement, a partnership debt to asset ratio is very low, borrowing usually required loan documentation signed by all partners and their respective spouses (if any).

No public notice of the partnership agreement is required at the time of formation of a general partnership.  Public notice may be required if a partner subsequently is added to the partnership.  Public notice of the formation of a limited partnership must be given through registration with the Corporation Division or the Secretary of State’s office.

Limitations of a Partnership:

Partnerships have a number of limitations with important implication for the partners and member of their families.  These include, but are not limited to:

· In and general partnership all assets of each partner are at risk while in a limited partnership, all assets of the general partner are at risk and capital invested by the limited partners is at risk.

· Any partner in a general partnership and the proprietorship general partner of a limited partnership can enter into contacts and incur obligation that are binding on all partners.

· Unless the partnership agreement contains specific provisions authorizing continuation, a general partnership ends upon the death of any partner, usually resulting in disruption of ongoing business arrangements.

· Any general partner can require dissolution of the partnership at any time.

· Partners hold a minority interest can be alienated if general partners holding a majority of the ownership interest consistently vote as a block and the interests of minority partners are ignored.

· Unless succession is carefully planned, each generation must purchase or inherit the interests of each partner.  Subject to associated estate and inheritance tax cost.

· Division of management responsibility among the partners can result in no one having an overall understanding of the financial standing of the partnership.

· For a number of social and economic reasons, it may be difficult to enter an existing partnership.

· It may be very difficult to get out of a partnership without undue financial loss and/or interpersonal conflict with other partners.

· Conflicts or disagreements among the partner can immobilize business decision-making causing loss or productivity and profitability.

A carefully drafted partnership agreement can reduce or avoid many of these limitation.  However, a partnership agreement cannot alter the financial responsibilities that accompany being a general partner of a limited partner as they are defined by statues and court decisions.

S Corporation
An S Corporation is a corporation that elects the be taxed under Subchapter S of the Internal Revenue Code (enacted in 1958 and periodically amended) and receives IRS approval of its request for Subchapter S status.  As a legal entity (an artificial person), the S corporation is separate and distinct from the corporation’s owners (the stockholders).

Eligibility for S corporation tax status is base on compliance with IRS regulations regarding the number and characteristics of the stockholders, type of stockholders, type of stock issued, and other characteristics specified in the regulations. 

Moderate legal costs are incurred in setting up a typical S corporation and annual costs are incurred for stockholder meetings, tax return preparations, and preparing other yearly reports and summaries as needed for management and as desired by stockholders.  Public notice of the formation and continued operation of a corporation is required and is accomplished through filings with the Secretary of State’s office.

Limitations of the S Corporations

· Lenders may require personal guarantees from corporate officers as a condition of supplying credit, thus negating the limitation of liability.

· Conflicts of disagreements among the stockholder (usually a small group of persons) may immobilize decision-making.

· Restrictions on the sale of stock and/or buy-back agreements included in the bylaws may prevent minority stockholders from being able to recover the value of their investments in the corporation.

· Through the processes of gifting and inheritance, stock ownership can become divided among many persons who are not active in the business and they may become a voting block that does not support needs and decisions believed desirable by managing stockholders.

· Over time, corporation paid benefits for stockholder-employees may become costly and exceed the ability of the business to pay.

· Employee benefits such as life insurance, health insurance, and housing cost are taxable income to stockholder employees with 2% or more stock ownership and to employees who are directly related to persons owning 2% or more of the corporation stock.

· If the corporation owns appreciated assets and the corporation is dissolved, significant income taxes ion the appreciation amount will be generated.

The corporate shield of limited liability may be lost:

· When corporate formalities are not followed, that is, when director and shareholder meetings are not held and minutes of such meetings are not kept.

· When corporate assets are treated as personal assets, for example, when a corporate vehicle is used for family vacation and the corporation is no reimbursed for the non-business use.

When limited liability is lost, stockholder become personally liable for any corporate legal or financial obligations.  In addition, if corporate income tax returns are audited, failure to observe corporate formalities or treating corporate assets as personal assets can result in loss of corporate income tax deduction and levying or penalties and interests on taxes assessed for previous years.

C Corporation

A C Corporation is taxed under Subchapter C of the Internal Revenue Code.  As a legal entity (an artificial person), the C Corporation is separate and distinct from the stockholder, the owners of the corporation.  As a tax-paying entity, the C Corporation must pay taxes on its taxable income prior to making dividend distributions to stockholder.  It may issue more than one type of stock and can have any number of stockholders.

Moderate legal costs are incurred in setting up a C Corporation, and annual cost are incurred for stockholder meetings, tax return preparations, and preparing other yearly reports and summaries as needed for management and desired by stockholders.  Public notice of the formation and continued operation of a corporation is required and is accomplished through filings with the Secretary of State’s office.

Limitations of the C Corporation:
Double taxation of the corporate net income distributed to stockholder in the form of dividends is the most frequently cited disadvantage of the C Corporation.  As a corporate entity, C Corporations must pay income tax on their net income prior to any distribution of dividends to stockholders, and dividends are taxable to the stockholder resulting in double taxation of corporate income distributed to the stockholders.  However, the effects of this limitation can be reduced when the stockholder are corporation employees and derive most of their income from salaries and wages paid by the corporation.

Other limitations of the C Corporation include:

· Lender may require personal guarantees from corporate officers as a condition of supplying credit, thus negating the limitation of liability.

· Conflicts or disagreements among the usually small group of stockholders in a small-scale entrepreneurship corporation may immobilize decision-making.

· Restrictions on the sale of stock and/or buy-back agreements included in the bylaws may prevent minority stockholder from being able to recover the value of their investment in the corporation.

· Through the processes of gifting and inheritance, stock ownership can become divided among many persons who are not participants in operations of the business, and that can result in their becoming a voting block that does not support needs and decisions believed desirable by managing stockholders.

· Over time, corporation paid benefits for stockholder-employees may become costly and exceed the ability of the business to pay.

· If the corporation owns appreciated assets and the corporation is dissolved significant income taxes on the appreciation amount will be generated.

The corporate shield of limited liability may be lost:

· When corporate formalities are not followed; that is, when director and shareholder meetings are not held and minutes of such meetings are not kept.

· When corporate assets are treated as personal assets; for example, when a corporate vehicle is used for family vacation and the corporation is not reimbursed for the non-business use.

When limited liability is lost, shareholders become personally liable for any corporate legal or financial obligation.  In addition, if corporate income tax returns are audited, failure to observe corporate formalities or treating corporate assets as personal assets can result in loss of corporate income tax deductions and levying of penalties and interest on taxes assessed for previous years.
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