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Bruce bought a fast food franchise because
the opportunity looked too good to pass up. It
might have been, but Bruce knew nothing
about the food or restaurant business, and as
far as [ knew, didn't even like fast food! Care
to guess how successful he was? Or how long
it lasted? Care to guess what happened even

though “all the details are taken care of for
you?”

CHECKLIST #2: CHOOSING A BUSINESS

O Is this the kind of work | really enjoy?

Look to your current interests. M
. < any suc-
becacesaﬁll small businesses grow out of hobbies
uns: a hobby is chosen for all the right
reasons ... you enj
el joy the task, the challenge, the

o Dolhavcthcrequiredtechnjcalcxpcrtisc?
I')t(:lx:;tofet mh'ed In a business if you know
= tmtm g about it. The story related above
o € one ... and one of many like it. When
_ a:ck tht; necessary technical expertise, you
g eme _right Questions, make good
opinions 0nS and assess other “expert’
O

CF:;: make enougl? money in this business?
i your financia] g(}a{s should be realistic.
how they arcmndd ¢ at similar businesses to see
will givy o omg. Talk to the owners. Most

i enough information for you to
you financially. This will
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help you to pick a business that can satisfy
your financial goals.

O Can I get the help I will need?
If your business is not going to be a one-person
operation, you need to find out if the right kind
of help is available in your immediate area. Are
there similar businesses in the area? Also check
with local employment agencies.

O Do I understand the market?
Will you be able to find customers? Do you have
the knowledge required to set prices appro-
priately? Will you be able to direct a marketing
program? (You might not do this yourself, but
you may have to manage the effort).

CHOOSING THE BUSINESS LEGAL STRUCTURE

Okay, you've chosen your business. What next? No
doubt, one of the most asked questions by the
prospective business owner is “Should I
incorporate?” To answer this question, we need to
examine what the options are and their respective
advantages and disadvantages.

Actually, you have three basic structures from
which to choose:

1. Sole proprietorship
2. Partnership (limited or general)
3. Corporation

There is no “best choice” for a
e e W ‘business structure.
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The legal structure you choose depends on a
number of things, including your type of business,
individual situation, goals for the business, and 2
number ot: other personal and financial factors.
Before decndmg what’s best for you, discuss your
plans with your accountant and attorney. Make
sure you are prepared to describe your business
plansmsot_necletaﬂ. It will be money and time well
spent. Making the right choice can help you avoid 2
Emtﬂke that can cost you big in terms of possible
Adwcm'm liability (See Chapter 6, Get Professional
e).

Bef‘f“'e _you have any discussions with your
l;;imal advisors, it is useful to understand the

cs of the various legal structures available to

ou ... i : F 3
Al cleu D orship, partnership, and various

SOLE PROPRIETORSHIP

mi .

a:nda ]:Btht;emoat Popular form of small business
Vm;dwi:h onelm Imph?ﬁ. ownership is totally
since no legal person. It is the easiest to establish
business ,eq,,-,f"m““hﬂ are necessary. The only
local jurisdi t may be a license from your

bk ction to allmgv you to conduct the type of

o Froprietorship Advantages:
L. Easy ang quick -
Pﬂlsivetoestabﬁ;?d usually the least €
2. You have { tal A
business, ownership and control of the

3. All the
thgmp:‘,uﬁt'dthebumm belong to you:
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4. No additional Federal taxation on business
profits (No double taxation).

5. No periodic business reporting to the IRS or
other government agency is requi

6. Income tax filing is simply part of your
annual personal tax return (Schedule C).

Sole Proprietorship Disadvantages:

1. The owner is personally liable for all
business debts and the liability is not limited
to the value of the business. You are
personally liable for any and all business
debt you incur.

2. It is generally more difficult to borrow money
or obtain outside investment than with other
types of legal structures.

3. If the owner is incapacitated for any reason,
the business is likely to fail.

4. All management responsibility is with the
owner which can be a heavy burden.

5. You must pay self-employment tax on the
business net income.

IMPORTANT NOTE

A “home business” is frequently a sole
proprietorship and offers a number of unique
advantages. However, just because you arc
conducting business from your home does not
exempt you from ible legal or other
liabilities. See Appendix III for a listing of the
advantages of a home-based business.
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This type of business is just what the name
implies: Business ownership is divided between
two (or more) partners. The general partnership is
the most common and is formed to conduct a
business with two or more partners being fully
involved in the operation of the business. All the
partners share both profits and liabilities. A limited
gar_tnem.mp, as the name implies, provides for
limited liability of the partners. (This liability can be
no greater than the partner’s investment in the
partnership). In a limited partnership there must
be a least one general partner who remains liable
for all the debts of the partnership.

i ing a partnership is complex and legal advice

ot o Portant. The kind of partnership and the
€r you will -

potential personal gabﬂlty be determines your

Parl:ne-mhm Ad"alltagea;

L Syncrg as a result of pooling partnl‘:rs,
t areas of expertise.

2' go%mm does not pay Federal

(IRS Fe taxes. An informational tax return

> Form 1065) must be filed which shows

pam;!:ss-through of income/loss to each

ity may be spread among the partners.
4. Investment :
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Partnership Disadvantages:

1. Formation and subsequent changes in
structure are complex.

2. Problems with partner(s) as the result of
misunderstandings, different goals, etc., can
weaken or destroy the partnership.

3. Limited partners are liable for debt if they
are active managers in the business. General
partners have unlimited liability. You may
also be liable for the commitments of your
partners.

CORPORATION

There are three major types of corporations, the C-
corporation  (“regular corporation”), the S-
corporation (or “S-Corp”), and the Limited Liability
Corporation (or “LLC”). All of these forms of thEe
corporation are complex legal entities. Their
detailed structure may vary from state to state
(incorporating a business in a given state allows
you to conduct business only in that state). It is
essential for you to obtain legal advice if you are
thinking about forming a corporation. (See
Chapters 6 and 10). Since each state has its own
set of corporation laws, you should contact the
appropriate state office in your state (usually the
office of the Secretary of State) for additional
material and procedures. A listing of these offices
for all 50 states is included at the end of this
chapter. Most offices can provide a guide for new
businesses to follow for incorporation and doing
business in their state. Call or write for a copy.
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Most people immediately think of incorporating in
order to minimize their personal liability. Indeed,
the lhability of stockholders (owners) in a
corporation is limited under certain and complex
conditions. Today, with the Tax Reform Act of 1986
and other legislation, there are really few good tax
reasons to incorporate (with the exception of
dividing corporate profits as noted below). The best
reason for incorporating is, in fact, the limited
liability. However, there is no such thing as total
insulation from liability resulting from doing
business as a corporation.

Rccordtjiﬁ keeping and tax matters with a corporation
are difficult and time-consuming tasks usually
i:munngth?: services of an accountant. You need
o inta ;
mkﬂets forp yourbuM' ?vhen considering operating

;de thc’ “do it yourself” incorporation guides.
not take on t;:, L‘Enpl“ process and you should
any mistakes at this yourself. You cannot afford
if you decide incom - 1 Your new business, 50
and spend the FEEAar 1s for you, do it right
professionally money required to have it don€
corporation c-anLegal fees for setting up 8
(@ssuming it iy e cen $350 and $1,500
Chapter 6. atively straightforward). Se€

::uuncc CORPORATION

pays taxes. h&;a a taxa.hlg entity and, as such,

¥Ou may haye } ml in the “double taxation”

about. The corporation patg*

owner (shareholq '] profits, and then, you the

dividnnn!ls ' P&y personal taxes y:n the
Poration pays you. (The
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dividends are not deductible by the corporation).
This is one of the biggest disadvantages of a
corporation.

On the other hand, incorporating your business
usually makes it easier to establish credit with
suppliers and borrow from banks. If you expect to
use outside investors for business capital, a
corporation is a must.

Regular Corporation Advantages:

1.

Shareholders (the owners) enjoy personal
limited liability.

It is generally easier to obtain business
capital than with other legal structures.

Profits may be divided among OWNers and
the corporation in order to reduce taxes by
taking advantage of lower tax rates.

The corporation does not dissolve upon the
death of a stockholder (owner) or if owner-
ship changes.

Favorable tax treatment for en?plque fnngg
benefits including medical, disability, an

life insurance plans.

70% of any dividends received by the
corporation from stock investments are
deductible (unless you purchased the stock
with borrowed money).

Regular Corporation Disadvantages:

1.

More expensive and complex to set up than
other legal structures.
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2. Completing tax returns usually requires the
help of an accountant.

3. Double taxation on profits paid to owners
[corporation pays corporate taxes on profits

and owner pays personal taxes on dividends
from the corporation).

4. Recurring annual corporate fees.

5. Tax rates are higher than individual rates for
profits greater than approximately $75,000.

28% accumulated earnings tax on profits in
excess of $250,000.

Business losses are not deducti
uctibl the
Corporation. Saihle, by

S-CORPORATION

Th :
€ S-corporation offers the limited liability

Federal taxe: o Corporation but does NOT pay

All the earnin
corporati gs and losses of an S-
holdﬁ??a :rc passed through to the share-
startup years g_)l-’ﬂllar form of incorporation in the
: 2 business but there are some

account ag tages that need to be taken into
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3. Profit/losses are passed to owners ... no
double taxation.

4. The S-corporation does not dissolve if one of
the owners dies or otherwise leaves (like a
regular corporation).

5. Wholly owned subsidiaries are permitted.

S-corporation Disadvantages:
1. Legal assistance is required to set up.
2. Maximum of 75 shareholders.

3. Only one class of common stock is permitted
(no preferred stock).

LIMITED LIABILITY CORPORATION (LLC)

This type of corporation blends the tax advantages
of a partnership and the limited liability advantages
of a corporation. Owners of an LLC are referred to
as “members.” As you might expect, it also has
some limitations but is definitely worth con-
sidering. Ask about the LLC when you contact your
appropriate state office for incorporation infor-
mation as suggested earlier in the chapter.

LLC Advantages:

1. Limited personal liability for the owners (like
a corporation).

2. No Federal taxes (like a partnership).

3. No limit on the number of stockholders (un-
like an S-corporation.

4. More than one class of stock is permitted
(unlike an S-corporation).
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LLC Disadvantages:
1. Legal assistance is required to set up.

2. No “continuity of life” as in a regular
corporaﬁqn. The LLC dissolves if one of the
owners dies or otherwise leaves. However,

other formal agreements between the owners
can overcome this.

MAKING YOUR CHOICE

zvi already noted, it is difficult to give specific
dvice as to the.chmce of legal business structure
xﬂ €Very situation will be unique. The
= antages and disadvantages noted above should
an}rwcase - ‘based on your particular situation. In
2> 1118 Important to discuss your plans with
tanltncmdmg both an attorney and an
vammarioua taxpnor to making your final decision. The
patihe consequences for corporations and
sl F? are complex and must be carefully
sidered for each specific situation.

When discuss;
keep in miag 8. YOUT plans with your advisors,
mind the follow:ng' points:
» TheLLCisweilworthlookingintO‘
. 2 .
Saving taxes IS one of most important
fsmonsm EOKconau.:ler when selecting your
mwanycmre. fc?p N mind that there are
Fa, tax advantages with 2
. ; your total taxable business
ncome is more than $75 000.

* Dont select
on me tt:: corlnmﬁon structure bﬂﬁtd
plans since ¢ advantages of profit-sharing
€ Keogh, SEP, and IRA plans
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available to a sole proprietorship are equally
beneficial.

e If you consider a partnership, be certain to
have a complete partnership agreement
drawn up by your attorney. (See Chapter 4).

» Consider a S-corporation if you expect
business losses for the first year or two of
your business. These losses can be passed
through to the owners as tax relief whereas
they provide no current benefit in a regular
corporation.

OTHER REQUIREMENTS

There are a number of other items that must be
addressed when starting your business regardless
of its structure and type. Before conducting any
business activity, review the following listing lest
you get yourself into legal trouble or, at the very
least, become liable for various fines. Once again, it
is a good idea to review these items with your
attorney and get help where required.

Business licenses and permits.

Depending on your type of business, Federal,
state, county, and local business hccqses
and/or permits may be required. It is impossible
to list all the specific requirements by business
or jurisdiction. You should first check on your
state’s requirements by contacting the
appropriate state office or agency. (See the
listing at end of this chapter). They may also be
able to assist you with the local, and posml?ly
the Federal requirements. Then check with
your local city or county lent offices
(usually in the courthouse) for information
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about local requirements. Don't overlook this,
since heavy fines are usually associated with
conducting a business without proper licenses
and permits.

Business name.

Givg some careful thought to the name of your
bumpqsg. You should select more than one
possibility since you may not be able to use
your first choice. You cannot and should not
use a name already in use. Most states will
allow you to “reserve” your desired name for a
short period of time in order to allow you to
:énpletc other required paperwork. The state
e can tell you if your selected name is in
use and suggest you pick another one, if
mty :laﬂuk?;owdﬁalso check with )'Ez
. see if the name you pic
m used locally. In any case, you do not
“Y‘;m business name confused with
anoth Or & variety of obvious reasons. Some
states require you register for a “fictitious name”

Tax payments,

Yo ;

Federal :,;"q“m_m make periodic estimated

regardless of your S State tax payments
. your business legal structure. The

matter with vary and you should discuss ﬂ_‘c

filing sine emimmmm Unta.nt. Don't be late I
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Various IRS reporting requirements.

There are a large number of IRS reporting
requirements that you need to be aware of since
penalties can be severe. These include such
requirements as the filing of different types of
Form 1099 for payments to individuals and
reporting different kinds of income. It is very
important for you to discuss what requirements
must be met with your accountant.

The checklist on the following page taken from
IRS publication #334 (Rev. Nov 91), will give you
an idea of the Federal tax requirements for
various business legal structures.

Collection of sales tax.

If your business will be selling goods to end-
user customers (the public), it is likely you will
have to collect sales tax for the state and/or
local government. Check with your local govern-
ment offices on this one ... every state is dif-
ferent. You will probably have to apply for a
sales tax identification number that will identify
you to the local and state government as a seller
of goods. The process is easy and usually no
cost is involved. There can also be monthly
reporting requirements.
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8o 15 =
% E'g‘»",:. = o The following checklist of business legal
£ s g5 E s = et : S
g o288 [ " 5 g equirements  is excerpted from “Starting &
g ;_ E R .| 28 s OPeraung a Business in [state]” and reprinted here
jg ;i Lz g o E = éj.é';i with permission from The Oasis Press® and M. D.
8z _>€ R "g‘ S % S E e b Jenkins. It provides an excellent summary of those
§" LA o EEE‘E sl K| ~. § 8 items that need to be considered when starting a
2P 9% .ﬂ 5 oty E’g opER §§ o E business in a specific state. (The chapter numbers
So—8 Poe= | 3 | 358 shown in parenthesis refer to chapters in this
guidebook where additional information on that
item may be found.) Some of the material below
o duplicates the requirements listed in the IRS
s 'ﬁg_ § g 5 B publication checklist shown above.
g on o R ELE
] g BE < P 3 Bo £
. || EE o fs T BES ES CHECKLIST #3:
e g8E B ¢ 5 § =B §g§ 5 NEW BUSINESS LEGAL REQUIREMENTS
= R SPESHAE .
- “PPa=f =5 g O Obtain local business licenses.
O Check on local zoning ordinances, regulations,
= 5 5 |8 and other land use restrictions.
B g X E O Determine if your particular business requires a
';1 g g-w |-'§:°°- - state license to operate (3).
55-9' Eg-"' gg;? E’é O Determine if any Federal permit or license is
2" EEE |BE8 [= required (3).
E.;; és ﬁuﬂ-ﬁ O Be prepared to make estimated income tax
payments almost immediately after starting
.- % business or incorporating.
o 1 g gLy
§ g Es% O Apply for a sales and use tax seller’s permit if
: EE_E §E§ you will sell tangible personal property.
i vg‘" "3%:0 2 _ O File sales and use tax returns, if sales or use tax
"5” 3§ Eﬁg must be collected on your sales.
§ Egg : | O File with the county clerk and “publish” a
'- 2z fictitious business name statement, if the

business operates under a fictitious name, and

LA ——
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an affidavit of publication with the county clerk
(in most states).

O Locate a good insurance agent or retain and
meet with an insurance consultant regarding
fire, acuc.lent-, liability, theft, and other types of
gmmermal Insurance you need. Then obtain

€ necessary insurance coverage (11).

O If you purchase real estate, you must withhold
42 t0 10% of the purchase price and remit it to

€ IRS if the seller is a foreign individual or
Investment & CPANY, under the Foreign
you should o) Property Tax Act. Otherwise,
that the sd];rn?mt upon receiving an aﬁida.wt
T 'S not a non-resident alien, with
taxpayer identification number,

unless you are i
iti certain that h is a US.
citizen or resident. € or she is a

O For .
emplo;m:i: _Proprietorship, report any self-
icome on Schedule SE of Federal

Form 1
040, report income or loss on
C of Form 1040.
O A partnersp;

Partnership hp files Form 1065, to report
Portion of thcmcome' Each partner reports their
SE of Form 1040 hip’s income on Schedule
Partnership and income and loss from the

on Schedule E of Form 1040.

O For g T

Limiteq Pm;;;tnmm p, file a Certificate of
. P With the Secretary of State
will have p}mm:;mes_whm the partnership
Tmost states), business or real estate (i

O Fora o2
adopt mon,m file articles of incorporation:
Corporate ﬁ!tmah?; Observe the necessary
- File Federal income taX
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return Form 1120 (or 1120-S for an S-corp). If
property is transferred to the corporation tax-
free under IRS Section 351, report required
information relating to the transfer on the
corporation’s income tax return for that year.

O For a corporation or a partnership, apply for a
Federal Employer Identification Number on
Form SS-4, even if the business has no
employees.

O File annual tax information returns, Forms 1096
and 1099 series, for payments of $600 or more
for items such as rent, interest, and
compensation for services, and send 1099’s to
the payees. File Form 1098 for mortgage
interest of $600 or more your business receives
in a year from an individual. Also, report any
cash payments or cash equivalents of more than
$10,000 that you receive to the IRS within 15
days. Such filing may have to be done on
computer-readable magnetic media.

O If your business is a corporation, be sure to ob-
tain an adequate supply of Federal tax deposit
coupons in time to make your estimated tax

payments.

After reading over the previous list, you'll have a
better understanding of why it’s important to talk
with both your attorney and accoqntant. Re;-
member, also, that there may be additions to this
list for certain states. You should check vnth' your
own state (see listing below) for specific ;obr:;me
requirements necessary for your type of D X
Also refer to Chapter 11 for additional requirements
if you are going to hire employees.



