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Introduction

For more than thirteen years I have worked with all sorts of small-business clients. Back in the beginning, everyone I dealt with was incorporating because that was really the only way to ensure limited liability protection. Then, with the advent of the LLC and the LLP, corporations began to lose favor. Now they’ve come back around to be the entity of choice for many small businesses looking for that same legal protection with a side order of flexible tax-planning capabilities.

Whether you already have a business that’s structured in some other way or are just launching your first enterprise, one of the available corporate entities may be the best choice for your company. It doesn’t matter what industry you are in or how long you’ve already been in business: Every company is vulnerable to lawsuits; every successful business owner has to pay taxes; and almost every company needs outside funding to help it grow. Corporations offer you the most options, the best ways to minimize tax bites, and the simplest way to bring in investors without losing control. Both you and your company could very well benefit in the long run through the simple process of incorporation. And, contrary to popular belief, it isn’t that hard to do.

Incorporating your business really is a simple step-by-step process. When you have all the steps laid out for you, as they are in this guide, you can create a secure and profitable corporation, no sweat. Streetwise ® Incorporating Your Business tells you which steps you can take on your own and which are better taken with professional guidance. From choosing the most advantageous corporate entity to filing the legal paperwork to paying out the first dividend, this book will show you how it’s all done.

It takes guts to start a business, sweat to make it a success, and a lockbox to preserve those hard-earned profits. The marketplace is increasingly competitive, and the economic climate makes it harder than ever to hold on to your wealth. Starting and growing a profitable business is tough, but holding on to everything you’ve built can be even harder. Incorporating your business gives you an extra layer of protection for both your personal nest egg and your burgeoning business, leaving your money in your hands. This book gives you all the tools you need to create a rock-solid corporation, one that will help you to grow and protect your fortune.
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How Structure Impacts Your Business

Like the foundation upon which your house is built, a business structure provides support and framework for your business. This structure, or entity, is the legal form of your company, but it comes with a wide-ranging set of implications beyond the legal ones. Among other things, the entity you choose for your company directs the following:
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Many novice business owners overlook the importance of entity choice; in fact, many don’t even actively make a choice before jumping into business, and they end up stuck with the most basic (and often least protective) structures. But even those entrepreneurs who have made painstaking decisions regarding their business entities may find themselves in the position of needing to make a change.

While every business entity can be changed after the fact, that often involves extra paperwork and sometimes invokes a tax consequence as well. Those pitfalls of switching can be managed with some careful planning, but choosing the best entity for your business—either at start-up or after your company has grown enough to merit a change in entity—in the first place can help you avoid potential difficulties.

A Natural Progression

When it comes to small business, there is a typical pattern of progression when it comes to structure. Many novice entrepreneurs, whether they have planned to start a business or just slid into it without really knowing what’s what, start off as sole proprietors (when they are flying solo) or as general partnerships (when at least two people are involved). These business structures are the default settings: If you do nothing, these are the entities you will have created. As you might expect, these entities are the least beneficial in virtually all ways except the simplicity of formation.

Once business owners get into the swing of things—read this as “start making money, paying taxes, and owning something too good to lose”— they begin to think about better ways to manage their companies. They may search around online for advice or talk to their CPAs, attorneys, or other professional advisors. Whichever path they take, they will likely end up transforming their companies into other entities, usually limited liability companies (LLCs) or S corporations.

The final destination comes into play when the company has grown beyond expectations, pulling in revenues measured in (at least) millions of dollars each year. At that point, most businesses become C corporations, and they live that way forevermore.

Do You Have a Business?

Sometimes, a person can be in business and not fully realize it. Sound crazy? Think about this. A man employed at a plumbing supply company does a little bit of light plumbing work on the side. That’s a business. Or a secretary types up term papers for her son’s classmates for a small fee. That’s a business.

Here’s the basic rule. If you perform a service for money, or sell something for more than you originally paid, and you are not acting as an employee for someone else, you have engaged in a business transaction … for your own business.

Before the First Transaction

The instant you complete your first transaction, you have a business. It does not matter if any money has changed hands; the simple act of agreeing to provide a product or service for money, even if that money won’t come into play for months, counts as a business transaction. Once you’re in business, it can cost extra time and money to make an entity switch.

In the absence of LLC or incorporation papers, and depending on the number of owners involved, your business will automatically be a sole proprietorship or general partnership for accounting, tax, and legal purposes. If you do want to start a business, but you want to enjoy the benefits of a more sophisticated entity (such as protection from business debts), it’s better to fill out all the paperwork and mail in the fees before you do anything else. The things you do to form the business count as entity set-up costs, not regular transactions, and will not make you an inadvertent sole proprietor or partner.

If you have already started, do not worry; you can switch to another structure. It just costs more and involves more legalities and paperwork (not to mention potential tax implications) than if you had formed the desired entity at the very start.

A Brief Look at the Choices

When you create a business, you have four basic entity choices and a few options inside those. The big four are sole proprietorship, partnership, corporation, and limited liability company (or LLC, the baby of the bunch). Sole proprietorships and LLCs come in one flavor only, but corporations and partnerships have several varieties from which to choose. Once you have a good understanding of your options, you will be better able to select the best business structure for your company right now. You should also know that as your company grows and changes, you can always switch to another.

Partnerships

Partnerships come in three basic varieties and one twist that’s currently available only in some states. The three main types, and the one twist, are the following:

1. General

2. Limited

3. Limited liability (LLP)

4. Limited liability limited (the twist)

There are vast differences among these entities when it comes to liability protection for and involvement by partners, but the differences are very small when it comes to taxation.

In general partnerships, each partner is both jointly and severally liable for all debts of the partnership. That means every single partner is 100 percent personally liable for every dime owed to anyone by the partnership, but he can sue his partners for some of the money back if he’s the only one forced to pony up at first. Wait, it gets worse! For example, you could end up responsible for a fellow partner’s personal debts. Your partner could also run up ridiculous bills, charge them to the business, take a hike, and leave you holding the bag. Just in case the point here hasn’t poked you in the eye already, a general partnership is the very worst business entity you could ever possibly form.

[image: Il_9781598690941_0016_001] A limited partnership has two different types of partners: general (who fare just as described above) and limited. Limited partners can never lose more than their investment, and they can never be held liable for the company’s business debts—unless, that is, they participate in the business in any way other than to supply money in exchange for shares. The instant they participate in the business—in any capacity—they become general partners and lose all protection.

LLPs (limited liability partnerships) offer some level of personal liability protection for general partners; the amount of protection varies somewhat according to state law. Usually, though, it shields each partner from responsibility for business debts. Many professional partnerships (like accounting firms and law offices) are set up as LLPs when state law prohibits them from forming either LLCs or corporations.

Finally, the limited liability limited partnership (or LLLP) offers limited liability protection to the general partners of a limited partnership. This twist on the standard is not available in most states, at least not yet. The setup and maintenance are fairly tricky, and the entity hasn’t been around long enough for proven reliability.

The LLC

Not quite a corporation, not really a partnership, the LLC offers your company the best features of these two entities with few (if any) of the drawbacks. As the name suggests, all owners—called members—are afforded limited liability protection. When it comes to taxation, you and your fellow members can actually choose whether you prefer to be taxed as a partnership or as a C corporation, adding an extra dimension of flexibility. On the operations front, you can run your company like a normal partnership; that’s referred to as member-managed. Or you can run it more like a corporation, with the owners making all the major top-down decisions but none of the day-to-day operating ones; that is called (rather awkwardly) manager-managed.

With all of this seeming flexibility, why would anyone choose a corporation over an LLC? A couple of reasons can land you squarely in the corporate camp. First, LLCs are relatively new and not even remotely as vigorously tested as corporations, which have been around for centuries. To you, that means a corporate entity offers the most comprehensive and reliable personal liability protection available, which is no small thing. Second, it’s easier to raise equity capital with a corporation (especially a standard C corporation) than with any other business structure.

Corporations

For centuries, corporations have afforded their owners with highly beneficial limited liability protection, their strongest selling point. Close behind, when it comes to selling points, are their virtually unlimited life and their relative ease in raising fresh capital. [image: Il_9781598690941_0017_001] All corporations are state-chartered entities, bound by the laws of both the state (or states) in which they are incorporated and those in which they conduct business.

For federal tax purposes, there are two major types of corporations: the regular C variety and the subchapter S version. In addition to these two major categories, there are also some spin-offs, like the personal-service corporation and the qualified small-business corporation. While C and S corporate entities have several similarities, such as liability protection and capital structure, there are also some glaring differences (such as the way each is taxed and the legal restrictions on ownership). Every corporation starts out as a C; some stay that way, but some elect S status instead. However, not every corporation is eligible for S status, as you will learn in Chapter 2.

At the state level, in addition to the C or S variety, many small corporations opt for statutory close (pronounced “cloze,” like you do with a door) status. This distinction allows for a reduction in the somewhat overwhelming paperwork requirements necessary to maintain a corporation, making it easier for smaller companies to remain in compliance at all times.

Consider These Factors

When you decide which entity makes the most sense for your business, you have to look at those determining factors that are most important to you. You will consider several business and personal issues, which together make your situation unique. At first glance, some of these factors may seem like they impact either your business or your personal situation. The truth is, though, that most of them will affect both sides of your life, so both sides should be taken into account.

When trying to figure out which entity is best for your company, the four biggest issues you will need to consider are ownership, liability, taxes, and transferability. You will add some other factors into the picture, such as costs and ongoing maintenance chores, but entity choice will impact those four issues most strongly. Making the best choice for your business now can save time and aggravation later, so carefully consider your options before committing to one. Remember, what worked best for someone else’s business, or even for another business you own (or owned), may not work as well for this one.

At the same time, you must carefully consider your personal situation, particularly if you’ve already built up a substantial nest egg that needs protecting. Part of that protection comes from limiting liability through your business entity, and part comes from minimizing the overall tax bite (leaving more money in your hands and less sent in to fill the government’s coffers).

The Number of Owners

The number of owners your company has will eliminate some of your choices. When there will be more than one owner, sole proprietorship is off the table. On the other hand, having a single owner knocks out all forms of partnership. And should you plan on having more than a hundred owners, the S corporation is not an option; for close corporations, the limit (depending on state law) is normally thirty-five or fifty.

When it comes to LLCs and C corporations, you can have any number of owners, from one to you name it. Some of the paperwork and tax issues may be different for single-owner LLCs or corporations, but the binding legal structure does not alter.

What Do You Have to Lose?

The second piece of the liability issue is money. That’s typically the whole point of liability claims and lawsuits. Your business allegedly caused someone to suffer some kind of injury, and that person wants your business to pay for it. Insurance is often your company’s first line of defense, but those payouts are almost always capped. When the insurance doesn’t satisfy the people suing, they may try to attach the company’s assets. If your business has minimal assets, though, there is really no point in suing it. In that case, the plaintiff could turn to you and your co-owners for satisfaction—unless you are protected by your business structure.

Is Liability Really an Issue?

Some businesses are more naturally prone to liability claims than others. This means it is likely that for certain types of businesses someone at some point will sue your company. Some business enterprises come with blatantly obvious lawsuits waiting to happen: you produce hazardous chemicals, you and your crew build bridges, or you run an amusement park (the kind with rides and roller coasters). Others may be less overtly risky but still liability-prone, such as businesses that serve food and alcohol or delivery services, for example. Some businesses fall very low on the liability scale (think bookkeeping, interior design) until you add one very volatile ingredient—employees.

If your business involves any of the following, you are facing potential liability problems:
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Very Different Tax Bills

Though it may seem illogical, the same exact income earned by two different business structures could be taxed completely differently, and the gap in the amount of taxes paid could be fairly large. The biggest tax difference concerns exactly which entity is taxed: the business itself or the owners.

Under current law, only C corporations pay taxes on their own income. As the owner, you would be personally taxed only on money that you took out of the business, regardless of the form, including salary and dividends. That salary is taxable to you, and tax deductible to the company, for a sort of tax wash. Dividends, on the other hand, are subject to the much-debated double taxation. That happens when the corporation pays tax on its income and then distributes some of that income as dividends to its owners, who then pay tax on that dividend income. There are some distinct tax advantages with C corporations, despite that very vexing double taxation issue. More employee-oriented expenses are fully deductible, even when the employee is the owner. Plus, you have more tax-shifting capabilities to let you take advantage of which tax rate is lower right now, personal or corporate.

All other entities (unless they have specifically designated that they wish to be taxed as C corporations) enjoy what is known as pass-through taxation. For these business structures, the income of the company passes through directly to the tax returns of the owners. The company still has to file an informational return, but it pays no taxes on its own behalf. Instead, the various pieces of income show up in various places on the owners’ personal income tax returns. With pass-through corporate entities, owners still receive salaries and dividends, which can still impact the ultimate tax bill; for the other entities, though, no money you take out of the company has any impact on taxes.

Passing Down or Selling Your Company

Whether you are just starting out as an entrepreneur or have been your own boss for decades, at some point you will want to stop and hand over the reins to someone else. You may want to keep some fingers in the company pie, retaining at least some portion of ownership; or you may just want to get out completely and sever all ties. You may want to sell the company in one big chunk to outsiders; you may want to sell off your big assets and then simply dissolve the business; or you may want to pass the business down to someone in your family. No matter what you want to do, when the time comes to shift the ownership to someone else, your entity will dictate how that can be done.

Corporations are the easiest companies to transfer, in part or in whole, to other parties. C corporations offer the most flexibility here, as there are no legal limits on either the number or types of shareholders. However, as long as you stay within legal guidelines for an S or close corporation, the mechanics of transferring shares are still pretty simple. Also, in addition to legal regulations, you may also be subject to limitations as spelled out in your shareholders’ agreement.

As for multimember LLCs and partnerships, their internal restrictions are typically pretty comprehensive, as spelled out in either a members’ or partners’ agreement. These agreements usually require that anyone a partner or member sells to must be approved by a majority of the remaining partners or members. Partnerships may have the added complication of dissolution. A partnership technically only exists while the originating general partners participate. When one leaves, that original partnership does not really exist anymore (though you may be allowed to carry on using the same name in some cases).

Sole proprietorships cannot be transferred; the entities themselves are commingled with the owner. The sole proprietorship itself will be dissolved, and the sale will count as a sale of individual assets. It works the same way when the business is passed down to the next generation. Rather than the business as a whole being counted as a gift or inheritance, it is viewed as a collection of assets. When the business resumes as a sole proprietorship, it will be that of the new owner.

Why Incorporating Is Better

The most significant benefit of forming a regular corporation—and this is a benefit you cannot find anywhere else—comes thanks to the current corporate tax structure. C corporations are the only entities that pay their own taxes; all other business structures are pass-through entities, meaning business income shows up on personal tax returns. Though tax rates are subject to change (and they do change rather frequently), right now C corporations enjoy some of the lowest income-tax rates around. Plus, corporations offer the most opportunity for income shifting, allowing for significant tax planning and reduction capabilities.

[image: Il_9781598690941_0022_001] When it comes to solid personal liability protection, corporations offer their owners the most secure form of the benefit. Proven over and over in court, literally for centuries, this shield has stood the test of time and uncountable lawsuits. Even in very public cases of grievous corporate conduct, the shareholders—even those directly involved in the daily business of the corporation—were not held personally financially accountable to plaintiffs. With small companies, the threat of lawsuits that reach your personal holdings looms even larger, and the corporate umbrella can deflect that threat handily.

In addition to those very big benefits, you also get continuity of life for the company, no matter what happens to any one owner. With other entities, an event involving a single owner can dissolve the company completely; these events include death, disability, insanity, retirement, resignation, and getting kicked out by the other owners.

Another ownership benefit is the ability to transfer interests freely (unless that’s contrary to a shareholders’ agreement). Basically, that means that any owner, no matter how large his ownership percentage, can give or sell his shares to someone else without needing the consent of his fellow owners.

Understanding the Disadvantages

After the last section, it may seem like corporations are the golden boys of business entities, but they don’t come without some distinct disadvantages. These structures offer you a lot in terms of liability protection and tax-planning flexibility, not to mention very broad funding capabilities. But these solid benefits come at price, costing both money and time—two things many new or small-business owners do not have in abundance.

The primary financial downside to C corporations is double taxation, which means that the same income gets taxed twice: once to the corporation and once to the shareholder(s). That double taxation can be mitigated by revamping the way you take money out of the company. For example, you can take more in salary and less in dividends.

Corporations Can Be Small and Private

Many novice entrepreneurs avoid forming C corporations because they hold the common belief that it entails “going public.” While it is true that many corporations are publicly held and traded on open exchanges, that is not a requirement. The overwhelming majority of corporations are actually privately held companies, meaning shares are not available to the general public.

The second common misconception concerns size. Many people believe that corporations must be very large companies. There is no limit on a corporation’s size, in either direction. They range from the positively tiny to world-dominating giants. The entity is often, however, the best vehicle for transforming from tiny to gargantuan, from privately held to the next hot Wall Street stock.

The other financial drawbacks are mainly about fees: state filing fees, attorney’s fees, and accounting fees. Even pass-through corporations have to pay annual fees to maintain their charters and file their reports. As for attorney’s fees, they typically come in at the start-up phase, and they can run pretty high depending on your company’s circumstances. Regardless of cost, this fee is not one to skip, as improper set-up can void all the benefits you gain from incorporation. Finally, there are the accounting fees. These may be higher than those for other entities due to extra filing and reporting requirements. Again, this is not an expense to skip in favor of doing it yourself; this is another area where the pros can be most useful.

Incorporating Wasn’t Right for Brian’s Business

Inside Track

Brian Sullivan was a professional career counselor who worked for a large headhunting firm in the city. During his tenure there, the one thing that really stood out was how many people had truly horrible resumes and how spectacular he was at fixing them. For a while, he did some resume-writing work on the side. This side work quickly turned into a lucrative business, so Brian quit his job and started his own company.

Brian had just enough work to keep him busy and provide a nice living, but not so much that he had to hire help. He worked out of a home office and mainly met with clients over sandwiches during their lunch breaks; clients never came to his home. His resume packages were delivered via e-mail and UPS, after he received payment (which he deposited right in his personal checking account). The expenses were minimal, and mostly tacked on to customer invoices.

One of Brian’s friends had just started a business, which he’d incorporated on the advice of his lawyer. So Brian met with that lawyer, who convinced Brian that his company should be incorporated as well. The lawyer charged Brian the “modest” fee of $1,500 for all of the incorporation paperwork, plus all of the state fees.

Brian didn’t have an entrepreneurial background and didn’t realize that he’d have a lot of ongoing paperwork to deal with now he owned a corporation. He neglected to file some state-required reports, and his corporation was dissolved for noncompliance. Though he had no legal problems to speak of, he did have some late filing fees to pay, and some official dissolution paperwork to file. At the end of it all, he went back to his sole proprietorship, a few thousand dollars poorer and a lot smarter.

When it comes to precious time, corporations do require a lot of yours. In addition to the normal demands of running a business, you will have several corporate formalities to maintain. That includes having meetings, recording them, and maintaining specific corporate chronicles. If you meet the state requirements, form a close corporation; it will save you a lot of time, as the formality regulations are severely reduced.

Is It Time to Switch?

Should your company already be housed in another entity, you may want to consider incorporating. Even if the business structure you are using made sense at the time you first formed your company, it may not make sense any more. While you will consider the same factors as someone starting a new company, you must also take into account the impact on your current business—and there will be an impact.

For the most part, the decision to switch to the corporate form involves either liability protection or tax-planning flexibility. Whenever there has been a definitive change in either your business dealings or your personal financial situation, it may make sense to incorporate. Particularly change-worthy events include hiring your first employee, accumulating significant personal or company assets, and creating an expansion plan that needs outside funding to be realized.

If you’re worried about the income-tax impact of such a switch, don’t be. Most companies can be turned into corporations with no or very little income tax effect (more on this in Chapter 23). There are some exceptions, so talk to your accountant when you begin considering incorporation for your existing business. With careful planning, she can help you minimize or postpone any income taxes that could be generated by the transaction.
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You have a lot of factors to weigh in your entity choice, and many of them focus on what’s happening right now. To make the best decision for your company, imagine it three and five years from now. Do you see employees or additional business partners? Do you see sleek new office furniture and cutting-edge computers? Do you see more than one location, each with a lot of customer traffic? Even though some factors may point right now to an entity other than a corporation, if you expect them to change within the next five years, incorporation may still be the best structure for your company today.
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“C” Means Regular

Every corporation starts its life as a C, or regular, corporation. Any company that doesn’t elect to become another type of corporation (like an S corporation or a professional corporation) stays a C by default. C corporations have a set of characteristics in common; other forms share some of these traits but not others.

Every corporation has its own identity, essentially existing as a legal “person” created by state law. That means a corporation, like a person, has legal rights and responsibilities. For example, a corporation has the legal right to conduct business in its own name and enter into contracts. On the flip side, a corporation must meet its own contractual obligations and follow all necessary requirements under state law.

All corporations share the following characteristics:
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As for unique qualities, C corporations are the only ones that pay federal taxes on their own income. While that sounds like a drawback, it may not be. Tax laws and tax rates are ever changing, and there have been (and again may be) times when corporate income tax rates were lower than the equivalent personal rates. Plus, because C corporations are separate income-tax-paying entities, these owner-shareholders enjoy the widest range of tax-advantaged fringe benefits.

Making the “S” Election

S corporations get their name from Subchapter S of the Internal Revenue Code section that defines them. The main purpose of this brand of corporation is to allow smaller companies to be taxed like partnerships, with pass-through taxation, and avoid double taxation.

In order to qualify for S status, your corporation must meet some specific conditions. The most stringent rules revolve around the owners themselves. There can be no more than 100 shareholders. Only certain entities are allowed to own shares: people, estates, some trusts and partnerships, tax-exempt charitable institutions, and another S corporation (if it owns 100 percent of the shares). Plus, the shareholders have to vote unanimously to choose the S election. If even one shareholder says no, your corporation gets stuck with C status.

Then come restrictions on the shares themselves. Unlike regular corporations, S corporations cannot have more than one class of stock. That means every share gets the exact same rights and privileges, like voting or dividend preference.

Applying for S Status

Once you decide that an S corporation better fits your needs, you need to fill out a special IRS form, Form 2553, to make that election. Form 2553 is a straightforward two-page form that you can find readily on the IRS Web site (www.irs.gov).

You will need to have some basic information about your company on hand as you get ready to complete your election. That includes things like the official name and address, date and state of incorporation, federal employer identification number, and the name and phone number of whomever you choose to represent the corporation to the IRS.

Timing Is Everything

To be valid, your S election has to be filed by the fifteenth day of the second month after the first day of the taxable year. That’s the deadline in IRS lingo. Here’s what that means to you. Suppose you form your corporation on April 1, 2006. For 2006, April 1 would be the first day of your taxable year. You would have until June 16, 2006, to file your S election. If your company’s S election is not filed on time, you have to wait until the next tax year to make the change. That means the company would have to operate and pay taxes as a C corporation for its first taxable year.

States May Treat S Corporations Differently

Different states have different rules when it comes to S corporations, which is a federal designation. There are basically three ways your state may handle this:

1. Accept your federal election automatically and allow S status for state tax purposes

2. Force you to file a special state election form requesting S status there as well

3. Disregard the S corporation completely and treat the company as a regular corporation for all state tax purposes

When your state simply follows the federal track, everything will flow smoothly, at least from a tax perspective. However, if your state either does not recognize S corporations or disallows your state S election, you will have some extra work to do at tax time. In addition to the corporate and personal tax ramifications, you will also need to keep track of equity in two different ways (as you will learn in Chapter 22).

Small Corporations Get Close Status

The statutory close corporation is of special interest to small-business owners. Technically speaking, it is not really a distinct business form. Rather, it is a regular corporation that gets regulated under special state laws that supplement the standard corporate statutes.

Avoid This Common Error

It is common for people in the business community to refer to private corporations or those whose shares are not traded on public exchanges (like the NAS-DAQ or the NYSE) as close corporations; that’s a mistake. Here, “close” refers to closely held shares, not a corporation formed under special statutory close corporation statutes. Merely having a closely held corporation does not afford your business the inherent benefits of the statutory variety.

The tremendous benefit offered by this body of regulations is that it makes life easier for owners of small corporations. Many of the usually cumbersome and time-consuming formalities normally required of corporations are toned down, allowing these corporations to be run almost as simply as LLCs. Though the exact rules vary from state to state, some common advantages of statutory close corporations include these:
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In exchange for these eased regulations, there are some statutory limitations placed on these corporations. For example, the number of total shareholders permitted is under thirty in some states, or under fifty in the rest. Plus, special restrictions on share transfers must be printed on the faces of the stock certificates themselves. Special, specific language must be included in the articles of organization when the corporation is formed (though in some cases a regular corporation may be allowed to convert after the fact).

So what’s the big deal? Believing that you have a statutory close corporation when you actually do not can lead you to skip some of the more stringent requirements of regular corporations. That, in turn, can lead to an eventual loss of limited liability protection for you and your fellow business owners.

The True Benefit of Statutory Close Status

Most small-business owners choose the corporate entity for its innate personal limited liability protection. However, most of them do not realize just how easy it is to lose that protection.

The most common way to break that limited liability shield is to let corporate formalities lapse, something that happens all too frequently when small companies are doing everything in their power to simply survive. When that shield disappears, so does your personal protection, which puts your family’s personal assets at risk. The easing of the formalities requirement serves to reduce the likelihood that a small corporation will lose its protective status. For most small-business owners who decide to incorporate, using state statutory close corporation regulations will offer the highest degree of protection.

The corollary (and more direct) benefit here is that you and your fellow shareholder-owners will have much less paperwork to file throughout the life of your corporation and won’t have to hold nearly as many official meetings. That will allow you to focus your energies where they really belong: into making your company as successful as possible.

Which States Allow This Variation?

When forming your small corporation, if at all possible, do so under the statutory close corporation statutes of your home state. While there are some businesses for which this choice does not make sense (like those planning to launch a large-scale public securities offering) or for which it is not available (most states with the option limit total shareholders to either thirty or fifty), this is generally the best corporate option around for small companies.

That said, only sixteen states and the District of Columbia fully recognize the statutory close corporation option at present:
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Three additional states—Ohio, Maine, and California—offer an election for this status but do not have any specific statutes regulating it.

Should your home state not be listed above, you always have the option of forming your corporation in one of the states that does allow for statutory close status. However, you will then need to register your corporation in your home state in order to conduct business there. Yes, there will be some additional paperwork to fill out and more fees to pay, but the extra layer of protection for your limited liability shield may be well worth it.

Professional Corporations

When the owners of a corporation are state-licensed professionals, they must form a special type called a professional corporation. If you are planning to incorporate your personal-service business, you may have to form it as a professional corporation, so check with your state’s corporate filing office. The following professionals are typically included under this umbrella:
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Other professionals may fall into the category as well.

For decades, professionals weren’t allowed to form corporations at all, but increasing clamor from lobbying groups resulted in this special corporate form. The ban was mainly in place to protect the public from professional misconduct and malpractice, making sure people had the right to sue in appropriate circumstances. These corporations don’t take away that right; rather, they protect the owners from personal responsibility from general business liabilities of the corporation. Professional corporations have the letters “PC” somewhere in their name (“Harmony Health Services, PC”) to let customers know that the practice is incorporated.

Special Rules for Forming Professional Corporations

To set up this corporate form, you must use special articles of incorporation specifically designated for professional corporations. The basic forms for these are usually available at the Web site for your state corporate filing office or wherever else you would get forms for regular corporations. In addition to these special forms, there are specific rules that apply only to professional corporations.

The name of your company must include an entity indicator, like the initials “PC” or the words “Professional Corporation.” If the state licensing board for your profession requires special naming conventions (like CPA or MD), that must be included in the corporate name as well. As for professional licensing, all shareholders may be required to show their current certifications along with the articles of incorporation, and only fully licensed members of the specific profession are allowed to be owners of professional corporations. The corporation can only be formed for one professional purpose, and all the shareholders have to belong to the same profession. In some states, like professions may be allowed to incorporate into a single practice. For example, two doctors with different specialties can form a single practice, like a licensed pediatrician and a licensed child psychiatrist.

Every shareholder has to comply with the legal requirements of the applicable state licensing board. (For example, each licensed professional has to carry the minimum liability insurance as prescribed by the state.) In addition, each owner must earn sufficient continuing education credits as required to maintain his license.

The Liability Factor

One of the main reasons to incorporate your business is personal liability protection from company debts. Professional corporations offer that limited liability, but with a twist. All owners are personally protected from the normal commercial debts of the business. They are not protected from full personal liability in cases of professional negligence or malpractice.

Here’s the general rule. Licensed professional shareholders remain fully personally financially liable for both their own wrongful acts and those committed by people under their direct supervision. The different states vary on the issue of liability for acts of co-owners. In some states, professional corporations protect individual shareholders from wrongful acts of co-owners while in others, each shareholder is both jointly and severally personally liable for the acts of any other shareholder. That means if one professional commits malpractice, his co-owner colleagues could end up footing the bill.

Liability Climbs Up the Ladder

Inside Track

Dr. Ryan Smith is an internist in practice with two colleagues, both also internists; the three doctors formed a professional corporation to house their business. Their practice was quite successful, and the doctors were soon enjoying significant profits. To minimize the 35 percent flat federal income tax charged to all professional corporations, the company paid out virtually all of its profits to the doctors as salary bonuses. They kept just enough cash in the corporation to cover expenses.

One day, Dr. Smith was working with a just-graduated, newly hired nurse, Donna. A patient came in with clear signs of an extreme allergic reaction to a bee sting. Dr. Smith ordered Donna to administer a shot of allergy medication. Donna was flustered by the patient’s extreme distress and accidentally gave him a shot of insulin. That erroneous injection put the patient into dire straits, and emergency medical services were required.

Though the drama ended well, the patient sued for a large sum of money to cover all of his medical costs, the lost salary from days he couldn’t work, with some pain-and-suffering damages thrown in. Donna’s own malpractice insurance covered a large chunk of those damages, and the corporation’s insurance kicked in some more. There was still some money to be paid, and the only pocket with enough money to handle it was Dr. Smith’s. Since Donna had been working under his orders, Dr. Smith was forced to pay $35,000 out of his personal holdings.

Not-for-Profit and Tax-Exempt

The primary purpose of a not-for-profit organization is, as the name implies, not to earn profits. Rather, these groups focus on doing good works, like feeding the hungry or providing medical care to those who cannot otherwise afford it. To help these companies achieve their humanitarian goals, federal and state governments excuse them from paying any income taxes, giving them tax-exempt status. That means they don’t have to pay any corporate income tax on their revenues, which come mainly from donations. It also means that they can receive tax-deductible contributions from the general public and are eligible to get grant funding from other tax-exempt agencies.

Not-for-profit corporations are formed under special state laws that often follow a uniform model, the Nonprofit Corporation Act. These laws may mirror the regular rules of incorporation, but they come with some very important differences. The first is somewhat different articles of incorporation, specifically tagged as nonprofit articles. Forms for these are usually available at the Web site of the state corporate filing office or wherever else you would get forms for regular corporations. On the federal side, not-for-profit corporations apply for a federal 501(c)(3) nonprofit tax exemption once they’ve attained that status from the state. To do this, a founder of the corporation fills out IRS Form 1023, which is more like a pamphlet than a regular form. When that application is approved, the IRS will send out something called a favorable determination letter, which is retroactive up to fifteen months (since they can take a very long time to be processed).

The bylaws, while similar, also will have some unique twists. For example, many not-for-profit corporations create a central board of directors plus various special committees to deal with operations. Their directors also tend to meet much more frequently than those of regular business corporations. Plus, of course, there are no provisions to pay profits out to the members (similar to shareholders) as dividends. However, people who provide services to the organization, including officers and employees, can be paid reasonable salaries.

In addition to the different start-up paperwork, the laws governing not-for-profit corporations can be more intricate. [image: Il_9781598690941_0035_001] Your company must follow all requirements to the letter to maintain not-for-profit and tax-exempt status. One slip could disqualify the corporation, and turn it into a fully taxable entity. Be careful to follow every rule to the letter, and make sure your corporation continually meets all of its tax-exemption requirements. Though tax-exempt corporations don’t file actual income tax returns, they do have to file annual reports with the IRS to demonstrate their compliance with all the not-for-profit regulations.

State Law Rules

When it comes to the rules governing corporations, the states are in charge. The state decides what you need to do to form your corporation, keep it going, and dissolve it. Individual states may also choose to tax corporations as they see fit, as they are not required to follow the federal model (though many do choose this route).

Financial issues constitute the biggest differences among the states. They include things like income taxation as well as fee schedules and creation and maintenance costs. Other big differences include privacy protection, recognition of S status, the close corporation option, and court precedents. (Some states appear to favor corporate protections more than others based on the existing body of legal decisions.) As Chapter 10 explains, all of the factors come together to help you decide the state in which to form your corporation.

While many business owners simply incorporate in their home states, a great many seek a strategic advantage by forming their corporations elsewhere. Aside from home states and states in which a corporation will conduct most of its business, the two most popular states for corporate formation are Delaware and Nevada. This is largely due to their very favorable laws. Delaware, for example, can be very cost effective for both ongoing fees and taxes as well as for lawsuit settlement. Nevada offers the most stringent privacy laws, a benefit for corporate owners and board members who want to remain anonymous.

Foreign or Domestic Is a State Distinction

Sometimes, your corporation will have to deal with the laws of more than one state. That happens when your corporation is formed in one state and does business in another, or even several others, a very common occurrence. In the legal lingo, “domestic” refers to a corporation that’s formed in its home state by filing articles with the appropriate state office. “Foreign” corporations are those doing business in a state they were not formed in, even if they have a strong physical presence and conduct a lot of business there. Basically, a domestic corporation is a hometown boy, while a foreign corporation is an out-of-state guest.

The foreign or domestic issue is not just a matter of semantics. For one thing, it changes the way the corporation will be taxed within the state. For another, the paperwork is different. A lot of states make foreign corporations jump through hoops before they will be allowed entry. This is both to make sure that domestic corporations keep the home-field advantage and to protect consumers in case a legal matter should arise.

If you want to operate your corporation in State A, though it was incorporated in State B, your corporation first has to qualify for acceptance. The qualifications are essentially that the company is a corporation and that it will be conducting business in State A. To qualify (which means virtually the same thing as “register,” in this context), your corporation will have to go through almost the same process it did to come into existence.

The corporation must file its articles of incorporation in State A. On top of that, though, there is usually an extra set of papers to file that relates specifically to foreign state information. For example, that foreign information would include things like the name and contact information of the person (called a registered agent) who will represent the corporation in State A, and the address out of which the business primarily will be conducted (if it has a place of business in the state). In addition, once your corporation is accepted as a foreign player, it most likely will have to file periodic corporate reports and regular tax returns (depending on the laws of State A).

On top of the extra paperwork comes a bunch of taxes and fees.

A lot of states make it expensive for foreign corporations to register, mainly to cushion the blow of added competition for domestic businesses. The filing fees to qualify as a foreign corporation will at least equal those charged to domestic corporations, but most states set them higher. As for taxes, most states require foreign corporations to file regular tax returns and pay accordingly. The rates may be different than those for domestic corporations. Finally, the foreign corporation has to have a local agent to accept service and other government or legal papers. These registered agents, when not already corporate employees, may charge hefty annual fees.
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It’s best to decide before you incorporate your business just what form of corporation best suits the circumstances (when you have a choice, that is). Consider these questions as you make your decision:

[image: Il_9781598690941_0013_001] How many shareholders will there be?

[image: Il_9781598690941_0013_001] Do you expect the business to incur losses for the first couple of years?

[image: Il_9781598690941_0013_001] Does the home state recognize S or close corporations?

[image: Il_9781598690941_0013_001] How good are you at keeping up with paperwork?

[image: Il_9781598690941_0013_001] Do you envision a public offering of shares in the future?
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Limited Liability

Businesses run up debts, just as people do. Mistakes are made in the normal course of business: accidents happen, people get hurt, and property gets damaged. All of these things add up to liabilities for the business, obligations that must be paid out of company assets. Whether it’s suppliers who are sending collection letters or a customer who slipped in the store and is suing for damages, they have a legal right to get paid what they are owed.

What happens, though, when the company does not have enough assets to cover its debts? The quick answer is “bankruptcy.” That is a very common response to overwhelming obligations. Companies declare one form of bankruptcy or another, and they either fold or restructure. Creditors may go unpaid for long periods of time; in fact, they may never get paid … by the company, that is. Without the shield of a protective entity, business creditors can (and do) go after the assets of the business owners to satisfy any outstanding debts. That means that people or companies to whom your business owes money can sue you personally if your company can no longer pay its bills. They can drain your bank accounts, call for a personal asset sale, garnish wages, and take over your stock portfolio— unless, that is, your business has built-in limited liability protection, like that provided by every form of corporation.

[image: Il_9781598690941_0041_001] Limited liability protection means that you do not have to worry about your personal assets being lost to business debts (with a few specific exceptions, like your own acts of malpractice). It means that the wealth you and your family have worked so hard to build is shielded from creditors of your corporation. And it means that the most you could possibly lose if your business goes under is the amount you have invested. That’s meant to be reassuring, given that the owners of an unincorporated business run the risk of losing much more than their capital investment.

Protection Goes Both Ways

Most people only consider the personal benefits of the limited liability shield, but that shield can protect the corporation as well, not against its own debts but against those of its owners. With other business entities, a company could be held financially responsible for the personal unpaid debts of one of its owners. Not so with a corporation. That business entity faces no liability for any outstanding debts of its shareholders, no matter how many shares they hold. As long as the corporation stands, personal debts and business debts will not mix.

There is one possible loophole that some personal creditors may use to get their hooks into the corporation. In some cases, a shareholder may be forced to turn his shares over to a personal creditor as payment for an outstanding obligation. Then, the creditor could use his voting power to try and get his money; for example, he could vote to distribute dividends or sell off assets.

Some Exceptions Apply

No matter how bulletproof your corporate shield, there are times when you can be held liable for business debts. Specific situations include these:

[image: Il_9781598690941_0013_001] A personal guarantee of a business debt

[image: Il_9781598690941_0013_001] A failure by the company to pay taxes (especially payroll taxes)

[image: Il_9781598690941_0013_001] Proven fraudulent transactions

Though these are not the only exceptions, they are the most common, and they are easy to avoid. If you don’t cosign any corporate loans or promise any creditors that you’ll personally pay any overdue bills, you won’t be held liable for corporate obligations. If you make sure that all applicable taxes are paid, with a special emphasis on payroll taxes, you won’t be forced to pay them. Finally, if you operate your corporation in an honest and legal manner, your shield should remain firmly in place.

Tax Advantages

At first glance, it may seem like forming a corporation will create more taxes. In a way that’s true, as there will almost certainly be more tax forms to file. When it comes to the total federal income tax bill, though, incorporating gives you the most and best chances to minimize the overall amount that you and your company will end up paying.

The federal income-tax advantages you gain by incorporating your business depend in part on the type of corporation you form. Still, you can rest assured that regardless of which corporate variety houses your company, you will receive some very real federal tax benefits for your business and your family.

Some of the potential benefits of incorporation most commonly employed (again, which apply depends on which corporate form you’ve chosen) include tax-free fringe benefits and expanded retirement planning options and enhanced tax-planning capabilities.

State Income Tax Laws Vary Widely

Every corporation enjoys some income tax advantages on the federal level. State-level income taxes (and possibly even local-level taxes) may not offer the same, or even any, benefits. Though many states mimic federal guidelines, some veer fairly wide off the uniformity track, with laws wholly unique to their constituents.
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