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Praise for The Law (in Plain English)® for Restaurants


“This is a book that everyone in the restaurant business and food or beverage industry must have in their library. As a club owner serving both food and beverages for more than fifty years, I feel this book is exactly what you should have, whether you are a seasoned member of the hospitality community or just starting out.”


—Darcelle XV a.k.a. Walter Cole, owner of Darcelle XV Showplace in Portland, Oregon


“This latest update from Leonard Duboff is a must-read for all who are concerned about how recent developments in our world have impacted how we work day to day. This book is written for the nonlegal minds and helps the reader to understand the issues and the actions that are needed in order to be safe in the work-place and create an environment that citizens will want to enter. An excellent resource for all to have.”


—Phillip Harris, EdD, AECT executive director


“I have been in the food industry for more than twenty years, and during that time I have encountered a number of legal issues, which have been significant. If I had had a book such as this available during those times, I would have known exactly what to do when problems occurred. I strongly recommend that everyone in the restaurant, food, or beverage industry get this book for their collection.”


—Thein Htaike, owner of Orchid Inc. in Union, Kentucky


“As the owner of a Mexican restaurant for twenty-two years, I know firsthand how complex operating a restaurant really is. Just as its title indicates, The Law (in Plain English)® for Restaurants gives plain-English advice about good business practices as well as how to avoid some of the most common pitfalls in restaurant operation. This book is an essential reference for anyone in the food and beverage industry.”


—Eduardo Marquez, owner of 2 Amigos in Fairview, Oregon
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This book is dedicated to my late English professor, Anne Louthan, who taught me to write in plain English; to my mother, Millicent, and my father, Rubin, who provided me with the gift of life and the desire to use that gift effectively; to my mother-in-law, Cumi Elena Crawford, for her faith, trust, and inspiration; and to my wife, Mary Ann, for her enduring love and continuing support.


—Leonard D. DuBoff
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Preface and Acknowledgments


When I began writing The Law (in Plain English)® series more than forty years ago, I was a full-time law professor and practicing lawyer. As an academic, I felt that my mission included providing educational tools for my students. In my role as a practicing attorney, I realized the importance of making material available to nonlawyers so they could better understand the complex legal rules they are required to follow. It was my belief that The Law (in Plain English)® series would serve these goals, and over the years, my expectations have been realized.


The books in The Law (in Plain English)® series have been used as textbooks to enlighten nonlawyers about the businesses in which they are involved. They have also been used by individuals to educate themselves in connection with their businesses and personal lives.


Over my years as a practicing attorney, I have had the privilege of working with the owners of numerous food-and beverage-based businesses. I have also been privileged to address professional restaurant associations at their annual conventions. I have, through these interactions, learned a great deal more about the industry. It has also become clear that most, if not all, professionals in the food and beverage industry have a strong desire to do their best to comply with the law and continue to update their knowledge in order to enhance their businesses. It is for these reasons that I initially wrote the first edition of this book with the aid of my colleague Christy King, and we are now updating it. The first edition was The Law in Plain English for Restaurants and Others in the Food Industry, published in 2006 by Sphinx Publishing.


The experience I have gained in representing restaurants, gourmet food companies, wineries, and others in the food and beverage industries for five decades has enabled me to appreciate the many legal issues that regularly confront those in these industries. It is my hope and desire that the extensive experience that Christy and I have had in working with these professionals will provide you with the “ingredients” for a useful, practical, and understandable book about some of the legal issues that confront you in your business.


It must be emphasized that no book, no matter how well researched and written, can serve as a substitute for the skill of an attorney. The purpose of this volume is to provide you with an opportunity to identify problems so they can be avoided or, if they can’t be avoided, to effectively communicate with your attorney about them. By educating yourself about the problems that can and do arise in your unique business, you will be better able to interact with your attorney. This is why a chapter on how to find an attorney is included in this book.


It is virtually impossible for a book such as this to be written without the support, help, and involvement of numerous individuals. Regrettably, it may be impossible to identify all of the people who have contributed to the success of this volume, but it is essential to identify some of the most important. I would, therefore, like to express my sincere thanks to my collaborator, Christy A. King, Esq., for her extraordinary help with this version. She has sacrificed many evenings and weekends to bring this project to fruition.


Christy and I would like to thank John L. Cook, CPA, Hertsel Shadian, Esq., and Greg Rogers, CPA, for their time and expertise in reviewing the tax chapter and Ashkan Najafi, Esq. and Bert P. Krages II, Esq., both registered patent attorneys, for reviewing the patent chapter. We are grateful, too, for the assistance of Robert C. Laskowski, Esq., who reviewed the securities chapter and Richard J. Parker, Esq., who reviewed the collections chapter, as well as for the help of a person who wishes to remain anonymous who was kind enough to review the retirement plans chapter. We are indebted to Tad Crawford and Caroline Russomanno of Skyhorse Publishing and their staff for their help in publishing this volume. Thanks also to our paralegals Francesca Hurd and Abbey Price for their assistance and recommendations.


We would also like to thank Darcelle XV for the very flattering blurb he was kind enough to write. As an experienced club operator who is identified in the Guinness Book of World Records and one of the most prominent members of the restaurant community in Portland, Oregon, his endorsement is significant. We are also grateful for the blurbs written by Eduardo Marquez, owner of 2 Amigos Mexican restaurant; Thein Htaike, owner of Orchid Inc., a sushi-bar operator; and Phillip Harris, executive director of the Association for Educational Communications and Technology (AECT).


I am thankful for the skill that my late college English professor Anne Louthan provided me at Hofstra University many years ago, which enabled me to write books such as this in plain English.


I am grateful for the support of my children and grandchildren, particularly my son, Robert, my daughter, Colleen, and her husband, Rudy (another lawyer with this firm), my grandson Brian and his wife Megan, my granddaughter Athena, and my grandsons Grant, Taliek, and Tony.


My late sister, Candace DuBoff Jones, JD, Northwestern School of Law, Lewis & Clark College, 1977; my late father, Rueben R. DuBoff; and my late mother, Millicent Barbara DuBoff all provided me with the inspiration to create works such as this. I’d also like to thank my brother, Michael, a New York attorney, for his recommendations.


I valued my mother-in-law Cumi Elena Crawford’s faith, trust, and inspiration, which helped me create this project. I am also thankful for the support of my grandfather Isidore and my grandmother Rose. Finally, I would like to express my sincere gratitude and acknowledge the contribution to this project by my partner in law and in life, Mary Ann Crawford DuBoff. Without her, The Law (in Plain English)® for Restaurants would never have become a reality.


—Leonard D. DuBoff
 Portland, Oregon 2021









Introduction


When more than fifty years ago I began my law practice in New York, I learned about the restaurant business from the supplier’s side. As an attorney who worked on matters for our firm’s restaurant supply client, I was provided an opportunity to see how demanding the restaurant business is.


Later, as a law professor specializing in business and intellectual property law, I continued to develop an understanding for the unique aspects of the restaurant business. My practice included representation of many participants in the hospitality industry, from small establishments to larger, more prominent restaurant chains. Indeed, I have been fortunate enough to obtain a lawyer’s perspective on much of the industry.


This text is the product of that experience and the suggestions of several well-respected clients who felt there was a need for a book such as this. My collaborator, Christy A. King, and I have worked together on several other books in The Law (in Plain English)® series, and this revised edition joins that user-friendly series.


Other books in the series educate and assist craftspeople, writers, gallery owners, collectors, photographers, health-care professionals, high-tech entrepreneurs, nonprofit organizations, publishers, and others involved in small businesses. The series also includes a book on employment law and a workbook for estate planning.


Reviewers have praised our efforts in providing our readers with tools intended to sensitize them to the many legal issues that can and do arise in their chosen specialties and life experiences. It is hoped that this updated volume will continue to provide those in the food and beverage industries with a readable book that aids in identifying frequently encountered legal issues. Armed with this educational tool, you will be better able to communicate with your attorney and avoid a host of legal problems or be in a better position to deal with them if and when they arise.


This book is not intended to replace an attorney; rather, it is designed to inform those in the food and beverage industries so they can more effectively communicate with their attorneys and better insulate themselves from legal problems.


—Leonard D. DuBoff
 Portland, Oregon
 2021









CHAPTER 1


Organizing Your Business


Everyone in business knows that survival requires careful financial planning, but few fully realize the importance of selecting the legal form best for each particular business. Although small businesses have little need for the sophisticated organizational structures used in large, publicly traded companies, all entrepreneurs must pay taxes and expose themselves to potential liability with every sale they make, so it only makes sense for you to structure your business to address these issues.


Each business has an organizational form best suited to it. When we counsel people on organizing their businesses, we usually adopt a two-step approach. First, we discuss tax and liability issues in order to determine which of the basic legal structures is best. There are only a handful of basic forms: sole proprietorships, partnerships, corporations, limited liability companies (LLCs), and a few hybrids. Once we’ve decided which of these is most appropriate, we move on to the organizational documents. Corporate bylaws, partnership agreements, and LLC operating agreements define the day-to-day operations of a business and should be tailored to individual situations.


What we offer here is an explanation of the features of each of these kinds of organizations, including their advantages and disadvantages. We’ll discuss potential problems, but—since we can’t go into a full discussion of the more intricate details—consult an experienced business attorney before deciding to adopt any particular structure. Our purpose is to facilitate your communication with your lawyer and to help you to better understand the options for organizing your food or beverage business.


SOLE PROPRIETORSHIPS


A sole proprietorship is an unincorporated business owned by one person. As a form of business, it is elegant in its simplicity.


Advantages and Disadvantages


Legal requirements are few and simple. Generally, all you need to do is obtain a business license and register the name of the business if you operate it under a name other than your own. There are, however, many financial risks involved in operating your business as a sole proprietor. If you recognize any of these dangers as a real threat, you should consider an alternative form of organization.


If you’re the sole proprietor of a business venture, you’re personally liable for the debts of the business. This means the property you personally own (such as your home, vehicles, and bank accounts) is at risk. If for any reason your sole proprietorship owes more than it can pay, your creditors can force a sale of most of your personal assets to satisfy the debt, and you might find yourself filing for bankruptcy protection.


For many risks, insurance is available that shifts the loss from you to an insurance company (See Chapter 17, Business Insurance), but there are some risks for which insurance is either unavailable or prohibitively expensive. For instance, insurance isn’t generally available to protect against a large rise in the cost or sudden unavailability of ingredients (for example, the sharp spike in coffee bean prices in late 2019). Plus, the cost of some types of liability insurance has become so high that, as a practical matter, they’re unavailable to many small businesses. Even if you do have coverage for a particular risk, you might find that a claim against your business is outside the policy’s strictly defined scope of coverage or the policy limits.


Formalities


As mentioned above, legal requirements are few. Depending on your locale, you may need to get a business license. Unless the business name contains your legal name (as defined in your state), you’ll need to file an “assumed business name” (ABN) application with the appropriate state or county agency, usually either the Secretary of State’s office or the county recorder. In addition, you’ll need to meet all state, county, and local laws specific to your particular industry. Examples for food and beverage businesses are food-service licenses, liquor licenses, kitchen safety inspections, brewing permits, wine bar licenses, and food-handler permits.


Taxes


A sole proprietor is personally taxed on all profits of the business and can deduct the losses. Of course, the rate of taxation changes with increases in income. Fortunately, there are ways to ease this tax burden.




In Plain English


Maximize your tax savings by establishing an approved IRA or contributing to a retirement plan. You can withdraw the funds at a later date when you might be in a lower tax bracket. (See chapter 21, Retirement Plans, for a more complete discussion of this subject.)





PARTNERSHIPS AND JOINT VENTURES


A partnership is defined by most state laws as an association of two or more persons to conduct a business for profit as co-owners. A joint venture is a partnership for a limited or specific purpose, rather than one that continues for an indefinite or specified time. If you and a friend agree to jointly cater a wedding and share the profits, you have a joint venture. If you decide to go into the catering business together, you have a partnership.


Advantages and Disadvantages


Advantages of doing business as a partnership may include:




• the pooling of capital;


• the collaboration of skills;


• easier access to credit enhanced by the collective credit rating; and


• a more efficient allocation of labor and resources.





A major disadvantage is that, as with a sole proprietorship, you’re personally liable for the debts of the business, even if you’re not personally involved in incurring those debts. Each partner is also liable for the negligence of another partner and for the negligent acts of the partnership’s employees when a negligent act occurs in the usual course of business. If, for any reason, your partnership owes more than the dollar value of the business, the partnership’s creditors can force a sale of most of the partners’ personally owned property to satisfy the debt.


This means that if you’re getting involved in a partnership, you must be especially cautious in two areas. First, since the involvement of a partner increases your potential liability, choose a responsible partner. Second, adequately insure the partnership to protect both its assets and the personal assets of each partner (though, as discussed above, there are some risks that can’t be insured against).


Formalities


No formalities are required to create a general partnership beyond those required for a sole proprietorship (a business license, assumed business name registration, and industry-specific requirements). In fact, in some cases, people have been held to be partners even though they never intended to form a partnership.


If, for example, you lend a friend some money to open a restaurant and your friend agrees to pay you a percentage of the profits, you might be your friend’s partner in the eyes of the law even though you’re not involved in running the business and never intended to be a partner. This is important, because, as discussed above, each partner is subject to unlimited personal liability for the partnership’s debts, so you could be liable for the hospital bills incurred by patrons of your friend’s restaurant when they get E. coli after an employee accidentally uses the raw-meat knife to chop cucumbers for a salad.


If partners don’t have a formal agreement defining the terms of their partnership, such as control of the partnership and distribution of profits, state law dictates the terms, attempting to correspond to the characteristics of a “typical” partnership and the “reasonable” expectations of the partners. The most important of these legally presumed characteristics are:




• no one can become a member of a partnership without the unanimous consent of all partners;


• every member has an equal vote in the management of the partnership regardless of the partner’s percentage ownership;


• all partners share equally in the profits and losses of the partnership, no matter how much capital each has contributed;


• a simple majority vote is required for decisions in the ordinary course of business;


• a unanimous vote is required to change the fundamental character of the business; and


• a partnership is terminable at will by any partner (in other words, a partner can withdraw from the partnership at any time, and this withdrawal causes a dissolution of the partnership).





Partners can—and, in most cases, should—make their own agreements regarding the management structure and division of profits that best suit the needs of the individual partners and the particular business. A comprehensive partnership agreement is no simple matter, so you should devote considerable time and care to preparing your partnership agreement. For more information, see Chapter 2, Business Organization Checklists.




In Plain English


Enlist the services of a competent business lawyer. The expense of a lawyer to help you put together an agreement suited to the needs of your partnership is usually well justified by the economic savings recouped in the smooth organization, operation, and (when necessary) dissolution of the partnership.





Taxes


A partnership doesn’t have any special tax advantages over a sole proprietorship. All partners pay tax on their share of the profits, and each is entitled to the same proportion of the partnership deductions and credits. Each partner pays tax on the profits whether the profits are distributed to the partners or retained by the partnership. Especially in the case of new partnerships that reinvest profits into the business, this can result in partners paying income tax on money they haven’t actually received.


Every partnership must prepare an annual information return for the Internal Revenue Service (IRS) known as Schedule K-1, Form 1065, which the IRS uses to check against the individual returns filed by the partners. This form details each partner’s share of income, credits, and deductions. The K-1 is used by the individual partners to prepare their income-tax filings in the same way W-2s are used by employees.


LIMITED PARTNERSHIPS


A limited partnership (LP) is a hybrid containing elements of both general partnerships and corporations. The limited partnership is a convenient form for securing financial backers who want to share in the profits of an enterprise without undue exposure to personal liability.


Advantages and Disadvantages


The law provides limited risk for a “limited partner,” but only so long as the limited partner plays no active role in the day-to-day management and operation of the business. A limited partner is much like an investor who buys a few shares of stock in a corporation but has no role in running the business.


While a limited partner has limited personal liability, the general partners have full personal liability, just like a sole proprietor or a partner in a standard partnership. This means the general partner’s personal property can be sold by the LP’s creditors to cover the limited partnership’s debts. The decision to do business as an LP rather than a limited liability company or corporation should be made only with the advice of a knowledgeable business attorney, since extra steps must be taken to protect each general partner’s assets. Limited partners must refrain from becoming involved in the day-to-day operation of the partnership. Otherwise, they might be found to be actively participating in the business and, therefore, general partners with unlimited personal liability.


A limited partnership can be used to attract investors when credit is hard to get or is too expensive. In return for investing, a limited partner receives a designated share of the profits. From the entrepreneur’s point of view, this might be an attractive way to fund a business, because the limited partner receives nothing if there are no profits. An entrepreneur who borrows money from a creditor, on the other hand, has to repay the loan regardless of the success or failure of the business.


Another use of a limited partnership is to facilitate reorganization of a general partnership after the death or retirement of a general partner. Raising enough cash to buy out a retiring or deceased partner can jeopardize the business by forcing the remaining partners to liquidate certain partnership assets. A convenient way to avoid such a detrimental liquidation is for the retiree or beneficiary to step into a limited partner status. The retiree or heirs can continue to share in the profits (which, to some extent, flow from the partner’s past labor), while protecting personal assets. In the meantime, the remaining partners have an opportunity to restructure partnership funding under more favorable terms.


Formalities


There must be one or more general partners who run the business and one or more limited partners who play a passive role. Appropriate documentation must be filed with the proper state agency. If this documentation isn’t filed or is improperly filed, a limited partner could be treated as a general partner and lose the benefit of limited liability. In addition, the partners need to obtain a business license, register their assumed business name, and meet industry-specific requirements.


Taxes


LPs are taxed like traditional partnerships (see above).




In Plain English


Written contracts can avoid unintended partnerships between businesses and individuals. If you don’t have a well-drafted written agreement describing the intended relationship, a court might decide that you and the other party are legally partners.





CORPORATIONS


The word corporation may call to mind a large company with hundreds or thousands of employees. In fact, the vast majority of corporations in the United States are small and moderate-sized companies.


Advantages and Disadvantages


When describing the advantages and disadvantages of the corporate form, it’s useful to compare it to a partnership. Some significant differences between the two structures include the liability of its owners and the rules relating to the continuity of the entity’s existence, transferability of ownership, management, and control, and the methods for raising additional capital. See the Taxes section below for tax-related advantages and disadvantages.


1. Liability


The owners of a corporation aren’t personally liable for the corporation’s debts—they stand to lose only their investments. Unlike limited partners, shareholders are allowed to fully participate in the control of the corporation through their voting privileges—the higher the percentage of outstanding shares owned, the more significant the control.


For a small corporation, however, limited liability is something of an illusion. Very often creditors require owners to personally cosign for any credit extended, including credit cards. In addition, individuals remain responsible for their own wrongful acts. A shareholder who negligently causes an injury while engaged in corporate business has not only subjected the corporation to liability, but also remains personally liable. If the other party to a contract with the corporation has agreed to look only to the corporation for responsibility, the corporate liability shield does protect a shareholder from liability for breach of contract.


The corporate shield also offers protection when an agent hired by the corporation has committed a wrongful act while working for the corporation. For instance, if a pizza delivery driver negligently injures a pedestrian while delivering a pizza, the driver will definitely be liable and the corporation might be liable, but the shareholder probably won’t be.


2. Continuity of Existence


Another difference between a corporation and a partnership relates to continuity of existence. Many of the events that can cause the dissolution of a partnership don’t have the same effect on a corporation. In fact, it’s common for a corporation to have perpetual existence. Shareholders, unlike partners, can’t decide to withdraw and demand a return of capital from the corporation—all they can do is sell their stock.




In Plain English


This continuity can be a tremendous disadvantage to shareholders (or their heirs) if they want to sell stock when there are no buyers for it, though shareholders can enter into “buy-sell agreements” that require the corporation to buy back shares from the estate of a shareholder who dies or withdraws.





3. Transferability of Ownership


The third difference relates to transferability of ownership. No one can become a partner without the unanimous consent of the other partners, unless otherwise agreed, but in a corporation, shareholders can generally sell all or any number of their shares without restriction. If, however, the owners of a small corporation don’t want it to be open to outside ownership, they can restrict transferability by agreement of the shareholders.


4. Management and Control


The fourth difference is in the structure of management and control. Owners of common stock are given a vote in proportion to their ownership in the corporation. Other kinds of stock can be created, with or without voting rights. Voting shareholders vote to elect a board of directors and to create rules under which the board will operate.


The basic rules of the corporation are stated in its articles of incorporation, which are filed with the state. These serve as the constitution for the corporation and can be amended by shareholder vote. More detailed operational rules—bylaws—should also be prepared. Both shareholders and directors may have the power to create or amend bylaws. This varies from state to state and may be determined by the shareholders themselves. The board of directors makes operational decisions for the corporation, typically delegating day-to-day control to a president or chief executive officer (CEO).


A shareholder, even one who owns 100 percent of the stock, can’t preempt a decision of the board of directors. If the board has exceeded the powers granted it by the articles or bylaws, any shareholder can sue for a court order remedying the situation. If the board is within its powers, the shareholders have no recourse except to remove the board or any board member. In some states, a small corporation can entirely forgo having a board of directors. In these cases, the corporation is authorized to allow the shareholders to vote directly on business decisions, just as in a partnership.


5. Raising Additional Capital


The fifth distinction between partnerships and corporations is the greater variety of means available for raising additional capital. Partnerships can borrow money or, if all the partners agree, they can take on additional partners. A corporation, on the other hand, can issue more stock. In most cases, the issuance of new stock merely requires approval by a majority of the existing shareholders. This stock can be of many different varieties: recallable at a set price, for example, or convertible into another kind of stock.


Preferred stock is often used to attract new investors. The corporation agrees to pay preferred shareholders some predetermined amount, known as a dividend preference, before it pays any dividends to other shareholders. If the corporation goes bankrupt, preferred shareholders are usually paid out of the proceeds of liquidation before the common shareholders, although after the corporation’s creditors are paid. Other options include borrowing money on a short-term basis by issuing notes and borrowing for a longer period by issuing debentures or bonds.




In Plain English


Corporations can raise capital by Issuing more stock (Including preferred stock) or by issuing notes, debentures, or bonds.





Formalities


In addition to obtaining a business license and meeting industry-specific requirements, a corporation must hold initial and annual director and shareholder meetings, adopt bylaws, issue stock to shareholders, and record all stock transfers. A corporation can register an assumed business name if it wants to do business under a name different than its legal corporate name. For example, your company, Pink Hippo, Inc. might want to do business as “Pink Hippo Cupcakes.” If so, the corporation must register that name as an assumed business name, since it’s not doing business under its full legal name, Pink Hippo, Inc.


Taxes


1. C Corporations


A C Corporation (or C corp) is what most people consider a standard or regular corporation. Under both state and federal laws, the profits of a C corp are taxed to the corporation before they’re paid out as dividends. Then, because the dividends constitute income to the shareholders, they’re taxed again as the shareholder’s personal income. This double taxation is the major disadvantage of conducting business as a C corp.


Avoiding Double Taxation. There are several methods of avoiding double taxation. First, a corporation can plan its business so that it doesn’t have much profit. This can be done by drawing off what would be profit in payments to shareholders for a variety of services. For instance, a shareholder can be paid a salary for managing the company, rent for office space leased to the corporation, or interest on a loan made to the corporation. All of these are legal deductions from corporate income.


Deducting Benefits. A C corp can also deduct the cost of various benefits provided for its employees. For example, a corporation can deduct all its payments made for certain qualified employee life insurance plans, while the employees pay no personal income tax on this benefit. Sole proprietors or partnerships, on the other hand, may not be entitled to deduct these expenses.


Retained Earnings. A corporation can reinvest its profits for reasonable business expansion. This undistributed money isn’t taxed as income to the shareholders, though the corporation must pay corporate tax on it. By contrast, the retained earnings of a partnership are taxed to the individual partners even though the money isn’t distributed to them. For instance, a brewpub is saving up for new fermentation tanks. If the brewpub is a partnership, the partners owe income tax on the profits being saved for those new tanks, but if it’s a C Corp, the shareholders won’t be taxed on those profits.


Corporate reinvestment has two advantages. First, the business can be built up with money that has been taxed only at the corporate level and on which no individual shareholder needs to pay any tax. Second, within reasonable limits, the corporation can delay the distribution of corporate earnings until, for example, a time of lower personal income of the shareholder and, therefore, lower personal tax rates. If, however, the IRS considers the amount withheld for expansion to be unreasonably high, the corporation may face a penalty, so it’s wise to work with an experienced tax planner.


2. S Corporations


Except for tax issues, most of the advantages, disadvantages, and formalities are the same for a “small business corporation” (S corp) as for a C corp. This hybrid organizational form allows the owners of a small corporation to take advantage of many of the benefits described above (including limited liability) while being taxed much like a sole proprietorship or partnership—that is, income and losses flow directly to shareholders, and the corporation pays no income tax.


Unfortunately, the tax rules for “S corps” aren’t quite as simple as those for partnerships or individuals. Generally speaking, though, the owners of an S corp are taxed on their pro rata share of the distributable profits and can deduct their share of distributable losses. This form can be particularly advantageous in the early years of a corporation because the owners can deduct almost all the corporate losses from their personal incomes, something C corp shareholders can’t do.


The word “small” in “small business corporation” doesn’t have anything to do with how much money the business makes. Rather, it refers to the number of owners. To qualify for S status, the corporation can’t have more than one hundred owners, each of whom must be a human being or a certain kind of trust or nonprofit corporation. The owners of an S corp can’t be nonresident aliens, and there can’t be more than one class of voting stock. An S corporation can own stock in another S corporation.




In Plain English


The S corporation Is often a desirable form for a business likely to sustain major losses when the shareholders have other sources of income against which they wish to write off those losses.





B CORPORATIONS


The newest form of corporation is the Benefit Corporation (or B corp). Unlike a traditional corporation, a B corporation must be operated to achieve a “public purpose,” that is, one that has a material, positive impact on society or the environment but, unlike a nonprofit corporation, a B corp can engage in a business for profit. For example, a restaurant organized as a B corp might be certified as a socially responsible business by complying with certain guidelines regarding the treatment of its employees, the environment, and the community.


Nearly three quarters of the states have enacted laws allowing this type of corporation. Without these laws, shareholders may sue a corporation that focuses more on societal benefits than shareholder profits. These corporations can be taxed as C corps or as S corps, and most of the required formalities are the same, though B corps have additional obligations, usually including adopting a third-party standard and preparing, filing, and distributing an annual benefit report identifying the actions and methods used to provide a public benefit, any circumstances that hindered or prevented a benefit, and how well the B corp met or exceeded the third-party standard.


LIMITED LIABILITY COMPANIES


A limited liability company (LLC) combines the limited liability of a corporation with the tax advantages available to a sole proprietor or partnership. The law in most states allows those conducting business as an LLC to create the most flexible and user-friendly organizational structure. They can elect to have the LLC’s business conducted by a manager or by the members (owners) themselves. They may, but aren’t required to, have periodic meetings. In fact, the owners can, through the operating agreement (equivalent to a corporation’s bylaws), create virtually any organizational structure they desire. LLCs can be taxed as sole proprietorships, partnerships, C corps, or S corps. The default is taxation as sole proprietorships for single-owner LLCs and as partnerships for other LLCs.


By conducting business through an LLC, entrepreneurs can shield their personal assets from claims against the business in all situations except the individual’s own wrongful acts. This liability shield is identical to the one offered by the corporate form. LLCs don’t have the restrictions imposed on S corporations regarding the number of owners and the type of owners (human beings or specified business forms). In fact, business corporations, partnerships, and other business entities can own interests in LLCs. LLCs can also have more than one class of voting ownership.




In Plain English


Dissolving a corporation or LLC Is not only painful because of tax penalties, but it’s almost always impossible without the consent of the majority of the owners. Majority owners have ultimate and absolute control unless minority owners take certain precautions from the start. Retain your own attorney to represent you during a business entity’s formation, rather than waiting until it’s too late.





HYBRIDS


In addition to the business forms previously discussed, many states permit the creation of hybrid forms of business organization, such as limited liability partnerships (LLPs), limited liability limited partnerships (LLLPs), and business trusts. Consult with an experienced business lawyer to determine which business forms are available in your state and which best serve your business objectives.











CHAPTER 2


Business Organization Checklists


As we discussed in the previous chapter, a host of business forms are available to entrepreneurs in food and beverage businesses. Creating any of these business forms is a rather simple process, but to do it right and enjoy all the advantages, we recommend that you consult a competent business lawyer. Of course, a lawyer’s time costs money, but you can save some money if you come properly prepared. The following are some of the points you should prepare to discuss with your lawyer.


ACCOUNTANT


Other than yourself, the most important person your attorney will work with is your accountant, who provides valuable input on the business’s financial structure, funding, capitalization, allocation of ownership, and other issues. We even consulted with respected accountants to verify the accuracy of the tax information in this book.


BUSINESS NAME


Regardless of its form, every business has a name. Many businesses simply use the last names of the principal owners. The choice in that case is nothing more than the order of the owners’ names—which depends on various factors from prestige to the way the names sound in a particular order. If the name of a sole proprietorship or partnership doesn’t include the full names of the owners, you’ll need to file the proposed business name with the appropriate agency.


Corporations, LLCs, and other entities that are created through filing with the state have their names registered at the same time. They, too, can register assumed business names (also known as ABNs and D/B/As) if they choose to do business under names other than their official business names. For example, if your corporation is named Smith’s Purple Hippo Catering Company, Inc., you might want to do business under the name “Purple Hippo.” If so, you’d need to register “Purple Hippo” as an assumed business name of Smith’s Purple Hippo Catering Company, Inc.


Contact your attorney ahead of time with the proposed name of the business. A quick inquiry to the corporation commissioner or secretary of state establishes whether the name is available. Most corporation division offices have online services that allow you to begin the process yourself. You or your attorney can reserve your chosen business name until you’re ready to use it.


The name of your business isn’t necessarily the same as your brand. You’ll also need to think about whether your business will have a special mark or logo that needs trademark protection (see Chapter 10, Trademarks). Choose a name that’s distinctive and not already in use. If the name isn’t distinctive, others can use it. If it’s already in use, you could be liable for trade name or trademark infringement.


DESCRIPTION OF THE BUSINESS


Before entering into a partnership or creating an entity (e.g., a corporation or LLC), the owners should agree on the basic scope of the business—its requirements for capital and labor, each party’s individual contributions of capital and labor, and perhaps some plans regarding future growth.


BUSINESS STRUCTURE


It’s also important to decide which business form your operation will adopt, since each available structure has benefits and drawbacks. The forms to consider and their pros and cons are discussed below and in Chapter 1, Organizing Your Business.


Partnerships


If you decide to conduct your business as a partnership (whether as a general partnership, limited partnership, or limited liability partnership), you’ll need a formal written partnership agreement prepared by a skilled business attorney. The more time you and your prospective partners spend discussing these details before meeting with a lawyer, the less the meeting is likely to cost you. Following are six basic terms of a partnership agreement that you should consider before meeting with your business lawyer.


1. Capital


After determining how much capital each partner will contribute, the partners must decide when it will be contributed, how to value the property contributed, and whether a partner can contribute or withdraw any property at a later date.


2. Duration


Sometimes partnerships are organized for a fixed amount of time or are automatically dissolved on certain conditions, such as the completion of a catering arrangement.


3. Distribution of Profits


You can make whatever arrangement you want for distribution of profits. Although ordinarily a partner isn’t paid wages, you might agree to pay an active partner a salary or hourly wage in addition to a share of the profits. Since the profits can be determined only at the close of a business year, distributions ordinarily aren’t made until that time, but it’s possible to allow the partners a monthly draw of money against their share of the final profits. In some cases, you may want to allow limited expense accounts.


Not all the profits of the partnership need to be distributed at year’s end. Some can be retained for expansion. This arrangement can be provided for in the partnership agreement. Whether or not the profits are distributed, all partners must pay tax on their shares of the profit. The tax code refers directly to the partnership agreement to determine what that share is. If it’s not dealt with in the partnership agreement, there’s a presumption that partners share profits and losses equally among themselves.


4. Management


Power in a partnership can be divided many ways. All partners can have the same voice, or some may have more than others. A few partners might be allowed to manage the business entirely, with the remaining partners having a vote only on specifically designated issues. Besides voting, three other areas of management should be covered. First is the question of who can sign checks, place orders, or enter into contracts on behalf of the partnership. Generally, under state partnership laws, any partner can do these things so long as they occur in the usual course of business. Such a broad delegation of authority can lead to confusion, so it might be best to delegate this authority more narrowly. Second, it’s a good idea to determine a regular date for partnership meetings.


Finally, you should consider the possibility of a disagreement arising among the partners that leads to a deadlock. One way to avoid this is to distribute the voting power so as to make a deadlock impossible. In a two-person partnership, however, this would mean that one partner would be in absolute control, which might be unacceptable to the other partner. If power is divided equally among an even number of partners, as is often the case, the agreement should designate a neutral party or mediator to settle any disputes to avoid a dissolution of the partnership.


5. Prohibited Acts


By law, each partner owes the partnership certain duties. First is the duty of diligence. This means a partner must exercise reasonable care in acting as a partner. Second is a duty of obedience. Partners must obey the rules of the partnership and, most importantly, must not exceed the authority granted them by the partnership. Finally, there is a duty of loyalty. Without approval of the other partners, a partner isn’t allowed to compete with the partnership in another business or take an opportunity that would be of value to the partnership.


The partnership agreement should include a list of prohibited acts, elaborating and expanding on these fundamental duties. That agreement might also authorize current or planned activities that would otherwise be prohibited. For example, the owners of a wine-tasting room might agree that the individual partners can operate their own competing wine businesses so long as the wine they make is sold only through grocery and liquor stores and not through tasting rooms or wineshops.


6. Dissolution and Liquidation


A partnership is automatically dissolved upon the death, withdrawal, or expulsion of a partner. Dissolution identifies the legal end of the partnership but doesn’t necessarily affect its economic life if the partnership agreement provides for the continuation of the business after a dissolution. Even so, dissolution affects the business, because the partner who withdraws or is expelled, or the estate of a deceased partner, is entitled to a return of the proportionate share of capital that the departing or deceased partner contributed.


Details, such as how this capital will be returned, should be decided before dissolution, since successful negotiation might be impossible at the time of dissolution. One method of handling this is to provide for a return of the capital in cash over a period of time. Some provision should be made so that each of the remaining partners will know how much of a departing partner’s interest they can purchase.


After a partner leaves, the partnership may need to be reorganized and recapitalized. Again, work out the provisions in advance if possible. Finally, since it’s always possible that the partners will eventually want to liquidate the partnership, it should be decided in advance who will liquidate the assets, which assets will be distributed, and what property, if any, will be returned to its original contributor.
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