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Praise for The Law (in Plain English)® for Small Business


“Straightforward, simple explanation is the exclusive realm of the highly competent and intelligent. My community college physics teacher liked to cite Einstein as her favorite example of a clear thinker. Leonard DuBoff has the unique talent to expose the simplicity in what might seem complicated and intimidating. I can give no higher praise.”


—Kelvin Scribner, CEO, Sagetech Corporation


“Concise and simple explanation of complex issues. Leonard and Amanda provide an understandable business road map to help navigate pitfalls and to be successful.”


—Cork Cieslinski, president, C2F, Inc.


“Successful small-business owners all have one thing in common—they are chameleons who wear the hat of a marketer one moment, an engineer the next, then an accountant, a human resources director, an innovator, a leader, and a negotiator. With every new role, different legal issues loom large and can impose an incomprehensible layer of complexity. The Law (in Plain English)® for Small Business is the perfect tool to help business owners decipher legal complexity, manage risk, and move forward with confidence. No small-business owners, be they serial entrepreneurs or established executives, will want to be without this book.”


—Dr. James Hardt, founder, Biocybernaut Institute


“An invaluable resource, The Law (in Plain English)® for Small Business is, as the title indicates, an easy-to-understand explanation of legal issues commonly faced by small-business owners. I recommend this comprehensive guide to everyone involved in business whether they are just starting out or are seasoned business people.”


—Marvin Aaron, president, Coilhose Pneumatics


“Leonard has a unique way of getting to the point quickly . . . and clearly. I have worked with him for over twenty years, and he speaks from ‘feet on the ground’ experience. Most importantly, he has a rare common sense that is refreshing!”


—Paul Lubitz, cofounder, Holly Yashi, Inc.
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Preface


When I first began writing The Law (In Plain English)® series more than a quarter-century ago, my goal was to educate nonlawyers on the business aspects of their businesses and professions. At the time, I was a full-time law professor, and as an educator, I felt that one of my missions was to provide educational tools. Later, as a full-time lawyer, I realized the importance of this series in educating my clients so that they could more effectively communicate with me. It became clear that the more knowledgeable my clients were about the myriad legal issues they faced in their businesses and professions, the more effectively they could aid me in helping them. It is for this reason that I continue this series. Today, there are In Plain English® books for numerous areas of the law.


The word “small,” as used in this book’s title, is not intended to limit this text to operators of ma-and-pa operations. Rather, it is intended to encompass all businesses that are not publicly traded and listed on national securities exchanges. It is likely that companies of that size would have in-house counsel trained in the various subjects discussed in this volume. However, even the principals of such companies might gain a clearer understanding of the legal issues with which they deal by reading an In Plain English® book.


This book is not intended to be a substitute for the advice of a professional. Instead, it is designed to sensitize you to the issues that may require the aid of a skilled attorney or other expert. It is my sincere hope that this book will, like its predecessors in the series, be practical, useful, and readable. One of my goals in preparing this book is to enable the reader to identify problem areas and seek the aid of a skilled professional when necessary—or preferably before it becomes necessary. It is quite common for the owners of small businesses to become embroiled in legal problems before they are able to appreciate the issue.


The law is quite complex and rapidly evolving. Since the first incarnation of this text was published in 1987, many changes have occurred. New business forms, such as limited liability companies and limited liability partnerships, have emerged. The World Wide Web has become a vehicle for communication and commerce, and the law has been scrambling to keep pace. In writing the sixth edition, it was my intention to chronicle these changes and convert them into a clear and understandable text that will aid the reader in understanding the current state of business law.


Leonard D. DuBoff
Portland, Oregon, 2022




CHAPTER 1


Organizing Your Business


Everyone in business knows that survival requires careful financial planning, yet few fully realize the importance of selecting the best legal form for the business. Small businesses have little need for the sophisticated organizational structures utilized in large, publicly traded corporations, but, since all entrepreneurs must pay taxes, obtain loans, and expose themselves to potential liability with every sale they make, it only makes sense to structure one’s business so as to address these issues.


Every 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 taxes and liability in order to decide which of the basic legal structures would be best. There are only a handful of basic forms—the sole proprietorship, the partnership, the corporation, the limited liability company (LLC), the limited liability partnership, and a few hybrids. Once we have decided which of these is most appropriate, we move on to the organizational documents. Corporate bylaws, partnership agreements, and LLC operating agreements address 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. This should give you an idea of which form might be best for your business. We will discuss potential problems, but since we cannot go into a full discussion of the more intricate details of your business, you should consult an experienced business attorney before deciding to adopt any particular structure. Our purpose is to facilitate your communication with your lawyer and to enable you to better understand the choices available, and to save you money when working with that lawyer since you will be more informed of your options from reading this book.


SOLE PROPRIETORSHIPS


The technical name sole proprietorship may be unfamiliar to you, but chances are you are operating under this business form now. The sole proprietorship is an unincorporated business owned by one person. As a form of business, it is elegant in its simplicity. All it requires is some money and work.


Advantages and Disadvantages


Legal requirements are few and simple. A business license and registering the name of the business, if you operate it under a name other than your own, are generally all you need. There are 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 are 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) may be 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 18: Business Insurance), but there are some risks for which insurance is either unavailable or prohibitively expensive. For instance, insurance is generally not available to protect against a large rise in the cost or sudden unavailability of supplies, inventory, or raw materials. In addition, the cost of product liability insurance has become so high that, as a practical matter, it is unavailable to most small businesses. Even when procured, every insurance policy has a limited, strictly defined scope of coverage. These liability risks, as well as many other uncertain economic factors, can drive a small business and its sole proprietor into bankruptcy.


Taxes


The sole proprietor is personally taxed on all profits of the business and may deduct losses. Of course, the rate of taxation will change 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. By deducting a specified amount of your net income for placement into an interest-bearing account, approved government securities, mutual funds, or company pension plan, you can withdraw the funds at a later date—when you are in a lower tax bracket. There may, however, be severe restrictions if you withdraw the money prior to retirement age (see Chapter 23: Retirement and Pension Plans for a more complete discussion of this subject).





For further information on tax planning devices, contact your local Internal Revenue Service (IRS) office and ask for free pamphlets (www.irs.gov/orderforms) or use the services of an accountant experienced in dealing with business tax planning.


PARTNERSHIPS AND JOINT VENTURES


A partnership is defined by most state laws as an association of two or more persons to conduct, as co-owners, a business for profit. No formalities are required. In fact, in some cases, people have been held to be partners even though they never had any intention of forming a partnership. For example, if you lend a friend some money to start a business and the friend agrees to pay you a certain percentage of whatever profit is made, you may be your friend’s partner in the eyes of the law even though you take no part in running the business. This is important, because each partner is subject to unlimited personal liability for the debts of the partnership. Each partner is also liable for the negligence of another partner and of the partnership’s employees when a negligent act occurs in the usual course of business.


A joint venture is a partnership for a limited or specific purpose, rather than one that continues for an indefinite or specified time. For example, an arrangement whereby two or more persons or businesses agree to build a single house and sell it for profit is a joint venture. An agreement to develop numerous properties over a period of time is a partnership.


Advantages and Disadvantages


The economic advantages of doing business in a partnership form are:




	the pooling of capital;


	the collaboration of skills;


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


	a potentially 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 partnership, even if not personally involved in incurring those debts. Each partner is 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 are getting involved in a partnership, you should be especially cautious in two areas. First, since the involvement of a partner increases your potential liability, you should choose a responsible partner. Second, the partnership should be adequately insured to protect both the assets of the partnership 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, as mentioned above, 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 business 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 medical bills incurred by customers of your friend’s business when they get COVID-19 after an employee of the business with COVID-19 comes in contact with the customers.


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 and attempts 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 an actual 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;


	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 will cause a dissolution of the partnership).





Most state laws contain a provision that allows the partners to make their own agreements regarding the management structure and division of profits that best suits the needs of the individual partners.


Partnership Agreements


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 Checklist.


Taxes


A partnership doesn’t have any special tax advantages over a sole proprietorship. All partners pay taxes 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 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.




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), the final dissolution of the partnership.





LIMITED PARTNERSHIPS


The limited partnership (LP) is a hybrid containing elements of both general partnerships and corporations. A limited partnership may be formed by parties who wish to invest in a business and share in its profits but seek to limit their risk to the amount of their investment.


Advantages and Disadvantages


The law provides limited risk for the “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 very much like an investor who buys a few shares of stock in a corporation but has no significant role in running the business.


Formation


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, the limited partner might be found to be actively participating in the business and thereby held to be a general partner with unlimited personal liability.


Uses


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 the limited partnership is to facilitate reorganization of a general partnership after the death or retirement of a general partner. Remember, a partnership can be terminated upon the request of any partner. Although the original partnership is technically dissolved when one partner retires, it is not uncommon for the remaining partners to agree to buy out the retiring partner’s share—that is, to return that person’s capital contribution and keep the business going. Some state laws establish this as the rule unless the parties agree otherwise.


Raising enough cash to buy out the retiring partner, however, could 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 to step into a limited partner status. Thus, he or she can continue to share in the profits (which, to some extent, flow from that partner’s past labor), while removing personal assets from the risk of partnership liabilities. In the meantime, the remaining partners are afforded the opportunity to restructure the 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).


Unintended Partners


Whether yours is a straightforward general partnership or a limited partnership, one arrangement you want to avoid is the unintended partnership. This can occur when you work together with another person and your relationship is not described formally. For example, if you and another person decide to import, market, and sell small electronic appliances from Asia, it is essential for you to spell out in detail the arrangements between the two of you. If you do not, you could find that the other person is your partner and entitled to half the income you receive, even though that person’s contribution was minimal. You can avoid this by simply hiring the other person as an employee or independent contractor. Whichever arrangement you choose, be sure to have a detailed written agreement.




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 vision of a large company with hundreds or thousands of employees. In fact, the vast majority of corporations in the United States are small or 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.


Liability


The owners of a corporation are not personally liable for the corporation’s debts—they stand to lose only their investments. Unlike a limited partner, a shareholder is allowed full participation in the control of the corporation through the shareholder’s voting privileges—the higher the percentage of outstanding shares owned, the more significant the control.


For the small corporation, however, limited liability may be something of an illusion. Very often creditors will require that the owners 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 in situations where an agent hired by the corporation has committed a wrongful act while working for the corporation. For example, if a management consultant negligently injures a pedestrian while driving somewhere on corporate business, the consultant will be liable for the wrongful act and the corporation may be liable; however, the shareholder who owns stock in the corporation will probably not be held personally liable.


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 do not have the same effect on a corporation. In fact, it is common for a corporation to have perpetual existence. Shareholders, unlike partners, cannot decide to withdraw and demand a return of capital from the corporation—all they can do is sell their stock. A corporation may, therefore, have both legal and economic continuity.




In Plain English


This 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 a shareholder who decides to withdraw.





Transferability of Ownership


The third difference relates to transferability of ownership. No one can become a partner without 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 do not want it to be open to outside ownership, they can restrict transferability by agreement of the shareholders.


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 that 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 then 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 may sue for a court order remedying the situation. If the board is within its powers, the shareholders then have no recourse except to remove the board or any board member. In some states, a small corporation may 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.


Raising Additional Capital


The fifth distinction between partnerships and corporations is the greater variety of means available to the corporation for raising additional capital. Partnerships are quite restricted in this regard. They 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. This stock can be of many different varieties: recallable at a set price, for example, or convertible into another kind of stock.


A process frequently used to attract a new investor is the issuance of preferred stock. The corporation agrees to pay the preferred shareholder 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.


In most cases, the issuance of new stock merely requires approval by a majority of the existing shareholders. In addition, corporations can borrow money on a short-term basis by issuing notes or for a longer period by issuing debentures or bonds.




In Plain English


Actually, a corporation’s ability to raise additional capital is limited only by its lawyer’s creativity and the economics of the marketplace.





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 business, Starlight Enterprises, Inc. might want to do business as “Starlight.” If so, the corporation must register “Starlight” as an assumed business name, since it’s not doing business under its full legal name, Starlight Enterprises, Inc.


TAXES


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 pet shop is saving up for new aquarium fish tank system. If the pet shop is a partnership, the partners owe income tax on the profits being saved for the new fish tank system, 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.


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.


S corporations are generally taxed in the same way as partnerships or sole proprietorships. Unfortunately, the tax rules for S corporations are not as simple as those for partnerships or individuals. Generally speaking, the owner of an S corporation can be taxed on their pro rata share of the distributable profits and may deduct their share of distributable losses.


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 100 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


If the corporation is likely to sustain major losses and shareholders have other sources of income against which they wish to write off those losses, the S corporation is likely to be a desirable form for the business.





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 business 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 features of a corporation with the tax advantages available to the sole proprietor or partnership. The law in most states permits 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.


An entrepreneur conducting business through an LLC can shield his or her personal assets from the risk of the business for all situations except the individual’s own wrongful acts. This liability shield is identical to the one offered by the corporate form. The owners of an LLC can also enjoy all the tax features accorded to sole proprietors or partners in a partnership.


LLCs do not have the same restrictions imposed on S corporations regarding the number of owners and the type of owners (i.e., 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.


Keep in mind that the LLC form is newer than the corporate form, so there is not yet any significant body of case law interpreting the meaning of the statutes that created it. It is, however, extremely flexible and, in 1997, the Internal Revenue Code was amended to permit LLCs to be taxed like C corporations if they so choose, or like sole proprietorships and partnerships.


When LLCs were first created, most professional associations declared them analogous to business corporations and prohibited their use by professionals. The one profession that did permit the use of LLCs was accounting. The limited liability partnership (“LLP”) was created as a permitted business form for all professionals.


Limited Liability Partnerships


For businesses that have been conducted in the partnership form and desire a liability shield, the limited liability partnership (LLP) is available. This business form parallels the LLC in most respects. It is created by converting a partnership into an LLP and it is available for professionals who, in many states, may not conduct business through LLCs.


NOTE: Licensed professionals who desire some form of liability shield may also create professional corporations.


Minority Owners


Dissolving a corporation is not only painful because of certain tax penalties, but it is almost always impossible without the consent of the majority of the owners. This may be true of LLCs and LLPs, as well. If you are involved in the formation of a business entity and will be a minority owner, you must realize that the majority owners will have ultimate and absolute control unless minority owners take certain precautions from the start. There are numerous horror stories relating to what some majority owners have done to minority owners. Avoiding these problems is no more difficult than drafting an appropriate agreement among the owners. Both LLCs and LLPs have operating agreements that can be structured for minority protection. You should always retain your own attorney to represent you during the business entity’s formation, rather than waiting until it is too late.


Hybrids


It is important to determine which business form will be most advantageous for your business. In addition to the business forms previously discussed, many states permit the creation of hybrid forms of business organization, such as limited liability limited partnerships (LLLPs) and business trusts. It is important for you to consult with an experienced business lawyer in order to determine which business forms are available in your state and which would best serve your business objectives.




CHAPTER 2


Business Organization Checklist


As discussed in the previous chapter, there are many business forms available for the entrepreneur. These forms range from the simplest—sole proprietor-ships—to partnerships, corporations, limited liability companies, and limited liability partnerships. The structure of your business will depend upon a number of considerations. Creating any of these business forms is a rather simple process, but to do it right and enjoy all the advantages, it is highly recommended 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 be prepared to discuss with your lawyer.


ACCOUNTANT


Other than yourself, the most important person with whom your attorney will work is your accountant. The accountant will provide 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 STRUCTURE


It is also important to determine 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 on being well prepared by discussing these details in advance of meeting with a lawyer, the less such a meeting is likely to cost you.


NAMING YOUR BUSINESS


As noted, every business will have a name. Most partnerships simply use the surnames of the principal partners. The choice in that case is nothing more than the order of the names—which depends on various factors from prestige to the way the names sound in a particular order. If the business name does not include the partners’ full names, it will be necessary to file the proposed business name with the appropriate agency. Care should be taken to choose a name that is distinctive and not already in use. If the name is not distinctive, others can use it. If the name is already in use, you could be liable for trade name or trademark infringement.


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 Tool and Die Manufacturing, Inc., you might want to do business under the name “Smith’s Machinist.” If so, you’d need to register “Smith’s Machinist” as an assumed business name of Smith’s Tool and Die Manufacturing, Inc.


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 11: 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.


Following are the seven basic items of a partnership agreement that you should consider.


1. 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.


2. 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.


3. Duration


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


4. Distribution of Profits


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


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.


5. Management


The power in the partnership can be divided many ways. All partners can be given the same voice or some may be given more than others. A few partners might be allowed to manage the business entirely, with the remaining partners being given 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. Under state partnership laws, any partner may do these things so long as they occur in the usual course of business. Since such a broad delegation of authority can lead to confusion, it might be best to delegate this authority more narrowly. Second, it is a good idea to determine a regular date for partnership meetings.


Finally, some consideration should be given to 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. That 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 stipulate a neutral party or arbitrator who could settle any dispute and thereby avoid a dissolution of the partnership.


6. Prohibited Acts


By law, each partner owes the partnership certain duties by virtue of being an agent of the partnership. First is the duty of diligence. This means the partner must exercise reasonable care in acting as a partner. Second is a duty of obedience. The partner must obey the rules of the partnership and, most important, must not exceed the authority that the partnership has entrusted in him or her. Finally, there is a duty of loyalty.


A partner may not, without approval of the other partners, compete with the partnership in another business. A partner also may not seize upon a business opportunity that would be of value to the partnership without first telling the partnership about it and allowing the partnership to pursue it, if the partnership wants to. A list of prohibited acts should be made a part of the partnership agreement, 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 pet shop might agree that the individual partners can operate their own competing pet shops so long as the competing pet shop is not in the same neighborhood as the partnership’s pet shop.


7. 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 has provided for the continuation of the business after a dissolution. Nonetheless, a dissolution will affect the business, because the partner who withdraws or is expelled, or the estate of a deceased partner, will be entitled to a return of the proportionate share of capital that the departing 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 may purchase.


After a partner leaves, the partnership may need to be reorganized and recapitalized. Again, provisions for this should be worked out in advance if possible. Finally, since it is 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 will be returned to its original contributor.




In Plain English


Even if your business is not earning a great deal of money, you may nevertheless want to consider creating a business entity that limits your personal liability.





Corporations, LLCs, and LLPs


There are usually two reasons for creating a business form such as a corporation, LLC, or LLP—limiting personal liability and minimizing income tax liability. The second reason is generally applicable to a business that is earning a good deal of money.


Corporations, LLCs, and LLPs are hypothetical, legal persons and, as such, are responsible for their own acts and contracts. Thus, if a consumer in a retail store slips on a banana peel, if a consultant’s car negligently injures a pedestrian, or if the food your restaurant served causes food poisoning, the corporation, LLC, or LLP, and not its owners, will be liable (assuming the proper formalities have been adhered to).


NOTE: Any individual personally responsible for a wrongful act will also be liable.


Following are ten basic issues you should consider before meeting with your attorney to set up your corporation or LLC.


1. Officers and Structure


State statutes generally require a corporation, LLC, or LLP to have some chief operating officer, such as a president or manager. In addition, state statutes may require other administrative officers, such as a secretary. The corporate bylaws or the LLC’s or LLP’s operating agreement should have a separate description for specialized officers. Note that most states permit LLCs to be run by a single manager or by the members (owners).


2. Ownership


Questions to ask yourself regarding owners include:




	For corporations, how many shares of stock should your corporation be authorized to issue? (In the case of LLCs and LLPs, certificates of ownership, which resemble shares of stock in a corporation, are used and the same considerations for their issuance are present.)


	For corporations, how many shares will be issued when the corporation begins operations?


	For corporations, how many shares should be held in reserve for future issuance?


	Will there be separate classes of stock or LLC membership interests?


	For an LLC, what percentage of membership interest will each owner have?


	For corporations, how many shares of the issued stock will each shareholder have?





If the corporation or LLC is to be family-owned, ownership may be used to some extent as a means of estate planning or wealth-shifting. You might, therefore, also wish to ask your attorney about updating your estate plan at the same time you incorporate or create an LLC. While LLPs may be used for this purpose, it is not as common. Estate plans are discussed more fully in Chapter 24, and in the book Estate Planning (in Plain English).


3. Owner Agreements


Discuss with your lawyer the possibility of creating owner agreements that govern employment status of key individuals or commit owners to voting a certain way on specific issues. Ensure that a method has been established to prevent an owners’ voting deadlock, especially if ownership is 50/50 between individuals or couples (for instance, you and your spouse each own 25 percent and your brother and his spouse each own 25 percent). It is strongly recommended that you not structure a business with equal ownership since, at some point, there may be deadlock and the business may not be able to decide a contested issue. For this reason, we always recommend that a procedure be established for the purpose of resolving a deadlock, either through percentage ownership or through some other procedure. A skilled business lawyer can assist with this issue.


4. Buy-Sell Agreements


The first meeting with your lawyer is a good time to discuss buy-sell agreements. Buy-sell agreements resolve such matters as when one of the owners wishes to leave the business or under what circumstances an owner is able to sell to outsiders. In closely held corporations, the corporation or other shareholders are generally granted the first option to buy the stock. The same kind of procedure can be implemented for LLCs and LLPs.


Decide what circumstances should trigger the business’s or other owners’ right to buy the interest—death, disability, divorce, incapacity, retirement, expulsion of one of the owners, and so forth. Also decide whether the buy-sell agreement should be tied to key-person insurance that would fund the purchase of ownership interest by the corporation, LLC, or LLP in the event of a key owner’s death. This may be structured in such a way as to provide a tax benefit; consult with an experienced business lawyer to determine the best way to structure the buy-sell agreement. Further, the buy-sell agreement can identify the mechanism for valuing the business—annual appraisal, book value, multiple earnings, arbitration, or some other method—when an owner departs. For example, the valuation process might be different for the estate of a deceased shareholder than for an owner who is removed for cause.


5. Planning for Future Owners


If you anticipate bringing in some additional owners, you and your attorney should discuss the method by which this may be accomplished. There are legal restrictions that are imposed on the issuance and sale of additional shares of stock and the sale and transfer of LLC or LLP interests. Planning for the future is best done at formation.


6. Capitalization


At this point, the attorney works closely with your accountant. Issues to resolve include:




	What will be the initial capitalization or funding of the corporation, LLC, or LLP?


	Will owners make loans to the business and contribute the rest in exchange for ownership interest?


	What is being contributed by owners in exchange for their interests—money, past services, equipment, assets of an ongoing business, licensing agreements, or other things?


	What value will be placed on assets that are contributed to the business?





7. Governing Board


An initial decision must be made as to who will be on the board of directors of a corporation or the governing board of an LLC or LLP and how many initial directors there will be. You also need to decide whether owners will have the right to elect members of the board based on their percentages of ownership. If the LLC or LLP elects to be run by a manager, a method for selecting future manager(s) must be specified.
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