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By Attorney David Williams

Choosing The Legal Form For Your Business

You're headed to your first ATA
Show as a small manufacturer
or a new retailer and now are

wondering if you should incorporate
the business you started in 2005. The
answer is a qualified maybe. But first
let's step back for a moment to pon-
der these points:

1. Do you want protection against
being personally liable for business
debts? 

2. Do you want the ability to easi-
ly transfer ownership to your succes-
sor?

3. Do you want a simple but effec-
tive management structure?

4. Do you want low startup and
on-going administrative costs?

5. Do you want to minimize your
tax bite?  

The relative importance that you,
the business owner assign to each

answer will determine what form of
business entity is right for you. You
likely answered yes to all questions
but the savvy business owner knows
there are tradeoffs between the types
of business structures.

Sole Proprietorship
A sole proprietorship is an unin-

corporated business owned by one
person who usually has day-to-day
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responsibility for running the busi-
ness. Many retail stores started this
way, particularly if they’ve been
around for 20 years or more.

Sole proprietors own all the
assets, earn all the profits and have
responsibility for all the liabilities. The
defining characteristic is that a sole
proprietorship does not have a legal
identity separate from its owner.
Although the business may have
employees, the owner is the business
and the business is the owner. 

With the five questions in mind,
let's look at sole proprietorship. One
advantage is low startup costs as the
owner simply obtains the necessary
business licenses and registrations,
then opens the doors to bowhunters.
Management is simple: the owner is
the boss. 

On the other hand, because there
is no separate legal identity, there is no
protection from business liabilities.
This means that all your assets,
including your house, car and kid's
college fund are available to satisfy
business creditors. Also, all business
income and expenses are reported on
your individual income tax return
which, depending on your individual
tax bracket, may or may not be advan-
tageous. A sole proprietorship does
eliminate the double taxation which
may plague a corporation and the
owner can claim a home office deduc-
tion.

While the owner is alive, the sole
proprietorship can easily be convert-
ed to a corporation or limited liability
company, usually without it being a
taxable event. However, a real eco-
nomic problem arises when a sole
proprietor dies. Since the business

legally ceases to exist at the owner's
death, unless the proprietor's will
authorizes the executor to continue
the business during the administra-
tion of the estate, the business will
have to be liquidated with the owner's
family losing the "going concern"
value of the business. This is a major
economic reason to either execute
carefully drawn estate planning docu-
ments or chose another form of busi-
ness entity.

General Partnership
The legal definition of a partner-

ship is "an association of two or more
persons to carry on a business for the
purpose of profit." Like sole propri-
etorships, partnerships are easy to
form; in fact, all you need is another
person and the same type of business
licenses and registrations required of
a sole proprietorship. A partnership
can have employees and conduct
business under an assumed name.
In my opinion, a general partnership
is the most dangerous form of busi-
ness; so dangerous that in my over 25
years of advising small businesses, I
have never allowed a client to start
one. Here's why. Each partner has
unlimited liability for the debts and
liabilities of the partnership. This
means that your personal assets are
subject to seizure for the business acts
of your partner. For example, your
partner, who is up to his eyeballs in
personal debt, takes an important
buyer out for a business lunch. On the
way back to the buyer's office, feeling
the effects of the drinks he hand with
the meal, he causes an accident in
which several people are injured.
Even though you were not involved in
the collision, any damages not cov-
ered by insurance can come out of
your pocket. You likely have a right to
repayment from your partner but
since he doesn't have any assets, you
get stuck. 

Or maybe your partner just can't
pass up a deal to purchase a lifetime
supply of aluminum for the new rests
you're manufacturing, which means
you're going to have trouble making
the payments on the CNC machine
you signed for after talking things over
with him. Since partners act both as
agents and principals for the partner-

ship that means each partner has the
right to bind the partnership and
every other partner without the
explicit approval of each co-partner.
Once again, you get to pay for what
your partner did.

Another drawback is the business
is unstable. By that I mean the part-
nership ends when a partner dies, files
for bankruptcy, retires, resigns or just
quits. Remember that old playground
taunt of "I'm gonna take my ball and
go home?" If any partner takes her ball
and goes home, the partnership will
shut down and the business will be
liquidated unless a majority (or in
some states, all) partners agree to con-
tinue.

Partnerships are taxed on a flow-
though basis and only file "informa-
tional" federal income tax returns.
The partnership profits and losses are
allocated to each partner consistent
with the written partnership agree-
ment or equally if there is no written
allocation. Each partner then reports
his or her share of profits and losses
on their individual income tax
returns.

The only advantage to partner-
ships is their flexibility. Partners can
make virtually any arrangements that
they desire defining their relationship
to each other. Profits and losses can be
allocated disproportionately to
investment ownership. For example, a
silent partner may put up the invest-
ment money and own the assets while
the working partner may be allocated
most or all of the income. Transferring
a partnership interest on death of the
partner can be done either by will or
through a buy-sell agreement.

Management is simple, but only
effective if the written partnership
agreement clearly defines the role of
each partner. Too often partnerships
fail because partners' management
styles never mesh.

According to tax professionals,
the development of the limited liabili-
ty company has rendered the partner-
ship form of business obsolete with
but few exceptions.

Limited Partnership
A limited partnership must have

at least one general partner (with
unlimited liability) and one limited
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partner. In exchange for giving up any
right to manage the company, the lim-
ited partner's liability is capped at the
amount invested in the partnership. A
caution though, if a limited partner
attempts to exert management con-
trol, that limited partner can lose the
liability protection. Limited partner-
ships are generally created for owner-
ship and development of real estate
and have marginal usefulness in retail
settings. They typically require com-
plex regulatory filings in each state
where the limited partnership does
business which, if not done correctly
will unintentionally convert the limit-
ed partnership to a general partner-
ship.

Limited partnerships enjoy cer-
tain estate and gift tax advantages
over corporations which may make
them preferable when Mom and Dad
want to pass control of the family-
owned business to their children. A
competent estate planning attorney
and asset valuation expert is critical to
successfully creating a family limited
partnership.

Joint Venture
A joint venture is a legal organiza-

tion in which the venturers jointly
undertake a transaction for mutual
profit. Venturers may be individuals,
partnerships, corporations or other
legal entities. A joint venture is taxed
as a partnership, subject to state part-
nership laws and has limited useful-
ness to a retail business.

Corporation
A corporation is a separate legal

entity from its shareholder owners. All
the advantages and disadvantages
flow from this basic concept. A corpo-
ration has perpetual existence, limit-
ed liability, free transferability of own-
ership shares and separate status as
taxpayer.

A corporation is formed by filing
articles of incorporation or certificate
of incorporation with the Secretary of
State. One person can and often does
fill all the roles necessary to own and
operate a corporation.              

Shareholders own the corpora-
tion. Shareholders enjoy limited lia-
bility which means if the business fails
to pay its debts, the shareholders only
lose the amount of their investment.
Recall from earlier in this article that
sole proprietors and general partners
have unlimited liability for business
debts. Shareholders, even though they
may be officers, directors and/or
employees of the corporation, enjoy a
clear advantage over sole proprietors
and general partners in this instance.
(Be aware that if your small business
corporation applies for a bank loan,
the bank will usually require you and
your spouse to personally guarantee
the bank loan.)

A corporation continues to exist
when a shareholder dies, even if the
deceased was the only shareholder.
When a shareholder dies, the shares
simply pass to the beneficiary desig-
nated in the deceased shareholder's
will. This can create problems for the
corporation if the beneficiary, who
now owns a majority of the stock, has
different goals than the other share-
holders. Closely held corporations,
meaning corporations where all the
stock is owned by only a few persons,
should also prepare a Buy-Sell
Agreement which details exactly what
happens to stock when the owning
shareholder undergoes major events
such as death, disability or bankrupt-
cy.

Corporations, as separate legal
entities, are subject to federal and, in

some states, state income tax as well.
One disadvantage of the corporation
is it pays income tax on its profits,
then its shareholders pay income tax
on dividends received from the corpo-
ration. Of course there are exceptions
to the rule, such as the Subchapter S
corporation where profits pass
through to the shareholders. To see if
your corporation qualifies, talk with
your tax advisor.             

Limited Liability Company
The limited liability company

(LLC) is a hybrid entity that combines
the best features of  a partnership and
a  corporation. Like a partnership, a
LLC has flexibility in divvying up prof-
its and losses between its owners. It
also means that as an owner you can
limit your risk for business liabilities
to the amount of money you invested.

Modeled after a German business
form, Gesellschaft mit beschränkter
Haftung, in existence since 1892, this
form has grown in popularity each
year in the United States since
Wyoming passed the first LLC statute
in 1977. In Washington state where I
practice business law, the most recent
annual business statistics reveal that
LLC's were preferred over corpora-
tions by new businesses. It is the
favorite form for short-term real
estate development and construction
ventures. It also can be substituted for
the family limited partnership to cre-
ate more flexibility in management
and ownership structure.

Organization and administrative
costs are on par with corporations.
Attorney fees to create the entity, ini-
tial and on-going state license fees
and other expenses are roughly the
same for LLC's and corporations.           

Circle 191 on Response Card

Jan06AT119-122.qxp  12/7/2005  10:52 PM  Page 121



122

Just when it seemed like there was
one "best" form of business entity,
here are some disadvantages of LLC's.
There is no uniformity between state
laws dealing with LLC's. So, if your
LLC, located in eastern Tennessee
does business in Tennessee as well as
all the surrounding states, you may
have difficulty complying with the
laws in each state where you do busi-
ness.  Since the business form is still
new as compared to the other busi-
ness structures, there is little case law
that legal professionals can rely on in
guiding their clients and there are
many unclear tax issues to frustrate
accountants.

One material difference between
LLC's and corporations is that several
states require the LLC to dissolve
when a member dies, retires, quits or
files bankruptcy unless all the remain-
ing members consent to reinstate the
LLC. A corporation may be the better
choice if the business has several
owners and is expected to be an on-
going company.

State laws require LLC's and cor-

porations to use descriptive words like
"limited liability company", "corpora-
tion" or some abbreviated version of
those words in its name to give notice
to suppliers and customers. The idea
is to put those suppliers and cus-
tomers on notice that they have limit-
ed recourse against a separate legal
entity with limited liability. Always
include the proper descriptive words
on all your business forms and docu-
ments to avoid any confusion and
potential personal liability for compa-
ny debts.             

Limited Liability Partnership
A limited liability partnership or

LLP is another business form offering
protection to a partner from the negli-
gence of other partners. It's most
commonly used by law firms.

Making the Choice
Entity choices generally need to

be made on a long term basis, if only
because it is quite expensive to
change from one form to another, say
from a corporation to an LLC. This

need for long
term planning
i n c r e a s i n g l y
runs afoul of
C o n g r e s s ' s
attempts to use
the Internal
Revenue Code as
a short term
instrument of
social engineer-
ing. In other
words, because
we know that tax
code will fre-
quently change
making this
year's tax sav-
ings next year's
audit trigger, do
not rely on the
Code as the pri-
mary business
form selection
factor. Congress
giveth one year
then taketh
away the next.

W h a t e v e r
entity you chose,
remember that

you must observe the legal formalities
that are required by that form. If you
form a corporation, hold shareholder
meetings and write up the minutes of
each meeting even if you are the only
attendee. Elect the board of directors
and keep track of the minutes of each
board meeting. These meetings are
not burdensome and can often be
scheduled to coincide with a corpo-
rate retreat at some fishing or hunting
spot.

You must establish business bank
accounts separate from your personal
accounts. The quickest way to lose the
limited liability protection of the cor-
poration, LLC or limited partner is to
commingle your personal finances
with the business finances.

I advise my small business clients
to focus on maximizing the benefits of
limited liability, efficient management
structure and ownership succession
when choosing the form of business
entity. That means selecting either the
LLC or corporation business struc-
ture. Each provides limited liability,
each allows the owner full hands-on
management control and each allows
free transferability of ownership. As
between these two forms, you should
talk with your accountant and consult
a business attorney to see if one form
is materially better than the other
after factoring your specific circum-
stances into the equation.

For those readers seeking more
information, Anthony Mancuso has
written a book for lay people,  LLC or
Corp?: How to choose the right form for
your business, published by Nolo Press
in 2005.

The right form for your business
can have profound effects on the daily
operations, the amount of money you
get to take home each year and your
exposure to company debts. It should
be a conscious decision made with
the guidance of your tax advisor and a
business attorney.  

Editor’s Note: David Williams, of
Bellevue, Washington, has resolved
legal issues for small businesses and
their owners since 1979. He can be
reached at The Williams Lawfirm, P.O.
Box 1455, Bellevue, WA 98009. On the
web you’ll find him at
DPWLaw@earthlink.net or you can
call  (425)990-8800. 

Patton   Archery
MFG., INC.
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