Determining Your Company’s Legal Structure – Part 1
Intro:

Welcome to Determining Your Company’s Legal Structure, produced by Virtual Advisor.  To navigate through the workshop, click on the Continue and Previous buttons.  To begin the workshop, click on the Continue button.

Section 1:

Congratulations!  You’ve decided to start your own business and you’ve already done the basics.  You’ve created a product or service, conducted market research, and have chosen a target market.  Now you’re ready for one of the most important decisions you will face…choosing a legal business structure.  Why is it so important?  Because a legal entity that you choose will have a global impact on your business.  It will effect how customers, business partners, creditors, and the general public view your company as well as how it will be taxed, what type of liabilities it will incur, and what types of state and federal laws will govern it.  Of course, you’ve heard terms like corporation, partnership, company…numerous times in the past, but like most people you may not be sure of their exact legal definitions let alone the advantages and disadvantages they carry with them.  This workshop will explain these and other legal structures that are available to you and assist you in choosing the one that best suits your needs.  Please note, that while this workshop covers the most important questions you face in choosing a business entity, the legal and market conditions effecting your choice are complex and the laws are constantly changing.  As a result, you will want to consult with your professional advisors to decide what is best for you.  Lets start off with a short exercise that will get you warmed up and thinking on the right track about your goals for choosing a legal business entity.  Take a moment and answer the following questions and keep your responses in mind as you proceed through this workshop.  It may be helpful if you put your answers in writing.  If you’d like, you can print out this workshop by clicking on the worksheet button at the top of the page.  Keep your responses handy as you navigate through the following sections that detail what each business structure has to offer.  Make notes about the options that fall in line with your goals.  When you’re finished, click on the continue button to move on.

Section 2:

Let’s take an in depth look at some of the most commonly used business structures.  As we delve into each model, we will examine the pros and cons of choosing each one…and where applicable, provide examples to illustrate their use and offer alternatives that may be available to you.  The first structure is to set your entity up as a sole proprietorship.  A proprietorship is perhaps the simplest form of entity, but in many cases it is also the riskiest.  It’s nothing more than you, individually, doing business under either your own name or a trade name.  It’s simplicity provides proprietorships greatest advantages.  There is little paperwork or legal planning.  Taxes are reported on your personal return.  Profits and losses come out of your own pocket.  You alone make all of the decisions.  So, you may be asking yourself if a proprietorship is so easy, why should I consider anything else?  Well, unfortunately, there are many reasons why this could be a mistake.  If these drawbacks sway you away from forming a sole proprietorship as an alternative, you may want to consider the one member limited liability company, an LLC.  This structure provides the benefits of proprietorship taxation on your personal return, but it also offers protection of your personal non-business assets such as your home and bank accounts from business creditors.  Creditors can collect only the assets contributed to the business in an LLC.  We will discuss this more in detail later.  Click on the Continue button to look at the next form of business structure, which is the partnership.

Section 3:

Despite it’s name, a partnership operates very much like a proprietorship conducted by two or more people.  For a very simple example, if two neighbors collaborate on a yard sale and split the profits, they form a basic partnership.  Partnerships come in two forms:  General partnerships and limited partnerships.  Click on each term to learn more.

Click:

Any additional persons or partners involved in your business does add concerns.  For example, any partner can create an obligation for your business.  In other words, your partner can sign a contract that you disagree with but your business will still be obligated to pay for it.  In addition, each partner is liable for all business debts.  So, even if you have nothing to do with the particular liability, the creditor can collect it from the business; the responsible partner or you the innocent partner at the creditor’s choice.  Although partners can try to recover losses from the wrong-doing partner, third parties can collect from the partners with the most assets or the easiest ones to reach regardless of fault.  It’s also important to note, that if your company will be you and your partner’s primary source of income and benefits.  Partnerships present another potential disadvantage.  In most cases, many highly desirable employee benefits such as health care may be taxed at a higher rate than a comparable corporation due to self-employment taxes.  Professional tax and financial planning can solve this problem particularly in smaller businesses where the ability to provide tax advantage benefits is a major consideration.  Click on the fast tip icon to learn more.  When you’re finished reading, click on the Continue button to move on to the next business entity, the corporation.

Section 4:

Corporations are a common form of organizations for many businesses in the United States.  They require complex legal paperwork in exchange for a major benefit for small and large firms and their owners.  Creditors cannot collect from the personal assets of the owners or shareholders.  Instead, creditors are left with only the corporate assets, if any are available.  Unlike sole proprietorships, corporations do not come into existence haphazardly.  Instead, you must follow a formal process, which includes the following steps.

Click:

Downside to corporations is that corporate profits are taxed twice.  The corporation pays a tax on it’s income before any profits are distributed to the investors or shareholders.  Then, investors pay personal income tax on the remaining profits in their hands.  Tax planning concerning corporate expenses can mitigate double taxation.  So, consult a financial professional for advice if you decide to go this route.  For tax purposes, there are two distinct types of corporations:  The S Corp and the C Corp.  Click on the icon to learn more.  When you’re finished reading, click on the case study to take a look at a scenario with four different corporations and their various approaches to tax planning.  When you’re finished reading the case study, click on the icon to learn about other variations on corporations.  When you’re finished reading that, click on the Continue button to move on.
