Forms of Business Organizations


Small business can be organized in a variety of ways including:

· Sole-Proprietorship

· Partnership

· General Partnership

· Limited Partnership

· Limited Liability Company

· Corporation

· Subchapter C

· Subchapter S

Sole Proprietorship (Single Owner)

· Advantages

· Ease and cost of formation

· No shared control

· Not subject to double taxation (personal rates)

· Easier record keeping (no balance sheet on tax)

· Large sphere of activity

· Disadvantages

· Unlimited personal liability

· Limited life

· Limited access to capital

· Higher personal tax rates?

Partnership (multiple owners)

General Partnership

· Advantages
· Can be oral, written, or implied agreement.
· Not subject to double taxation.
· Large sphere of activity.
· Greater amounts of capital available.
· Disadvantages
· Unlimited liability.
· Limited life.
· Tax on undistributed income.
Limited Partnership

· At least one general partner, multiple limited partners. Corporation can be the general partner.

· Advantages

· Limited liability of the limited partners.

· No double taxation.

· Often used for tax shelters (loss pass-throughs).

· Disadvantages (limited partners can not):
· Be active in the operations of the company.

· Have name in the company name.

Limited Liability Company (LLC)

· Advantages

· Taxed exactly like partnership (files partnership tax return).

· Limited liability of all members.

· Can be active in business and name in company.

· Disadvantages

· Not recognized in all 50 states (Texas does).

· Limited life.

· Tax on undistributed income.

· Subject to franchise tax.

· Difficult ownership transfer.

Corporations – Legal Entity

· Created by State Charter under State’s Business Incorporation Act.

· Articles of Incorporation.

· Bylaws.

· Organizational Meeting.

· Elect Directors

· Elect Officers

· Annual Shareholder Meetings.

· Shareholders Agreements.

· Preemptive Rights.

· Cumulative Voting.

· Authorized Shares (par vs. no par).

· Registered Agent and office.

· Advantages

· Limited liability of shareholders (personal guarantees?).

· Perpetual life.

· Ease of ownership transfer.

· Ability to raise capital.

· Disadvantages

· Cost and difficulty of formation.

· Double taxation on dividends.

· Franchise tax and state income taxes.

· Foreign corporation fee in each state.

S Corporations

· Taxed like a partnership.

· Eliminates double taxation (no dividends).

· Profits and Losses are distributed to shareholders and taxed at individual rates.

· Avoid excessive compensation (minimum compensation?) and accumulated. retained earnings problems (Sec. 531).

· Some restrictions to maintain “S” status.

C Corps vs. S Corps

· Operating Losses

· C Corp must carry NOL back 2 years, then forward 20 years.

· S Corp passes losses through to shareholders (pro rata) and losses taken at individual level subject only to sufficient basis (investment) in the company.

· S Corp is good for start-up companies expecting a loss the first year.

· Operating profits

· C Corporation is subject to Corporate tax and any dividends distributed are then subject to individual taxes (double taxation).

· S Corporation allocates the income (prorata) to the shareholders who are taxed at their individual tax rates (no double taxation but can be taxed on undistributed income).

· Individual tax rates may be higher or lower than corporate tax rates.

Advantages of S Corps.

· Avoid Double Taxation if income is intended to be distributed.

· Shareholders may have lower (or higher) personal tax rate than corporate rates.

· Big tax break if corporate assets are sold.

· Take low salary and let income be higher to minimize SS and Medicare taxes.

C Corporations

· Can avoid double taxation by:

· Paying bonuses to owner/officers and driving corporate income to $0

· excessive compensation rules.

· social security and medicare tax on wages.

· Never paying dividends.

· accumulated retained earnings tax.

Disadvantages of S Corps.

· May be taxed on undistributed income.

· Individual rate is higher than corporate rate.

· Loss carryforwards or carryback more beneficial to a C Corp. than Individuals.

· Built-in Capital Gains.

· No preferred stock.

· Less favorable employee benefits (health).

Individual Tax Rates – 2003

        Marginal Tax                             Married-Joint                              Single

               Rate                                   Income Level                           Income Level

	10%
	$0 to $14,000
	$0 to $7,000

	15%
	$14,000 to $56,800
	$7,000 to $28,400

	25%
	$56,800 to $114,650
	$28,400 to $68,800

	28%
	$114,650 to $174,700
	$68,800 to 143,500

	33%
	$174,700 to $311,950
	$143,500 to $311,950

	35%
	Over $311,950
	Over $311,950


2003 Corporate Tax Rates

	Corporate Taxable Income
	Marginal Tax Rate

	$0 - $50,000
	15%

	$50,000 - $75,000
	25%

	$75,000 - $100,000
	34%

	$100,000 - $335,000
	39%

	$335,000 - $10 Million
	34%

	$10 Million - $15 Million
	35%

	$15 Million - $18.333 Million
	38%

	Over $18,333,333
	35%


Requirements for Sub S election

· Less than 75 stockholders (effective 1/1/97).

· Individual shareholders, U.S. Citizens.

· No Corporate Shareholders / Non-resident Aliens.

· Unanimous Vote of all shareholders.

· 75 days of fiscal year to elect / reject.

· One Class of Stock.

· Can be non-voting, but same claim on assets/earnings.

· Domestic Corp. w/<25% Passive Income.

· Beginning 1/1/97, an S Corp can be part of an affiliated group (own 80%+ of a C Corp).

Common Tax Strategies/Problems

· Revenue Skimming (illegal-fraud).

· Calling Employees “contract labor”.

· Leasing assets to company at inflated rates.

· Lending Money to Company.

· Excessive Owner Compensation.

· Running personal expenses through the company – travel, meals, auto, etc…

· Family Income Splitting (legal).

· Filing cash basis (accelerating expenses and delaying receipts in December) (legal).

· Lending money to owner in lieu of salary.

· Write off home office, computer, autos.

· Children/Spouse on payroll without rendering services.

· Donating appreciated property to charity.

· Undercounting inventory.

· Offshore Corporations.

· Playing the “gray areas”.

What is the difference between tax evasion and tax avoidance?

Other Business Taxes / Forms

· Social Security (FICA) – 12.4%

· 6.2% up to $84,000 withheld from employee.

· 6.2% up to $84,000 matched by employer.

· Medicare – 2.9%

· 1.45% withheld from employee – unlimited.

· 1.45% matched by employer – unlimited.

· State Franchise Tax (LLC & Corps).

· In Texas: greater of 4.5% of income or 0.25% of assets. Must file for receipts generated in other states and file as foreign corporation.

· Tax ID Number (Form SS-4 – IRS).

· DBA Certificate (County Courthouse).

· Sales Tax Permit / Resale Certificate.

· State Comptroller-Sales Tax Reports).

· State Unemployment (Quarterly TEC).

· (0.57% to 4.3% up to $9,000 in wages).

· Federal Unemployment (Form 940).

· 6.2% up to $7,000 in wages (annual).

· Workman’s Compensation

· can be non-subscriber (self insured) in three states, including Texas.

· Form 1040ES – Quarterly estimated tax pmts.

· Form 941 – Quarterly payroll tax reports.

· Form I-9 – Immigration Status.

· Form 1099 – Contract Labor >$600 annually.

· W-2 –Annual report of wages & income tax withheld.

· Form 1040

· Schedule C  - Proprietorship.

· Form 1065 – Partnership & LLC.

· Form 1120 – C Corporation.

· Form 1120S – S Corporation.

· Form 5500 Tax Return

· 401(k), profit sharing and ESOP plans.

Business Insurance

· Liability

· Auto

· Property / Casualty

· Medical (HMO, PPO)

· Life & Disability (key man insurance)

· Business Interruption

· Fidelity and Surety Bonds

Section 1244 Stock

· Both “C” and “S” Corporations can elect to issue.

· No Disadvantages. All corporations who meet the requirements should elect.

· Converts losses on the transfer of 1244 stock from capital losses to ordinary losses.

· Not required to offser against preferentially taxed long-term capital gains (LTCG max tax rate is 20%).

· Not limited to $3,000 deduction against ordinary income (excess long term capital losses (LTCL) in excess of LTCG are limited by law to $3,000 per year.

· Maximum write-off as ordinary income is $50,000 single/$100,000 joint or the amount basis, whichever is less. Excess investment is treated as a LTCL.

· If stock is transferred at a gain, then LTCG tax treatment applies (20% max. tax rate) and the purchaser owns regular stock.

​Section 1244 Requirements

· Original Investor – buy stock  from Corporation.

· Individual Stockholders – No Corp shareholders.

· Domestic Corporation.

· Less than 50% passive income over three years.

· Less than $1,000,000 raised from 1244 issue.

· No prior issues of stock outstanding.

· No warrants, rights or options outstanding.

Section 1202 Stock

· Qualified Small Business Stock, held for 5 years or longer, pays only 50% of the LTCG tax rate in effect at the time of transfer.

· Maximum issuance is $10 million.

· Currently, the LTCG rate is 20%, thus 1202 stock would be taxed at 50% of this rate or 10% tax rate.

· Great for Venture Capitalists who have a 5 year holding period.

SCOR Offering

· Small Corporate Offering Registration

· Exempt from federal SEC registration.

· Register the stock with Form U-7 with the State Security Board.

· Corporation or principle can act as own broker/dealer (must pass test).

· Can sell to unsophisticated investors.

· Pacific Stock Exchange is creating a secondary market with SCOR offering traded on the internet.

Buy / Sell Agreements

· Options to Purchase

· Right of First Refusal (Corporation and/or shareholders).

· Involuntary Transfers.

· Death

· Bankruptcy

· Divorce

· Relationship or Financial Changes

· Employment Termination

· Retirement

· Disability

· Put and Call Provision – Russian Roulette

· Allows one shareholder to offer to purchase the interest of another shareholder, but the other shareholder has the right to accept the offer to buy the stock of the offering shareholder on the same terms offered.

· Take Along Rights

· Requires controlling shareholder to sell a prorata share of a minority shareholder’s shares if the controlling shareholder sells all or part of his shares.

· Method of stock valuation

· Stated value.

· Formula (book value or cash flow).

· Third party valuation (arbitration).

· Terms of repurchase

· Cash, Note, etc.

· Vesting Schedules (if any).

· Incentive Stock Options (if any).

