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A. What are the basic types of business entities in California?

1. Sole Proprietorship

2. General Partnership

3. Joint Venture

4. Limited Partnership

5. Corporation (S and C)

6. Limited Liability Company (LLC)

B. What are some of the primary considerations in choosing between the different types of business entities?

1. Limitation of personal liability

2. Minimization of taxation

3. Ease and expense of formation and operation

4. Legal restrictions

5. Management structure

6. Sources of capital and funding

C. What are the advantages and disadvantages of a sole proprietorship?

Advantages:

1. Easy and inexpensive to form

2. No separate taxable entity

3. Freedom from corporate formalities

4. Ability to use losses to offset income form other sources

Disadvantages:

1. Personal liability of sole proprietor

2. Ownership limited to one person

3. Limited access to funding

4. Ownership interests may not be sold

D. What are the advantages and disadvantages of a general partnership?

Advantages:

1. Potentially easy and inexpensive to form

2. Pass-through tax treatment

3. Ability of owners to use losses to offset income from other sources (subject to at risk, basis and passive activity limitations)

4. Flexible structure

5. Freedom from corporate formalities

6. Special allocations of income, deductions, gains and losses among partners are generally permitted

7. Disproportionate distributions are generally permitted

Disadvantages:

1. Personal liability of all partners

2. Restrictions on transfers of interests

3. Actions of other partners may bind partnership and partners

4. Income taxable to partners whether or not distributions are made

5. Limited access to funding

6. Requires two or more partners

E. What are the advantages and disadvantages of a limited partnership?

Advantages:

1. Limited partners are generally protected from personal liability

2. Pass-through tax treatment

3. Ability of owners to use losses to offset income from other sources (subject to at risk, basis and passive activity limitations)

4. Potentially easy and inexpensive to form

5. Flexible structure

6. Freedom from corporate formalities

7. Special allocations of income, deductions, gains and losses among partners are generally permitted

8. Disproportionate distributions are generally permitted

Disadvantages:

1. Personal liability of general partners

2. Limited partners may become personally liable under certain circumstances

3. Limited partners have limited rights to participate

4. Restrictions on transfers of interests

5. Income taxable to partners whether or not distributions are made

6. General partners may have broad authority

7. Requires two or more partners

F.  What is a corporation?

A business entity formed under the corporations laws of a state

How is a corporation formed?

1. Articles of Incorporation

2. Bylaws

3. Directors

4. Other

G.  What is an S corporation?

A corporation that elects to be taxed similar to a partnership

What are the requirements for an S corporation?

1. Eligible U.S. corporation

2. No more than 75 shareholders

3. Shareholders are individuals, certain trusts and estates

4. One class of stock (voting rights disregarded)

5. Timely election

How is an S corporation taxed:

1. Federal:  pass-through

2. California:  pass-through entity, except corporation pays a tax equal to the greater of (i) $800 annual franchise tax or (ii) 1.5 percent of the net income

What are the advantages and disadvantages of an S corporation?

Advantages:

1. Pass-through tax treatment

2. Limited liability of shareholders

3. Ability of shareholders to use losses to offset income from other sources (subject to at risk, basis and passive activity limitations); but more restrictive than a partnership or LLC

4. Well known management structure and responsibilities

5. Centralized management

6. Free transferability of shares unless agreement to the contrary (which is recommended at least to preserve S election)

7. May be a “close corporation”

8. May have one or more shareholders (subject to maximum of 75 shareholders

Disadvantages:

1. Limited number of shareholders

2. Limited types of shareholders

3. Limited debt and equity structures

H. What is a C corporation?

A corporation that is not an S corporation.

How is a C corporation taxed?

1.  Federal: separate taxable entity; net income is taxed at the following rates:


0 to $50,000


15%

$50,000 to $75,000

25%

$75,000 to $100,000

34%

$100,000 to $335,000

39%

$335,000 to $10,000,000
34%

1. California: separate taxable entity; pays tax at the greater of (i) $800 minimum annual franchise tax or (ii) 8.84 percent of net income.

2. Dividends are taxable to the shareholders and are not deductible by the corporation (resulting in double taxation).

What are the advantages and disadvantages of a C corporation?

Advantages:

1. Limited liability of shareholders

2. Multiple classes of debt and equity are permitted

3. Form preferred for financing and other contractual issues

4. Preferable tax rate on first $75,000 of net income

5. Well known management structure and responsibilities

6. Free transferability of shares unless agreement to the contrary (which may be advisable)

7. May have one or more shareholders

8. No restrictions on type of shareholder

9. May be a “close corporation”

10. Certain tax incentives (ESOP, etc.)

Disadvantages:

1. Potential double taxation

2. Cost of formation and maintenance

3. Paperwork/corporate formalities
I.  What is a limited liability company (LLC)?

A hybrid business entity that combines many of the advantages of a partnership and a corporation.

How is a limited liability company formed?

1. Articles of Organization

2. Operating Agreement (does not have to be in writing - but should be)

How is a limited liability company taxed?

3. Federal: disregarded if only one member; otherwise, pass-through

2.  California: Limited liability company is a disregarded or pass-through entity (similar to federal taxation above), but is subject to the annual minimum franchise tax of $800 (beginning in the year of formation) and pays a tax on California gross receipts in accordance with the following schedule:

	Income Reportable to California
	Annual Fee

	Less than $250,000
	$         0.00

	$250,000 to $500,000
	900.00

	$500,000 to $1,000,000
	2,500.00

	$1,000,000 to $5,000,000
	6,000.00

	$5,000,000 or more
	11,790.00


What are the advantages and disadvantages of a limited liability company?

Advantages:

1. Limited personal liability of owners

2. Pass-through tax treatment

3. Ability of owners to use losses to offset income from other sources (subject to at risk, basis and passive activity limitations)

4. Potentially easy and inexpensive to form

5. Flexible structure (partnership or corporate type structures permitted)

6. Freedom from corporate formalities

7. May have one or more members 

8. Special allocations of income, deductions, gains and losses among partners are generally permitted

9. Disproportionate distributions are generally permitted

Disadvantages:

1. Unfamiliar to some people

2. Prohibition on professional services

3. Restrictions on transfers of interests

4. Income taxable to partners whether or not distributions are made

5. Stock options

6. Going public

