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Sole Proprietorships

A sole proprietorship is the simplest way to start a business. You don’t need to take any formal action to form a sole proprietorship as long as you are the only owner of the business. If you’re just starting out, you don’t have any partners and your business is small (such as an independent boutique), this may be your best option. Sole proprietorships offer you the most control over your business, but also come with the most personal liability.


A sole proprietorship can only have one owner, and thus cannot raise capital from investors as a corporation might. Instead, you will have to depend largely on your own financing sources. Keep in mind that some banks and other financing sources are reluctant to provide loans to sole proprietorships, so you’ll want to make sure that you can depend on either your savings or personal loans to raise money for your business. 

In a sole proprietorship, your business and personal finances are treated the same by the IRS. Any profits you make are yours to use as you like, but you’re also liable for any debts or lawsuits your business assumes. Thus, sole proprietorships carry a certain amount of risk because if your business goes under, you may end up in debt or bankrupt as a result. The amount of risk you’re willing to take on in this situation may largely depend on the type of business you choose—for example, if your business will involve high physical or financial risk, you will probably want to avoid a sole proprietorship as it does not offer personal liability protection. One option to reduce some of this risk is to purchase commercial liability insurance. 

Costs and recordkeeping required with sole proprietorships are relatively low, as you don’t have to pay any incorporation fees and the administration requirements for a one-person company are substantially less than those with many employees. Sole proprietorships also offer the largest amount of flexibility, as you can change the business to meet your needs without having to consult anyone else. 

For tax purposes, a sole proprietorship is considered a “pass-through entity,” meaning that all profits and losses pass through the business to the owners. The business is not considered a taxable entity to the IRS—instead, it’s considered the owner’s asset and is taxed according to the owner’s tax rate. As the owner of a sole proprietorship, you will file an income tax return that combines your net business income or loss and any other source of income or deductions. You will first file a Schedule C tax form, which records your profits and losses. Then, you will take the total “bottom-line amount” from this form and transfer it to your personal tax return, recorded on a Form 1040. You will also have to file a Schedule SE to determine how much self-employment tax you’ll owe. In addition, you will need to make quarterly estimated tax payments on your income to cover your tax liability, as you won’t be receiving paychecks that automatically take out tax on your income.   

It’s just as easy to dissolve a sole proprietorship as it is to create one; however, passing it from one person to another is not possible, so you’d have to dissolve your company and sell its assets in order to transfer ownership. Therefore, you should consider the kind of business longevity you want before committing to a sole proprietorship. 

Partnerships

If you like the structure of a sole proprietorship but have one or more business partners, you may want to consider a partnership. There are two types of partnerships: general partnerships and limited partnerships. A general partnership operates similarly to a sole proprietorship, but with all partners sharing management of the company and assuming responsibility for company debts and liabilities. A limited partnership has both general and limited partners; general partners own, operate and assume liability for the business, while limited partners serve as investors without management or liability responsibilities. Limited partnerships generally require a lot more administrative complexity, so if you have a few partners that want to actively engage in managing the company, it would be easier to form a general partnership. Unlike sole proprietorships, you must register your partnership with the state in order for it to exist.
While partnerships help share the financial burden of starting and operating a business, partners will also be responsible for not only their own actions, but also the actions of their partners. In fact, all partners’ personal assets can be used to satisfy partnership debt, even if the debt was not their fault. This type of shared liability is the main reason for partnership agreements. Although developing a legal partnership agreement is not required by the state, it is highly recommended to avoid risk and disagreements down the line. A partnership agreement outlines how partners will make business decisions, how profits will be divided and how partners will resolve disputes, among other things. Partnerships do not have to equally divide responsibility and profit, but if they don’t, the percentage assigned to each partner should also be stated in the partnership agreement. 

While sole proprietorships file income tax returns, partnerships file information returns. Partnerships must file Form 1065 to report their income and expenses. However, as with sole proprietorships, all profits, losses and liabilities pass through to the owners of the business rather than the business itself. Each partner reports his or her share of the partnership net loss or profit on a Form 1040 and must make quarterly estimated tax payments to avoid tax liability. Any general partners must also pay self-employment tax. 

It’s easier to pass on ownership of a partnership than a sole proprietorship, but if more than half of the partnership is transferred, it must be dissolved and rebuilt in order to continue.  

LLCs

An LLC, which stands for limited liability company, is a cross between a sole proprietorship or partnership and a corporation, pulling benefits from both. You can file for LLC status if you own your business by yourself or if there are multiple business owners. Owners of LLCs are referred to as “members.” 

One benefit of an LLC is the idea of limited liability, so if your business can’t pay its debts or is sued, your personal wealth cannot legally be taken to cover the business. Another benefit is that your business can act as a pass-through entity (although you may also elect to be taxed as a corporation). Federal income taxes are passed on to the members and paid on their personal income tax returns at their individual tax level.  Members must also pay self-employment taxes. While both of these benefits are similar to those of an S corporation, unlike S corporations, LLCs have no limits on the number of shareholders they can have. LLCs also tend to have less registration paperwork and smaller start-up costs than S corporations. 

To form an LLC, you must file a document known as “articles of organization” with your state government. A filing fee will accompany registering as an LLC. LLCs are subject to the regulations of the state they form in, and these regulations can vary by state. However, there are a few types of businesses generally not allowed to be LLCs, such as banks and insurance companies. In addition to creating the articles of organization, you can also create an operating agreement. Although this is not required, it is generally recommended for LLCs with multiple members because, similar to a partner agreement for a partnership, it outlines regulations such as the percentage of interests among members, allocation of profits and losses and members’ rights and responsibilities. Unlike in corporations, profits and losses do not have to be distributed in proportion to the money each member puts in, so it’s important to lay out how you will determine these distributions in the operating agreement. 

Similar to partnerships and sole proprietorships, LLCs do not have the longevity of corporations. Although regulations vary from state to state, some states will require an LLC to dissolve when a member leaves. 

C Corporations

C corporations are often called “corporations”—the “C” comes from where their regulations are found in the Internal Revenue Code. Corporations are more complex than sole proprietorships and partnerships; they require more regulation and have more extensive tax and administrative requirements. Due to these expanded responsibilities, corporations are generally larger companies with multiple employees rather than sole proprietorships or partnerships, which may simply include the owners. Corporations must be registered with the state government and are formed under the laws of the state in which they are registered. These laws will generally govern requirements for things such as shareholder meeting frequency (the minimum across all 50 states is one per year) and records maintenance. You must file for incorporation by preparing a certificate or articles of incorporation for the state government, including the name and purpose of the corporation as well as the location of the corporation. A filing fee will accompany filing as a corporation. Corporations also require a set of bylaws that describe how the corporation will run and the responsibilities of specific shareholders. Once these documents are accepted, you will receive a certificate of incorporation from the secretary of state’s office. 

Corporations are formed when prospective shareholders exchange money or property in exchange for capital stock in the corporation. While the shareholders own the company, the corporation itself rather than the shareholders are legally liable for the actions and debts of the business. This is one of the largest benefits of forming a corporation—owners receive liability protection and avoid putting their personal assets at risk but are still able to actively participate in the management of the company. In this way, corporations are very different from pass-through entities such as sole proprietorships and partnerships. 

A C corporation is considered a separate entity for tax purposes, so any profits accumulated are taxed at the corporate rate, separate from the business owner’s personal tax return. Salaries paid to employees (including the business owner) are deductible and thus only individual employees pay tax on them. Any profits left after salaries are paid (referred to as “retained earnings) will be taxed at the corporate level and then again at the shareholders’ level when distributed as dividends. If you own a C corporation, that means you’ll be doubly taxed on profits you earn in dividends—once when your company earns them, and once when you receive them as distributions. To avoid double taxation, some corporations try to minimize distributions (which are double taxed) and instead pay this money out as salaries to corporate shareholders (which are only subject to personal income tax, and can be deducted as a business expense). However, if you pay yourself or other shareholders more than “reasonable compensation,” the IRS may become suspicious and you could be subject to auditing. Although there is no hard and fast rule as to what the IRS considers “reasonable compensation,” you can determine a reasonable compensation by looking at other companies in the industry and considering factors such as training and experience, duties and responsibilities, and time and effort devoted to the business. 

 Another factor that sets corporations apart from sole proprietorships and partnerships is the ability of a corporation to raise money through selling stock. C corporations can have an unlimited number of shareholders and different classes of stock, which can be bought and sold in other countries. Shares in a C corporation can be transferred relatively easily, so corporations can continue indefinitely, even if one of the shareholders dies or decides to no longer participate in the business.

S Corporations 

An S corporation is a special type of corporation that combines the benefits of a corporation with those of a partnership. As with C corporations, S corporations must file for incorporation with the state and abide by that state’s corporation laws regulating shareholder meetings and recordkeeping. However, owners of S corporations are able to enjoy limited liability from being incorporated while still maintaining their business as a pass-through entity. Profits and losses will be passed on to shareholders, who will include them on their individual income tax returns and pay taxes at their individual level. This allows S corporation owners to use corporate loss to offset their total income, potentially reducing their taxes.

In an S corporation, the company will not pay employment taxes on distributions, only on salaries. This avoidance of double taxation is one of the biggest benefits of an S corporation. However, S corporation shareholders must be careful to pay themselves a salary of at least “reasonable compensation.” Unlike with C corporations, S corporations will attract unwanted IRS attention if they try to maximize distributions and minimize salaries, whereas with C corporations the IRS looks for the exact opposite. 

To achieve S corporation status, a business must meet several qualifications. For instance, it must have at least one and no more than 100 shareholders, and it can only have one class of stock. This means that S corporations generally have fewer investors than C corporations, which may limit the amount of capital they can attain to fund the company.

As in C corporations, adding new shareholders and transferring shares is relatively easy, so S corporations can experience a good amount of longevity even if shareholders leave the company. 

The best course of action is to consult a professional before classifying your business. Each business is different, so it’s impossible to say that one form of business entity is better than another overall. Instead, you have to determine what structure works best for the specific needs of your business. Make sure you consider ease of creation, dissolution and ownership transfer, liability, tax implications and your future profitability before making a final decision. 

Securities and investment advisory services are offered solely through registered representatives and investment advisor representatives of Ameritas Investment Corp. (AIC), a registered Broker/Dealer, Member FINRA/SIPC and a registered investment advisor. AIC is not affiliated with RK Wealth Management, LLC or Midwest Financial Solutions, LLC. Additional products and services may be available through Eric Raasch and Chris Kramer, RK Wealth Management, LLC or Midwest Financial Solutions, LLC that are not offered through AIC. Representatives of AIC do not provide tax or legal advice. Please consult your tax advisor or attorney regarding your situation.

Choosing a Business Entity 


Starting a business requires a lot of research and decision-making. One of these decisions will be how your business is classified—in other words, which type of business entity you choose to become. Choosing the structure for your company is one of the biggest factors that will affect how your company operates, and should not be entered into lightly. You should consider taxes, recordkeeping and the liability you are willing to take on when choosing among business entities. 


Businesses can be categorized in several different ways. Each type has different benefits, characteristics and tax implications. The most common business classifications are:


Sole proprietorships


Partnerships


LLCs


C corporations


S corporations 













