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Choice of Business Entity
. OVERVIEW

One of the most important decisions a business can make is which type of entity to use. Most
clientswishto avoid persond ligbility for the obligations of the business (an atribute of corporations) and
may aso wish to persondly deduct the losses of the business and avoid double taxation of the income of,
and digtributions from, the business (attributes of partnerships). For businesses with these objectives, the
LLC may offer the best of both worlds. An LLC istreated as a partnership for tax purposes. At the same
time, LLC members, like corporate shareholders, are not persondly liable for the debts of the business.

Clientsalready operating businessesin partnership formmay wishto convert to an LLC. Statutory
conversion gives the attorney the option to convert an existing partnership to an LLC rather than forming
a new entity to operate the busness and merging or dissolving the partnership in a reorganization
transaction. However, a corporation may not be convertedto an LLC by Statutory conversion. See chap
12.

For attorneys, accountants, and architects, the best formof entitymaybethe LL P. Thisentity offers
boththe diminationof vicarious liahility of partnersfor partnership lidhilitiesand the pass-through trestment
of income and loss.

A. Sole Proprietorship

A sole proprietorship is nothing more than a business in which an individua engages in busness
personally rather thanby means of a separate entity such as a corporation. The sole proprietorship avoids
many of the formdities and reporting requirements associated with other forms of business organization.
Because the proprietor is persondly ligble for the obligations of the business, alimited ligbility entity such
asacorporation or an LLC may be an attractive dterndive.



Cdifornia permits the formation of single-member LLCs. Corp C 8817001(t), 17050(b). A
snglemember LLC is treated as a sole proprietorship for federa and Caifornia income tax purposes
unlessthe LLC electsto be treated as a corporation.

B. Corporation (Including S Corporation)

A corporation is a limited ligbility entity in that none of the owners (i.e., shareholders) istypicaly
lidhle for the corporation's obligations by reason of being a shareholder. Corporations formed under
Cdifornialaw are governed by Californias General Corporation Law (Corp C §8100-2319).

The income of acorporation (unlessthe corporation is an S corporation; see below) istaxable, by
both federal and state governments, at the corporate tax rate. See 8§2.22. Thus, a corporation and its
shareholdersare subject to "double taxation" because (1) the corporation pays tax onitsincome and isnot
dlowed to deduct as an expense the dividends issued to shareholders, and (2) the shareholders pay tax
on dividends received from the corporation.

Double taxation may be minimizedin certain cases by the payment of sdaries to shareholders and
the use of shareholder loans. See 8§2.22. In addition, a corporation that retains most of its income may
benefit fromthe corporatetax structurebecausethe margind rates applicable to corporations may be lower
than the margind rates applicable to individuas. See §2.22.

Qudifying corporations may ameliorate the effect of double taxation by making an S corporation
election. See §82.27-2.33. If a corporation makes a vaid S corporation eection, the corporation's net
profits, losses, and tax credits are passed through (and taxed) for federa tax purposesto the corporation's
shareholders without being taxed to the corporation. Thus, S corporations are treated smilaly, but not
identically, to partnerships.

There are certain restrictions on a businesss ability to qudify as an S corporation:

To quaify asan S corporation, a corporation may not (IRC 81361):

--Have more than 75 shareholders,

--Have anyone other than an individud, an estate, a tax-exempt organization, or certain trusts as
shareholders (corporate and partnership shareholders are not permitted);

--Have a nonresident dien as a shareholder;



--Have more than one class of stock, except that differencesin voting rights are permitted,
--Be an insurance company;

--Be aforeign corporation;

--Be adomedtic internationa sales corporation; or

--Have an IRC 8936 dection in effect (involving Puerto Rico and possession tax credit).

Once an S dection is made, failure to meet the requirements will terminate the S eection, which
meansthat S corporation status may be inadvertently terminated. IRC 81362(d)(2). Once terminated, the
election may not normaly be made again for five years. IRC 8§1362(g).

C. General Partnership

A partnership is an association of two or more persons to carry on as co-owners a business for
profit. Corp C §16101(7). A partnership isan entity distinct fromthe partners. Corp C §16201. A change
in partnership membership aone does not terminate the partnership. Corp C 8816701, 16801.

A generd partnership has the following characterigtics:

Each partner is an agent of the partnership and can bind the partnership in its ordinary course of
business (Corp C §16301(1));

Each partner is persondly liable for the obligations of the partnership (Corp C 816306); and

The partnership may be dissolved by the express will of at least half of the partners (Corp C
§16801(1)).

A joint ventureis an entity formed for alimited or temporary business purpose. Joint ventures have
generdly beentreated as generd partnershipsunder Cdifornialaw. LL Csmay, however, become the entity
of choice for many limited purpose business ventures.

A generd partnership is generdly not subject to federad income tax or Cdifornia income or
franchise tax.



D. Limited Partnership

A limited partnership is a partnership with one or more "limited partners' (partners designated in the
agreement as limited partners who do not participate in the control of the business and who are not
persondly liable for the obligations of the partnership) and one or more "generd partners’ (partners who
actively engage inthe management and control of the business and who have unlimited personal liahility for
the obligations of the partnership). Corp C 815611®).

Limited partnershipsformed in Cdifornia onand after July 1, 1984, are governed by the CdiforniaRevised
Limited Partnership Act (CRLPA), codified in Corp C §815611-15723. Limited partnerships formed in
Cdifornia before July 1, 1984, that have not eected to be governed by the new Act are governed by the
Cdifornia Uniform Limited Partnership Act, found in Corp C 8815501-15533. See Corp C
§815710-15714.

A limited partnership, like a generd partnership, is generdly not subject to federd or Cdifornia
income tax. Limited partnerships usualy choose to be taxed as partnerships.

Unlikeagenera partnership, alimited partnership issubject to an annud franchisetax of $800. Rev
& T C 8817935, 23153.

E. Limited Liability Partnership

Cdifornia authorizes the formation of LLPs by attorneys, accountants, and architects. Corp C
8816101, 16951-16962.

AnLLPisaformof generd partnership inwhichthe ligbility of each partner may be limited. Under
most LLP statutes, a partner is relieved of liability for the negligence, wrongful acts, and misconduct of
another partner and of employeesand agents of the LLP. Under the LLP statutes of many states other than
Cdifornia, partnersare not relieved of liahility for their own negligent or wrongful acts or misconduct or for
the negligent or wrongful acts or misconduct of any person acting under their direct supervisonand control.
In most states, partners of an LLP remain liable for the contractua obligations of the partnership. In
Cdifornia and New York, partners in an LLP may avoid lighility for contractua obligations as well.
Cdifornias LLP law isunique in that a partner isligble for the partner's own torts but is not ligble for the
tort of another agent of the LLP merely by reason of the partner's supervision or control over the other
agent. Corp C 816306(b), (€).

The partnersin an LLP may agree by mgority vote, or adifferent voterequired inthe partnership



agreement, to be lidble as partnersfor specified obligations. Corp C §16306(d). Inaddition, a partner may
guarantee or provide collaterd for obligations of an LLP. Corp C 816306(h). In the case of an LLP
engaged in the practice of law, the shidd fromliability afforded by an L L P does not apply to claims based
on acts, errors, or omissons arisng out of the rendering of legd services unlessthe LLP has a currently
effective certificate of registration issued by the State Bar. Corp C 816306(f). See §2.13.

Other than for changes to its partnership agreement and compliance with filing, regidration, and
financia security requirementsdictated by 881695116962, a Cdlifornia LLP is governed by Californias
generd partnership statute (Corp C 8816100-16962) if it isadomestic partnership and by the foragnstate
or other jurisdiction's partnership laws if it is a foreign partnership transacting intrastate business in
Cdifornia

A Cdifornia LLP generdly should be treated as a partnership for federal and Cdiforniaincome tax
purposes

F. Limited Liability Company

AnLLC isan unincorporated bus ness organization whose membersdo not have persond liability
for the debts of the LLC. LLCsformed in California are governed by the Beverly-Killea Limited Ligbility
Company Act (Corp C 8817000-17655).

Like a partnership, an LLC is generdly not subject to federd or Cdiforniaincome tax.

AnLLC doing businessin Cdiforniamust pay anannual franchise tax of $800, plus astatutory fee
for any year inwhichthe LLC's total income (essentidly defined to mean gross revenues) is $250,000 or
more. Rev & T C §17942(a).

An LLC has certain advantages over alimited partnership and certain disadvantages. Although a
limited partnership alows pass-through tax treatment, flexibilityin financid structuring, and limited liability
for limited partners, a least one person, i.e., agenera partner, mus be fully liable for the obligetions of the
business, and limited partners may not take part in the control of the business without jeopardizing their
limited ligbility (although the two of you may effectively control the bus nessthrough the genera partner S-
corporation that the two of you would own.

Unlike alimited partnership, no LLC owner (“member") need be persondly lidble for the business
obligations, and each member is permitted to manage the company and to take part in the contral of its
businesswithout losing the member'slimited lighility. Only oneinformation tax return needsto be prepared



each year which will result in some smal savings on accounting fees. LLCs operating in Cdifornia have
one major disadvantage when compared to limited partnerships, however: the gross receipts tax.

An LLC mugt pay atax of $800 per year for the privilege of being an LLC regardless of gross
receipts or net income. Rev & T C 817941. This amount is equa to the minimum tax imposed on
corporations, induding S corporations (Rev & T C §23153(a)), on limited partnerships (Rev & T C
817935(a)), and on limited lidhility partnerships (Rev & T C 817948(a)). New corporations are not
required to pay the minimumfranchisetax for therr first taxable year, but this exception to paying the $800
annua minimum tax does not apply to new LLCs. Rev & T C 8§23153(f).

Nether an LLC or a limited partnership pays any net income tax, but unless the LLC hastotal
income of lessthan$250,000, the LL.C must pay an annua fee based onthe total income (fromal sources
reportable to Cdifornia) for thetaxable year. This annud feeisinadditionto the $800 tax discussed above.

An LLC that elects trestment as a partnership for federal tax purposes will be treated as a
partnership for Cdiforniatax purposes as wdl. Cdifornia subjects dl LLCsdoing busnessin Cdifornia
to an annua fee based on total income (which is defined to essentialy mean gross revenues), as st forth
inthefollowing table (Rev & T C §17942):

$900 for an LLC with annud total income of $250,000 to $499,999;
$2500 for an LLC with annua total income of $500,000 to $999,999;
$6000 for an LLC with annua total income of $1,000,000 to $4,999,999; and

$11,790 for an LLC with annua total income of $5,000,000 or more.

II. GENERAL BUSINESS FACTORSIN SELECTING MOST APPROPRIATE FORM OF
ENTITY

Ease of Formation; Transaction Costs

The ease of forming a business enterprise and the associated costs depend more onthe scope and
complexity of the specific businessventure than onthe chosenformof entity. A generd partnership formed
to engage in a complex transaction, with detailed alocations of profits and losses and sophisticated
management controls, may be much more complicated and costly to form than a one-shareholder
corporation engaging in asmple business.



The smplest form of business organization is the sole proprietorship, discussed in §82.3. Because
no filings, fees or minimum annud taxes are required to establish and operate a sole proprietorship, its
characterigtics are not compared with those of the other forms of entitiesin the following sections.

1. Corporation

Although corporations may be subject to more formdlities than other entities, they may be the
amplest and | east expengveto form—yprimarily because the parties need not negotiateadetail ed agreement
governing the structure and operation of the corporation but may instead rely on the provisons of the
Genera Corporation Law (Corp C 88100-2319). A detailed agreement or speciadly drafted articles of
incorporationmay be required, however, if the parties want to redtrict the transferability or voting rights of
corporate stock or provide for different classes of stock.

A corporation is formed by filing articles of incorporation with the Cdifornia Secretary of State.
Corp C 8200. The articles must be signed and filed by the incorporator, who need not be a shareholder.
Corp C 8200(b). Thefilingfeeis $100. Govt C §12186(c). No minimum franchise tax must be paid when
the articles arefiled. Rev & T C 8823153, 23221(f). Edtimated tax based onincome must be paid by the
fifteenth day of the fourth month of the corporation's first taxable year. Rev & T C 8823151, 19025.

After formation, directors must be eected by the shareholders or gppointed by the initia
incorporator (Corp C 88164, 300-317), officers must be appointed by the directors (Corp C 8§312),
bylaws should be prepared and adopted (Corp C 88211-212), and shares of stock must be issued to the
shareholders (Corp C 88400-423). The election of directors and officers, adoption of bylaws, initial
issuanceof corporate shares, and other organizationa matters should be reflectedinorganizationd minutes.

Within 90 days after filing the articles of incorporation, the corporationmust filewiththe Secretary
of State a Statement by Domegtic Stock Corporation, providing the names and addresses of the
corporation's directors and executive officers, the generd nature of the corporation's principa business
activity, and the address of the corporation's principal business office. Corp C §1502.

2. General Partnership

Consdering only formdities, forming a generd partnership is smpler than forming a limited
partnership, a corporation, or an LLC because neither a certificate nor articlesis required. The partners
should, however, enter into an agreement concerning the terms and conditions of ther businessassociation,
because Cdifornias genera partnership statute (Corp C 8816100-16962) provides only a skeletal
framework for the operation of the partnership. Although it is advisable for the agreement to be inwriting,



no such statutory requirement exists. The cost and complexity of the agreement depend on the structure
of the partnership and the nature of its business. Depending in part on the number of parties and their
respective rolesinthe venture, completing the agreement may involve extensve and extended drafting and
negotiating (and, therefore, Sgnificant attorney fees).

Unlikelimited partnershipsand L L Cs, genera partnerships are not required to pay aminimum$800
annud franchise or privilege tax to the State of Cdifornia.

3. Limited Partnership

A limited partnership is formed by filing with the Secretary of State, on the prescribed form
(Secretary of State Form LP-1), a Certificate of Limited Partnership executed by al the generd partners
of the limited partnership. Corp C 8815621(a), 15624(a)(1). Thefiling fee is $70. Govt C §12188(b).

Either before or after filing the certificate, dl the partners must enter into a limited partnership
agreement. Corp C 815621(a). The Cdifornia Revised Limited Partnership Act (CRLPA) (Corp C
§815611-15723) permits the agreement to be ord. Corp C 815611(y). It is advisable for the agreement
to be in writing, however, and it mugt address dl materid issues among the partners. The cost and
complexity of the agreement depend on the partnership's structure and business.

Limited partnerships doing business in Cdifornia are required to pay an annua franchise tax of
$800 for the privilege of doing business in Cdifornia Rev & T C 8817935, 23153(d)(1). Limited
partnerships are not required to pay the tax when the certificate of limited partnership isfiled; tax is pad
on the due date of the limited partnership's tax return. Rev & T C 817935.

4. Limited Liability Company

AnLLC isformed by filing, on the prescribed form (Secretary of State Form LLC-1), articlesof
organization with the Secretary of State. Corp C 817050(a). The articles must be signed and filed by the
organizer of the LLC, who need not beamember or manager of the LLC. Corp C 817050(a). Thefiling
feeis $70. Govt C 812190(b).

Either before or after filing the articles of organization, dl members of the LLC must enter into an
operating agreement. Corp C 817050(a). Although the operating agreement may be ora (Corp C
§17001(ab)), it is advisable that the agreement bein writing, and it is essentia that it address al materia
issues among the members. The cost and complexity of the agreement depend on the nature of the LLC
and its busness. Aswith partnership agreements, completing the LLC operating agreement may involve



extendve drafting and negotiating.

Within 90 days after filing the articles of organization, the LLC mugt file withthe Secretary of State
a Statement of Information (Secretary of State Form LLC-12), providing the name and address of the
LLC's managers (if amanager-managed LLC) or its members (if a member-managed LLC), the generd
nature of the LLC's principa business activity, the name and address of the LLC's agent for service of
process, and the address of the LLC's principa business office. Corp C 817060.

An LLC doing business in Cdifornia is required to pay an annua franchise tax of $800 for the
privilege Rev& T C 8817941(a), 23153(d)(1). Like limited partnerships, LLCs are not required to pay
the tax when filing articles of organization; insteed, they must pay it onor before the 15th day of the fourth
month of the LLC'staxableyear. Rev & T C §17941(c).



Choice of Business Entity
Tax Factors Comparison Chart

C CorporationsS CorporationsPartnerships  Limited Liability
Companies

1. Passthrough No Yes Yes Yes
tax treatment (i.e.,

do the entity and

itsowners avoid

"double taxation”

on the earnings of

the entity)?

2. Must the entity N/A No No No
be structured to

POSSESS pass-

through tax

treatment?

3. S Corporation
resrictions:

(&) May the entity Yes No Yes Yes
have more than
75 owners?

10



C CorporationsS Corporations Partnerships

(b) May the entity Yes
have owners other
than individuals,
estates, and

certain trusts

(e.g., corporate

or partnership
owners)?

(c) May the entity Yes
have nonresident
dien owners?

(d) May the entity Yes
have more than

one class of stock

or other

ownership

interest?

No Yes

No Yes

No (however, Yes
differencesin

voting rights are
permitted)

11

Limited Liability
Companies

Yes

Yes

Yes



C CorporationsS Corporations Partnerships

(e) May the entity Yes

be amember of
an afiliated group

(e.g., may the
entity own
subsidiaries)?

4. Are
contributions to
capital taxed:

(@ Totheentity? No

(b) Tothe
contributor?

No (whally Yes

owned S
Corporation
disregarded as
Separate entity;
may own C
Corporation
subsidiaries but
may not file
consolidated
return).

No No

12

Limited Liability
Companies

Yes

No



(1) Property

(2) Services

5. Method of
accounting

C CorporationsS Corporations Partnerships

Unlesstax-free SameasC
under IRC
8351, a
contributor will
be taxed on the
contribution of
appreciated
assetstoa
corporation.

Contribution of SameasC

sarvices for Corporation.  sarvicesin partnership
corporate stock exchangefora  (services
is taxable under profits interest in acontributed to
IRC 883; tax patnershipis sngle-member
may be deferred generdly not LLC treated as
if gock is taxable. services for
subject to Contribution of ~ member).
regtrictions. sarvicesin

exchange for

interest in the

capitd of a

partnership may

be taxed.
CCorpSmust AnS A partnership mayAn LLC may use
generdly use the Corporation mayuse the cash the cash method
accrud method use the cash method unless  unlessitisatax
unless gross method unlessit (1) ithasaC shdter” (Sngle-
receipts are less isa"tax shelter." Corporation asa member LLC uses
than $5 million, partner and gross member's method
and except for receipts greater  of accounting).
qudified pers than $5 million, or

Corporation.

Limited Liability
Companies

Contributionof Sameas
appreciated assetspartnership
to apatnership  (property of sngle-
may generaly be member LLC
made on tax-free treated as owned
basis. by member).

Contribution of Sameas

13



6. Taxable year

7. Double tax on
liquidation?

8. Partnership tax
features:

service corp.

(i) itis"tax
shdlter."

C CorporationsS CorporationsPartnerships ~ Limited Liability

Fiscd year of theGenerdly, the
corporation's  caendar year.
choosing,

regardiess of the

taxable year of

the corporation’s

owners (unlessa

personal service

corporation).

Yes Yes

(8 May the entity No No

make specia
dlocations and
pass through tax
losses?

Companies

A patnership's Sameas

taxable year must partnership (sngle-
correspond to the member LLC uses
taxable year of its same taxable year
mgority or as member).
principd partners,

if the mgority or

principa partners

do not dl have the

same taxable

year, the

partnership must

generdly usethe

caendar year.

No No

Yes Yes(N/A tosingle-
member LLC).

14



(b) May the
"ingde’ tax bass
of the entity’s
assets be stepped
up on the death of
an owner or on
the transfer of an
ownership
interest?

() Isan owner's
bassinitsinterest
in the entity
increased by the
owner's share of
the entity's debt?

9. Cdiforniatax
treatment

C CorporationsS Corporations Partnerships

No No Yes

N/A N/A Yes

Subject to Passthrough  Pass-through
Cdifornia entity. Subject toentity. Limited
franchisetax.  tax of 1.5% on partnerships must
Must pay net income. pay minimum tax
minmumtax ~ Must pay of $800 per year;

of $800 per year minimum tax of genera

(hominimumtax $800 per year partnerships are

infirg year). (no minimum tax not so required.
infirg year).

15

Limited Liability
Companies

Yes (N/A to sngle-
member LLC).

Y es (debts of
sngle-member
LLC treated as
obligations of
member).

Pass-through entity.
Mug pay minimum
tax of $800 per
year. Must aso pay
an annud fee based
0N gross revenues.



