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LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

tarting and running a small business—one

that’s both profitable and emotionally satisfy-

ing—is a dream that you share with millions of
other Americans. Being an entrepreneur offers re-
wards of many sorts: the opportunity to spread your
wings and use your natural talents, the freedom of
being your own boss, the possibility of huge finan-
cial success, and more. And in an era when job se-
curity is a relic of a bygone era, owning a business
means you never have to worry about being fired
or outsourced.

Of course, nothing this exciting ever comes with-
out risk. Demographic changes, recessions, chang-
ing tastes and styles, new technologies—any of
these factors can challenge even the most astute
and experienced businessperson. There’s no guar-
antee that any venture will succeed. But the positive
side of being self-employed often outweighs the po-
tential risks. That's especially true if you have confi-
dence in your own judgment and abilities. You
stand to earn more money than you ever have be-
fore—and to achieve a high level of self-fulfillment.
In a November 2004 Wall Street Journal survey, 86%
of small business owners said they’d do it all over
again, and 76% said they believe they’re better off
financially than if they’d worked for another com-
pany.

What's more, the existence of risk doesn’t mean
you're helpless in the hands of the fates. You can
greatly increase the chances of success by working
hard and planning carefully. In particular, knowing
how the law affects your business can help you
avoid many costly risks. More and more, the law
affects every aspect of a small business operation,
from relationships with landlords, customers, and
suppliers to dealings with governmental agencies
over taxes, licenses, and zoning. That’s where this
book comes in.

For starters, this book will help you take key
preventive measures that will dramatically cut the
number of expensive visits you'd otherwise make to
a lawyer’s office. You'll know exactly where you
may be vulnerable to lawsuits so you can wisely

take steps to reduce the risks. And you’ll know
when it makes sense to call in a lawyer or a tax pro
for special assistance so that small problems don’t
turn into huge ones.

This book uses plain English to cover all the ma-
jor legal issues that a business is likely to face, in-
cluding:

e Will I be personally liable for business debts?

e How is business income taxed?

e Does it make sense for me to form a corpora-
tion? How about an LLC?

e How can I protect my business name?

e Do I need a license or permit?

e What forms do I need to file with the IRS?

e How do I raise money for my business?

e What are the steps in buying an existing busi-
ness?

¢ Is buying a franchise a good idea?

e What kind of insurance should I carry?

e How do I negotiate a lease?

e Will zoning affect my home-based business?

e What’s the best way to avoid being sued by
employees—or former employees?

This book provides easy-to-follow answers to
these and dozens of other legal questions so that
you can spend your time on what really counts:
running a sound and successful business.

A. Is This Book for You?

This book focuses on starting and running a small
business. Though much of what you learn here will
also apply to larger enterprises, this book definitely
is not concerned with the sorts of businesses that
make headlines in The Wall Street Journal. We're
focused on readers who fit this profile:

e You're looking to start (or buy) a small retail,
service, or manufacturing business—for ex-
ample, a restaurant or bakery, a dry cleaning
establishment, a crafts gallery, an electrical
contracting firm, or a modest manufacturing
operation.
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e You anticipate owning the business yourself,
or with one, two, or a handful of other
people.

e You'd consider setting up a corporation or
LLC if doing so would be legally advanta-
geous.

* You plan to play an active role in running the
business—and perhaps even expect that it
will provide your main source of income.

Does this sound like you? If it does, then this
book has exactly the information you need to take
the right legal steps and guard against lawsuits and
other unexpected consequences.

B. How This Book Will Help

This book guides you through the many legal con-
cepts and procedures that affect a small business.
Here’s a preview of what lies ahead.

1. Choosing the Best Legal Entity
(Chapters 1 Through 5)

We start with the pros and cons of the types of le-
gal entities used by small businesses—the sole pro-
prietorship, the partnership, the limited liability
company (LLC), and the corporation. You'll learn
how each type of entity treats your personal liability
for business debts. For example, can business credi-
tors or lawsuit plaintiffs seize your house and per-
sonal bank accounts if the business falls on hard
times? And you’ll learn just how each entity gets
taxed. For tax reasons, you may decide you’d prefer
to have an S corporation rather a C corporation. (If
these terms seem like a foreign language to you,
don’t worry. We'll get to them soon.)

Once you understand the differences between
the basic legal entities, and have chosen one for
your business, you'll go to a chapter that tells you
how to create the entity—the documents you need
to prepare and sign and, in some cases, register
with a government agency. And if you decide to

form a corporation or LLC, you'll find time-tested
tips for using the entity to the maximum extent pos-
sible to shield your home and other personal assets
from business creditors.

If you aren’t the only owner of your business, be
sure to spend time with Chapter 5, which explains
how to lay the groundwork for ownership changes
with what'’s called a “buy-sell agreement.”

2. Choosing Your Business and
Product Names Wisely (Chapter 6)

You may already have a clever name for your busi-
ness or product in mind. But don’t start using it un-
til you're sure you won'’t step on the toes of existing
businesses. This chapter will explain how to re-
search whether other businesses are using the
names you're considering, register and protect the
names you choose, obtain an Internet address
(URL), and more.

3. Obtaining License and Permits
(Chapter 7)

Chances are good that your business needs some
sort of license or operating permit, whether from
your federal, state, regional, county, or city govern-
ment. Chapter 7 will alert you to types of businesses
or activities that normally need licenses or permits,
and explain where to go for details.

4. Meeting the IRS Rules (Chapter 8)

If the only tax return you've ever filed is the familiar
Form 1040, you're nowhere near prepared for the
complexities of business taxes. But with the help of
this book, the task should be easier than you’'d ex-
pect. You'll learn how to apply for an Employer
Identification Number (which your business may
need even if it doesn’t have employees at first).



INTRODUCTION/4

LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

You'll find out, too, whether your business must
pay income tax to the IRS, or whether you and any
other business owners will personally bear the tax
burden. In either case, you’ll discover which tax
forms to file and why. And since business deduc-
tions are always a good thing—they reduce the bot-
tom line on which taxes are computed—you’ll ap-
preciate learning the ins and outs of deductions and
depreciation.

Maybe you’ve never been audited before—but
your luck may run out if you own a small business.
The IRS views small businesses as an attractive au-
dit target. So you’ll find it comforting to learn how
to deal with the IRS if your business does get au-
dited. Knowing what to expect can reduce your
anxiety and help you successfully complete the au-
dit process.

5. Raising Money for Your
Business (Chapter 9)

We'll cover in detail the two main ways to get
money for setting up or expanding your business:
loans and equity financing. (Most entrepreneurs
prefer, if possible, to take out loans, so they can
keep the business ownership all to themselves; eq-
uity financing involves shared ownership.) You’ll
find out where to look for money and how to cre-
ate legal safeguards so that your interests are ad-
equately protected. And you’ll also learn about the
protections that lenders and investors might seek
for themselves.

Finally, if you think a bank is the only place to
get money, you'll be pleased to discover that a
number of other excellent sources are available.
This is especially important for first-time business
owners, given that banks are understandably reluc-
tant to lend money to would-be entrepreneurs with
no track record.

6. Alternatives to Starting From
Scratch (Chapters 10 and 11)

While this book discusses many aspects of starting a
business from scratch, we haven't forgotten that it’s
not the only way to go. Other options include buy-
ing an existing business or buying a franchise.
Buying an existing business is often an attractive
choice because someone else has done the hard
startup work. And the business has a financial his-
tory—you can tell whether it’s has been successful
so far. If so, you can be reasonably sure that it will
continue to be profitable. But you may have to pay
more for an existing business, since the seller will
want to be rewarded for taking the startup risks.
Buying a franchise can also be tempting—but, as
Chapter 11 will explain, you'll need to be aware of
many hidden problems. You'll probably be asked to
sign a long-term contract with terms that heavily
favor the franchisor. Of course, it’s true that once in
business, you’ll get the benefit of the franchisor’s
advertising and brand name. But offsetting this ad-
vantage, you'll be locked into a more-or-less rigid
format for running the business—something that a
freedom-loving entrepreneur may balk at.

7. Buying Business Insurance
(Chapter 12)

Avoiding risk is a major theme of this book—and
when it comes to the biggest risks, such as fire, in-
jured customers, or lawsuits stemming from your
own negligence, having an insurance policy in
place can save you a bundle. On the other hand,
you don’t need to go hog wild buying insurance
policies. This chapter will help you evaluate what
insurance you do and don’t need, and how to go
about getting it at a reasonable price.
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8. Finding Space for Your Business
(Chapters 13 and 14)

Unless you sit in a coffee shop and conduct a Web-
based business from your laptop, you'll probably
have to think about where to locate your business.
Chapter 13 discusses renting business space. You’ll
learn how to read the landlord’s lease form and ne-
gotiate for more favorable terms. You'll be better
prepared to avoid hidden costs and arbitrary actions
by a landlord.

Chapter 14 discusses the ins and outs of running
a business out of your own home. You’ll find out
how to comply with zoning ordinances, and see
how the tax laws let you deduct some repair, utility,
and other expenses associated with your home.

9. Hiring and Managing
Employees (Chapter 15)

Even if you start out running the business yourself,
sooner or later you'll probably need to hire employ-
ees. This can be one of the most legally challenging
tasks you'll face. Federal and state laws regulate al-
most every aspect of the employment relationship.
You'll need to know about wages and overtime
pay, workers compensation, immigration law re-
quirements, and numerous antidiscrimination laws
such the Americans with Disabilities Act.

Even if you do everything right, you may eventu-
ally have to fire an employee. Termination can be a
very delicate matter if you wish to avoid being sued
for wrongful discharge. The information in this
book will introduce you to safe hiring and firing
practices so that you'll sleep better at night.

10. Dealing With Customers
(Chapters 16 Through 19)

There’s nothing so joyful as watching your first cus-
tomers walk in the door. And there’s nothing so
frustrating and frightening as having them fail to
pay their bills, sue you out of disgruntlement with
your products or services, or complain about you to
all their friends. Fortunately, many of these issues
can be avoided—or at least prepared for—by devel-
oping customer policies that are friendly as well as
legally sound. Chapters 16 through 19 will help you
do this, with explanations of such issues as advertis-
ing, warranties, accepting payment by different
methods, and extending credit.

11.Entering Into Contracts
(Chapter 20)

Whether you're making agreements with customers
or other businesses, chances are you’ll want to com-
mit some of these to writing. In this chapter, you’ll
learn what makes a valid contract, how to write a
contract that will hold up legally, and when you can
sue someone for breaching your contract.

12. When Trouble Comes (Chapters
21 Through 24)

Despite your best efforts, your business may run
into financial trouble. Chapter 21 will help you turn
your financially troubled business around, and if
that’'s impossible, sell or close your business. Chap-
ter 22 will teach you how to use tools like media-
tion or the court system to resolve legal disputes.
Because many business disputes involve only a few
thousand dollars (not enough to hire a lawyer for)
we devote all of Chapter 23 to representing yourself
in small claims court. However, if you do need a
lawyer, see Chapter 24 on how to find the right one
and make the most of your relationship.
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C. Nonlegal Matters to
Attend To

Dealing effectively with legal matters—the focus of
this book—is a key component of running a suc-
cessful business. But before you start a business or
buy one, there are also a number of important prac-
tical and financial matters that need your attention.
Here, we'll briefly review the most important ones,
and direct you to other relevant resources for help.

1. Choose the Right Business
for You

Your business should have a solid chance at turning
a profit—but it should also suit your particular skills
and strengths. It helps to start or buy a business that
you know intimately—one that matches your expe-
rience, training, talents, and, hopefully, your pas-
sions. To put it bluntly, don’t open a garden-supply
shop unless you have a green thumb and are up to
date on the state of the art in gardening products.

Still Tempted to Sell Something

You Know Nothing About?

You wouldn’t be the first businessperson to
attempt a stretch beyond your own knowledge
base. Many people have been lured by watch-
ing others make quick profits at say, “the latest
thing.” And some folks have plunged ahead
rashly after waking up with a “million-dollar”
idea or just a yen to do something new and
unusual. You'll see headlines about the people
who make it—but these obscure the stories of
the thousands of enthusiastic but unprepared
dreamers whose businesses crashed and
burned.

If you're still inclined to leap into largely
unknown territory, at least take steps to ex-
pand your knowledge before you proceed.
Your best bet is often to become an employee
in a similar business—even for free, if no one
will pay a novice like you. From that insider’s
position, you stand to learn about every aspect
of the business. And you’ll soon find out
whether you enjoy that line of work. If not,
move on to something else.

Assuming you’re thinking of making a business
out of something you know and love, the next step
is to talk to others in the industry to learn what it
takes to run that kind of business. Learn all you can
about startup costs, overhead and expenses, and
how much revenue you can expect to take in.
Maybe you have several interests and are not sure
which business would work out the best. You can
research the marketplace to see which types of
businesses are most needed in your community.

Judge your ability and desire to handle every as-
pect of the business. If you want to become the mil-
lionaire next door, you have to be willing and able
to handle many diverse chores—such as dealing
with customers, keeping the books, and even flip-
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ping the burgers when your employees are out sick.
Although employees can ordinarily handle many of
the day-to-day operations, you may have to person-
ally pitch in more often than you might imagine. If

this is a turnoff, another business may suit you bet-

ter.

Some businesses require extra caution. For ex-
ample, there are inherent risks in businesses that
use hazardous materials, make edible goods, care
for children, sell alcohol, or build or repair build-
ings or vehicles. But you can usually reduce the
risks to manageable proportions by forming a cor-
poration or LLC, and by carrying adequate liability
insurance.

2. Do a Break-Even Analysis

No one can tell for sure whether a particular busi-
ness idea will be profitable. You can, however,
make an informed judgment by doing what’s called
a “break-even analysis.” This shows you how much
money you’ll need to bring in to cover your ex-
penses, even before you make a dime of profit. You
don’t want to start or buy a business unless you’re
reasonably sure that sales will far exceed your costs
of doing business.

To perform a break-even analysis, you'll have to
make educated guesses about your expenses and
revenues. This requires some preliminary research.
To make the job easier, take advantage of business
planning books and software, as well as the free
Web resources listed below.

Here are the most important facts and figures
you'll need to assemble for your break-even analy-
sis:

e Fixed costs. These costs—sometimes called
“overhead”—stay pretty much the same from
month to month. They include rent, insur-
ance, utilities, and other expenses that must
be paid regardless of how much you produce
or sell. Be sure to add another 10% to cover
unexpected fluctuations in these costs, such

as a boost in insurance premiums or the price
of natural gas to heat your business premises.

¢ Sales revenue. This is the total amount the
business brings in each month or year. Be re-
alistic in figuring the volume of business you
can expect. You'll need to specifically identify
your customer base, then do some demo-
graphic research to find out how many
people who fit that profile you can expect to
reach and attract.

e Average gross profit for each sale. This is
how much you earn from each sale after pay-
ing the direct costs of the sale. For example,
if you pay an average of $200 for each bi-
cycle that you sell at an average price tag of
$300, your average gross profit per sale is
$100.

e Average gross profit percentage. This tells
you how much of each dollar of sales income
is gross profit. You divide your average gross
profit (from above) by the average selling
price. In the bicycle example, the gross profit
percentage is 66.7% ($200 divided by $300).

Now you're ready to figure out the break-even
point. Divide your estimated fixed costs total by
your gross profit percentage. This tells you the
amount of sales revenue you’ll need to bring in just
to break even. For example, if your fixed costs are
$6,000 a month and your expected profit margin is
66.7%, your break-even point is $9,000 in sales rev-
enue per month (86,000 divided by .667). This
means you must make take in $9,000 each month
just to pay your fixed costs and your direct (prod-
uct) costs. At the break-even point, there’s no salary
or profit for you.

If your break-even point is higher than your ex-
pected revenues, you'll need to figure out whether
you can change your plan to make the numbers
work better. For example, can you: Find a less ex-
pensive source of supplies? Do without an em-
ployee? Save rent by doing business out of your
home? Sell your product or service at a higher
price?
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If you can work out a realistic break-even point
that gives you reasonable assurance of earning a
decent profit, you can move ahead with a more de-
tailed business plan. Otherwise, you’ll need to come
up with a different business idea.

Want more information on researching and
developing your break-even analysis? Check
the following Websites:

e www.businessknowhow.com/startup/break-
even.htm

o www.toolkit.cch.com/text/PO6_7530.asp

* www.businesstown.comy/accounting/projec-
tions-breakeven.asp.

3. Consider Writing a Business
Plan

You may find it useful to capture your thinking
about your business in a written business plan. If
you need to raise money to start your business, a
written plan will make it easier to explain your vi-
sion to lenders or investors. And even if you al-
ready have enough seed money, a written business
plan can be a good idea. Putting your thoughts
down on paper can help you fine tune your con-
cept and spot any trouble areas.

Many excellent books are available to guide you,
including How to Write a Business Plan, by Mike
McKeever (Nolo), and The Successful Business Plan:
Secrets and Strategies, by Rhonda Abrams (The
Planning Shop). For software, Business Plan Pro, by
Palo Alto software, comes very highly rated. Also,
several websites offer practical suggestions and pro-
vide sample plans. You might start with the U.S.
Small Business Administration site at www.sba.gov/
starting_business/planning/writingplan.html, where
you'll find advice and, through a link, can review
dozens of real business plans.

But whatever source you turn to for ideas for
writing a business plan, keep in mind that a short,
simple plan is usually better than a long, complex

one—especially for a small business that’s just start-
ing out. Formality can get in the way. One good ap-
proach to the task is to imagine that you’re sitting
across a table from a friend and want to take a few
minutes to explain your business idea. What are the
key things you’d say? What kind of language would
you use? Try to capture that clear, conversational
tone in your written plan.

There are many ways to organize your business
plan. But however you decide you do it, you’ll
probably want to cover four main areas.

a. A Description of Your Business

Start with the business name and your Internet do-
main name, if you already have one. Then specify
the products and services you plan to sell, and tell
how your business will meet the needs of custom-
ers and clients. You can also describe where your
business will be physically located—in rented,
downtown space, for example, or in your home. It’s
also important to analyze the competition you’ll
face and why you think your business will survive
and thrive despite it. This part of the plan is also
the place to describe any demographic, economic,
and industry trends that you believe will help the
business get off to a good start.

b. Your Marketing Program

Here, you can set down your thoughts on who your
customers and clients will be, and how they’ll learn
about your new business and be motivated to give
it a try. First, you’ll need to develop a profile of
your typical customer. For example, if you're plan-
ning to start a self-storage facility, your customers
may be apartment dwellers from nearby apartment
complexes who lack sufficient closet space. Or if
you're starting a landscaping service, your target cli-
ents may be people who are buying homes in new,
suburban subdivisions. Once you have a good no-
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tion of the kind of customers you’d like to reach,
think about the methods you'll use.

It’s said that word of mouth is the best way for a
business to build a loyal following, but that takes
time. With a brand-new business, you’'ll have to
prime the pump. There are lots of ways you might
do this. Traditional advertising in newspapers and
on radio or television is just the tip of the iceberg.

Among other things, you might consider news-
letters; direct mail; a website linked to high-traffic
sites; trade show exhibits; billboards; the Yellow
Pages; discount coupons; event sponsorship; free
classes; telemarketing; and favorable press reports.
Many businesses use the sides of their vans and
trucks to capture people’s attention. (For more on
advertising and marketing, see Chapters 16 and 17.)

c. How You’ll Operate the Business

A key concern here is the competence of those who
will be running the business. Be sure to include
your own qualifications and those of any co-owners
and managers in any plan that you’ll be showing to
others. List past business experience and any em-
ployment or training that’s relevant to your new
business. If a small business is organized as a cor-
poration, then most likely the owners will be the
board of directors. But if you’ll have some outsiders
serving on the board, you can name them here and
give their qualifications. And consider naming your
professional team—a lawyer and accountant whom
you may consult from time to time.

You might also mention the number of employ-
ees—full-time and part-time—you expect to hire at
the beginning, and give some idea of what their
jobs will consist of. If you’ll rely on independent
contractors for some work, you can spell out their
duties.

In addition to describing the business’s work-
force, it’s often worth describing other aspects of
your business operations, such as any special
equipment you’ll be using and your arrangements

with suppliers. You might also describe any im-
provements you’ll be making to the premises the
business will occupy—usually rented space for a
new business. If you already have some contracts
lined up with customers or clients, that’s great be-
cause you have a running head start. It makes sense
to mention these in your business plan.

For many businesses, order fulfillment and cus-
tomer service play a major role. Your business plan
can explain how your business intends to handle
these functions—hopefully in a way that will keep
customers happy and coming back for more.

d. The Financial Highlights

Here, you should list your fixed costs and your esti-
mates for other costs, and how much you’ll need in
startup funds—that is, funds to buy needed equip-
ment, supplies, and inventory, with enough cash
left in the till to cover other bills until adequate
money starts rolling in (which may take several
months). Explain where the startup funds will come
from: your own funds on hand, or loans or cash
from investors. Be sure to include your break-even
analysis, too (see Section 2, above).

Probably the most difficult part of the financial
highlights portion of your business plan will be
your projections for gross income for the first three
years. When you start a business from scratch, this
is a largely unknown number. At best you’ll be
making a rough approximation. It's better to esti-
mate on the low side and be pleasantly surprised if
the income exceeds your expectations. If you esti-
mate too high and it turns out there’s not enough
income to meet expenses, the business will struggle
to stay alive and may ultimately fail. To be as accu-
rate as possible in projecting revenues, you'll need
to rely on your business acumen, information from
multiple industry sources, and perhaps input from
an accountant or other business consultant. With
careful preparation, you can significantly reduce the
risk that your income forecast will be far too high.
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Throughout the book, these icons alert you to certain information.

Fast Track
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can skip information that may not be relevant to
your situation.

m Warning
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This icon refers you to a further discussion
of the topic elsewbhere in this book.

% See an Expert
Lets you know when you need the advice
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A legal or commonsense tip to belp you

understand or comply with legal requirements.

Recommended Forms
This icon refers you to a related chapter in

Legal Forms for Starting & Running a Small Busi-
ness, by Fred S. Steingold (Nolo), which contains le-
gal forms and checklists. Il
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hen you start a business, you must decide

on a legal structure for it. Usually you'll

choose either a sole proprietorship, a part-
nership, a limited liability company (LLC), or a cor-
poration. There’s no right or wrong choice that fits
everyone. Your job is to understand how each legal
structure works and then pick the one that best
meets your needs.

The best choice isn’t always obvious. After read-
ing this chapter, you may decide to seek some
guidance from a lawyer or an accountant.

For many small businesses, the best initial choice
is either a sole proprietorship or—if more than one
owner is involved—a partnership. Either of these
structures makes especially good sense in a busi-
ness where personal liability isn’t a big worry—for
example, a small service business in which you are
unlikely to be sued and for which you won’t be
borrowing much money. Sole proprietorships and
partnerships are relatively simple and inexpensive
to establish and maintain.

Forming an LLC or a corporation is more compli-
cated and costly, but it’s worth it for some small busi-
nesses. The main feature of LLCs and corporations
that attracts small businesses is the limit they provide
on their owners’ personal liability for business debts
and court judgments against the business. Another
factor might be income taxes: You can set up an LLC
or a corporation in a way that lets you enjoy more
favorable tax rates. In certain circumstances, your
business may be able to stash away earnings at a
relatively low tax rate. In addition, an LLC or corpo-
ration may be able to provide a range of fringe ben-
efits to employees (including the owners) and deduct
the cost as a business expense.

Given the choice between creating an LLC or a
corporation, many small business owners will be bet-
ter off going the LLC route. For one thing, if your
business will have several owners, the LLC can be
more flexible than a corporation in the way you can
parcel out profits and management duties. Also, set-
ting up and maintaining an LLC can be a bit less
complicated and expensive than a corporation. But
there may be times a corporation will be more ben-

eficial. For example, because a corporation—unlike
other types of business entities—issues stock certifi-
cates to its owners, a corporation can be an ideal ve-
hicle if you want to bring in outside investors or re-
ward loyal employees with stock options.

Keep in mind that your initial choice of a busi-
ness form doesn’t have to be permanent. You can
start out as sole proprietorship or partnership and,
later, if your business grows or the risks of personal
liability increase, you can convert your business to
an LLC or a corporation.

m For some small business owners, a less

L common type of business structure may
be appropriate. While most small businesses will
find at least one good choice among the four basic
business formalts described above, a handful will
bave special situations in which a different format is
required or at least is desirable. For example, a pair
of dentists looking to limit their personal liability
may need to set up a professional corporation (PC)
or a professional limited liability company (PLLC). A
group of real estate investors may find that a limited
partnership is the best vehicle for them. These and
other special types of business organizations are
summarized in Section F at the end of this chapter.

You may need professional advice in

E choosing the best entity for your business.
This chapter gives you a great deal of information to
assist you in deciding how to best organize your
business. Obviously, however, it’s impossible to cover
every relevant nuance of tax and business law—es-
pecially if your business has several owners with dif-
Jerent and complex tax situations. And for busi-
nesses owned by several people who have different
personal tax situations, sorting out the effects of
“pass-through” taxation (where pariners and most
LLC members are taxed on their personal tax returns
Jor their share of business profits and losses) is no
picnic, even for seasoned tax pros. The bottom line is
that unless your business will start small and have a
very simple ownership structure, before you make
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WAYS TO ORGANIZE YOUR BUSINESS

TYPE OF ENTITY

MAIN ADVANTAGES

MAIN DRAWBACKS

Sole Proprietorship

(Section A)

Simple and inexpensive fo create and operate

Owner reports profit or loss on his or her
personal tax return

Owner personally liable for business debts

General Partnership

(Section B)

Simple and inexpensive to create and operate

Owners (partners) report their share of profit
o loss on their personal ax returns

Owners (partners) personally liable for business debts

Limited Partnership

(Section F)

Limited partners have limited personal liability
for business debts as long as they don’t parficipate
in management

General partners can raise cash without involving
outside investors in management of business

General partners personally liable for business debts
More expensive to create than general partnership
Suitable mainly for companies that invest in real estate

Regular Corporation

(Section ()

Owners have limited personal liahility for
business debts

Fringe henefits can be deducted as business expense

Owners can split corporate profit among owners
and corporation, paying lower overall tax rate

More expensive to create than partnership or sole proprietorship
Paperwork can seem burdensome fo some owners
Separate taxable entity

S Corporation

(Section ()

Owners have limited personal liability for
business debts

Owners report their share of corporate profit
o loss on their personal ax returns

Owners can use corporate loss to offset income
from other sources

More expensive to create than partnership or sole proprietorship

More paperwork than for a limited liability company, which offers
similar advantages

Income must be allocated to owners according fo their
ownership interests

Fringe benefits limited for owners who own more than
2% of shares

Professional Corporation

(Section F)

Owners have no personal liability for malpractice
of other owners

More expensive to create than partnership or sole proprietorship
Paperwork can seem burdensome fo some owners
All owners must helong to the same profession

Nonprofit Corporation

(Section F)

Corporation doesn’t pay income taxes

Contributions to charitable corporation are
tax-deductible

Fringe henefits can be deducted as business expense

Full tax advantages available only to groups organized for
charitable, scientific, educational, literary, or religious purposes

Property transferred to corporation stays there; if corporation
ends, property must go to another nonprofit

Limited Liability Company
(Section D)

Owners have limited personal liability for business
debts even if they participate in management

Profit and loss can be allocated differently than
ownership interests

IRS rules allow LLCs to choose between being
taxed as partnership or corporation

More expensive to create than partnership or sole proprietorship

State laws for creating LLCs may not reflect latest federal
tax changes

Professional Limited
Liability Company

(Section F)

Same advantages as a regular limited liability company

Gives state licensed professionals a way to enjoy those
advantages

Same as for a regular limited liability company
Members must all belong to the same profession

Limited Liability
Partnership

(Section F)

Mostly of interest to partners in old-line professions
such as law, medicine, and accounting

Owners (partners) aren’t personally liable for the
malpractice of other partners

Owners report their share of profit or loss on their
personal tax returns

Unlike a limited liability company or a professional limited
liability company, owners (partners) remain personally liable
for many types of obligations owed to business creditors,
lenders, and landlords

Not available in all states
Often limited to a short list of professions
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your final decision on a business entity, check with
a tax advisor after learning about the basic at-
tributes of each type of business structure (from this
chapter and Chapters 2, 3, and 4).

A. Sole Proprietorships

The simplest form of business entity is the sole pro-
prietorship. If you choose this legal structure, then
legally speaking you and the business are the same.
You can continue operating as a sole proprietor as
long as you’re the only owner of the business.
Establishing a sole proprietorship is cheap and
relatively uncomplicated. While you do not have to
file articles of incorporation or organization (as you
would with a corporation or an LLC), you may have
to obtain a business license to do business under
state laws or local ordinances. States differ on the
amount of licensing required. In California, for ex-
ample, almost all businesses need a business li-
cense, which is available to anyone for a small fee.
In other states, business licenses are the exception
rather than the rule. But most states do require a
sales tax license or permit for all retail businesses.
Dealing with these routine licensing requirements
generally involves little time or expense. However,
many specialized businesses—such as an asbestos
removal service or a restaurant that serves liquor—
require additional licenses, which may be harder to
qualify for. (See Chapter 7 for more on this subject.)
In addition, if you’re going to conduct your busi-
ness under a trade name such as Smith Furniture
Store rather than John Smith, you’ll have to file an
assumed name or fictitious name certificate at a lo-
cal or state public office. This is so people who deal
with your business will know who the real owner
is. (See Chapter 6 for more on business names.)
From an income tax standpoint, a sole propri-
etorship and its owner are treated as a single entity.
Business income and business losses are reported
on your own federal tax return (Form 1040, Sched-

ule C). If you have a business loss, you may be able
to use it to offset income that you receive from
other sources. (For more tax basics, see Chapter 8.)

- Legal Forms for Starting & Running a
L Small Business contains a checklist for start-
ing a sole proprietorship.

1. Personal Liability

A potential disadvantage of doing business as a sole
proprietor is that you have unlimited personal liabil-
ity on all business debts and court judgments re-
lated to your business.

Lester is the sole proprietor of a
small manufacturing business. Believing that his
business’s prospects look good, he orders
$50,000 worth of supplies and uses them up.
Unfortunately, there’s a sudden drop in demand
for his products, and Lester can’t sell the items
he’s produced. When the company that sold
Lester the supplies demands payment, he can’t
pay the bill.

As sole proprietor, Lester is personally li-
able for this business obligation. This means
that the creditor can sue him and go after not
only Lester’s business assets, but his other prop-
erty as well. This can include his house, his car,
and his personal bank account.

Shirley is the sole proprietor of a
flower shop. One day Roger, one of Shirley’s
employees, is delivering flowers using a truck
owned by the business. Roger strikes and seri-
ously injures a pedestrian. The injured pedes-
trian sues Roger, claiming that he drove care-
lessly and caused the accident. The lawsuit
names Shirley as a codefendant. After a trial,
the jury returns a large verdict against Roger—
and Shirley as owner of the business. Shirley is
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personally liable to the injured pedestrian. This
means the pedestrian can go after all of
Shirley’s assets, business and personal.

One of the major reasons to form a corporation
or a limited liability company (LLC) is that, in theory
at least, you’ll avoid most personal liability. (But see
Chapter 12, Section C, for a discussion of how a
good liability insurance policy may be enough pro-
tection against personal liability for a sole propri-
etor.)

2. Income Taxes

As a sole proprietor, you and your business are one
entity for income tax purposes. The profits of your
business are taxed to you in the year that the busi-
ness makes them, whether or not you remove the
money from the business (called “flow-through”
taxation, because the profits “flow through” to the
owner’s income tax return). You report business
profits on Schedule C of Form 1040.

By contrast, if you form an LLC or a corporation,
you have a choice of two different types of tax
treatment.

e Flow-Through Taxation. One choice is to
have the IRS tax your LLC or corporation like
a sole proprietorship or partnership (dis-
cussed above). The owners report their share
of LLC or corporate profits on their own tax
returns, whether or not the money has been
distributed to them.

e Entity Taxation. The other choice is to make
the business a separate entity for income tax
purposes. If you form an LLC and make that
choice, the LLC will pay its own taxes on the
profits of the LLC. And as a member of the
LLC, you won'’t pay tax on the money earned
by the LLC until you receive payments as
compensation for services or as dividends.
Similarly, if you form a corporation and
choose this option, you as a shareholder
won'’t pay tax on the money earned by the
corporation until you receive payments as

compensation for services or as dividends.
The corporation will pay its own taxes on the
corporate profits.

In Section E of this chapter, I'll explain the me-
chanics of choosing between these two methods.
For now, just be aware that this tax flexibility of
LLCs and corporations offers some tax advantages
over a sole proprietorship if you're able to leave
some income in the business as “retained earnings.”
For example, suppose you want to build up a re-
serve to buy new equipment or your small label-
manufacturing company accumulates valuable in-
ventory as it expands. In either case, you might
want to leave $50,000 of profits or assets in the
business at the end of the year. If you operated as a
sole proprietor, those “retained” profits would be
taxed on your personal income tax return at your
marginal tax rate. But with an LLC or corporation
that’s taxed as a separate entity, the tax rate will al-
most certainly be lower.

You can share ownership of your

business with your spouse and still main-
tain its status as a sole proprietorship. [/ you
choose to do this, in the eyes of the IRS you’ll be co-
sole proprietors. You can either split the profits from
your business if you and your spouse file separate
returns (and separate Schedule Cs), or you can put
them on your joint Schedule C if you file a joint re-
turn. Only a spouse can be a co-sole proprietor. If
any other family member shares ownership with
you, the business must be organized as a partner-
ship, corporation, or limited liability company.

3. Fringe Benefits

If you operate your business as a sole proprietor-
ship, tax-sheltered retirement programs are available.
A Keogh plan, for example, allows a sole proprietor
to salt away a substantial amount of income free of
current taxes. So does a one-person 401(k). You
can’t really do any better by setting up an LLC or a
corporation.
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A “C” corporation or an LLC that chooses to be
taxed as a separate entity does have an advantage
when it comes to medical expenses for the owner
and his or her spouse and dependents. As a sole
proprietor, you are limited as to how much you can
deduct for medical expenses on your personal tax
return: You can deduct only the amount that ex-
ceeds 7.5% of your adjusted gross income for the
year. If you form an LLC or a corporation, however,
and choose to have it taxed as a separate entity,
you can have your business pay a// of your family’s
medical expenses (so long as they’re not covered
by insurance) and then take these amounts as a
business deduction. You won'’t be personally taxed
for the value of this employment benefit.

In the past, sole proprietors could deduct only a
portion of health insurance premiums for them-
selves and family members, while LLCs and corpo-
rations (if separate taxable entities) could deduct
100%. That sometimes provided a reason to form an
LLC or corporation, but no longer. A self-employed
person can now deduct 100% of those premiums.

If you form an LLC or a corporation, however,
and choose to have it taxed as a separate entity, you
can have the business hire you as an employee. The
business can pay 100% of your family’s health insur-
ance premiums and uncovered medical expenses
and then take these amounts as a business deduc-
tion; you won'’t be personally taxed for the value of
this employment benefit.

Hiring Your Spouse

Can Have Tax Benefits

If you choose to do business as a sole propri-
etor, there’s a way you can deduct more of
your family’s medical expenses. First, hire your
spouse at a reasonable wage. Then, set up a
written health benefit plan covering your em-
ployees and their families. A sample form is
shown below. Your business can then deduct
100% of the medical expenses it pays.

But balance whether such a plan can save
you enough money to justify the effort. There
may be some expense for setting up the plan
and handling the associated paperwork. And
remember that your business will be obligated
for payroll taxes on your spouse’s earnings.
(See Chapter 8, Section C, for information on
payroll taxes.) But this isn’t all bad, since your
spouse will become eligible for Social Security
benefits in his or her own right, which can be
of some value—especially if he or she hasn’t
already worked long enough to qualify.

If you’re audited, the IRS will look closely
to make sure your spouse is really an em-
ployee and performing needed services for the
business.

E’a To learn about how a person qualifies for
3

Social Security benefits, see Social Security,

Medicare & Government Pensions, by Joseph L.
Matthews with Dorothy Matthews Berman (Nolo).
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Sample Reimbursement Plan

Sam Jones, a sole proprietor doing business as

Jones Consulting Services (the Company), es-
tablishes this Health and Accident Plan for the
benefit of the Company’s employees.

1.

Coverage. Beginning January 1, 20XX, the
Company will reimburse each employee
for expenses incurred by the employee for
the medical care of the employee and the
employee’s spouse and dependents, and
for premiums for medical, dental, and dis-
ability insurance. The medical care cov-
ered by this plan is defined in Section
213(d) of the Internal Revenue Code. De-
pendents are defined in Section 152.

Direct Payment. The Company may, in its
discretion, pay any or all of the expenses

directly instead of reimbursing the employee.

Expense Documents. Before reimbursing
an employee or paying an expense di-
rectly, the Company may require the em-
ployee to submit bills and insurance pre-
mium notices.

Other Insurance. The Company will reim-
burse an employee or pay bills directly
only if the reimbursement or payment is
not provided for under any other health
and accident or wage continuation plan.

Ending or Changing the Plan. Although the
Company intends to maintain this plan in-
definitely, the Company may end or change
the plan at any time. This will not, how-
ever, affect an employee’s right to claim re-
imbursement for expenses that arose before
the plan was ended or changed.

Dated: December __, 20XX

Sam Jones, doing business as Jones

Consulting Services

4. Routine Business Expenses

As a sole proprietor, you can deduct day-to-day
business expenses the same way an LLC, corpora-
tion, or partnership can. Whether it's car expenses,
meals, travel, or entertainment, the same rules apply
to all of these types of business entities.

You'll need to keep accurate books for your busi-
ness that are clearly separate from your records of
personal expenditures. The IRS has strict rules for
tax-deductible business expenses (covered in Chap-
ter 8, Section D), and you need to be able to docu-
ment those expenses if challenged. One good ap-
proach is to keep separate checkbooks for your busi-
ness and personal expenses—and pay for all of your
business expenses out of the business checking ac-
count.

But whatever your system, please pay attention to
this basic advice: It's simple to keep track of business
income and expenses if you keep them separate
from the start—and murder if you don’t.

B. Partnerships

If two or more people are going to own and oper-
ate your business, you must choose between estab-
lishing a partnership, a corporation, or a limited li-
ability company (LLC). This section looks at the
general partnership, which is the type of partner-
ship that most small businesses will be considering.
The limited partnership is described in Section F1,

below.
> o,
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LAW IN THE REAL WORLD

First Things First

Ellen, Mary, and Barbara Kate, librarians all,
planned to open an electronic information
searching business with an emphasis on infor-
mation of special interest to women. They
would hold on to their daytime jobs until they
could determine whether their new business
could support all three women.

At a planning meeting to discuss buying
personal computers and modems, Ellen said
she wanted the business to be run as profes-
sionally as possible, which to her meant
promptly incorporating or forming an LLC. The
discussion about equipment was put off while
the three women tried to decide how to orga-
nize the legal structure of their business. After
several frustrating hours, they agreed to con-
tinue the discussion later and to do some re-
search about the organizational options in the
meantime.

Before the next meeting, Ellen conferred
with a small business advisor who suggested
that the women refocus their energy on the
computers and modems and getting their busi-
ness operating, keeping its legal structure as
simple as possible. One good way to do this,
she suggested, was to form a partnership, us-
ing a written partnership agreement. Each part-
ner would contribute $10,000 to buy equip-
ment and contribute roughly equal amounts of
labor. Profits would be divided equally.

Later, if the business succeeded and grew, it
might make sense to incorporate or form an
LLC and consider other issues, like a health
plan, pensions, and other benefits. But for
now, real professionalism meant getting on
with the job—not consuming time and dollars
forming an unneeded corporate or LLC entity.

The best way to form a partnership is to draw up
and sign a partnership agreement (discussed fully in
Chapter 2). Legally, you can have a partnership
without a written agreement, in which case you'd
be governed entirely by either the Uniform Partner-
ship Act or the Revised Uniform Partnership Act
(explained in Chapter 2).

Beyond a written agreement, the paperwork for
setting up a partnership is minimal—about on a par
with a sole proprietorship. You may have to file a
partnership certificate with a public office to register
your partnership name, and you may have to obtain
a business license or two. The income tax paper-
work for a partnership is marginally more complex
than that for a sole proprietorship.

1. Personal Liability

As a partner in a general partnership, you face per-
sonal liability similar to that of the owner of a sole
proprietorship. Your personal assets are at risk in
addition to all assets of the partnership. In other
words, you have unlimited personal liability on all
business debts and court judgments related to your
business.

In a partnership, any partner can take actions
that legally bind the partnership entity. That means,
for example, that if one partner signs a contract on
behalf of the partnership, it will be fully enforceable
against the partnership and each individual partner,
even if the other partners weren’t consulted in ad-
vance and didn’t approve the contract. Also, the
partnership is liable, as is each individual partner,
for injuries caused by any partner while on partner-
ship business.

Ted, a partner in Argon Associ-
ates, signs a contract on behalf of the partner-
ship that obligates the partnership to pay
$50,000 for certain goods and services. Esther
and Helen, the other partners, think Ted made
a terrible deal. Nevertheless, Argon Associates is
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bound by Ted’s contract even though Esther
and Helen didn’t sign it.

Juan is a partner in Universal Con-
tractors. Elroy, one of his partners, causes an
accident while using a partnership vehicle. Juan
and all the other partners will be financially li-
able to people injured in the accident if the car
isn’t covered by adequate insurance. The same
would be true if Elroy used his own car while
on partnership business.

In both of these situations, the personal assets
(home, car, and bank accounts) of each partner will
be at stake, in addition to partnership assets. But
remember that a partnership can protect against
many risks by carrying adequate liability insurance.

2. Partners’ Rights and
Responsibilities

Each partner is entitled to full information—financial
and otherwise—about the affairs of the partnership.
Also, the partners have a “fiduciary” relationship to
one another. This means that each partner owes the
others the highest legal duty of good faith, loyalty,
and fairness in everything having to do with the
partnership.

Wheels & Deals, a partnership, is in
the business of selling used cars. No partner is
free to open a competing used-car business
without the consent of the other partners. This
would be an obvious conflict of interest and, as
such, would violate the fiduciary duty the part-
ners legally owe to one another.

Unless agreed otherwise, a person can’t become
a new partner without the consent of all the other
partners. However, in larger partnerships, it's com-
mon for partners to provide in the partnership
agreement that new partners can be admitted with

the consent of a certain percentage of the existing
partners—75%, for example.

State laws regulating partnerships dictate what
occurs if one partner leaves your partnership and
you don’t have a partnership agreement that pro-
vides for what happens. In about half the states, the
partnership is automatically dissolved when a part-
ner withdraws or dies; the business is then liqui-
dated. In such a state, it’s an excellent idea to put a
provision in your partnership agreement that allows
the business to continue without interruption, de-
spite the technical dissolution of the partnership. A
partnership agreement, for instance, may provide a
“buy-sell” provision that calls for a buyout if one of
the partners dies or wants to leave the partnership,
avoiding a forced liquidation of the business.

Tom, Dick, and Mary are equal part-
ners. They agree in writing that if one of them
dies, the other two will buy the deceased
partner’s interest in the partnership for $50,000
so that the business will continue. (Be aware
that often a partnership agreement doesn’t fix a
precise amount as the buyout price but uses a
more complicated formula based on such data
as yearly sales, profits, or book value.) To fund
this arrangement, the partnership buys life insur-
ance covering each partner in an amount large
enough to cover the buyout. If Tom dies first,
under the terms of the agreement, his wife and
children will receive $50,000 from the partner-
ship to compensate them for the value of Tom’s
ownership interest in the business. Technically,
the remaining partners would operate as a new
partnership, but the important point is that the
business would keep functioning.

Other states—generally those that have adopted
the revised version of the Uniform Partnership Act—
follow a slightly different rule. In those states, if your
partnership was created to last for a fixed length of
time or was created for a specific project, and a part-
ner leaves before the fixed time expires or the
project is done, the partnership isn’t automatically
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dissolved. Instead, the remaining partners have the
opportunity to continue the existing partnership
rather than having to form a new one. But even if
your state follows this more flexible approach, you'll
still want to use buy-sell provisions to specify how
the departing partner—or the family of a partner
who’s died—gets compensated for his partnership
interest.

m Chapter 5 discusses buy-sell provisions in
m greater detail.

3. Income Taxes

In terms of income and losses, the tax picture for a
partnership is basically the same as that of a sole
proprietorship. A partnership doesn’t pay income
taxes. It must, however, file an informational return
that tells the government how much money the
partnership earned or lost during the tax year and
how much profit (or loss) belongs to each partner.
Each partner uses Schedule E of Form 1040 to re-
port the business profits (or losses) allocated to him
or her and then pays income tax on this share,
whether or not this income was actually distributed
during the tax year. If the partnership loses money,
each partner can deduct his or her share of losses
for that year from income earned from other
sources (subject to some fairly complicated tax basis
rules—see “Investment Partnerships,” below).

Investment Partnerships

The above analysis assumes that the partner
who deducts losses from other income actively
participates in the business. If, instead, a part-
ner is a passive investor (as is often the case in
partnerships designed to invest in real estate)
or receives income from passive sources (such
as royalties, rents, or dividends), any loss from
the partnership business is treated as a passive
loss for that partner. That means that for fed-
eral income tax purposes the loss can be de-
ducted only from other passive income—not
from ordinary income.

4. Fringe Benefits and Business
Expenses

When it comes to retained earnings, tax-sheltered
retirement plans, and fringe benefits, a partnership
is like a sole proprietorship, and the discussion in
Section A3, above, applies to partnerships as well.

Likewise, business expenses can be deducted in
the same way for a partnership as for a sole propri-
etorship; the discussion in Section A4, above, ap-
plies here as well.

m Put it in writing. If you go the partnership
route, I strongly recommend that the partners

sign a written partnership agreement, even though
an oral partnership agreement is legal. The buman
memory is far too fallible to rely on for the details of
important business decisions. Chapter 2 contains
basic information on how to write a partnership
agreement.
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C. Corporations

If you're concerned about limiting your personal li-
ability for business debts, you’ll want to consider or-
ganizing your business as either a limited liability
company (LLC) or a corporation. (Of course, you
may have other reasons in addition to limited liabil-
ity for considering these two business structures.)
Since the corporation has a longer legal history, I'll
deal with it first, but the LLC—which is covered in
Section D—may well be preferable for your particu-
lar business, despite its relative newness.

This book deals primarily with the small, pri-
vately owned corporation. I'll assume that all of the
corporate stock is owned by one person or a few
people, and that all shareholders are actively in-
volved in the management of the business—with the
possible exception of friends and relatives who have
provided seed money in exchange for stock. Be-
cause there are many complexities involved in sell-
ing stock to the public, I don’t discuss public corpo-
rations.

The most important feature of a corporation is
that, legally, it’s a separate entity from the individu-
als who own or operate it. You may own all the
stock of your corporation, and you may be its only
employee, but—if you follow sensible organiza-
tional and operating procedures—you and your cor-
poration are separate legal entities.

All states have adopted legislation that permits a
corporation to be formed by a single incorporator.
All states permit a corporate board that has a single
director, although the ability to set up a one-person
board may depend on the number of shareholders.
(See Chapter 3 for more details.) In addition, many
states have streamlined the procedures for operating
a small corporation, to permit decisions to be made
quickly and without needless formalities. For ex-
ample, in most states, shareholders and directors
can take action by unanimous written consent
rather than by holding formal meetings, and direc-
tors’ meetings can be held by telephone.

1. Limited Personal Liability

One of the main advantages of incorporating is that,
in most circumstances, it limits your personal liabil-
ity. If a court judgment is entered against the corpo-
ration, you stand to lose only the money that you've
invested. Generally, as long as you’ve acted in your
corporate capacity (as an employee, officer, or di-
rector) and without the intent to defraud creditors,
your home and personal bank accounts and other
valuable property can’t be touched by a creditor
who has won a lawsuit against the corporation.

Andrea is the sole shareholder, di-
rector, and officer of Market Basket Corpora-
tion, which runs a food store. Ronald, a Market
Basket employee, drops a case of canned food
on a customer’s foot. The customer sues and
wins a judgment against the business. Only cor-
porate assets are available to pay the damages.
Andrea is not personally liable.

Liability for your own acts. I/ Andrea

berself had dropped the case of cans, the fact
that she is a shareholder, officer, and director of the
corporation wouldn’t protect ber from personal li-
ability. She would still be personally liable for the
wrongs (called torts, in legal lingo) that she person-
ally commits. So much for theory. In practice, incor-
porating may not actually give you broad legal pro-
tection.

In the real world, banks and some major corpo-
rate creditors often require the personal guarantee
of individuals within the corporation. So the limited
liability gained from incorporating isn’t always as
valuable a legal shield as it first seems.

Market Basket Corporation borrows
$75,000 from a bank. Andrea signs the promis-
sory note as president of the corporation, but
the bank also requires her to guarantee the note
personally. The corporation runs into financial
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difficulties and can’t repay the debt. The bank
sues and wins a judgment against the business
for the unpaid principal plus interest. In collect-
ing on the judgment, the bank can go after
Andrea’s assets as well as the corporation’s
property. Incorporation offers no advantage
over a sole proprietorship when an owner per-
sonally guarantees a loan.

As mentioned in Sections A and B, above, liabil-
ity insurance can protect against many of the risks
of doing business. Because of this, many businesses
can structure themselves as sole proprietorships or
partnerships without worrying about unlimited per-
sonal liability. But if you operate a high-risk busi-
ness—child care center, chemical supply house, as-
bestos removal service, or college town bar—and
you can’t get (or can’t afford) liability insurance for
some risks that you're concerned about, incorpora-
tion may be the wisest choice.

Loren is afraid that a clerk at his Af-
ter Hours beverage store might inadvertently
sell liquor to an underaged customer or one
who has had too much to drink. If that cus-
tomer got drunk and hurt someone in a car ac-
cident, there might be a lawsuit against the
business.

Loren contacts his insurance agent to ar-
range for coverage, but learns that his liquor
store can afford only $50,000 worth of liability
insurance. Loren buys the $50,000 worth of in-
surance, but also forms a corporation—After
Hours Inc.—to run the business. Now if an in-
jured person wins a large verdict, at least Loren
won’t be personally liable for the portion not
covered by his insurance.

The lesson of these examples is clear: Before
you decide to incorporate your business primarily
to limit your personal liability, analyze what your
exposure will be if you simply do business as a sole
proprietor (or a partner in a partnership).

The limited liability feature of corporations can
be valuable, protecting you from personal liability
for:

e Debts that you haven’t personally guaranteed,
including most routine bills for supplies and
small items of equipment.

¢ Injuries suffered by people who are injured
by business activities not covered adequately
by insurance.

Also, for a business with more than one owner,
incorporating can offer a great deal of protection
from the misdeeds or bad judgment of your co-
owners. In contrast, in a partnership, as noted
above, each partner is personally liable for the busi-
ness-related activities of the other partners.

Ted, Mona, and Maureen are part-
ners in Mercury Enterprises. Mona writes a
nasty letter about Harold, a former employee,
which causes Harold to lose the chance of a
good new job. Harold sues for defamation and
wins a $60,000 judgment against the partner-
ship. Ted and Maureen are each personally li-
able to pay the judgment even though Mona
wrote the letter.

If Mercury Enterprises had been a corporation,
Mona and the corporation would have been liable
for the judgment, but Ted and Maureen would not.
Ted and Maureen would lose money if the assets of
the corporation were seized to pay the judgment,
but their own personal assets would be safe.
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Going With Your Gut

Several years ago, John took over his dad’s rug
cleaning business as a sole proprietor. He
didn’t expect the business to ever grow be-
yond its status as a small local facility with six
employees and $400,000 in annual sales. But
grow it did—first to ten, then to 25 employees,
operating in four suburban cities and taking in
$3.5 million a year.

About this time, John and his wife bought a
nice house, put a few dollars in the bank, and
finished paying off the promissory note to his
dad for the purchase of the business. Things
were going so well that John began to worry
about what would happen to his personal as-
sets if the business was sued for big bucks. He
reviewed his insurance coverage and sensibly
increased some of it. He reviewed his opera-
tions and improved several systems, including
the one for storing, handling, and disposing of
toxics. Still, he felt vaguely disquieted.

Finally, even though he couldn’t identify
any other risks likely to result in a successful
lawsuit against his company, John decided to
incorporate, to limit his personal liability for
the business’s debts. He tried to explain his gut
feelings of worry to his father, but felt he
wasn’t quite making sense. The older man in-
terrupted and said, “I think you’re trying to say
that things have been going so well lately that
something is bound to mess up soon. And if
they do, you want as much of a legal shield
between your personal assets and those of the
business as possible.”

“Precisely,” John said. “But I've already pro-
tected myself against all obvious risks, so I
can’t logically justify a decision to incorporate.”

His father replied, “C’'mon, son, business
decisions are like any other—if your gut tells
you to be a little extra careful, go with it. Run-
ning a small business means being ready to
trust your own intuition.”

m Payroll taxes. Limited liability doesn’t
protect you if you fail to deposit taxes with-
beld from employees’ wages—especially if you have
anything to do with making decisions about what
bills the corporation pays first. Also, because unpaid
withheld taxes aren’t dischargeable in bankruptcy,
you want to pay these before you pay other debts
(most of which can be wiped out in bankruptcy) in
case your business goes downhill.

2. Income Taxes

Federal taxation of corporations is a very compli-
cated topic. Here I deal only with basic concepts.

The federal tax laws distinguish between two
types of corporations. A C corporation is treated as
a tax-paying entity separate from its investors and it
must pay corporate federal income tax. By contrast,
a corporation that chooses “S corporation” status
doesn’t pay federal income tax; instead, income
taxes are paid by the corporation’s owners.

a. S Corporations

Electing to do business as an S corporation lets you
have the limited liability of a corporate shareholder
but pay income taxes on the same basis as a sole
proprietor or a partner. Among other things, this
means that as long as you actively participate in the
business of the S corporation, business losses can
be used as an offset against your other income—
reducing, maybe even eliminating, your tax burden.
The corporation itself doesn’t pay taxes, but files an
informational tax return telling what each share-
holder’s portion of the corporate income is.

Paul decides to start an environmen-
tal cleanup business. Because insurance isn’t
available to cover all of the risks of this busi-
ness, he forms a corporation called Ecology Ac-
tion Inc. This limits Paul’s personal liability if
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there’s a lawsuit against the corporation for an
act not covered by insurance.

Paul is also concerned about taxes. He ex-
pects his company to lose money during its first
few years; he’'d like to claim those losses on his
personal tax return to offset income he’ll be re-
ceiving from consulting and teaching work. He
registers with the IRS as an S corporation. Un-
less he changes that tax status later, his corpo-
ration won’t pay any federal income tax. Paul
will report the corporation’s income loss on his
own Form 1040 and will be able to use it as an
offset against income from other sources.

For many years, if you wanted to limit the per-
sonal liability of all owners of your business and
have the income and losses reported only on the
owners’ income tax returns, you would have no
choice but to create an S corporation. Today, you
can accomplish the same goal by creating a limited
liability company (LLC), as explained in Section D,
below. Because, in addition, an LLC offers its own-
ers the significant advantage of greater flexibility in
allocating profits and losses, it's generally better to
structure your business as an LLC than as an S cor-
poration. (But see Section E for a discussion of
when it might be better to create an S corporation.)

Should Your Corporation Elect

S Corporation Status?

For federal tax purposes, it's often best for a start-
up company to elect to be an S corporation rather
than a regular corporation. This is so even though
recent changes in tax rates have made this deci-
sion a bit more complex. Still, to make sure an S
corporation is best for you, speak to a knowledge-
able accountant or other tax advisor. Also keep in
mind that a limited liability company (LLC) may be
an even better choice than either type of corpora-
tion. (See Sections D and E.)

Starting as an S corporation rather than a regu-
lar corporation may be wise for several reasons:

e Because income from an S corporation is
taxed at only one level rather than two,
your total tax bill will likely be less. (But
be aware that the two-tier tax structure for
regular corporations can sometimes be an
advantage. See the discussion below on
how a regular corporation can achieve tax
savings through income-splitting.)

e Your business may have an operating loss the
first year. With an S corporation, you gener-
ally can pass that loss through to your per-
sonal income tax return, using it to offset in-
come that you (and your spouse, if you're
married) may have from other sources. Of
course, if you're expecting a profit rather than
a loss—because, for example, you're convert-
ing a profitable sole proprietorship or partner-
ship to a corporation—this pass-through for
losses won'’t be an advantage to you.

e Interest you incur to buy S corporation
stock is potentially deductible as an invest-
ment interest expense.

e When you sell the assets of your S corpo-
ration, you may be taxed less on your gain
than if you operated the business as a
regular corporation (because of the dual
taxation structure of corporations).

e Your decision to elect to be an S corpora-
tion isn’t permanent. If you later find there
are tax advantages to being a regular cor-
poration, you can easily drop your S cor-
poration status, but timing is important.
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Limits on deductions. You can deduct S

corporation losses on your personal return
only to the extent of the money you put into the cor-
poration (to buy stock) and any money you person-
ally loaned to the corporation. Also, if you don’t
work actively in the S corporation, there are poten-
tial problems with claiming losses, because they
might be considered losses from passive activities.
For the most part, you can use losses from passive
activities only to offset income from passive activi-
ties. See your tax advisor for technical details.

Shareholders pay income tax on their share of
the corporation’s profits regardless of whether they
actually received the money or not. If the corpora-
tion suffered a loss, shareholders can claim their
share of that loss.

Assume the same facts as above ex-
cept that there are two other shareholders in
Ecology Action Inc. Paul owns 50% of the
stock, and Ellen and Ted each own 25%. Paul
would report 50% of the corporation’s profit or
loss on his personal tax return, and Ellen and
Ted would each report 25% on theirs.

Most states follow the federal pattern in taxing S
corporations: they don’t impose a corporate tax,
choosing instead to tax the shareholders for corpo-
rate profits. About half a dozen states, however, do
tax an S corporation the same as a regular corpora-
tion. The tax division of your state treasury depart-
ment can tell you how S corporations are taxed in
your state.

To be treated as an S corporation, all
L shareholders must sign and file IRS Form
2553. For more information on this and other re-
quirements for electing S corporation status, see
Chapter 8, Section B.

b. C Corporations

Under federal income tax laws, a C corporation is a
separate entity from its shareholders. This means
that the corporation pays taxes on any income that’s
left after business expenses have been paid.

As you saw earlier in this chapter, a sole propri-
etorship doesn’t pay federal income tax as a sepa-
rate entity; the owner simply reports the business’s
income or loss on Schedule C of Form 1040 and
adds it to (or, in the case of a loss, subtracts it from)
the owner’s other income. Similarly, a partnership
doesn’t pay federal income tax; rather, the partner-
ship annually files a form with the IRS to report
each partner’s share of yearly profit or loss from the
partnership business. Each partner then adds his or
her share of partnership income to other income
reported on his or her personal tax return (the fa-
miliar Form 1040) or deducts his or her share of
loss. And an S corporation is treated as a sole pro-
prietorship or partnership for federal income tax
purposes, depending on the number of owners.

A C corporation is different. It reports its profits
on Form 1120 and pays corporate tax on that in-
come. In addition, if the profits are distributed to
shareholders in the form of dividends, the share-
holders pay tax on the dividends they receive (cre-
ating the much-feared “double taxation” scenario).

In practice, however, a C corporation may not
have to pay any corporate income tax even though
it is a separate taxable entity. Here’s how: In most
incorporated small businesses, the owners are also
employees. They receive salaries and bonuses as
compensation for the services they perform for the
corporation. The corporation then deducts this “rea-
sonable” compensation as a business expense. In
many small corporations, compensation to owner-
employees eats up all the potential corporate prof-
its, so there’s no taxable income left for the corpo-
ration to pay taxes on.

Jody forms a one-person catering
corporation, Jody Enterprises Ltd. She owns all
the stock and is the main person running the
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business. The corporation hires her as an em-
ployee, with the title of president. The corpora-
tion pays her a salary plus bonuses that con-
sume all of the corporation’s profits. Jody’s sal-
ary and bonuses are tax-deductible to the cor-
poration as a corporate business expense.
There are no corporate profits to tax. Jody sim-
ply pays tax on the income that she receives
from the corporation, the same as any other
corporate employee.

(1) Tax Savings Through Income Splitting

As an alternative to paying out all the corporate prof-
its in the form of salaries and bonuses, you may want
to leave some corporate income in the corporation to
finance the growth of your business. You can often
save tax dollars this way because, for the first
$50,000 of taxable corporate income, the tax rate and
actual taxes paid will generally be lower than what
you'd pay as an individual.

The federal government taxes the first $50,000 of
taxable corporate income at 15%. The next $25,000
is taxed at 25%. Taxable income over $75,000 is
taxed at 34% until taxable income reaches
$10,000,000—at which point the rate becomes 35%.
Additionally, to make larger corporations pay back
the benefits of these lower graduated tax rates, cor-
porate taxable incomes between $100,000 and
$335,000 are subject to an extra 5% tax. (See the
chart in Chapter 8, Section C1d.)

Here’s an example of how, with proper plan-
ning, a small incorporated business can split income
between the corporation and its owners, retaining
money in the corporation for expenses and lower-
ing the corporation’s tax liability to an amount that’s
actually less than what would have to be paid by
the principals of the same business if it were not
incorporated.

Sally and Randolph run their own
incorporated lumber supply company, S & R

Wood Inc. One year their sales increase to $1.2
million. After the close of the third quarter, Sally
and Randolph learn that S & R Wood is likely to
make $110,000 net profit (net taxable corporate
income) for the year. They decide to reward
themselves and other key employees with moder-
ate raises in pay, give a small year-end bonus to
other workers, and buy some needed equipment.

This reduces the company’s net taxable in-
come to $40,000—an amount that Sally and
Randolph feel is prudent to retain in the corpo-
ration for expansion or in case next year’s op-
erations are less profitable. Taxes on these re-
tained earnings are paid at the lowest corporate
rate, 15%. If Sally and Randy had wanted to
take home more money instead of leaving it in
the business, they could have increased their
salaries and paid taxes at a rate of at least 10%
but more probably 25% or 28% or higher, de-
pending on their tax brackets.

Watch out for a double tax trap.

C corporation sharebolders (like Sally and
Randy) can also decide to take some income in the
Jorm of a stock dividend. Doing so, however, will of-
ten increase their tax burden because both the cor-
poration and the sharebolders will have to pay in-
come tax. Still, in some situations, taking some divi-
dends in place of some salary may make sense—for
example, if the corporation is in the 15% bracket
and the sharebolder is in the 28% (or bigher)
bracket. This gets complicated, so let a tax pro belp
you figure it out. Also, be aware that paying divi-
dends won’t make sense if you have a Personal Ser-
vice Corporation (defined in Section F2, below).
Such corporations pay a flat 35%.

: Now assume S & R Wood is not
incorporated but instead is operated as a part-
nership. Now the entire net profits of the busi-
ness ($110,000 minus the bonuses to workers
and deductible expenditures for equipment) are
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taxed to Sally and Randolph. The result is that
the $40,000 (which was retained by the corpo-
ration in the above example) is taxed at their
individual rate of 25% or 28% or higher rather
than the 15% corporate rate.

For a more detailed explanation of how income-
splitting can be an advantage to owners of small
corporations, see How to Form Your Own California
Corporation, or Incorporate Your Business: A 50-
State Legal Guide to Forming a Corporation, both by
Anthony Mancuso (Nolo).

The main point to remember is that once your
business becomes profitable, doing business as a C
corporation allows a degree of flexibility in plan-
ning and controlling your federal income taxes that
is unavailable to partnerships and sole proprie-
torships. To determine whether or not favorable
corporate tax rates are a compelling reason for your
business to incorporate, you'll need to study IRS
regulations or go through an analysis with your ac-
countant or other tax advisor.

Tax savings may be a largely theoretical advan-
tage for the person just starting out. If your business
is like many start-ups, your main concern will be
generating enough income from the business to pay
yourself a reasonable wage. Retaining profits in the
business will come later. In this situation, the tax
advantages of incorporating are illusory.

In its first year of operation, Maria’s
store, The Bookworm, has a profit of $25,000.
As the sole proprietor, Maria withdraws the en-
tire $25,000 as her personal salary, which places
her in the 15% tax bracket after she subtracts
her deductions and personal exemption. It
doesn’t make sense for Maria to incorporate to
take advantage of income-splitting techniques—
even if she could get by on say, $20,000 a year,
if she left the remaining $5,000 in the corpora-
tion, it would be taxed at the 15% corporate tax
rate, so her total tax bill would be the same.

Lower Tax Rates Not Available

for S Corporations

The lower tax rates for retained earnings don’t
apply to S corporations, because, as discussed
in Subsection a, above, an S corporation does
not itself pay taxes on earnings. Individual
shareholders in an S corporation pay taxes on
their portion of corporate earnings at their per-
sonal income tax rates (as if they were partners
in a partnership). This is true whether or not
those earnings are distributed to them, mean-
ing that even if the shareholders do leave some
earnings in the corporation, the shareholders
will be taxed on them at their regular tax rates.

(2) Fringe Benefits

The tax rules governing fringe benefits are compli-
cated. Generally, however, if your business will be
offering fringe benefits to employees, you can enjoy
a tax advantage if you organize as a regular corpora-
tion. The business can pay for employee benefits
and then take these amounts as business expense
deductions. You and the other shareholders who
work as employees of your corporation can have
the corporation pay for such employee benefits as:

e deferred compensation plans

e group term life insurance

e reimbursement of employee medical ex-

penses that are not covered by insurance

e health and disability insurance.

But the real advantage is how these fringe benefits
are treated on your personal tax return. As a share-
holder, you won’t be personally taxed for the value of
this employment benefit. That’s because none of the
employees of a regular corporation—even if they're
owners—have to pay income tax on the value of the
fringe benefits they receive. So, for example, your
corporation may decide to provide medical insurance
for employees and to reimburse employees for unin-
sured medical payments. The corporation can deduct
these payments as a business expense—including the
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portion paid for the owner-employees of the corpora-
tion—and you and the other owner-employees are
not taxed on these benefits.

Other types of business entities can also deduct
the cost of many fringe benefits as business ex-
penses, but owners who receive these benefits will
ordinarily be taxed on their value. That's because
the tax laws distinguish between an employee and a
self-employed person. The tax laws say that you're a
self-employed person—and therefore are taxed on
your fringe benefits—if you're a sole proprietor, a
partner in a partnership, a member of an LLC that’s
taxed as a partnership, or an owner of more than 2%
of the shares of an S corporation. An owner-em-
ployee of a regular corporation, however, isn’t clas-
sified as a self-employed person. So when it comes
to the taxation of fringe benefits, owner-employees
of a corporation enjoy a unique advantage.

This favorable tax treatment may seem like a pow-
erful reason to organize your business as a regular
corporation. Not so fast. Obviously, there’s no benefit
unless your business provides these benefits to em-
ployees in the first place. And that may be too expen-
sive for some new businesses—especially because
many types of employee benefits must be provided
on a nondiscriminatory basis to a wide range of em-
ployees or to none, and must not be designed to pri-
marily aid the business owner. If you put together a
fringe benefit package that favors you and other
owner-employees, the IRS will require owners to pay
tax on their portion. Few new businesses can afford
to carry expensive benefit programs—a cost that typi-
cally more than offsets any tax advantage to you as
owner of a regular corporation.

Here are some of the IRS ground rules for fringe
benefit plans:

* Medical Reimbursement Plans. If your busi-
ness promises to pay those portions of your em-
ployees’ medical expenses that are not covered
by health insurance, your plan can also include
the spouse and dependents of each employee.
Usually you'll set a limit on the total amount that
can be reimbursed during the year; this limit
must be the same for all eligible employees. In
the typical small business, if you include owner-

employees in the plan, your plan must benefit
70% of all employees or at least 80% of all em-
ployees who are eligible to participate. You can
exclude employees who are under 25, work
seasonally or less than 35 hours per week, or
have been employed less than three years. As
long as you meet these rules, employees—even
owner-employees—won’t be taxed on reim-
bursements they receive. If you violate these
rules, however, an owner may have to pay tax
on all or part of the reimbursements that he or
she receives under the plan. (These technical
rules apply only to reimbursement of medical
expenses—not to employer payment of medical
insurance premiums.)

¢ Group Life Insurance. Your business can pro-
vide up to $50,000 of group term life insurance
tax-free to employees (including yourself) if
you meet certain conditions. As an owner-em-
ployee of a small corporation, you'll probably
be a “key employee” under the tax laws. (A
key employee is an officer who is paid more
than $130,000 a year, an owner of at least 5%
of the company, or an owner of at least 1% of
the company who is paid more than $150,000
a year.) If you are a key employee and want to
deduct the cost of the insurance from your
gross income, your plan must meet special
rules: It must benefit at least 70% of all em-
ployees, limit the number of key employee
participants to 15% of all group participants, or
meet other IRS guidelines for “nondiscrimina-
tion.” All benefits available to participating key
employees must be available to all other par-
ticipating members as well. You can provide
different dollar amounts of life insurance to
different employees without being “discrimina-
tory” if the amount of coverage is uniformly
related to compensation. Also, you can ex-
clude employees who've worked for your
company for less than three years.

Clearly, this is technical stuff. Let’s say you open
a video store and hire a bunch of students to work
part time during peak periods, and contract out for
bookkeeping services. In such a case, you can set



WHICH LEGAL FORM IS BEST FOR YOUR BUSINESS®?

1/19

up a medical reimbursement plan without having to
worry about covering a whole slew of employees.
You could exclude the students because they’re un-
der 25 and work less than 35 hours a week. Your
bookkeeper, being an independent contractor,
wouldn’t be an employee and wouldn’t have to be
covered. So perhaps your plan would cover only
yourself and a few full-time employees, plus the
families of all covered employees.

(3) Retirement Plans

It used to be that by incorporating you could set up
a better tax-sheltered retirement plan than you
could get as a sole proprietor, a partner, or a share-
holder-employee in an S corporation. There are no
longer any significant differences.

3. Attracting Investors

To start and successfully run a small business, you
may need more money than you can muster from
your own savings or the cash generated by the en-
terprise. As explained in greater depth in Chapter 9,
you have two basic options in raising money from
outside sources: borrowing it or getting it from in-
vestors. If you expect to seek money from inves-
tors—even if they're family members, friends, or
business associates—there’s a substantial advantage
in forming a corporation.

Unlike a lender who, in return for providing
money, receives a promise that you'll repay it with
interest, an investor becomes a part-owner of the
business. While it’s possible to form a partnership
and make an investor a partner or to form an LLC
and make an investor a member, it’s often more
practical to form a corporation and make the inves-
tor a shareholder. That little piece of paper that the
corporation issues—the stock certificate—is tangible
proof of the shareholder’s ownership interest in the
business and it’s something that most investors have
come to expect. Put another way, if you offer an
investor a partnership interest or an LLC interest,

you're more likely to run into resistance than if you
offer him or her stock in a corporation.

Keep in mind that shareholders don’t necessarily
have to have equal rights to elect the board of direc-
tors or to receive dividends. To distinguish between
various types of shareholders, you can issue different
classes of stock with different rights, for example:

e common, voting shares to the initial owners
who will be working in the business

e nonvoting shares for key employees to keep
them loyal to the business

e nonvoting preferred shares to outside inves-
tors, giving them a preference if dividends are
declared or the corporation is sold.

To repeat this key point, the fact that the corpo-
rate structure makes it relatively easy to distinguish
between different investors by issuing different
classes of stock is a real advantage.

Stock options can motivate employees.

Especially for a business that sells stock to the
public or plans to do so before long, which allows the
market to establish a price for the stock, issuing stock
options to employees at a favorable price can be a
great way to motivate them. That’s because employees
who hold options know that if the business is profit-
able and its stock price goes up, they’ll be able to cash
in their options at a substantial profit. This can moti-
vate them to help make the business successful. Also,
employees who get stock options are often willing to
work for a slightly lower salary, making investment
capital go farther in the early days of business life.

Structuring your business as a corporation is not
only advantageous but actually essential if—like
many small business owners—you dream of some-
day attracting investors through a public offering.
And, fortunately, it's become far easier than it used
to be for a small business to do just that without
turning to a conventional stock underwriting com-
pany. Congress and state legislatures have liberal-
ized laws that enable a small corporation to raise
from $1 million to $10 million annually through a
relatively easy-to-use procedure called a “limited
public offering.”
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Consider using the Internet to sell shares.

You may decide to market your shares by plac-
ing your company’s small offering prospectus on the
Internet—something now allowed by the Securities
and Exchange Commission (SEC), the federal agency
that watches over securities laws. If your company
creates a website to inform the public about your

products and services, you can also use that site to
distribute your prospectus and market your shares. Of
course, you'll first need to take care of the paperwork
required by federal and state securities laws.

L Forming and running a corporation is
discussed in more detail in Chapter 3.

lllusory Incorporation Advantages

What, in addition to limited liability and some
marginal tax advantages, can you gain by incor-
porating? In drumming up enthusiasm for incor-
porating, lawyers and accountants often point to
additional supposed benefits—but these advan-
tages are rarely all they’re cracked up to be.

lllusory Benefit: Easy Transfer of Corpo-
rate Stock If You Sell the Business. The sales
pitch is that if you want to sell your interest in
the corporation (which may be as much as 100%
if you own all of the stock), you simply endorse
your stock certificate on the back and turn over
the certificate to the new owner. The corporation
then issues a new stock certificate in the new
owner’s name to replace the one that you en-
dorsed.

Reality: There’s not much of a market for a
small company’s stock. And most small business
owners go to great lengths to restrict the transfer-
ability of their stock. Moreover, in most sales of a
corporate business, the corporate assets are trans-
ferred rather than the stock. (See Chapter 10.)

lllusory Benefit: Continuity of Business. A
corporation continues even if an owner dies or
withdraws. (Plus, there may be a buy-sell agree-
ment—>perhaps funded by insurance—in which
co-owners of the corporation have the right to
buy out your inheritors.) Either way, the corpora-
tion stays alive, in contrast to sole proprietorships
or partnerships, which are automatically dissolved
when the owner or a partner dies.

Reality: The death of a principal is traumatic
whether you're a sole proprietorship, a partner-
ship, or a corporation. Usually the factors that al-
low a business to survive are personal and have

nothing to do with its formal legal structure. You
don’t need to incorporate to ensure that your
business will continue after your death. A sole
proprietor can use a living trust or will to transfer
the business to his or her heirs, and partners fre-
quently have insurance-funded buy-sell agree-
ments that allow the remaining partners to con-
tinue the business. (See Chapter 5.)

lllusory Benefit: Centralized Management.
In corporations with a number of shareholders,
management is typically centralized under a
board of directors. With a partnership consisting
of many partners, management can become frag-
mented.

Reality: If you are a partner in a partnership,
it doesn’t take a board of directors to centralize
the management; chances are you and the other
owners will make all decisions over a cup of cof-
fee.

Conclusion: In weighing pros and cons of in-
corporation, concentrate on whether you believe
you have a real need to limit your personal li-
ability and also on whether you can get substan-
tial tax benefits by retaining some earnings in the
corporation and setting up fringe benefit plans. If
you conclude that it would be beneficial to form
a business entity that offers limited liability, the
LLC (discussed in Section D) is often your best
choice. And for many new businesses—espe-
cially those that won’t run up significant debt or
expose their owners to the threat of lawsuits—a
sole proprietorship or partnership may be a per-
fectly adequate way to go, keeping in mind that
you can always incorporate the business or form
an LLC later.
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D. Limited Liability Companies

The limited liability company (LLC) is the newest
form of business entity. It has enjoyed a meteoric
rise in popularity among both entrepreneurs and
lawyers—and for good reason. It’s often a very at-
tractive alternative to the traditional ways of doing
business, which are described in Sections A, B, and
C, above.

The state laws controlling how an LLC is created
and the federal tax regulations controlling how an
LLC is taxed are still evolving. Fortunately, the evo-
lutionary trends are extremely favorable to small
businesses. On the formation side, it's becoming
simpler and simpler to set up an LLC. On the tax
side, LLCs are benefitting from increased flexibility.

For an in-depth discussion of LLCs and step-

by-step guidance on creating one: see Form
Your Own Limited Liability Company, by Anthony
Mancuso (Nolo).

Once you've decided that your business should
be organized as an entity that limits your personal li-
ability for business debts, you’ll have to weigh the
pros and cons of forming an LLC against the pros
and cons of forming a corporation. Sometimes, one
or the other will clearly emerge as the better choice.

Other times, the differences are more subtle—which
often means that either will suit your needs equally

well. After you've absorbed the information on both
legal formats, see Section E for help in choosing be-
tween the two.

1. Limited Personal Liability

As with a corporation, all owners of an LLC enjoy
limited personal liability. This means that being a
member of an LLC doesn’t normally expose you per-
sonally to legal liability for business debts and court
judgments against the business. Generally, if you be-
come an LLC member, you risk only your share of
capital paid into the business. You will, however, be
responsible for any business debts that you person-
ally guarantee (of course, you can reduce your risk
to zero by not doing this) and for any wrongs (torts)
that you personally commit (a good insurance policy
should help here—see Chapter 12, Insuring Your
Business).

By contrast, as discussed in Sections A and B
above, owners of a sole proprietorship or general
partnership have unlimited liability for business
debts, as do the general partners in a limited part-
nership (and limited partners who take part in man-
aging the business—discussed in Section F1, below).

Corporations and LLCs

Use Different Language

Although there are many similarities between corporations and LLCs, there are many differences as

well—especially when it comes to terminology, as shown in the following chart:

CONCEPT

What an owner is called
What an owner owns

What document creates the entity

CORPORATION WORD

Shareholder
Shares of stock

Articles of Incorporation

LLC WORD

Member
Membership interest

Articles of Organization

(or, in some states, Certificate of
Incorporation or Charter)

What document spells out internal Bylaws

operating procedures

Operating Agreement
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2. Number of Owners

Every state allows an LLC to be formed by just one
person. This means that if you plan to be the sole
owner of a business and you wish to limit your per-
sonal liability, you have a choice of forming a cor-
poration or an LLC.

3. Tax Flexibility

If you create a single-member LLC, it will not be
taxed as a separate entity, like a C corporation (see
Section C), unless you elect to have it taxed in this
manner. Normally, you won’t choose corporate-style
taxation, preferring to have your single-member LLC
report its profits (or losses) on Schedule C of your
personal return, just as a sole proprietorship would.

Similarly, if you have an LLC with two or more
members, it will be treated as a partnership for tax
purposes, with each partner reporting and paying
income tax on his or her share of LLC profits unless
you elect to have the LLC taxed as a corporation.
Again, you normally won't elect to do this, prefer-
ring to have your multimember LLC follow the part-
nership tax route. This means that the LLC will re-
port its income (or loss) on Form 1065, an informa-
tional return that notifies the IRS of how much each
member earned (or lost). Each member will then
report his or her share of profits or losses on her
personal Form 1040.

Occasionally, the members of an LLC will con-
clude that there’s an advantage to being taxed like a
corporation, with two levels of tax—one at the busi-
ness entity level (for company profits) and another
at the owners’ personal income tax level (for sala-
ries and dividends). LLCs that are taxed like corpo-
rations are able to split monies between business
owners and the business itself, resulting in some

situations in a significant overall tax saving. (See
Section C2b(1), above, for a discussion of income
splitting in the corporate context.)

If, after reviewing all the financial implications—
and perhaps seeking the advice of a tax pro—you
decide to elect corporation-style taxation, you’ll do
this by filing IRS Form 8832, Entity Classification
Election. Where the LLC has two or more members,
they can all sign the form or authorize one member
or manager to sign.

Electing to have your LLC taxed as a

corporation can be advantageous if you
want to receive tax-free fringe benefits from
the business. If you follow the usual practice of
baving pass-through taxation for your LLGC—mean-
ing that the business isn’t taxed as a separate en-
tity—then as a business owner you'll be taxed on the
value of the fringe benefits you receive from the LLC
(unlike other employees). A different rule applies if
you elect to have your LLC taxed as a corporation. In
that situation, as long as you meet the IRS guide-
lines, you can receive fringe benefits as an owner-
employee of the LLC and not have to pay tax on the
value of those benefits. (For more on the tax treat-
ment of fringe benefils, see Section C2b(2), above.)

4. Flexible Management Structure

An LLC member may be an individual or a separate
legal entity such as a partnership or corporation that
has invested in the LLC. You and the other mem-
bers jointly run the LLC unless you choose to have
it run by a single member, an outside manager, or a
management group—which may consist of some
members, some nonmembers, or both. If you de-
cide to form an LLC, I recommend that all the mem-
bers sign an operating agreement that spells out
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how the business will be managed. Again, the de-
tails of how to do this are well covered in Form
Your Own Limited Liability Company, by Anthony
Mancuso (Nolo).

5. Flexible Distribution of Profits
and Losses

The members of an LLC can decide to split up the
LLC profits and losses each will receive any way
they want. Although it’s common to divide LLC
profits according to the percentage of the business’s
assets each member contributed, this isn’t legally
required.

Jim, Janna, Jill, and Jerry—certified
personal trainers—form Fit for Life LLC to oper-
ate a family fitness center. Each contributes
$25,000 to the enterprise. Because Jim, who has
a strong business background, has put together
the LLC, set up a bookkeeping system, arranged
for a bank loan to purchase necessary equip-
ment, and negotiated a very favorable lease at a
good location, the owners state in their operat-
ing agreement that for the first two years, Jim
will receive 40% of the LLC’s profits and that
Janna, Jill, and Jerry will each receive 20%. After
that, they’ll share profits equally.

By contrast, rules governing corporate profits
and losses are considerably more restrictive. A C
corporation can’t allocate profits and losses to
shareholders; instead, shareholders must receive
dividends according to the number of shares they
own—if they receive dividends at all. (But it is pos-
sible, although more cumbersome, to establish two
or more classes of stock, each with different divi-
dend rights.) Similarly, in an S corporation, profits
and losses are attributed to the shareholders based
on their shares: a shareholder who owns 25% of the
shares in an S corporation ordinarily must be allo-
cated 25% of profits and losses—no more and no

less. Sometimes, however, corporations can get
away from this strict formula by adjusting the sala-
ries of shareholders who work in the business.

The easy flexibility allowed to LLCs in distribut-
ing profits and losses permits businesses to be cre-
ative and even make distributions to members who
have contributed no cash.

Howard and Saul run a home repair
business organized as an LLC. Howard puts up
all the money to needed to buy a van, tools,
and supplies and to pay for advertising bro-
chures and radio commercials. Saul, who has
little cash but loads of experience in doing
home repairs, will contribute future services to
the LLC. Although the owners could agree to
split profits and losses equally, they decide that
Howard will get 60% for the first three years as
a way of paying him back for taking the risk of
putting up cash.

Starting and operating an LLC is
I discussed in more detail in Chapter 4.

E'a For forms to use in setting up an LLC: See
Q Form Your Own Limited Liability Company,
by Anthony Mancuso (Nolo), and Nolo’s LLC Maker,
an easy-to-use software program that simplifies and
automates much of the work of forming an LLC.

E. Choosing Between a
Corporation and an LLC

Let’s assume that you've read all the earlier material
in this chapter and that you now understand the
chief legal, tax, and financial characteristics of the
main types of business entities. Let’s also assume
that you've concluded it would be advantageous to
operate your small business through an entity that
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limits the personal liability of all the owners—even
if following this strategy involves a bit more paper-
work, complexity, and possible expense.

For the reasons explained earlier in this chapter,
you’'ve probably narrowed your choice of entity to
either the tried and true corporation or the new and
streamlined LLC. Which is better? There’s no answer
to this question that applies to every business. Nev-
ertheless, some general principles may be helpful.

For the majority of small businesses, the relative
simplicity and flexibility of the LLC makes it the bet-
ter choice. This is especially true if your business
will hold property, such as real estate, that’s likely
to increase in value. That’s because C corporations
and their shareholders are subject to a double tax
(both the corporation and the shareholders are
taxed) on the increased value of the property when
the property is sold or the corporation is liquidated.
By contrast, LLC member-owners avoid this double
taxation because the business’s tax liabilities are
passed through to them; the LLC itself does not pay
a tax on its income.

But an LLC isn’t always the best choice. Occa-
sionally, other factors may tip the balance toward a
corporation. Such factors include the following:

e You’d like to provide extensive fringe
benefits to owner-employees. Often, when
you form a corporation, you expect to be
both a shareholder (owner) and an employee.
The corporation can, for example, hire you to
serve as its chief executive officer and pay
you a tax-deductible salary, which, from a tax
standpoint, is far better than paying you divi-

dends, which can’t be deducted by the corpo-
ration as a business expense and therefore
wind up being taxed twice (once at the cor-
porate level and once at the personal level).
But corporate employees (including employ-
ees of a C corporation who are also owners)
don’t just receive pay—most also receive
fringe benefits. These benefits can include the
payment of health insurance premiums and
direct reimbursement of medical expenses.
The corporation can deduct the cost of these
benefits and they are not treated as taxable
income to the employees. Having your own
corporation pay for these fringe benefits and
then deduct the cost as a business expense
can be an attractive feature of doing business
through a regular corporation. These opportu-
nities for you to receive tax-favored fringe
benefits are somewhat reduced if you do
business as an LLC. Also, a regular corpora-
tion may be able to offer slightly better retire-
ment benefits or options under a corporate
retirement plan.

You want to entice or keep key employ-
ees by offering stock options and stock
bonus incentives. Simply put, LLCs don’t
have stock; corporations do. While it’s pos-
sible to reward an employee by offering a
membership interest in an LLC, the process is
awkward and likely to be less attractive to
employees. Therefore, if you plan to offer
ownership in your business as an employee
incentive, it makes sense to incorporate rather
than form an LLC.
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Choosing Between an LLC and an S Corporation:

Self-Employment Taxes Can Tip the Balance

You know that taxes are withheld from employees’
paychecks. In 2005, for example, employers must
withhold 7.65% of the first $90,000 of an
employee’s pay for Social Security and Medicare
taxes, and 1.45% of earnings above that amount for
Medicare taxes. The employer adds an equal
amount (to match the employee’s share of Social
Security and Medicare taxes) and sends these funds
to the IRS. The total sent to the IRS is 15.3% on the
first $90,000 of wages and 2.9% on earnings above
that amount. (See Chapter 8, Section C3.)

You may not be aware that the IRS collects a
similar 15.3% tax on the first $90,000 earned by a
self-employed person and a 2.9% tax on earnings
above that amount for Medicare alone. For this
reason, the Social Security and Medicare tax is of-
ten referred to as the “self-employment” tax.

For an S corporation, the rules on the self-em-
ployment tax are well established: As an S corpo-
ration shareholder, you pay the self-employment
tax on money you receive as compensation for
services—but 7ot on profits that automatically
pass through to you as a shareholder. For ex-
ample, if your total share of S corporation income
is $100,000 in 2005 and you perform services for
the corporation reasonably worth $65,000, you
will be taxed 15.3% on the $65,000 but not on the
remaining $35,000.

By contrast, the rules for members of an LLC
are more complicated, and, for now, somewhat
unsettled. Proposed IRS regulations (which Con-
gress has placed on hold) would impose the self-

employment tax on your entire share of LLC prof-
its in any of the following situations:

e You participate in the business for more than
500 hours during the LLC’s tax year.

e You work in an LLC that provides profes-
sional services in the fields of health, law,
engineering, architecture, accounting, actu-
arial science, or consulting (no matter how
many hours you work).

e You're empowered to sign contracts on be-
half of your LLC.

Even though these proposed regulations do
not have the force of law, the IRS says it won’t
challenge you if you use them in determining
your liability for self-employment tax. This
means that if you don’t fall into one of the three
categories listed above, you can use the same
rules as apply to S corporation shareholders. But
if you do fall into one of the above categories,
you should assume that 100% of your income
from the business will be subject to self-employ-
ment tax (although the amount that’s over the
current year’s Social Security tax cut-off figure—
$90,000 in 2005—will be subject only to Medi-
care tax).

The point is that, in some cases, an S corpo-
ration shareholder may pay less self-employment
tax than some LLC members with similar income.
You'll need to decide whether these potential
tax savings are more important than gaining
such LLC advantages as flexibility in manage-
ment structure and in distributing profits and
losses.

1/25
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F. Special Structures for
Special Situations

It's very likely that the best organizational structure
for your small business is either a sole proprietor-
ship, partnership, corporation, or LLC. (See Sections
A, B, C, and D, above.) There are, however, some
situations in which other, less common entities will
either offer some tax or other advantage or will be
legally required. For instance, you and your tax ad-
visor may decide that selecting a less common struc-
ture may be desirable for your business. Your real
estate investment group, for example, may find
some benefit in creating a limited partnership (de-
scribed in Section 1, below). Or, you may find that
the law in your state requires you to select a less
common structure for your business; for example, if
you’re a doctor or an accountant and you want to
limit your personal liability, state law may require
you to form a professional corporation, a profes-
sional LLC, or a limited liability partnership (all of
which are described below in Section 2).

1. Limited Partnerships

The kind of partnership covered in Section B,
above, is a general partnership. It’s very different
from another form of partnership known as a /im-
ited partnership, which, in certain circumstances, can
combine the best attributes of a partnership and a
corporation.

Most limited partnerships are formed to invest in
real estate because of tax advantages for those who
are passive investors; the passive investor is often
able to personally write off depreciation and other
real estate deductions. For the majority of other
types of small businesses with more than one
owner, chances are that forming either a general
partnership, a corporation, or an LLC will be the
best way to go.

A limited partnership works like this. There must
be one or more “general partners” with the same

basic rights and responsibilities as in any general
partnership, and one or more “limited partners,”
who are usually passive investors. The big differ-
ence between a general partner and a limited part-
ner is that the general partner is personally liable
for the obligations of the partnership and the lim-
ited partner is not personally liable for them. The
most a limited partner can lose by investing in a
limited partnership is the amount that he or she:
e paid or agreed to pay into the partnership as a
capital contribution; or
e received from the partnership after it became
insolvent.

To maintain this limited liability, a limited part-
ner may not participate in the management of the
business, with a very few exceptions. A limited part-
ner who does get actively involved in the manage-
ment of the business risks losing immunity from
personal liability, meaning he or she would have
the same legal exposure as a general partner.

The advantage of a limited partnership as a busi-
ness structure is that it provides a way for business
owners to raise money from passive investors (the
limited partners) without having either to take in
new partners who will be active in the business or
to engage in the intricacies of creating a corporation
and issuing stock.

Anthony and Janice’s plan is to buy
rundown houses, renovate them, and then sell
them at a good profit. All they lack is the cash
to make the initial purchases. To solve this
problem, they first create a partnership consist-
ing of the two of them. Then they establish a
limited partnership, with their own partnership
as the general partner, and seek others who are
willing to invest for a defined interest in the
venture. Anthony and Janice figure that they
need $100,000 to get started. They sell ten lim-
ited partnership interests at $10,000 each. The
limited partners are given the right to a percent-
age of the profits for a specified number of
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years, but they are not liable for any obligations
of the partnership.

A general partnership that’s been operating for
years can also create a limited partnership to fi-
nance expansion.

Judith and Aretha have been partners
in a small picture frame shop for two years.
They want to expand into a bigger store in a
much better location, where they can stock a
large selection of fine art prints as well as
frames. To raise money, they create a limited
partnership, offering each investor an 8% inter-
est in the total net profits of the store for the
next three years as well as the return of the in-
vested capital at the end of that period, in ex-
change for a $20,000 investment. They sell four
limited partnership interests, raising $80,000.

There is a downside to limited partnerships: Do-
ing business as a limited partnership can be at least
as costly and complicated as doing business as a
corporation. Although limited partnerships don’t
have to issue stock, state laws typically require that
a limited partnership file registration information
about the general and limited partners.

Watch out for confusing labels. Despite the

similarity in names, there are major differ-
ences between a limited parinership (discussed
above) and a limited liability parinership (discussed
below). To summarize:

o A limited partnership consists of at least one
general partner and one or more limited part-
ners. A general partner in a limited partner-
ship is personally liable for all debts of and
Judgments against the business—regardless of
who incurred the debt or other liability. A lim-
ited partner is generally not personally liable
Jfor any debts or judgments unless he or she ac-
tively participates in the business.

o A limited liability partnership (LLP) is a special
Jform of general partnership and is usually re-
served for professionals such as doctors, lawyers,
and accountants. Normally, a partner in an
LLP isn’t personally liable for the negligent acts
of other partners but is liable for his or ber own
negligence and for other partnership debts.

2. Choices for Professionals

If you are a professional, such as a doctor, lawyer,
or accountant, your choice of business structure
may have to take into account certain additional
factors. These include your need to avoid group li-
ability, and state laws or rules of professional ethics
governing your choices of business structure.

a. Professional Corporations

Laws in every state permit certain professionals to
form corporations known as “professional corpora-
tions” or “professional service corporations.” In
many states, people in certain occupations (for ex-
ample, doctors, lawyers, or accountants) who want
to incorporate their practice can do so only through
a professional corporation. In some states, some
professionals have a choice of incorporating as ei-
ther a professional corporation or a regular corpora-
tion (which can elect to be an S corporation).

The list of professionals eligible to incorporate is
different in each state. Usually, though, profession-
als that must create a professional corporation in-
clude:

e accountants

e engineers

e health care professionals such as audiologists,
dentists, nurses, opticians, optometrists, phar-
macists, physical therapists, physicians, and
speech pathologists

e lawyers

¢ psychologists

e social workers

e veterinarians.
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Call your state’s corporate filing office (usually
the secretary of state or corporation commissioner)
to see who is covered in your state.

Typically, a professional corporation must be or-
ganized for the sole purpose of rendering profes-
sional services and all shareholders must be li-
censed to render that service. For example, in a
medical corporation, all of the shareholders must be
licensed physicians.

Professional corporations aren’t as popular as
they used to be. The main reason for professionals
to incorporate—favorable corporate taxation rules—
has disappeared. Before 1986, professionals who
incorporated could shelter more money from taxes
than sole proprietors or partners could. This has all
changed. Most professional corporations are now
classified as “personal service corporations” by the
IRS (see “Personal Service Corporations,” below).
Because the corporate income of personal service
corporations is taxed at a flat rate of 35%, there’s no
longer any advantage to be gained by the two-
tiered tax structure that allows ordinary corporations
to save taxes on some retained earnings. Tax laws,
however, still give favorable treatment to fringe
benefits for corporate employees in professional
corporations. (See Section C2b, above.)

Personal Service Corporations

Personal service corporations are defined un-
der federal tax laws and have two basic char-
acteristics:
e the professional employees of the corpora-
tion own the stock; and
e the corporation performs services in the
fields of health, law, engineering, architec-
ture, accounting, actuarial science, per-
forming arts, or consulting.

The other reason for professionals to consider
incorporation is the limitation on personal liability.
It’s no secret that malpractice verdicts against pro-
fessionals continue to climb. While incorporating
can’t protect a professional against liability for his or
her negligence, it can protect against liability for the
negligence of an associate.

Dr. Anton and Dr. Bartolo are sur-
geons who practice as partners. Dr. Bartolo
leaves a medical instrument inside a patient,
who bleeds to death. The jury returns a $2 mil-
lion verdict against Dr. Bartolo and the partner-
ship. There is only $1 million in malpractice in-
surance to cover the judgment. Dr. Anton (along
with Dr. Bartolo) would be personally liable for
the $1 million not covered by insurance.

Drs. Anton and Bartolo create a
professional corporation. Dr. Bartolo commits
the malpractice described in Example 1. Dr.
Anton, a corporate employee, would not be per-
sonally liable for the portion of the verdict not
covered by insurance. Dr. Bartolo, however,
would still be personally responsible for the $1
million excess, because he was the one guilty of
malpractice. (In some states, Dr. Anton would
be free from personal liability only if the profes-
sional corporation carried at least the minimum
amount of insurance mandated by state law.)

Insurance is a better alternative for most profes-
sionals than is the limited liability offered by incor-
poration. But with malpractice rates soaring for
many professionals, it’s often hard to afford all the
insurance you could possibly need, so forming a
professional corporation can be a useful backup.

As an alternative to incorporating, professionals
wishing to limit their personal liability should con-
sider forming a professional limited liability com-
pany (PLLC) or limited liability partnership (LLP) as
described below.
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b. Professional Limited Liability
Companies

As explained above, licensed professionals are per-
mitted to incorporate but, in most states, they can do
so only by forming a special type of corporation—a
professional corporation (PC). Similarly, in many
states, licensed professionals who wish to form an
LLC are required to use a special type of LLC known
as a “professional limited liability company” (PLLC).

Lawyers or doctors in a group practice, for ex-
ample, may find it advantageous to form a PC or
PLLC so that each member of the group is legally
liable for only his or her malpractice—not the mal-
practice of other members of the group, as would
be the case in a partnership. Members of a PLLC
also won’t be personally liable for other business
debts such as obligations owed to business credi-
tors, lenders, and the landlord.

Typically, state laws require that all members of
a PLLC be licensed to practice the same profes-
sion—accounting, for example, or engineering.

Especially if the PLLC consists of lawyers, ac-
countants, engineers, doctors, or other health care
professionals, state law may require that each mem-
ber at least carry a specified amount of malpractice
insurance or be bonded.

Check the law in your state before
E setting up a PLLC. [f you're a professional
and considering the creation of a PLLC, you need to
check your state’s statute to learn which profession-
als can and can’t form such an entity. There’s wide
variation from state to state. (For example, in Cali-
Sfornia, mawy professionals, such as health profes-
sionals, therapists of any type, and architects, can-
not form any type of LLC.) If you're a member of a
state professional society, its administrator may
know the answer, or you can check the statute book
at a nearby public library. (See Chapter 24 for infor-
mation on doing legal research.)

c. Limited Liability Partnerships

In a few states, laws or professional ethics rulings
prevent accounting or law firms from doing business
as corporations or LLCs. If you're an accountant or
lawyer in such a state and would like some limita-
tion on your personal liability for business obliga-
tions, look into forming a limited liability partnership
(LLP). Unfortunately, the protection it offers is usu-
ally less than you’d get by forming a corporation or
LLC—but it's better than nothing.

Available in some but not all states, a limited li-
ability partnership is simply a general partnership
whose partners enjoy some protection from per-
sonal liability. LLPs are authorized under state stat-
utes and there’s a bit of variation from state to state.

Typically a partner in an LLP is personally liable
only for his or her own negligence (malpractice) or
that of an employee working directly under the
partner’s supervision; the partner isn’t personally
liable for the negligence of anyone else in the firm.
That's helpful but, as a partner in an LLP, you’re still
personally liable for a large variety of partnership
debts not involving your own negligent acts, for ex-
ample, obligations owed to business creditors, lend-
ers, and the landlord—regardless of which partner
incurred the obligation for the partnership.

Hillary, Edgar, and Paula—all certi-
fied public accountants—want to form a new
firm, but determine that ethics rules in their state
prevent them from forming a professional cor-
poration or PLLC. Instead, they form an LLP.
Hillary, during a period of disarray in her per-
sonal life, messes up big time on a tax return for
a major client, who has to pay huge penalties to
the IRS. The client sues for malpractice and is
awarded a $25,000 judgment. The LLP and
Hillary are liable for paying the judgment. Edgar
and Paula are not.

During the same period, Hillary also orders
$15,000 worth of fancy office furniture, which
the LLP can’t afford. All three partners are per-
sonally liable for the furniture debt. (By con-
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trast, if local ethics rules had allowed the three
accountants to organize their accounting firm as
a professional corporation or professional lim-
ited liability company and they had done so,
none of them would be personally liable for the
cost of the furniture unless they personally
guaranteed payment.)

Check the law in your state before setting
m up an LLP. [ you're a professional and con-
sidering the creation of an LLP, you need to check
your state’s statute to learn which professionals can
and which can’t form an LLP, because of the wide
variation from state to state. (For example, only ar-
chitects, accountants, and lawyers can form LLPs in
California, where LLPs are referred to as “registered
limited liability partnerships,” or RLLPs.) If you're a
member of a state professional society, its adminis-
trator may know the answer, or you can check the
statute book at a nearby public library. (See Chapter
24 for information on doing legal research.)

3. Nonprofit Corporations

Each state permits people to form nonprofit corpo-
rations, also known as not-for-profit corporations.
The main reason people form these corporations is
to get tax-exempt status under the Internal Revenue
Code (Section 501(c)(3)). To get tax-exempt status,
the corporation must have been formed for reli-
gious, charitable, literary, scientific, or educational
purposes.

If a corporation is tax-exempt under Section
501(c)(3), not only is it free from paying taxes on its
income, but people and organizations who contrib-
ute to the nonprofit corporation can take a tax de-
duction for their contributions. Because many non-
profit organizations rely heavily on grants from pub-
lic agencies and private foundations to fund their
operations, attaining 501(c)(3) status is critical to
success.

Tax-exempt status isn’t the only benefit available
to a nonprofit corporation. The nonprofit label
seems to create an altruistic aura around the organi-
zation and the people running it. The message is,
“We’re not in this for the money—we really do love
kids (or music or animals).” Also, an organization
that plans to do some heavy mailing may be at-
tracted by the cheaper postal rates that nonprofits
are charged.

What kinds of groups should consider becoming
nonprofit corporations? Here’s a partial list:

e child care centers

e shelters for the homeless

e community health care clinics

° museums

e hospitals

e churches, synagogues, mosques, and other
places of worship

e schools

e performing arts groups

e conservation groups.

Most nonprofit corporations are run by a board
of directors or trustees who are actively involved in
the work of the corporation. Officers and employ-
ees (some of whom may also serve on the board)
usually carry out the day-to-day business of the cor-
poration and often receive salaries.

Keep in mind that if you put assets into a non-
profit corporation, you give up any ownership or
proprietary interest in those assets. They must be
irrevocably dedicated to the specified nonprofit pur-
poses. If you want to get out of the business, you
can’t sell it and pocket the cash. If the nonprofit
corporation does end, any remaining assets must go
to another nonprofit.

E’ﬁ This book is addressed primarily to people

I starting and running a business for profit, so
you'll find little here on the peculiarities of nonprofit
corporations. If you want to learn about such corpo-
rations in greater depth, see How to Form Your
Own Nonprofit Corporation, by Anthony Mancuso
(Nolo). That book provides step-by-step instructions
Jor forming a nonprofit corporation in all states.
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4. Cooperatives and Cooperative-
Type Organizations

Some people dream of forming a business of true
equals—an organization owned and controlled
democratically by its members.

These grassroots business organizers often refer
to their businesses as a group, collective, or co-
op—but these are usually informal rather than legal
labels. Everyone who starts a business with others
needs to select a legal structure. Generally, this
means picking one of the traditional formats de-
scribed in this chapter: a nonprofit corporation, a
partnership, a C corporation, or an LLC. However,
some states do have specific laws allowing the for-
mation of a “cooperative corporation.” For example,
in some states, a consumer “co-op” could be cre-
ated to manufacture and sell arts and crafts.

If a co-op law exists in your state, it can help
make the process of democratic ownership go more
smoothly. Otherwise, you’ll need to make sure your
partnership agreement, corporate bylaws, or LLC
operating agreement contains the cooperative
features that you and the other members feel are
appropriate.

Ql To learn more about cooperative-type organi-
zations and bow to start one, visit the website
of the National Cooperative Business Association at
www.ncba.org. You can ovder many belpful publi-
cations there. Another fine resource is Co-op Incor-
poration Sourcebook (Center for Cooperatives, Uni-
versity of California at Davis). It reviews business
Jeasibility and legal requirements for starting a
nonagricultural cooperative in California. B
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here are two kinds of partnership: the

general partnership and the limited partnership.

This chapter discusses forming the more com-
mon kind, general partnerships. See Chapter 1, Section
F1, for basic information about limited partnerships.

Features of

the General Partnership

Main advantages. Simple and inexpensive to
create and operate. Owners (partners) report
their share of profit or loss on their personal
tax returns.

Main disadvantage. Owners (partners) are
personally liable for business debts.

> 337
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A. Why You Need
a Written Agreement

When you form a partnership to run a small busi-
ness, your partners will probably be family mem-
bers, close friends, or business associates. You may
think it’s unnecessary to sign a document with
people you know quite well. Experience proves
otherwise. No matter how rosy things are at the be-
ginning, every partnership inevitably faces problems
over the years. A well-thought-out written agree-

ment will help you preserve the business, as well as
your friendships.

You can, however, have a legally valid partner-
ship even without a written partnership agreement.
If you don’t sign an agreement, the laws of your
state will dictate how the partnership is run. That
isn’t all bad. Every state except Louisiana has
adopted either the Uniform Partnership Act (UPA)
or the Revised Uniform Partnership Act (RUPA).
States have sometimes made slight variations in
these laws but there is still a remarkable amount of
consistency from state to state.

These state laws solve many common partnership
problems in a sensible way. For example, the UPA
says that if you don’t have an agreement, each partner
shares equally in the profits and has an equal voice in
management of the business. The UPA goes on to say
that partners are not entitled to receive compensation
for services they provide to the partnership.

While it’s conceivable that the provisions of the
UPA are exactly what you and your partners want,
partners usually prefer to modify at least some of
them. For example, if one partner contributes far
more assets than others, that partner may deserve a
greater share of the profits. Or you may want to al-
low one or more partners to receive a salary for
their services. Or you may not want each partner to
have an equal voice in running the business. Simi-
larly, you may want to include customized provi-
sions on how to value a partner’s interest in the
business if a partner dies or leaves. In that situation,
many partners want to assign some value to the
goodwill of the business for tax purposes—some-
thing that does not happen automatically under the
UPA. With a written partnership agreement, you can
tailor your partnership to fit your needs.

There are other benefits to working out the details
in a written partnership agreement. You'll focus on
issues you might not have thought of—issues about
which you and your partners may have different opin-
ions. For example, what if one partner wants compen-
sation beyond a share of the profits to recognize
work he or she performs in the evening or on week-
ends for the partnership? By getting issues out into the
open early, you can nip problems in the bud.
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Most Partnership

Information Is Confidential

The terms of a partnership agreement for a
general partnership don’t have to be made
public. But, in some states, you must file a cer-
tificate of partnership, stating the names of the
partners, with a county official (such as the
county clerk) or state official (such as the sec-
retary of state). (See Chapter 6, Section B3.)

B. An Overview of Your
Partnership Agreement

It's up to you and your partners to decide what
shape the partnership will take. A lawyer can help
you focus on issues and suggest possible solutions,
but you and your partners—not the lawyer—must
make the basic choices.

This section goes through the clauses that are
usually included in a partnership agreement for a
small business.

=] Chapter 2 of Legal Forms for Starting &

i~1 Running a Small Business contains a
sample parinership agreement.

Where to Find Help

With Partnership Agreements

The Partnership Book, by Denis Clifford and
Ralph Warner (Nolo). It’s the source of the
clauses in this chapter, and contains extensive
additional material on forming, managing, and
ending a partnership.

1. Name and Term

Although many partnerships do business using the
last names of the partners, it's both legal and com-
mon for a partnership to have one name and to do
business under another name. For example, the part-
nership of Jones, Gold, and Sanchez could decide to
do business as Seafood Express. The name Seafood
Express would be an assumed name, or fictitious
name, which you’d have to register with the appro-
priate state or county office.

m Chapter 6 contains a thorough discussion
L of business and product names.

Another issue is how long the partnership will
last. If you want it to go on indefinitely, include a
clause in your partnership agreement like this:

The partnership shall last until it is dissolved by
all the partners or a partner leaves, for any
reason, including death.

On the other hand, if you plan to develop a par-
ticular piece of real estate or do some other finite
task, you might want a clause with a definite date,
such as one of the following:

The partnership shall commence as of the date
of this agreement and shall continue for a
period of ____ years, at which time it shall be
dissolved and its affairs wound up.

or

The partnership shall continue until specify

an event such as “the completion and sale of

The Commercial Office Plaza”], at which time

the partnership shall be dissolved and its affairs

wound up.
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2, Purpose

The purpose of the partnership should be broadly
stated in plain English. The advantage of a broad
statement of partnership purposes is that you have
flexibility if the business evolves. Here are two typi-
cal purpose clauses:

The purpose of the partnership is to operate

one or more stores for the sale of records,

tapes, compact discs, or other related merchan-

dise.

or

The purpose of the partnership is to operate a
bookkeeping and tax preparation service for

individual clients and small businesses.

On the other hand, if you're sure you're creating
your partnership for a short-term, specific purpose,
such as presenting one trade show, it would be ap-
propriate to use a more limited purpose clause,
such as this one:

The purpose of the partnership is to organize
and present this year’s Builders and Home
Improvement Show at the Municipal Conven-

tion Center.

3. Contributions

Your partnership agreement should describe the ini-
tial contributions that you and your partners will
make. Often, each partner contributes cash only.
The amounts of contributions may be equal, but
don’t have to be. For example, one partner might
contribute $5,000 while another contributes $1,000
and a third contributes a pickup truck. If a partner
contributes property such as a vehicle, tools, a
building, a patent, or a copyright, you need to
agree on the value of that property. You can also
provide that one of the partners will contribute per-

sonal services (perhaps painting the business head-
quarters) in return for a partnership interest. Keep in
mind that a partner can sell, lend, lease, or rent
property to the partnership too.

a. Cash Contributions

It’s logically neat if each partner contributes an equal
amount of cash to a new business. Otherwise, part-
ners who invest more money than the others may
feel entitled to a larger voice in making partnership
decisions. But in the real world, not all partners are
always able to make equal contributions of cash.
One way to handle this is to have the partner who
contributes more lend the extra amount to the busi-
ness rather than contribute it outright.

Ricardo and Alberta are opening a
martial arts training center. Ricardo has just left a
job at a corporation and received a handsome
severance package. He’s willing to put $40,000
into the business. Alberta, on the other hand, is a
single mother who wants to start a business pre-
cisely because she is short of money. She can
raise $10,000. Alberta could contribute $10,000
and Ricardo $40,000, with Ricardo having more
say in partnership decisions than Alberta. But an
easier and more democratic approach would be
for each to contribute $10,000 in cash, with
Ricardo lending the partnership the additional
$30,000, to be repaid over three years at 10% an-
nual interest.

A basic clause for equal cash contributions reads
as follows:

The initial capital of the partnership shall be a

total of $ . Each partner shall

contribute an equal share amounting to
$  nolaterthan__
20____. Each partner shall own an equal share

of the business.
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If a partner can’t initially contribute the desired
amount of cash, another way to handle this prob-
lem is to agree that he or she will make payments
over time. Here’s a sample clause.

Arthur Feldman shall be a partner upon making
an initial contribution of $1,000 to the capital
of the partnership. He will subsequently
contribute to the partnership capital, and his
capital account shall be credited, in the amount
of $100 per month beginning July 1, 20__,
until he has contributed the sum of $5,000
(including the initial $1,000 payment).

Interest on Partnership Investment: Should
partners receive interest on their contributions of
capital? Generally, no—after all, the money is al-
ready at work building a jointly owned business.
But either way you decide this issue, cover it with a
specific clause in the partnership agreement.

b. Contributions of Services

Sometimes, a partner’s contribution consists wholly
or in part of services. In the above example con-
cerning Alberta’s contribution to the martial arts
training center, another way to handle the disparity
in available cash would be for Alberta to agree to
work a certain number of hours more than Ricardo
at a fixed rate (say $20 per hour) until the contribu-
tions were equalized. After that, the partners would
work an equal amount of hours each week. If a
partner is going to contribute services in return for
an interest in the business, this should be spelled
out in the partnership agreement.

Margaret and Alice form a 50/50
partnership for catering parties. Each will spend
equal time on preparing the food and delivering
it. Margaret contributes $10,000 to get the busi-
ness going. Alice agrees to contribute unpaid
labor as a bookkeeper and business manager
for one year over and above the amount of
time she spends on food-related work. Their

intention is to equalize the contributions of the
partners.

c. Contributions of Property

Some or all of the partners may contribute property
as well as, or instead of, cash. A clause covering
this possibility might look like this:

shall contribute property

valued at § consisting of

by
, 20____. [If the property is

difficult to describe, describe it in detail on a
separate sheet of paper marked “Exhibit A"
and add here, “and more particularly described

in Exhibit A, attached to this agreement.”]

Getting expert help. If you re transferring

property to your partnership, you may need
the assistance of a tax expert. Such contributions
raise questions about what tax basis (value) will be
assigned to the property being transferred. The IRS
looks at tax basis in determining how much profit
you've gained when the property is later transferred
or sold as well as the amount of losses you can claim
on your tax return if the business is not profitable.
These tax details are beyond the scope of this book.

4, Profits, Losses, Draws,
and Salaries

How will partners be compensated? The first issue is
how you’ll divide profits once a year or at the end of
some other fixed period. You should also determine
whether any partners can receive an early draw
against their share of the profits—that is, be paid a
portion of profits sooner than other partners. This
might be appropriate if one partner is coming into
the partnership with less savings than the others and
is counting on partnership income for living ex-
penses.
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You'll also need to decide whether any partners
will receive a salary for work done in the business
in addition to draws on their share of profits. If
equal partners will all work a roughly equal number
of hours, there’s no need to pay salaries; an equal
division of profits with or without a draw should be
adequate. But if one partner will work more hours
than the others, paying that partner a salary may be
sensible. Or you could give the harder-working
partner a larger share of the profits. If salaries are
paid, they’re a normal business expense and don’t
come out of profits.

If profits are shared equally, the following clause
would be appropriate:

The partners will share all profits equally, and

they will be distributed [monthly, yearly, etc.].

All losses of the partnership will also be shared
equally.
On the other hand, if profits and losses will be

shared unequally, here are some sample clauses to
consider:

Partnership profits and losses will be shared
among the partners as follows:

Name Percentage

or

Partnership profits and losses shall be shared

among the partners as follows:

% of % of

Name

Profits Losses

or
Partnership profits and losses shall be shared by
the partners in the same proportion as their
contributions of capital bear to each other.
A draw is an advance of anticipated profits paid
to a partner or partners. It's easiest if draws are to be
made by all partners. But if you want to authorize

draws for only certain partners, a clause like the fol-
lowing is appropriate:

Partners and

are entitled to draws from

expected partnership profits. The amount of

each draw will be determined by a vote of the

partners. The draws shall be [monthly or on any

other kind of schedule that you agree to].

You may also want to provide for the partnership
to retain some profits in the business for new equip-
ment, expansion, or employee bonuses. Here’s a
sample clause:

In determining the amount of profits available
for distribution, allowance will be made for the
fact that some money must remain undistributed
and available as working capital as determined
by [for example, “all partners” or “a majority of

partners”].

Even though profits are reinvested, you and the

other partners are taxed on your shares of them at
your individual rates. (Chapter 1, Section C2b, dis-
cusses how a regular corporation may afford tax ad-
vantages over a partnership when a business has re-
tained earnings.)



STRUCTURING A PARTNERSHIP AGREEMENT 2/7

The Authority of Partners

Do you want each partner to be able to make
decisions that bind the partnership in the nor-
mal operation of its business? Or do you want
some limitations—for example, that large con-
tracts or purchases must be approved in ad-
vance by a majority of the partners? You can
address this issue in your partnership agree-
ment. But remember that while a limitation on
a partner’s authority is binding among the part-
ners themselves, it doesn’t necessarily limit li-
ability to outsiders who deal with the partner.

Peggy, Roger, and Lisa run a
bookkeeping and billing service for several
doctors, dentists, and clinics. Peggy, who is a
computer whiz, believes that there’s no such
thing as too much electronic equipment. So
in the partnership agreement, a clause pro-
vides that any purchase of equipment re-
quires the approval of at least two of the
partners. Peggy buys three notebook com-
puters, two laser printers, and assorted mo-
dems and fax machines for the partnership,
without approval. The partnership and each
partner are liable for the $12,000 bill, even
though the partners limited liability among
themselves. When Peggy purchased the
equipment, the computer store didn’t know
what was in the partnership agreement—the
usual case. And Peggy appeared to have au-
thority to bind the partnership. The other
partners, however, will have a legal claim
against Peggy because she exceeded her au-
thority under the partnership agreement.

LAW IN THE REAL WORLD

A Profitable Experience

Jan and Mike discussed forming a partnership
to open a desktop publishing service aimed at
helping small businesses design brochures, fly-
ers, and other promotional material. The idea
of sharing the work and profits 50-50 appealed
to both of them. There was only one major
hang-up: The partnership agreement form they
looked at provided for profits to be divided at
the end of the year. This was okay with Mike,
who had received a generous severance pack-
age from a former job, but not for Jan, who
was trying to put her daughter through college
and had no financial cushion.

Recognizing their different circumstances,
Jan and Mike agreed Jan would be allowed to
take a monthly draw against her share of
anticipated partnership profits of $3,000. And
because they realized a new business needs all
the cash it can get its hands on, Mike would
wait and take the same amount at the end of
the year. Then Mike and Jan would split any
additional profits.

To guard against the possibility that Jan’s
draw would use up more than half of the
profits and shortchange Mike, the partners,
after checking the tax consequences with
their tax advisor, also agreed that any amount
Jan received over her 50% share would be
considered a personal loan from the partner-
ship, to be repaid out of her share of future
years’ profits.
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5. Management Responsibilities

It's wise to pin down the basic way you’ll operate
the business. Commonly, in small business partner-
ships, all partners are involved in management and
supervision, justifying a clause like the following:

All partners shall be actively involved and
materially participate in the management of

operation of the partnership business.

You can go further if you want every partner to
have a veto power:

All partnership decisions must be made by the
unanimous agreement of all partners.

Some small business partnerships distinguish be-
tween major and minor decisions, allowing a single
partner to make a minor decision but requiring una-
nimity for major ones. If you decide to go down
this road, you have to figure out how to define a
major decision. The distinction between major and
minor decisions—especially purchases or the under-
taking of obligations—is often based on a dollar
amount. A clause like this one would be appropri-
ate:

All major decisions of the partnership business
must be made by a unanimous decision of all
partners. Minor business decisions may be
made by an individual partner. Major deci-
sions are defined as all purchases and con-
tracts over $5,000 [or other definition of major
decisions].

If you want to provide for unequal management
powers, here are some clauses to consider:

Each partner shall participate in the manage-
ment of the business. In exercising the powers
of management, each partner’s vote shall be in

proportion to his or her interest in the

partnership’s capital.

or

In the management, control, and direction of
the business, the partners shall have the

following percentages of voting power:

Name Percentage

If the partners are going to contribute different
types of skills, you may also want to state that in
your partnership agreement. And while it may seem
unnecessary to list the hours to be worked, you
may avoid possible problems through a clause such
as the following:

Except for vacations, holidays, and times of
illness, each partner will work
hours per week on partnership business.

Consider a clause on leaves of absence or sab-
baticals. How much time off is allowed? And what
happens to a partner’s right to receive pay or profits
while on leave?

Other financial matters to be dealt with in the
partnership agreement may include the following:

e May partners borrow money on behalf of the
partnership? Is there a dollar limit on how
much a partner can borrow on behalf of the
partnership without the prior consent of all
partners?

e Are expense accounts authorized? If so, is
there a limit on the amount?

e How many signatures are required on part-
nership checks and to withdraw money from
the partnership bank account?

e How many weeks of paid or unpaid vacation
each year are partners entitled to?
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6. Partners’ Outside
Business Activities

A key partnership question is whether or not any
partner can engage in outside business. In some in-
stances, they must, at least at first, because the part-
nership business income isn’t enough to live on. If a
partner can engage in outside business, what types
are permitted? You wouldn’t want a partner to di-
rectly compete with the partnership. That would be
a conflict of interest. But how do you define direct
competition? If the partners are running a restau-
rant, can one of the partners own a catering busi-
ness? Or work in a delicatessen? There are at least
four different approaches to this issue. You can:

e Allow partners to engage in one or more
other businesses except for those that directly
compete with the partnership business.

e Allow partners to engage in other businesses
without any other restrictions.

e List permitted activities.

e Prohibit partners from participating in any
other business.

Here’s an example of the first approach:

Any partner may engage in one or more other
businesses as well as the business of the
partnership, but only to the extent that this
activity does not directly and materially
interfere with the business of the partnership
and does not conflict with the time commit-
ments or other obligations of that partner to the
partnership under this agreement. Neither the
partnership nor any other partner shall have
any right to any income or profit derived by a
partner from any outside business activity

permitted under this section.

LAW IN THE REAL WORLD

Outside Interests

When Ted M. and Ted Y. formed a partnership
and opened a bookstore (yup, they called it
Two Teds), they didn’t expect to make much,
if any, money right away. According to their
business plan, it would take two to three years
for the store to be solidly profitable. In the
meantime, both men would have to hold down
second jobs. This led to a serious problem.
Both men already worked in the book business
(Ted M. managed a secondhand book shop,
and Ted Y. was a sales rep for a large pub-
lisher) and wanted to avoid any hint of a con-
flict of interest between their personal and
partnership interests.

Ted Y. explained his store plans to the pub-
lisher he worked for, who agreed to reduce his
sales territory and let him work three days per
week. (Ted Y. also promised to work 30 hours
at Two Teds.) Because selling books to stores
and selling them to the public aren’t competi-
tive operations, it was easy for the Teds to
agree in writing as part of their partnership
agreement that Ted Y.’s job didn’t amount to a
conflict of interest with the partnership.

Ted M.’s situation was tougher. No matter
how much they thought about it, managing
one store while owning part of another in the
same city reeked of possible conflicts of inter-
est. To solve this, it was decided that Ted M.
would quit managing the other store. Initially,
at least, he would work 55 hours per week at
Two Teds and be paid a reasonable salary
for the 25 hours per week he worked more
than Ted Y.



2/10

LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

7. Departure of a Partner—Buyouts

Now we're getting into one of the most essential—
but complicated—areas of a partnership agreement:
what you'll do if one of the partners voluntarily
leaves, becomes disabled, or dies. These things are
not easy to think about when you’re caught up in
the excitement of starting a new business. Still, it’s
risky to postpone facing them. Sooner or later the
partnership will change and fundamental issues will
come up. A partner may want to leave for any num-
ber of reasons—such as to start another business or
to move to another part of the country. Or maybe a
partner will retire or die. Can the departing partner
sell his or her interest? Do the remaining partners or
partner have the right to buy it? How is the pur-
chase price determined?

If one partner quits or dies, most partnership
agreements very sensibly require a departing part-
ner to give the remaining partners the chance to
buy out his or her share and continue the business
before selling or transferring it to outsiders. Here’s a
sample “right of first refusal” clause designed to ac-
complish this:

If any partner leaves the partnership, for
whatever reason, whether he or she quits,
withdraws, is expelled, retires, or dies, or
becomes mentally or physically incapacitated
or unable to fully function as a partner, he or
she, or (in the case of a deceased partner) his
or her estate, shall be obligated to sell his or
her interest in the partnership to the remaining
partners, who may buy that interest under the

terms and conditions set forth in this agree-

ment.

This option protects the remaining partners. But
what if the departing partner has found a buyer
who is willing to pay a hefty price for that partner-
ship interest? Some partnerships don’t compel a de-
parting partner to take a lower price (as predeter-

mined in the partnership agreement) than he or she
would get from a bona fide outside buyer; their
partnership agreements provide that the existing
partners must pay the market price for the depart-
ing partner’s share. Either way you resolve this is-
sue, you should spell out your solution in the part-
nership agreement.

Here’s a different approach:

If the remaining partners do not purchase the
departing partner’s share of the business under
the terms provided in this agreement within
_____days after the departing partner leaves,
the entire business of the partnership shall be
put up for sale and listed with an appropriate

sales agent or broker.

a. Valuing a Partner’s Share

One major issue in a buy-out clause is how you’ll
set the worth of the business—and the value of a
partner’s share. Let’s look at some specific valuation
methods.

The asset valuation method is based on the cur-
rent net worth of the business (assets minus liabili-
ties). As of the date the departing partner leaves,
the net worth of all partnership assets is calculated
and all outstanding business debts are deducted to
determine net worth. Because goodwill isn’t a tan-
gible asset, it's not counted. The departing partner
receives his or her ownership percentage of this
amount, under whatever payout terms you agreed
on.

The book valuation method is a variation of the
asset valuation method. You calculate the value of
all partnership assets and liabilities as they’re set
forth in the partnership accounting books, which
basically means the acquisition cost. Because book
value doesn’t cover goodwill, in a successful busi-
ness it has little relation to what the business is re-
ally worth. Furthermore, the acquisition cost of
property is unlikely to be its current worth.
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The set-dollar method involves an agreement by
the partners in advance that if one partner departs
from the partnership, the others will buy out his or
her share for a preestablished price. Before adopt-
ing this method, be aware that the price selected
may be arbitrary. Even if accurate for the present
time, the worth of the business may fluctuate, mak-
ing a predetermined value out of date. You might
consider having the partners unanimously establish
a value in writing for the partnership each year.

A post-departure appraisal means that you agree
to have an independent appraiser determine the
worth of the partnership when a partner departs. It
sounds good in principle, but because many small
businesses aren’t amenable to precise valuation,
even in the hands of an expert appraiser, it can lead
to bitter arguments later.

The capitalization of earnings method deter-
mines what the business is worth based on what it
earns. Unless there’s an open market to set a price,
the best estimate of what a business is worth often
depends on its earning capacity. This method works
best with a business that’s been around for several
years. First you need to measure the earnings of the
business for a year or more. Then you must agree
on a multiplier (often two to five) which, in effect,
takes into consideration the fact that a buyer hopes
to reap profits in future years. Finally, you multiply
the earnings by your multiplier to arrive at a value.
But how do you establish the multiplier? Often one
is already loosely established in a particular indus-
try. A consultant or trade magazine may tell you
that profitable dry cleaning businesses are often
sold on the basis of multiplying profits by a certain
number. Be aware that this sort of information is at
best an estimate, which can change by industry, in-
dividual business, and year. If you decide to use
this method of valuing your business, you'll need
expert advice.

You may want to have a different buyout price
depending on when or why a partner departs. For
example, a partner who leaves during the initial
stages of a business (say, the first one or two years)
may be entitled only to the balance in his or her

capital account. After that initial period, the depart-
ing partner’s interest could be calculated by a
method that more accurately reflects the actual op-
eration and success of the business.

You could also have varying formulas depending
on why the partner leaves. For example, there
might be one formula if the partner becomes dis-
abled, retires over age 65, or dies, and another for-
mula if the partner leaves under other circum-
stances.

b. Payments to Departing Pariners

Your partnership agreement should provide for a
payment schedule if there’s a buyout. Otherwise,
the departing partner would have the right to col-
lect for the full value of his or her interest promptly.
This could become a serious problem if a partner
dies, since the deceased partner’s family would
likely insist on exercising this right.

Your decision on payment terms has a close re-
lationship to the method you use for determining
the buyout price. If the remaining partners can pay
the price over a number of years, they're usually
willing to pay a higher buyout price than if they
must pay all the cash the day a partner leaves.

One of the best ways to finance the buyout of a
partner’s interest is through insurance. If a partner
dies, the proceeds from the partnership-financed
insurance policy are used to pay off his or her
share, and partnership operating income doesn’t
have to be used. Many profitable partnerships buy
insurance against each partner’s serious illness, in-
capacity, or death. This can be a sensible way of
obtaining money to pay off a deceased partner’s in-
terest; a term policy, which is relatively cheap, is
especially good.

8. Continuity of the Partnership

If a partnership has more than two members, the
remaining partners usually want to continue the
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business as a partnership when a partner leaves.
Here’s a clause that you can use to assure the con-
tinuation of a partnership:

In the case of a partner’s death, permanent
disability, retirement, voluntary withdrawal, or
expulsion from a partnership, the partnership
shall not dissolve or terminate, but its business
shall continue without interruption and without
any break in continuity. On the disability,
retirement, withdrawal, expulsion, or death of
any partner, the others shall not liquidate or
wind up the affairs of the partnership, but shall
continue to conduct the partnership under the

terms of this agreement.

9. Noncompetition
of Departing Partner

Another issue relating to a partner who leaves the
partnership is future competition. You may want to
prohibit the departing partner from competing
against your firm. This may include the protection
of your trade secrets and customer lists.

Legally, this is a touchy area. Forbidding a part-
ner from engaging in his or her usual way of earn-
ing a living is a drastic act, and courts often refuse
to enforce unfairly restrictive terms. To be legal, a
noncompetition agreement normally must be rea-
sonably limited in both time and geographical area
and be otherwise fair. State laws vary in regard to
noncompetition clauses, and it’s not always possible
to tell whether or not a judge will enforce one. If
you're determined to include a noncompetition
clause in your agreement, it makes sense to see a
lawyer familiar with small business concerns.

This sample clause will give you an idea of how
these clauses are often drafted:

On the voluntary withdrawal, permanent

disability, retirement, or expulsion of any

partner, that partner shall not carry on a
business the same as or similar to the business
of the partnership within the [describe ared] for

a period of [time period you've agreed on].

10. Control of Partnership Name

A business name can be valuable. The partnership
agreement should spell out what happens to it if a
partner leaves. There are a number of ways to
handle this, including a clause stating that the part-
nership continues to own the name, that one part-
ner owns the name, that control of the name will be
decided on at a later date, or, finally, that in the
event of dissolution, the partnership business name
will be owned by a majority of the former partners.

11. Resolving Partnership Disputes

Suppose there’s a serious disagreement between the
partners and you can’t resolve it by personal discus-
sions and negotiations. You may find yourself in
court, which is a costly, time-consuming, and emo-
tionally draining way to deal with the dispute. For-
tunately, there’s a way around litigation as a means
of resolving disputes. You can provide in your part-
nership agreement for mediation or arbitration or
both. These subjects are treated in more depth in
Chapter 22. Please read that discussion if you're not
fully familiar with these methods.

Here’s an example of a mediation clause:

Any dispute arising out of this agreement or the
partnership business will be resolved by
mediation, if possible. The partners pledge to
cooperate fully and fairly with the mediator in
an attempt to reach a mutually satisfactory
compromise fo a dispute. The mediator will be

. If any partner to a

dispute feels it cannot be resolved by the
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partners themselves, he or she shall so notify
the other partners and the mediator in writing.
Mediation will commence within ____ days of
the Notice of Request for Mediation. The cost
of mediation will be shared equally by all
partners fo the dispute.

To protect yourselves should mediation fail, you
can follow up with an arbitration clause that takes
over if a dispute can’t be mediated to the satisfac-
tion of the parties. The partners are bound by the
arbitrator’s decision, which can be enforced in
court.

m See Chapter 22, Sections B and C, for
m additional mediation and arbitration
clauses.

If you include both mediation and arbitration
clauses in your partnership agreement, you need to
decide whether the mediator and arbitrator should
be the same person. If you have the same person
playing both roles, you don’t run the risk of having
to present the case twice—first to the mediator and
then, if mediation fails, to the arbitrator. On the
other hand, the person who has ultimate power to
make a decision as an arbitrator may be less effec-
tive as a mediator.

C. Changes in Your
Partnership

As your business changes, your partnership agree-
ment will have to change, too. For example, the ad-
dition of a new partner requires revision of at least
the clauses listing the partners’ names and those
covering contributions and distribution of profits.

Even if you admit no new partners, the growth
of your business may require you to change your
agreement. You and your partners may decide to
run your expanded business differently than the
original business. Or maybe more cash is required,
and the partners decide that their contributions
should be in proportions different from those origi-
nally agreed to.

Any time you make a significant change in the
structure or operation of your business, you should
change the partnership agreement to reflect it.

The owners of most small partnerships specify
that the partnership agreement may be amended
only by the written consent of all partners. But you
can create any amendment clause you choose. For
example, you could specify that the agreement can
be amended by vote of 51% of the partners or by
51% of the capital accounts.

At some point, your partnership may well decide
to add another partner. You may need a new
partner’s contribution of cash or skills, or you may
want to retain a key employee by making him or
her a partner. Because a partnership technically is
dissolved when a new partner joins it, it's helpful to
include a clause in your partnership agreement such
as the following one:

Admission of a new partner shall not cause
dissolution of the underlying partnership
business, which will be continued by the new

partnership entity.
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hapter 1 introduced the basic business

entities—the sole proprietorship, the part-

nership, the limited liability company, and
the corporation. This chapter tells you more about
setting up a corporation. We'll start with the struc-
ture of a corporation, including the roles of the key
players: the incorporators, shareholders, directors,
officers, and employees. Then we’ll look at corpo-
rate finance—how you get money into the corpora-
tion and how you take it out. Next we’ll walk step
by step through the procedures for setting up a cor-
poration. Finally, we’ll examine some sound corpo-
rate business practices.

The material in this chapter applies to most, but
not all, new corporations. Generally, this material
will apply to you if your proposed corporation fits
the following profile:

e A relatively small number of people—about
ten or fewer—will own the corporate stock.

e All or most of the owners will participate di-
rectly in managing and running the business;
investors who don'’t directly participate will
generally be limited to friends or family mem-
bers.

e All of the owners will live in the state in
which you form your corporation and con-
duct your business.

Lawyers often call a small corporation that fits
this profile a “closely held corporation.” We'll bor-
row this term in its most general, nontechnical sense.

Classifying your corporation at the outset is im-
portant because if you’re a closely held corporation
and sell stock to only a few friends or family mem-
bers, normally you’ll be exempt from all but the

most routine requirements of federal and state secu
rities laws.

But if you sell stock in your corporation to out-
side investors—people who won't help run the
business or aren’t closely tied to people who are—
you must comply with those laws. So if you want to
sell stock to a wider range of people, especially if
any of them live in a different state, you'll need to
learn more about the requirements of the securities
laws. In many states, there are generous exemptions

that allow sales of stock to as many as 35 investors
without complicated paperwork. But because this is
such a technical area and laws vary from state to
state, you should seek legal advice from a lawyer
knowledgeable about securities laws before you of-
fer stock to outsiders.

A. The Structure
of a Corporation

Corporations are controlled primarily by state, not
federal, law. This means that 50 different sets of
rules cover how corporations are created. Terminol-
ogy differs from state to state. For example, most
states use the term “articles of incorporation” to re-
fer to the basic document creating the corporation,
but some states (including Connecticut, Delaware,
New Jersey, New York, and Oklahoma) use the
term “certificate of incorporation.” Tennessee calls it
a “charter,” and Massachusetts uses the term “ar-
ticles of organization.” Fortunately, the similarities in
corporate procedure outweigh the differences, so
most of what you find in this chapter will apply to
your own situation. Nevertheless, watch out for the
differences.

People involved in a corporation traditionally
play different legal roles: incorporator, shareholder,
director, officer, employee. We'll look at those roles
here. But, in virtually every state, there’s a way that
you can set up a corporation in which one or two
people play all roles.
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LAW IN THE REAL WORLD

Keeping a Hand in the Business

Anne opened a small business providing cus-
tomized bookkeeping software for manicurists.
For several years she struggled financially as
she tried to convince small nail shops that buy-
ing her computerized system would ultimately
be far cheaper than keeping records in a shoe
box. Finally, when a trade magazine gave her
system a rave review, business took off. Sud-
denly Anne found herself hiring employees,
upgrading and customizing her software, and
greatly increasing her marketing activities.

Anne soon realized that she couldn’t do it
all herself. Her key employees were increas-
ingly critical to her success. To help ensure
their loyalty and hard work, Anne decided to
give them an ownership interest in the busi-
ness. She accomplished this by forming a
closely held corporation, Digital Nail Inc. Ini-
tially Anne owned 100% of the stock, but un-
der the terms of a shareholders’ agreement,
half a dozen or so key employees receive
stock each year.

Although Anne will always remain the ma-
jority owner, over time each longtime em-
ployee will gain a significant share. If an em-
ployee leaves the company, his or her stock
will have to be sold back to Digital Nail at its
book (asset) value—considerably less than its
market value (assuming the business continued
to prosper and was sold or went public). In
short, not only does Anne’s plan give key em-
ployees a stake in the success of the company,
it provides a powerful incentive for them to
stick with Digital Nail.

1. Incorporators

The incorporators (called the promoters in some
states) do the preparatory work. This may include
bringing together the people and the money to cre-
ate the corporation. It always includes preparing
and filing the articles of incorporation—the formal
incorporation document that is filed with a state of-
fice such as the secretary of state. Although several
people can serve as incorporators and sign the ar-
ticles of incorporation, only one incorporator is re-
quired by law. Once the articles of incorporation
are filed, the incorporator’s job is nearly done. The
only things that remain to be done are to select the
first board of directors and to adopt the corporate
bylaws (although, in some states, bylaws may be
adopted by the directors).

2. Shareholders

The shareholders own the stock of the corporation.
One person can own 100% of the stock. Among the
things that only shareholders can do are these:

e Elect directors (although the initial board of
directors is usually selected by the incorpora-
tor or promoter)

e Amend bylaws

e Approve the sale of all or substantially all of
the corporate assets

e Approve mergers and reorganizations

e Amend the articles of incorporation

e Remove directors

e Dissolve the corporation.

State laws typically require that the shareholders
hold an annual meeting. However, in many states, a
“consent action” or “consent resolution”—a docu-
ment signed by all of the shareholders—can be
used in place of a formal meeting.
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For the corporation to elect S corporation sta-
tus under federal tax laws, all shareholders must
sign the election form that’s filed with the IRS.
(For more on this, see Section F, Step 12.)

3. Directors

The directors manage the corporation and make
major policy decisions. Among other things, the
directors authorize the issuance of stock; decide
on whether to mortgage, sell, or lease real estate;
and elect the corporate officers. Directors may
hold regular or special meetings (or both). How-
ever, in many states, it's simpler and just as effec-
tive for the directors to take actions by signing a
document called a “consent resolution” or “con-
sent action.”

The incorporators or shareholders decide how
many directors the corporation will have. The
number of directors is usually stated in the articles
of incorporation or in the corporate bylaws. Most
states specifically permit corporations to have just
one director. In the remaining states, the require-
ment is that there be at least three directors, but
there’s an exception for corporations with fewer
than three shareholders. If there are only two
shareholders, the corporation can operate with
two directors; if there’s only one shareholder, the
corporation needs only one director.

Anita, Barry, and Clint create a
corporation in Michigan. They choose Anita
to be the sole director. They can do this be-
cause the law in Michigan—as in many other
states—permits a corporation to function with
a single director regardless of the number of
shareholders.

Dustin, Erwin, and Faye create
a corporation in California. They would like
Dustin to be the sole director, but California

law requires them to have at least three directors
if there are three or more shareholders; they can
have a single director only if the corporation has
a single shareholder. Therefore, Dustin, Erwin,
and Faye create a three-person board of direc-
tors and appoint themselves to those positions.

4, Officers

The officers are normally responsible for the day-to-
day operation of the corporation. State laws usually
require that the corporation have at least a president,
a secretary, and a treasurer. The president is usually
the chief operating officer of the corporation. The
secretary is responsible for the corporate records.
The treasurer, of course, is responsible for the cor-
porate finances, although it’s common to hand day-
to-day duties to a bookkeeper. The corporation can
have other officers—such as a vice president—as
well. In most states, one person can hold all of the
required offices.

Abdul forms a Texas corporation. He
provides for the two corporate offices—presi-
dent and secretary—that are required by Texas
law. He appoints himself to both offices. This is
legal in Texas and in most other states.

5. Employees

Employees work for the corporation in return for
compensation. In the small corporations we’re con-
sidering in this chapter, the owners (shareholders)
are usually also employees of the corporation.

It's through your salary and other compensation
as a corporate employee that you'll receive most of
your financial benefits from the business. Often the
person who runs the business day-to-day gets the
most compensation. This may or may not be the
president.
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6. How It All Fits Together

If you’re new to all of this, the numerous compo-
nents of a corporation may seem unduly compli-
cated for a small business. Fortunately, it all fits to-
gether quite smoothly and easily.

Al, Bev, and Carla decide to form a
corporation to run a fitness center. Their plan is
to invest $10,000 apiece and be equal owners.
Since state law requires only one person to sign
the papers setting up the corporation, Bev signs
the Articles of Incorporation for ABC Fitness
Center Inc. and sends them to the secretary of
state’s office along with the filing fee. Bev is the
incorporator.

Next, Bev adopts bylaws for the corpora-
tion calling for a three-person Board of Direc-
tors. She elects herself, Al, and Carla to serve as
the first directors. The three of them then elect
Bev to be the president, Al to be the secretary,
and Carla to be the treasurer—so the three of
them are then the officers of the corporation.

When Al, Bev, and Carla each pay $10,000
into the corporate bank account, they each re-
ceive a stock certificate for 10,000 shares of cor-
porate stock; at that moment, they become
shareholders.

All three are active in running the business,
working 50 hours a week and receiving a sal-
ary. Al and Bev, who have experience as per-
sonal trainers, take charge of training customers
and supervising a small staff of other workers.
Carla, who studied business in college, looks
after the finances—billing customers, marketing,
ordering supplies. So in addition to their other
roles in the corporation, Al, Bev, and Carla are
employees.

B. Financing Your Corporation

It doesn’t take an MBA degree to grasp the funda-
mentals of corporate finance in the typical small
business. Assets come into the corporation in two
forms: equity and debt. Let’s look at each.

1. Funding Your Corporation
With Equity

Basically, equity means shareholders contribute
cash, valuable property, or services to the company
in exchange for stock in the company. The number
of shares issued is somewhat arbitrary, but the cus-
tomary practice in some places is for new corpora-
tions to issue one share for each dollar invested.

The most common way to pay for stock is with
cash. For example, you may put $5,000 into the
company in return for 5,000 shares of corporate
stock. But money isn’t the only thing that you can
invest in a company in return for stock. You may
also transfer physical assets, such as real estate or
equipment, or a copyright, patent, or trademark. Or
you may receive stock in return for past services to
the corporation.

Check before you transfer property for

stock. Before you transfer property to your
corporation in exchange for stock, check with your
tax advisor. If you receive stock for property that has
increased in value since you bought it, you may owe
laxes.

In some states, you can receive stock in return
for promising to perform services to the corpora-
tion, or in return for a promissory note. In other
words, you might receive 5,000 shares of stock in
return for your promise to work for the corporation
for 200 hours or to pay the corporation $5,000 six
months later. Not all states, however, permit stock
to be issued based on a promise of future services
or money, so check the rules of your state.
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2. Funding Your Corporation
With Debt

The other major way to fund a corporation is
through debt—that is, by borrowing money. But
you should know that if your corporation borrows
from a bank or other outside lender, the lender will
probably expect you to personally guarantee to re-
pay the debt should the business be unable to.

m Lending money to the corporation. Uniil
[fairly recently, it was quite common for
sharebolders in some new corporations to lend
money to the corporation or transfer assets from an
existing sole proprietorship in exchange for a prom-
issory note from the corporation. Shareholders
gained tax benefits by dividing their initial invest-
ment between debt (represented by promissory notes)
and equity (represented by stock certificates).
Changes in the tax laws, however, have eliminated
the sharebolder loan as a viable option for purchas-
ing equity in a new corporation.

3. Leasing Property
to the Corporation

Sometimes you’ll want to retain ownership of prop-
erty being used by the corporation. For example,
maybe you own a garage or other small building
your company will occupy. With real estate, it’s
usually better, from a tax standpoint, to have your
corporation lease the property from you rather than
to transfer the property to the corporation.

Nino forms New Age Innovators
Inc. to develop some practical new technolo-
gies for the plumbing industry. He plans to
work out of his garage. He leases the garage to
his corporation for $500 a month. On his own
personal Form 1040, Nino will report the rent as
income and will deduct interest expense (for
the mortgage on the building) and depreciation.
On its corporate tax return, New Age Innova-
tors Inc. will deduct its rent payments and oper-
ating expenses for the garage.

If you lease property to the corporation, have
the directors adopt a board resolution approving a
lease. Then have the corporation sign the lease as
tenant with you, of course, as the landlord. This will
be helpful in establishing the existence of a lease if
the arrangements are questioned by the IRS.

C. Compensating Yourself

I've just discussed how you put money into the
corporation. Now let’s get to the fun part—how you
take it out.

1. Salary and Bonuses

As a corporate employee, you can receive a reason-
able salary plus bonuses which, for tax purposes,
are lumped in with salary. (Many corporate owners
prefer to pay themselves conservative salaries and
then to reward themselves with a year-end bonus if it
makes sense economically.) Salaries and bonuses
are treated as business expenses of the corporation,
which means that the corporation owes no tax on
what it pays you. You, in turn, report what you re-
ceive as income on your personal income tax return
just as you would if you worked for any other em-
ployer. The IRS has rules on how much salary is ap-
propriate—the primary one is that the salary must
be reasonable. This is a pretty loose standard and,
as a practical matter, doesn’t affect most small busi-
ness people, because their businesses can’t afford to
pay them the sort of stratospheric salaries the IRS
might consider unreasonable.

2. Interest on Loans
to the Corporation

If you lend money or property to the corporation
when it's underway in exchange for a promissory
note, you'll receive interest on your loans. Hopefully,
the corporation will repay you the principal amount of
the loans as well. But you'll have to pay tax only on
the interest you receive—not on the principal portion.
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Minimum interest. Any loan between a

corporation and an employee or stockholder
Sfor more than $10,000 must carry a minimum inter-
est rate. The rate is based on U.S. Treasury Bill rates.
The loan type also determines whether other require-
ments must be met. Check with your tax advisor for
details.

3. Fringe Benefits

Another way to profit from your investment in the
corporation is through fringe benefits. For example,
your corporation may purchase health insurance for
employees and set up a plan under which the corpo-
ration reimburses employees for medical expenses
not covered by insurance. Health insurance premi-
ums and medical reimbursements paid by the corpo-
ration are tax-deductible business expenses for the
corporation—and aren’t taxable to the employee as
personal income. By contrast, if you were to pay for
medical expenses with no corporate help, only a lim-
ited amount would be tax-deductible on your per-
sonal income tax return.

S Corporations Note. S corporations are
treated differently under the tax laws. Fringe benefits
for an owner-employee who owns more than 2% of
the stock of an S corporation are not given this favor-
able tax treatment.

4, Dividends

You've probably heard about corporate dividends
paid to shareholders. This is another way that funds
can be removed from a corporation for the benefit of
its owners. Perhaps surprisingly, it is rarely done in a
small corporation. Because the corporation can’t de-
duct dividends as a business expense, dividends add
up to double taxation. (This doesn’t apply to S corpo-
rations; see Chapter 1, Section C.) The corporation is
subject to tax on money paid as dividends, and then
the shareholder is taxed a second time. To avoid this
double taxation, it’'s much better to take money out
of the corporation through the means previously dis-
cussed.

D. Do You Need a Lawyer
to Incorporate?

It's possible to form your own corporation without
professional help. Every day, many entrepreneurs do
exactly that by using an incorporation kit. If you're in-
clined to go this route, check out How to Form Your
Own California Corporation or Incorporate Your
Business: A 50-State Legal Guide to Forming a Cor-
poration, both by Anthony Mancuso (Nolo). These
books provide information about incorporating, even
if you decide not to do it yourself.

The obvious motivating factor for setting up a cor-
poration on your own is to save on legal fees, which
can range from $1,000 to $2,000 or more, depending
on where you live. But be aware that there’s a tradeoff:
you're subjecting yourself to bureaucratic hassles and,
unless you do your homework carefully, possible er-
rors. The paper-filing phase, by itself, isn’t all that diffi-
cult. But tax and legal liability problems may not be
obvious to the do-it-yourselfer. And if you plan to
issue stock to other than a few people who will work
in the business or are close friends and relatives, secu-
rities laws can be troublesome.

Still, dollars are often precious to people just start-
ing out in business, and you may decide that it’s
worthwhile to attempt to form your corporation by
yourself. If you choose that route, it’s a good idea to
have a lawyer experienced with small businesses look
over the final documents before you file them. (Chap-
ter 24 discusses finding, hiring, and working with a
lawyer.) You should be able to find a lawyer willing
to do this at a fraction of the cost of having the lawyer
handle the matter from beginning to end.

Beware of securities law. I/ you’ll have a

number of shareholders—especially people who
won’t be working in the business and who are not close
relatives living in your state—consult a lawyer to see
that you're in compliance with federal and state securi-
ties regulations. (See Section E, below.) While most smaill
businesses are considered to be closely held corpora-
tions and exempt from these potentially complicated
regulations, it’s worth spending a few bucks to find
out for sure. Anthony Mancuso’s how-to-incorporate
books, mentioned above, discuss this issue in detail.


http://www.nolo.com/product.cfm/ObjectID/36587766-936D-4BD0-8AD85D5DB13B6416/111/182/
http://www.nolo.com/product.cfm/ObjectID/36587766-936D-4BD0-8AD85D5DB13B6416/111/182/
http://www.nolo.com/product.cfm/ObjectID/1F7368F5-D947-49DE-8BA5DC26ACCF1154/111/182/
http://www.nolo.com/product.cfm/ObjectID/1F7368F5-D947-49DE-8BA5DC26ACCF1154/111/182/
http://www.nolo.com/product.cfm/ObjectID/1F7368F5-D947-49DE-8BA5DC26ACCF1154/111/182/
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E. Overview of
Incorporation Procedures

While there are differences from state to state, the
basic procedures that you or your lawyer will fol-
low in creating a corporation are these:

e Prepare and file the articles of incorporation

e Select a board of directors

e Adopt bylaws

e Elect officers

e Issue stock

¢ Decide whether or not you want to elect

S corporation tax status.

In a moment, we'll walk through the incorpora-
tion process. Before we do, let’s look at one addi-
tional step to consider before starting to incorpo-
rate: a preincorporation agreement. It may be un-
necessary if you're planning a one-person corpora-
tion or if your corporation consists only of family
members. Similarly, a preincorporation agreement is
less necessary if you and your associates are incor-
porating an existing business or if you've done
business together before. However, if you're going
into business with relative strangers, putting your
agreement in written form will help you avoid dis-
putes later or, if an argument does arise, will pro-
vide a basis for resolving it through arbitration or
litigation. (See Chapter 22.) Your written agreement
should include these key points:

e the name of the corporation

e its purpose

e how much stock each person will buy and
how he or she will pay for it

e what loans each person will make to the cor-
poration and the terms of repayment

e what offices (president, vice president, secre-
tary, treasurer) each person will hold

e what compensation each of you will receive

e what expense accounts each of you will have

e what fringe benefits will be available.

If the corporation is going to lease real estate or
other property from one of the owners, the agree-
ment can also outline the terms of that transaction.

Another major topic to cover in either a pre-
incorporation agreement or a separate buy-sell

agreement is what happens if a shareholder wants
to retire from the corporation or gets sick or dies or
just wants to sell his or her stock. Will the corpora-
tion or the remaining shareholders be obligated to
buy the stock? How will the price be set? Can the
stock be sold to outsiders?

These are difficult and important issues—and it’s
much better to think them through and arrive at a
written agreement at the beginning of the corpora-
tion’s life rather than wait until a crisis arises. If you
don’t have an agreement in place, you risk the pain
of personal and business discord, and possibly even
expensive, disruptive litigation.

I cover buy-sell agreements more in
' | Chapter 5. Also, you can easily put together a
solid agreement covering sharebolder issues if you
consult Business Buyout Agreements: A Step-by-
Step Guide, by Anthony Mancuso & Bethany
Laurence (Nolo).

Chapter 2 of Legal Forms for Starting &
Running a Small Business contains a pre-

incorporation agreement.

Where to incorporate—beware the

Delaware myth. Many people are sold on
the notion that there’s something magical about in-
corporating in Delaware. The reality is that the best
state to incorporate in is the state where your head-
quarters is located. For the vast majority of small
business corporations, that means the state where
you live. If you incorporate in Delaware you'll still
bave to register as an oul-of-state corporation to do
business in your own state.

F. Twelve Basic Steps
to Incorporate

The following outline will help you understand how
to go about forming a corporation for your small
business. The procedure for incorporating is simi-
lar—but not identical—in every state.


http://www.nolo.com/product.cfm/ObjectID/F3B11B6C-9A62-40AB-8D775D6A5A909C6A/111/228/
http://www.nolo.com/product.cfm/ObjectID/F3B11B6C-9A62-40AB-8D775D6A5A909C6A/111/228/
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Step 1. Choose a Name

In Chapter 6, you'll find more detail about selecting
a business name. But here are a few basics about
naming a corporation.

In most states, to alert the public to your corporate
status you must include certain words in your corpo-
rate name, such as Incorporated, Corporation, Com-
pany, or Limited, or the abbreviations Inc., Corp., Co.,
or Ltd. And there are certain words you can’t use in
your name; for example, in California, the words Na-
tional, United States, and Federal are prohibited. In
New York, you need the approval of a department of
state government to use the words Benefit, Council,
Educational, or Housing in your corporate name.

The quickest way to learn what words are re-
quired or prohibited in your state is to call or write to
the office where you file the articles of incorpora-
tion—usually the secretary of state or corporation
commissioner’s office. In the few states where they’re
unwilling to help you, the best approach (short of
calling your lawyer) is to go to a law library and
check the state statute (“code”) sections dealing with
corporations. For more on law libraries, see Chapter
24, Section D. Because you’ll probably want to con-
sult these laws frequently, you may want to buy a
set from the state or a private publisher.

Most states will reject a corporation name that’s
the same as one already on file or one that’s confus-
ingly similar to the name of an existing corporation.
But even if the Secretary of State accepts your corpo-
rate name (or tells you it’s available in a prefiling
name reservation procedure), this doesn’t guarantee
your legal right to use it. An unincorporated business
may already be using it as its trade name, or a busi-
ness may be using it as a trademark or service mark
to identify products or services. In short, as is dis-
cussed in Chapter 6, there is a good deal more to do
to check out the availability of a particular name.

Before you file your corporate papers, check
with your state’s corporate filing office. Generally
they can make a preliminary check and tell you if
the name is available. If you expect some delay be-
fore the papers are actually filed, find out whether
your state permits you to reserve a name. Many will
reserve a name for you for a month or more.

What happens if you've got your heart set on a
name but find that it’s too similar to one already in
use? One approach is to change it slightly. Most state’s
name records are computerized, and often a fairly
small modification will turn rejection to approval. Or
you can ask the owners of the other business to let
you use the similar name. In many states you can use
such a name if you get the written consent of the cor-
poration that was established earlier.

In many states, a corporation can do business un-
der an assumed or fictitious name. For example, if you
incorporate as Miller Manufacturing Company but
want to market some of your products under a more
specific business name, you can simply file an as-
sumed name certificate for Miller Appliances. Some
states require that you file this paper at the same state
office where you filed the articles of incorporation
(such as the secretary of state’s office). In other states,
you file your fictitious or assumed name certificate in
the counties where your company does business. And
some states require that you also publish notice of
your assumed or fictitious name in a newspaper.

Using your corporate name as a trade-

mark. I/ you plan to use your corporate
name as a trademark or service mark for products
or services, you won't want a name that’s very simi-
lar to someone else’s. As explained further in Chap-
ter O, even if your name were approved by your cor-
porate filing office, it might infringe the other user’s
trademark or service mark.

Step 2. Prepare and File Articles
of Incorporation

As noted above, in some states articles of incorpora-
tion are called certificates of incorporation, charters,
or articles of association. Here I'll stick with the
term “articles of incorporation.”

In many states, the secretary of state can give
you a printed form for the articles of incorporation;
all you have to do is fill in some blank spaces. In
other states, you must prepare the articles of incor-
poration from scratch.
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Below is an example of articles of incorporation for a California corporation.

SAMPLE ARTICLES OF INCORPORATION

ARTICLES OF INCORPORATION
OF

ONE: The name of this corporation is

TWO: The purpose of this corporation is to engage in any lawful act or activity for which a corporation may be
organized under the General Corporation Law of California other than the banking business, the trust company
business, or the practice of a profession permitted to be incorporated by the California Corporation Code.

THREE: The name and address in this state of the corporation’s initial agent for the service of process is:

FOUR: This corporation is authorized to issue only one class of shares of stock which shall be designated common
stock. The total number of shares it is authorized to issue is shares.

FIVE: The names and addresses of the persons who are appointed to act as the initial directors of this corporation are:

Name Address

SIX: The liability of the directors of the corporation for monetary damages shall be eliminated to the fullest extent
permissible under California law.

SEVEN: The corporation is authorized to indemnify the directors and officers of the corporation to the fullest extent
permissible under California law.

IN WITNESS WHEREOF, the undersigned, being all the persons named above as the initial directors, have
executed these Articles of Incorporation.

Dated:

The undersigned, being all the persons named above as the intial directors, declare that they are the persons who
executed the foregoing Articles of Incorporation, which execution is their act and deed.

Dated:
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While details vary from state to state, the typical
articles of incorporation include:

e the corporation’s name

e its purpose

e the name of the “initial agent for service of
process” (sometimes called a registered agent
or resident agent)

e the number of shares authorized

¢ the names and addresses of the incorporators.

The purpose clause may seem confusing—it’s as
if you're being asked to define what your business
will do until the end of time. Fortunately, this isn’t
necessary, because the statutes in many states allow
you to use very general language, such as: “The pur-
poses of this corporation shall be to engage in any
lawful act or activity for which corporations may be
organized under the business corporation law.”

If such a statement is permitted in your state, it’s
usually best not to be any more specific. This leaves
you free to change the nature of your business
without amending the articles of incorporation. It
also helps you avoid questions of whether you're
acting beyond the scope of your stated purpose if
you go into a new business.

Most states require you to designate somebody
as a resident agent or registered agent in the articles
of incorporation. This is the person who is autho-
rized to receive official notices and lawsuit papers.
Normally, you designate the corporate president as
this person. If you change the person named or if
there’s a new address, you need to notify the secre-
tary of state’s office by filing a proper form.

It may take a few weeks for your articles of in-
corporation to be processed by the secretary of
state’s office. If you need quicker action, check to
see if expedited handling is available. In some
states, you can file your articles of incorporation in
person and have the filing process completed
within a day. Sometimes, articles of incorporation
sent by UPS, Federal Express, or other overnight
means are treated as in-person filings and given ex-
pedited treatment.

If you need to sign contracts, such as a lease,
even before the corporation has been formed, it’s a

good idea to state in the contract that you're acting
on behalf of a corporation to be formed and that
the contract is subject to ratification by the board of
directors of the new corporation. Then, if for some
reason the corporation is never formed or if the di-
rectors fail to ratify the document, you're free from
personal liability. Here is sample language for such
a lease.
Landlord acknowledges that Martin Green is
signing this lease on behalf of XYZ Corporation
(a corporation to be formed) and that this lease is
subject to ratification by the corporation’s Board
of Directors. If the corporation is not formed or if
the Board of Directors fails to ratify this lease
within 30 days of the present date, this lease will
be void. In no event will Martin Green have any

personal liability under this lease.

If this approach is not acceptable to the person
with whom you’re contracting, another possibility is
to sign the contract in your own name—thereby as-
suming personal liability temporarily—but to spe-
cifically reserve the right to assign it to the corpora-
tion later, as in the sample that follows.

Incorporation Fees

Each state imposes a fee or a combination of
fees for incorporating. Some states also require
an initial tax payment. The total amounts vary
widely, from $50 to $1,000. To find out your
state’s fees, call the corporate filing office (usu-
ally a branch of the governor’s office in your
state capital). In some states the information is
also available online: try exploring your state’s
website via www.50states.com. (Click on the
name of your state, then, when an information
screen pops up, click on the large box contain-
ing your state’s name to be taken to your
state’s own government website.)
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Landlord grants to Martin Green the right to
assign this lease to XYZ Corporation, a corpora-
tion to be formed. Upon Landlord’s receipt of
written notice that such assignment has been
made, Martin Green will automatically be
released from any personal liability under this

lease.

Step 3. Elect the First Board
of Directors

In some states, initial directors are designated in the
articles of incorporation. In other states, the incor-
porator or incorporators choose the first board of
directors. If this is the practice in your state, be sure
to document the appointment of directors with a
statement or certificate signed by the incorporators.
This statement or certificate, which will be inserted
into your corporate record book, may look some-
thing like the one below.

SAMPLE DESIGNATION OF DIRECTORS BY INCORPORATOR

of Directors of the Corporation:

Joyce Barker
Lloyd Epstein
Norton Phillips

Dated:

ACTION BY INCORPORATOR
OF XYZ CORPORATION

The Incorporator of XYZ Corporation, a Pennsylvania corporation, designates the following people to serve as the initial Board

Joyce Barker, Incorporator
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Step 4. Adopt Bylaws

The corporate bylaws contain much more detail
than the articles of incorporation. They spell out the
rights and powers of the shareholders, directors,
and officers of the corporation.

Typically the bylaws state the time and place for
the annual meeting of shareholders, how much no-
tice of the meeting is given, and what constitutes a
quorum. There are also provisions for special meet-
ings to consider issues so important they can’t wait
for the next annual meeting and a statement about
what actions the shareholders can take by written
consent without a formal meeting. Bylaws provide
how many directors there are, how they’re elected,
what their powers are, and if and how they’re com-
pensated. Titles of the corporate officers (generally,
a president, secretary and treasurer) are listed in the
bylaws.

The bylaws may also cover matters such as who
is authorized to sign contracts, who has the right to
inspect corporate books and records (and under what
conditions), the fiscal year of the corporation, and
how the bylaws can be amended.

In a few states the incorporators must adopt the
bylaws; in others, the directors must adopt them.
And in still other states, you can choose between the
two methods. If the incorporators adopt the bylaws,
be sure to document this in a signed statement or
certificate. If the directors adopt the bylaws (see be-
low), reflect this action in your minutes of the first
directors’ meeting; or, if you don’t hold a meeting,
in a written consent resolution of the directors.

Chapter 2 of Legal Forms for Starting &

i=] Running a Small Business contains
sample bylaws.

Step 5. Hold a Directors’ Meeting

The directors must do a number of things at the begin-
ning to get the corporation on the right track. Histori-
cally, corporations have recorded these actions in a
document called “minutes of first meeting of the board
of directors.” These minutes were written in language
reflecting a formal parliamentary procedure that really
doesn’t match the less formal style of most small
businesses.

Fortunately, in most states, there’s a streamlined
method for accomplishing this. You or your lawyer
can prepare a consent form to be signed by the
board of directors such as the one below.
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SAMPLE CONSENT FORM FOR DIRECTORS

XYZ Corporation consent of the board of directors

The directors of XYZ Corporation consent to the following:

BYLAWS: The attached bylaws shall be the bylaws of the corporation.

OFFICERS: The following people are elected to serve as officers of the corporation for the next year,

or until their successors are elected:

President:

Secretary:

Treasurer:

ISSUANCE OF STOCK CERTIFICATES: The President and Secretary are authorized and directed to issue
stock certificates in the following amounts upon receipt of payment from the designated shareholders:

Name Number Amount
of Shares to be Paid

1.

2.

3.

LEASE: The President is authorized and directed to enter into a three-year lease of space in
The Village Green on the terms set out in the attached memorandum.

Dated: ,20

Director #1
Dated: ,20

Director #2
Dated: ,20

Director #3

What actions should the board of directors take

at its first meeting, either in formal minutes or

through a consent resolution? The following are

typical:

adopt bylaws

designate corporate officers

approve the form of stock certificate
adopt the first fiscal year

authorize issuance of stock

approve lease

approve employment contracts

adopt a shareholders’ agreement (buy-sell
agreement—see Chapter 5).

Step 6. Set Up a Corporate
Bank Account

Remember, your corporation is a legal entity sepa-
rate from its shareholders, directors, and officers.
For that reason, the corporation needs its own bank
account so that its finances can clearly be kept
separate.

If you're incorporating an existing business that
already has a bank account, I recommend that you
start fresh and set up a new bank account for the
corporation. The bank will ask for a corporate
board of directors’ resolution authorizing the new
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account and an Employer’s ID Number. (Employer’s
ID Numbers are discussed in Chapter 8, Section A.)

If you decide to simply continue the old ac-
count, do the following:

e Find out the bank’s procedures for changing
a sole proprietorship or partnership account
into a corporate account. Most likely, the
bank will want your directors to adopt a spe-
cific resolution, using language the bank will
supply. The bank will want to see your ar-
ticles of incorporation and a copy of the
banking resolution. You'll also be asked to
provide your Employer’s Identification Num-
ber (issued by the IRS). You may not have
this immediately, and the bank will probably
let you start using the account for the corpo-
ration if you assure them that you've applied
for the ID number.

e Keep detailed records showing exactly how
much money was in the account when it was
changed over to the corporation. Also keep
track of any checks that were written by your
existing business but haven’t cleared yet.
These checks should be treated as expenses
of the unincorporated business and deducted
from the amount considered transferred to the
corporation. Preparing and retaining these
records will save you headaches a year or
two down the road when you try to figure
out exactly what was transferred to the corpo-
ration.

Step 7. Issue Stock

The corporation should issue a stock certificate to
each shareholder. The certificate is evidence of the
shareholder’s ownership interest in the corporation.
Filling out the stock certificate is simple. Your main
legal concern is whether you need to do anything
to comply with federal or state securities laws.
Federal securities laws are administered by the
Securities and Exchange Commission (SEC). In addi-
tion, each state has its own law regulating the sale

of securities, intended to protect passive investors—
people who put money into a corporation but are
not active in the day-to-day operations of the busi-
ness.

The bad news is that both the federal and state
requirements are very complicated. The good news
is that, as discussed earlier, the typical small corpo-
ration—consisting solely of investors who are ac-
tively involved in the day-to-day operation of the
company, and often their close relatives—is com-
pletely exempt from the complicated requirements.
Nevertheless, some paperwork may be involved.
For example, it’s frequently advisable to give a
“shareholder representation letter” to each prospec-
tive shareholder, even though it isn’t strictly re-
quired under the state’s securities laws. The letter
gives you a way to confirm the purchaser’s reasons
for believing the transaction is exempt from the
state’s securities laws.

Edgewater Inc. has been formed to
build and operate a restaurant on the shore of a
scenic lake. Chester, a wealthy investor who
has been a partner in three major deals with
Todd, the president of Edgewater Inc., is going
to invest $75,000 in the new corporation and
receive 75,000 shares of stock. To qualify a
stock purchase as exempt under the state’s “lim-
ited offering exemption,” the purchaser must be
one of the following: an insider shareholder (a
director, officer, or promoter of the corpora-
tion); someone who’s had a preexisting busi-
ness or personal relationship with the corpora-
tion or one of its officers; or a “sophisticated
investor.” (Sophisticated investors are those
who, because of their business or financial ex-
perience, are in a good position to protect their
interests when buying stock in a new corpora-
tion.) Chester qualifies as both a sophisticated
investor and one who’s had a preexisting busi-
ness relationship with the corporate president.
Todd prepares a shareholder representation letter
reciting these facts for Chester to sign.
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Californians can obtain sample shareholder rep-
resentation letters and reliable information on how
to prepare them for their corporation (as well as
blank stock certificates), from How to Form Your
Own California Corporation, by Anthony Mancuso
(Nolo).

Before you issue a stock certificate, make sure
that the corporation has actually received payment
for the shares. For example, if the shares are being
purchased for cash, the corporation should receive
the money before issuing the shares. If the corpora-
tion is issuing the stock in return for a promise of
future payment by the shareholder (a practice al-
lowed in some states but not others), the corpora-
tion should have in its possession a promissory note
from the shareholder. If property is being transferred
to the corporation in exchange for stock, the person
transferring the property should sign a bill of sale
for the property at the same time the corporate
shares are issued.

Step 8. Complete Any Initial
Financial Transactions

Tie up any other loose ends relating to the financ-
ing of the corporation. As noted earlier, your corpo-
ration may borrow some of its startup money from
friends, relatives, or other lenders. The corporation
should issue written promissory notes as evidence
that loans have been made. In addition, if you're
leasing a building or equipment to the corporation,
sign a lease.

Step 9. Set Up a Corporate
Record Book

You can create a corporate record book in an ordi-
nary loose-leaf binder. A more official looking way
to do it is to buy a corporate record book from Nolo
or a local stationer. These usually come with stock
certificates and an embossed corporate seal.

The main items that you’ll keep in the corporate
record book are the articles of incorporation, the

bylaws, the minutes of meetings (or consent resolu-
tions), and the stock certificate stubs or ledger
sheets showing who received the stock certificates
and when. In many small corporations, sharehold-
ers prefer the convenience of simply leaving the
completed stock certificates in the corporate record
book even though each shareholder is, of course,
entitled to possession of his or her certificate.

Step 10. Follow Through on State
Government Requirements

Your state may require that you file documents in
addition to the articles of incorporation. For ex-
ample, in New York, you need to file a stock regis-
tration certificate certifying that you “keep a place
for the sale, transfer, or delivery of your corporate
stock” at a certain address (normally your corporate
offices). In California, you need to file a notice of
stock transaction within 15 days after your first sale
of stock and “an annual statement of domestic stock
corporation” within 90 days after you file your ar-
ticles of incorporation. To learn about requirements
in your state, contact your corporate filing office.

Step 11. Comply With the
Bulk Sales Act

If shareholders transfer assets of an existing busi-
ness to the new corporation in return for stock,
there may be some special requirements. Six
states—California, Georgia, Indiana, Maryland, Vir-
ginia, and Wisconsin—have bulk sales laws de-
signed to prevent business owners from secretly
transferring their business assets to another com-
pany to avoid paying creditors. These laws apply
mainly to retail, wholesale, and manufacturing busi-
nesses. Basically, bulk sales laws require you to no-
tify creditors that the assets of the business are be-
ing transferred.

Fortunately, state laws usually provide for some
exemption or shortcuts when the assets are being
transferred to a new corporation that will be taking
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over and continuing an existing business. A key ele-
ment generally is that your new corporation agrees
to take over the business debts of the existing com-
pany. If you're forming a corporation to take over
and continue a business formerly run as a sole pro-
prietorship or partnership, compliance with the bulk
sales law should be relatively easy.

Step 12. File S Corporation Election

As discussed in some detail in Chapter 1, an S cor-
poration is simply a corporation that decides to be
taxed as a partnership. That is, it’s not a separate
tax entity like a regular corporation. Instead, the
profits and losses of the corporation flow through to
the individual shareholders who report them on
their individual tax returns.

For purposes of incorporating under state law,
the procedure is the same whether you're a regular
corporation or an S corporation. But to become an
S corporation, you need to file a form with the IRS.
This is Form 2553, Election by a Small Business Cor-
poration. All of the shareholders must sign this form.

If you want to have S corporation status during
the first tax year that your corporation exists, you
need to file the election form before the 15th day of
the third month of your tax year. In other words,
you have a two-and-a-half month window during
which you can file the election. When does your
tax year start? For a new corporation, your tax year
starts when your corporation (1) has shareholders,
(2) acquires assets, or (3) begins doing business,
whichever happens first. If you miss the deadline,
you have to wait until the next tax year to file the
election form.

G. After You Incorporate

This chapter concentrates on steps you need to take
to form your corporation. What must you do after
incorporating? Obviously, you need to comply with
federal and state tax filing rules. (See Chapter 8.)

Your business may also need to get business li-
censes and permits. (See Chapter 7.) And it’s smart
to buy insurance before you begin doing business.
(See Chapter 12.)

In addition, corporations must file an annual re-
port with the state’s corporate filing office. Typically
this is a form sent to you by the corporate filing of-
fice which requires you to update information about
corporate officers and location. Simply fill it out and
return it with the necessary fee. If you forget to
send the form back, your corporation may face
fines and penalties and may even be automatically
dissolved.

H. Safe Business Practices for
Your Corporation

Last week you were the sole proprietor of a cater-
ing business you called Feasts On The Go. Today
you own all the stock of a new corporation, Feasts
On The Go, Inc. In addition, you're the corpora-
tion’s director, president, secretary, and treasurer.

Or maybe last week you and Emily were part-
ners in a used record shop called Around Again.
Today you each own 50% of the stock in a new
corporation called Second Time Around, Incorpo-
rated, which is running the old partnership busi-
ness. Emily’s the president, you're the secretary-
treasurer.

What has changed? On a day-to-day level, not
much. You still show up at the same place each day
and do the same kind of work you did before you
incorporated. In fact, your before- and after-incor-
poration lives will probably be so similar that it will
be easy to forget the fact that you’'re now working
for a corporation that is a separate legal entity.

But forgetting can be risky. If you're careless
about maintaining the separation between the cor-
poration and yourself, you can jeopardize your tax
benefits or your freedom from personal liability—
the main reasons to incorporate in the first place.
While it’s rare for a judge to disregard a corporation
and impose personal liability on a shareholder, it
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does happen. When it does, it's almost always in a
small corporation where the owners have allowed
the line between the corporation and the sharehold-
ers to get very fuzzy or disappear.

Also, the IRS has the power to decide that a cor-
poration is a sham if you fail to maintain it as a sepa-
rate legal entity. Consider the following actual case:

For 15 years, Walter Otto ran an export-import
business in San Francisco. Then he incorporated
his business. He filed articles of incorporation
with the California Secretary of State for “Otto
Sales Company Inc.” Next he invested $50 in the
corporation. A few years later, the business be-
came insolvent. A salesman sued for unpaid com-
missions, naming both the corporation and Walter
as defendants. After a trial, the judge ordered
Walter himself to pay the salesman over $18,000.
Doing business through a corporation didn’t pro-
tect Walter from personal liability.

What Did Walter Do Wrong? Several things:

e He never issued any stock certificates to him-
self or anyone else.

e He contributed only $50 to the corporation as
his “equity” in the business. (For more on eq-
uity and how to structure the financial side of
a corporation, see Section B, above.)

e He continued to use the same sales contracts
that he used before he incorporated. These
contracts said “W.E. Otto” at the top.

At the bottom (for seller’s signature), the
contracts said: “W.E. Otto, by

, Sellers.”

In the judge’s view, Walter formed the corpora-
tion solely for his personal convenience and did not
treat it as a real entity. So the judge “pierced the
corporate veil” to make Walter personally liable for
the debt. Shafford v. Otto Sales Company, 308 P.2d
428 (Cal. App. 1957).

Here are two more cases in which the owners of
small corporations were found personally liable:

¢ J.C. Chou formed Oriental Fireworks Inc., a
corporation that grossed from $230,000 to

$400,000 annually. Its assets, however, never
exceeded $13,000, and the company never
bought liability insurance. Gregory Rice was
seriously injured by fireworks distributed by
the corporation. He sued and was awarded
$432,000. Since the corporation lacked funds
to pay the judgment—and didn’t carry insur-
ance—the court ruled that J.C. was personally
liable.

J.C.’'s Main Mistake: Failing to provide even mini-
mally adequate funds to the corporation (in legal
lingo, failing to adequately capitalize the corpora-
tion) or to carry proper insurance. Rice v. Oriental
Fireworks Co., 707 P.2d 1250 (Or. App. 1985).

e Dusty Schmidt and Terry Ulven were partners
in a business called Western Oregon Christ-
mas Trees. At Christmas time, the partnership
rented tents from the Salem Tent and Awning
Company to display their trees. Later, Dusty
and Terry formed a corporation—Western Or-
egon Christmas Trees Inc. They continued to
rent tents from Salem but didn’t sign rental
agreements or checks as corporate officers.
When several tents were destroyed by a
storm, Salem sued the corporation and was
awarded a judgment of $12,500. The court
ruled that Dusty and Terry also were person-
ally liable for the judgment.

Dusty’s and Terry’s Main Foul-ups: Dusty and
Terry made a $2,000 down payment on the
tents using a check from their previous part-
nership—not from the corporation. Also, the
pair commingled (mixed together) personal
and corporate assets and failed to keep cor-
porate records. Salem Tent & Awning v.
Schmidt, 719 P.2d 899 (Or. App. 1986).

Even though these cases had unhappy endings
for the owners of the small corporations, doing
business as a corporation isn’t all that dangerous.
There are several simple steps you can take to pre-
serve your corporate status so that you don’t have
to lie awake nights worrying about personal liabil-
ity. These steps are not time-consuming—and they
make good business sense.
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1. Put Adequate Capital Into
Your Corporation

Put in enough money and other assets to meet your
foreseeable business requirements. The amount, of
course, varies from business to business. What’s
reasonable to start a video store that requires a con-
siderable inventory of films, a retail location, and
several employees may be vastly different than
what’s reasonable to start a typing service, which
may need little more than a personal computer,
printer, modem, and copy and fax machines. See if
you can get a recommendation from your accoun-
tant or someone in the same business.

2. Insure Against Obvious Risks

Try to determine whether there’s a substantial risk
of customers or others being injured because of
your business. If so, it’s wise to obtain a reasonable
amount of coverage. (See Chapter 12 for more on
insurance.) There have been some cases—not
many—in which a judge has felt that the failure of
owners of a small corporation to buy insurance that
was reasonably available was so reckless that it was
a factor in disregarding the corporation and holding
its owners personally liable.

Eunice owns all the stock in a cor-
poration called Roadside Enterprises Inc. The
corporation sells and installs tires. It's obvious
that an improperly installed tire can cause a se-
rious accident. What if a Roadside employee
forgets to tighten the lugs on a newly installed
tire and the tire falls off, causing the driver to
swerve into a tree? If the driver is killed, his or
her family will probably sue Roadside. And if
the corporation doesn’t have reasonable insur-
ance coverage (and hasn’t set up a reasonable
reserve fund), a judge could rule that Eunice
has some personal liability—even though she
wasn’t even at the tire store when the employee
was inattentive.

Basically, it's a matter of exercising reasonable
business judgment. If your business involves the
risk of injury and you can buy liability insurance at
a reasonable price, I recommend that you do so.
On the other hand, if affordable insurance isn’t
available—an unfortunate reality in some industries
today—it’s highly unlikely that a judge would find
fault with the owners of the corporation for not in-
suring against the risks.

3. Observe Corporate Formalities

Another way to protect yourself from the possibility
that your corporation could be disregarded by a
court is to always take it seriously yourself. Issue
stock certificates to the shareholders before your
corporation starts doing business. Keep a corporate
record book containing your articles of incorpora-
tion, stock records, bylaws, and minutes of share-
holders’ and directors’ meetings. Comply with state
law requirements that you hold annual meetings of
shareholders or act by signed consent actions or
resolutions. Either way you should document all
actions taken, such as election of officers for the
next year.

Conference Calls. If it’s not convenient for all
the directors to meet at the same place, many states
allow them to participate through a conference call.
Follow up by documenting the telephone meeting
in writing as soon as possible and sending a copy
to each director.

Keep in mind that the annual meetings are mini-
mum requirements. While it’s not necessary or ap-
propriate to write up minutes or consent actions for
every conference you have with your colleagues, if
you take significant corporate actions during the
year, it's wise to document them through minutes of
a special meeting or a consent action form. Keep
the minutes and consent actions in your corporate
record book.

Here are some types of business activities that
you should document with minutes of a directors’



3/20

LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

meeting or a signed consent action form signed by
the directors:

e authorizing corporate bank accounts and des-
ignating who is eligible to sign checks and
withdraw funds

¢ determining salaries and bonuses of officers

e contributing to pension and profit-sharing
plans

e acquiring another business

e borrowing money

e entering into major contracts

¢ buying, selling, or leasing real estate

e adopting or amending employee fringe ben-
efits plans

e applying for trademark registration.

Chapter 3 of Legal Forms for Starting &
I Running a Small Business contains vari-
ous forms for running your corporation.

4. Separate Your Personal
Finances From the Corporation’s

The corporation needs its own bank account. (See
Section F, Step 6.) Don’t use the corporate bank ac-
count to pay your personal expenses. Get salary
checks on a regular basis from the corporation (de-
ducting employee withholding taxes); deposit the
checks in your personal account; and then pay your
own bills.

If you use personal funds to pay business ex-
penses—for example, you pick up a ream of typing
paper while you're out for lunch—you can have the
corporation reimburse you, but be sure the corpora-
tion keeps the receipt for the paper to justify the
payment as a proper business expense.

To further preserve the distinction between you
and the corporation, document all transactions as if
you were strangers. If the corporation leases prop-
erty from you, sign a lease. If the corporation bor-
rows money from you, get a promissory note. If
you sell property to the corporation or use your
property to buy stock, sign a bill of sale or other
legal document formally transferring legal title to
the corporation.

5. Use the Correct
Corporate Name

Suppose the name of your corporation is The A.B.
Smith Fitness Store Inc. Use that full business name
in all your business dealings—on your stationery,
business cards, and phone book listings, on your
signs, in catalogues, and on the Internet. Be careful
not to use a different or abbreviated version (such
as Smith Fitness Center) unless you file an assumed
name certificate or fictitious name certificate as per-
mitted by state law. (For more on corporate names,
see Section F and Chapter 6.)

6. Sign Documents as a
Corporate Officer

In correspondence and on checks, sign your name
as William Jones, President, along with the full
name of your corporation, rather than just William
Jones. This makes it clear to those who deal with
you that you're acting as an agent or employee of
the corporation and not as an individual. Follow
this practice on any other documents you sign, such
as contracts, order forms, and promissory notes.

SAMPLE SIGNATURE OF CORPORATE OFFICER

JONES BAKERY INC.

By:

William Jones, President

In some cases, you may have to sign the contract
or promissory note personally as a guarantor. For
example, banks usually won’t lend money to a
small corporation without the personal guarantees
of the principals, and some extra-cautious landlords
may insist on similar guarantees for leases. But even
if you have to accept personal liability for some cor-
porate obligations, it’s better to do this as a guaran-
tor than as the main signer. The reason: The guar-
antee provides further evidence that you and the
corporation are separate legal entities.
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7. Assign Existing Business
Contracts to the Corporation

If you incorporate an existing business (such as a
sole proprietorship or a partnership), the old business
may have contracts still in effect, which the corporation
will take over. For example, maybe the prior business
leased space and the lease still has a year to go. Or
maybe you’re a computer consultant and, as a sole
proprietor, you'd just gotten started on a contract to

design customized billing software for a medical clinic.

It’s usually a good idea to formally transfer these
contracts to the corporation. Generally, unless the
contract expressly prohibits an assignment, you're
free to transfer it to your corporation without getting
the consent of the other party.

But bear this in mind: Unless you get that consent
and a release of personal liability, or unless your
contract already specifically permits you to assign it
to a new corporation and be free from personal li-
ability, you're still going to be legally responsible
for performance of the contract. This means that the
landlord can turn to you if the corporation doesn’t
pay the rent, and the medical clinic can hold you

personally responsible if you don'’t deliver the soft-
ware you promised.

E Important tax note. If your corporation

will derive income from passive sources, such
as rents, royalties, or dividends, or from the perfor-
mance of personal services, get professional tax ad-
vice before you transfer contracts to the corporation.
A transfer could lead to a personal bolding company
penalty—which could be quite substantial.

To assign a contract, prepare a short document
called “Assignment of Lease” or “Assignment of
Computer Consultation Contract.” A sample is shown
below. Have the corporation agree to accept the assign-
ment and to carry out the terms of the contract. From
a business and legal standpoint, it makes sense to
continue your business through a single entity—the
corporation—rtather than to do business simultaneously
as a sole proprietor and as an employee of your
corporation. Putting your eggs in one basket reduces
the chances of blurring the distinction between the
corporation and your personal business interests.

SAMPLE ASSIGNMENT OF CONTRACT

In consideration of the sum of $

Plaza Building Associates dated , 20

Dated: ,20___
ASSIGNOR:

By:

ASSIGNMENT OF RENOVATION CONTRACT

, receipt of which is acknowledged, Cecil Hardwick (d/b/a Hardwick Construction)
assigns to Hardwick Building Company (a Nevada Corporation) all of his rights, duties, and obligations under his contract with

, concerning the renovation of the Plaza Building.

Hardwick Building Company accepts this assignment and accepts all of Cecil Hardwick’s duties under the assigned contract.

ASSIGNEE:

Hardwick Building Company,
A Nevada Corporation

Cecil Hardwick d/b/a

Hardwick Construction

Cecil Hardwick
President
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E’ﬁ The Corporate Minutes Book, by Anthony
| Mancuso (Nolo), shows how to hold and
document necessary corporate meetings, and in-
cludes all forms on CD-ROM. |
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hapter 1 introduced the basic business enti-

ties—the sole proprietorship, the partnership,

the limited liability company (LLC), and the
corporation. This chapter tells you more about set-
ting up an LLC.

As explained in Chapter 1, an LLC is often the
best choice if you want to limit your personal liabil-
ity as the owner of a small business. (Having limited
liability means that being a member of an LLC
doesn’t normally expose you to legal liability for
business debts and court judgments against the
business.)

While forming a corporation will also give you
and your co-owners (if you have any) limited liabil-
ity, the structure of a corporation is somewhat more
complicated than an LLC’s. In even the smallest cor-
poration, for example, you have a three-level orga-
nizational structure consisting of shareholders, a
board of directors, and corporate officers.

It's true that the same people can fill all of these
roles—in fact, in a one-person corporation, a single
individual can do it all. But keeping track of what
corporate hat you're wearing can be challenging
when you have more pressing business matters to
think about. And with an LLC, you may be able to
avoid some of the legal and tax paperwork associ-
ated with a corporation. For example, an LLC
needn’t worry about getting signatures on stock
subscriptions or issuing stock certificates or drawing
up board of directors’ resolutions—although an LLC
whose members prefer a higher degree of formality
are certainly free to issue membership certificates
and to document all major company decisions. (See
Section H8.)

And when it comes to taxes, a one-member LLC
that prefers pass-through taxation (as in a sole pro-
prietorship) rather than corporate-style taxation can
remain what the IRS calls a “disregarded entity”—
which means the LLC itself needn’t file any tax
documents at all.

In addition to requiring less paperwork, an LLC
can be far more streamlined and flexible than a cor-

poration. LLC owners can run their business with
much less formality. For instance, the owners of an
LLC (known as members) jointly manage the LLC
(although they can instead designate one or more
managers to manage it if they want to impose a
separate level of management). And in most states,
LLCs don’t have to hold annual meetings of the
members (although they can hold them if they
choose). Finally, as discussed in Chapter 1, Section
D, LLCs have the flexibility to choose to be taxed as
corporations or as partnerships.

The paperwork requirements and legal rules
governing LLCs are based on state laws. While these
laws vary somewhat from state to state, LLCs do en-
joy a surprising amount of consistency around the
country. This chapter is based on the LLC state laws
that are typical in most states. As you go through
this chapter, you should keep in mind that the rules
and practices for LLCs in your state may have some
quirks that aren’t covered here. It's your job to
make sure that you're following the law in your
state for creating an LLC.

E’ﬁ For comprehensive information and guid-
Q ance on setting up an LLC: Consuit Form
Your Own Limited Liability Company, by Anthony
Mancuso (Nolo). Among other things, the book con-
tains complete details on preparing your LLC articles
of organization and LLC operating agreement. The
book also contains a CD-ROM to help you prepare
these documents. Also, Nolo’s LLC Maker software, by
Anthony Mancuso, walks you through the process of
creating an LLC.

A. Number of Members
Required

Every state lets you form an LLC that has just one
member.
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B. Management of an LLC

As with any company, at least one person has to be
in charge of managing the day-to-day business. In
most states, unless you appoint one or more mem-
bers or nonmembers to manage the LLC, you and
all the other members are automatically responsible
for managing the business. This is called “member-
management.” If you choose the other option and
do appoint one or more people to manage the LLC,
it’s called “manager-management.”

Chances are that your LLC will choose member-
management rather than manager-management.
That’s because you probably won’t want or need a
separate level of management.

Joyce, Phil, and Nora form Cyber
Networking LLC, a small consulting firm. All
three members are experienced computer ex-
perts who actively work in the business and
participate equally in running it. They meet
weekly to review new project proposals and to
decide whether or not to take on the new
work. They are all member managers. Nothing
could be simpler.

There are situations, however, in which a man-
ager-managed LLC is the better way to go. This is
most likely to be the case if you have passive inves-
tors who will feel more comfortable if the LLC ap-
points an active managing member (or perhaps sev-
eral managing members) whose duties are explicitly
defined.

Terry, Bill, and Chester form Wheel
Wellness LLC, a bicycle repair business, built
around Chester’s years of experience in repair-
ing exotic bikes. Terry and Bill contribute most
of the money but, knowing little about bicycle
repair, stay out of running of the business.
Chester contributes a small amount of money to
the LLC but his main contribution is his skill.
Since Terry and Bill are passive investors, they
agree that Chester will manage the company—

but they carefully spell out his duties in the op-
erating agreement so he knows what decisions
require input from the investors. All three are
happy with their manager-managed LLC in
which the lines of authority are clearly defined.

If your LLC chooses to designate managers,
you'll need to specify this choice either in your ar-
ticles of organization or your operating agreement
(see below), depending on your state law.

C. Financing an LLC

Assets come into an LLC in two forms: equity and
debt. Let’s look at each.

1. Capital Contributions (Equity)

Ordinarily, you and the other LLC members will
make an initial financial contribution to the busi-
ness. In return, you'll each get a percentage (capi-
tal) interest in the LLC. Among other things, this
capital interest determines the portion of the LLC
assets each of you is entitled to receive if the busi-
ness is dissolved or sold. Also, this percentage is
frequently used to determine how profits and losses
will be allocated while the business is in operation.
Under most state statutes, your capital contribu-
tions can consist of cash, property, or services—or
the promise to provide any of these in the future.

You may need to comply with securities

laws. If an LLC membership is considered a
“security,” you'll need to register it at the federal or
state level unless it’s exempt from registration. Unfor-
tunately, the rules for when LLC memberships are
securities and when they’re not haven't been well
defined yet. Generally, if a member relies on his or
ber own efforts to make a profit—that is, the member
actively engages in managing or working for the
business—the interest probably won’t be considered
a security. It follows that most LLCs don’t have to reg-
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ister before selling membership interests. If, however,
a member relies on someone else’s effori—that is, a
member is a passive investor—that member’s interest
is probably a security, and must be registered.

Because the law on whether LLC interests are se-
curities is in flux, you may want to see an experi-
enced business lawyer before you sell membership
interests in your LLC to people who won't be active in
the day-to-day business. You may want to make sure
that the membership interests are not considered se-
curities or, if they are, that they’re exempt from gov-
ernment registration.

Normally, a capital investment in an LLC is tax-
free. You and the other members don’t pay tax on
the membership interests you receive, and the LLC
doesn’t pay tax on the cash or property it accepts in
exchange. The tax effects of paying capital into an
LLC are deferred until a later time; as an LLC mem-
ber, you'll be taxed on any profit you make when
you sell your interest or you dissolve the business.

Wendy makes a capital contribution
of $10,000 to her new pet supply business,
Puppy Love LLC. As the sole member, she re-
ceives a 100% capital interest in the business.
She pays no tax at this time. Five years later
when Wendy sells the business and receives
$50,000 after all expenses are paid, she pays tax
on the $40,000 profit.

Attracting Financing for Your LLC

In the past, corporations sometimes had an
edge over other business forms in attracting
investment capital because the corporate stock
structure easily accommodates the issuance of
shares to investors. These days, however, a
growing number of venture capitalists are in-
vesting in LLCs because LLCs can be taxed as
corporations or partnerships and they offer
flexibility in how they’re managed.

For example, you can give majority voting
power to a venture capital group in return for
investing in your LLC. You simply amend your
LLC operating agreement and issue voting
membership interests to the group. What'’s
more, if your LLC elects to be taxed like a part-
nership, the profits allocated to the investor-
members won’t be taxed twice (as corporate
dividends are), but will pass through the LLC
to the investors. They’ll then report and pay
taxes on the profits on their individual income

tax returns.

2. Loans (Debt)

To supplement capital contributions, LLCs often
borrow funds from time to time from their members
or a member’s family or friends. These loans help to
increase the LLC’s cash reserves or cover opera-
tional expenses. The money your LLC borrows isn’t
treated as business income—after all, it has to be
paid back. As a result, neither the LLC nor the mem-
bers pay tax on it.

These insider loans can benefit both the LLC and
the lender. A loan payable with interest can result
in an immediate investment return to the lender if
repayments are made in monthly installments.
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Phil’s mother lends $10,000 to Phil’s
one-person LLC. The interest rate is set at 8%—
less than Phil would pay to a bank but more
than Phil’s mother would earn from a govern-
ment bond. The loan is repayable in monthly
installments of principal and interest over a
five-year period. Phil’'s mother receives a return
on her money whether or not the LLC turns a
profit in any given month or year.

To avoid IRS problems, your LLC should pay a
lending member or other insider a commercially rea-
sonable rate of interest—a rate that’s close to what a
bank would charge. When the LLC makes payments
on the loan to the lending member, that member re-
ports the interest payments received from the LLC on
his or her individual income tax return, and pays
taxes on them at the individual income tax rate.

Of course, the repayment of principal by the LLC
to the lending member is simply a return of loan
proceeds, and isn’t taxable income. The LLC de-
ducts the interest payments that it makes to the
lending member as a business expense. These de-
ductions reduce the net profit of the LLC, which in
turn reduces the profits allocated and taxed to
members at the end of its tax year.

D. Compensating Members

We've looked at how money gets put into an LLC.
Now let’s get to the fun part and look at how you
take money out. We'll assume that your LLC has
chosen the usual course and opted for partnership-
style rather than corporate-style taxation (discussed
in Chapter 1, and in Section G4, below).

LLC management can choose to pay active mem-
bers a regular salary or a share of LLC profits. (If a
member is inactive, the LLC can pay that member
only a share of the profits—see directly below). If
the LLC does choose to pay an active member a sal-
ary, the salary must be reasonable in light of the
services performed by the member—the IRS has
rules on what an LLC can pay to its members as
salaries and what must be paid out as profits (see
IRS Publication 535, Chapter 2).

A salary paid in return for the performance of
services (one that is not tied to net income of the
LLO) is classified as a “guaranteed payment.” A
guaranteed payment is taxed as ordinary income to
the member, and the LLC will deduct it as a busi-
ness expense before the net LLC income available
for distribution to all members is computed.

Will and Peter each have 50% owner-
ship interests in their home repair business, Fixer
Upper LLC. Will works half time in the business
and receives guaranteed payments (a salary) of
$30,000 annually for his services. Peter works full
time and receives guaranteed payments of
$60,000 annually. During the year, the LLC earns
$100,000 and has no expenses other than Will
and Peter’s salaries. After paying the salaries to
the two members, the LLC is left with a $10,000
profit. That profit is allocated 50/50 between Will
and Peter at the end of the year.

Now suppose you don’t receive a “salary” for
your services in the form of guaranteed payments
during the year (or that you're an inactive member).
In that case, your earnings are tied entirely to the
net income of the LLC. An LLC’s profits and losses
are allocated to its members at the end of the LLC’s
tax year, according to the allocations in the LLC op-
erating agreement.

Typically, the share of profits and losses allo-
cated to each member is based on each member’s
percentage, or capital, interest in the LLC. So, going
back to the above example, if Will and Peter didn’t
receive guaranteed payments for their services, the
LLC’s $100,000 profit would be allocated equally
between them at the end of the tax year. The capi-
tal accounts of both Will and Peter would be cred-
ited with $50,000.

Sometimes members decide, and state in their op-
erating agreement, that one or more members may
receive what's called a “draw”—a periodic payment
against future LLC profits. In this case, members do
not have to wait until the end of the LLC’s tax year to
take profits from the LLC. Each member takes a draw
each month or quarter; that draw, or distribution of
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future profit, is subtracted from the member’s capital
account. When profits are allocated to each member
at the end of the LLC tax year, the member’s capital
account balance goes back up.

In tax lingo, profits that are allocated to an LLC
member are known as the member’s “distributive
share.” An LLC member must pay income tax on his
or her distributive share whether it’s actually distrib-
uted to the member or retained in the LLC coffers.

Self-Employment Taxes for

LLC Members

As mentioned in Chapter 1, the IRS collects a
15.3% “self-employment” tax on the first
$90,000 earned by a self-employed person and
a 2.9% tax on earnings above that amount for
Medicare alone. While owners of S corpora-
tions do not have to pay the self-employment
tax on the profits passed through the corpora-
tion to them, according to proposed IRS regu-
lations (which Congress has placed on hold),
as an LLC member you would have to pay self-
employment tax not only on money you re-
ceive as compensation for services, but also on
all profits passed through the LLC to you, in
the following situations:

e You participate in the business for more
than 500 hours during the LLC’s tax year.

* You work in an LLC that provides profes-
sional services in the fields of health, law,
engineering, architecture, accounting, actu-
arial science, or consulting (no matter how
many hours you work).

¢ You’re empowered to sign contracts on
behalf of your LLC.

The IRS says it won’t challenge you if you
use the proposed regulations to determine
your liability for self-employment tax. If you
fall into one of the three categories listed
above, 100% of your income from the LLC will
be subject to self-employment tax. Otherwise,
you can apply the S corporation rules de-
scribed at the end of Chapter 1.

E. Choosing a Name

Your LLC name will have to comply with state legal
requirements. This usually means including an LLC
designator such as “Limited Liability Company” or
“Limited Company” in the LLC name. Many states
allow abbreviations such as LLC or LC.

You choose Andover Services as the
name of your business. Depending on the state
in which you’re located, one or more of the fol-
lowing may be appropriate ways to indicate
that your business is an LLC:

e Andover Services Limited Liability Company
e Andover Services L.L.C.

e Andover Services LLC

e Andover Services Limited Liability Co.

e Andover Services Ltd. Liability Co.

e Andover Services Limited Company

e Andover Services Ltd. Co.

e Andover Services L.C.

e Andover Services LC.

You'll need to put the name of your LLC in the
articles of organization that you'll file with your
state’s LLC filing office. If you pick a name that’s al-
ready on file for an LLC in your state, your articles of
organization will be rejected. The same thing will oc-
cur if your proposed name is not identical to but
simply too close to one that’s already on file. Some
states will also cross-check your proposed name
against names on file for existing corporations or lim-
ited partnerships.

By planning ahead, you’'ll avoid the annoying set-
back of having to choose another name. In many
states, if you call the LLC filing office, the clerk will
make an instant computer check and let you know if
there’s a name conflict. A few states will ask you to
request the information in writing.

m Name availability check is only

preliminary. Until you ve reserved an LLC
name (as explained below) or filed your LLC articles
of organization and had your filing accepted, your
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proposed name isn’t yours to use. The information
on name availability that you receive by phone or in
response to a written request for a name check is just
preliminary. Until you definitely have the name re-
served or filed and accepted, don’t spend money on
business stationery, signs, or advertising using the
proposed name.

Be aware that even if your name is accepted by
the LLC filing office, you may not have the full legal
right to use that name to identify your products or
services. The LLC filing office looks only at whether
the name meets the requirements of the state LLC
law and whether it’s already in use by another LLC
in the state. Some states will cross-check your pro-
posed name against names on file for existing cor-
porations or limited partnerships, but many will not
even do that.

And, of course, legal conflicts may arise from
other sources. Most important—especially if you’ll
use your name as a trademark or service mark to
identify your goods or services—you’ll need to
make sure your proposed name isn’t the same as or
very similar to another well-known business name
or trademark—Starbucks, Intel, or Borders, for ex-
ample (see Chapter 6). If it is, the owner of the fa-
mous name will insist that you drop it; if you don't,
the name owner will very likely go to court and
win. To avoid this complication, you may want to
do a national name search—and perhaps register
your name as a trademark or service mark if the
name is clear for your use.

To learn more about trademark law in
general and name searches in particular

(including how you can do a simple name

search yourself): Read Trademark: Legal Care for

Your Business & Product Name, by Stephen Elias
(Nolo).

Suppose your LLC name is available but you're
not quite ready to file your articles of organization.
In most states, you can reserve the name for 30 to
120 days by paying a small filing fee. Many states
have a preprinted form you can use for this pur-
pose. After reserving a name, if you file your ar-
ticles of organization within the reservation period,
the name will be accepted by the LLC filing office.

You’re not locked into your business
name forever. Your business can use a

name that’s different from the name used in your
articles of organization. You can even use several
alternative names. However, to use one or more cl-
ternatives with legal safety (in other words, to pre-
serve the benefits of limited liability), you’ll bave to
register each name as an “assumed” or “fictitious
business name” at the state or county level or both.
For more on this subject, see Chapter 6, Section B.
1t’s also possible to change the name of your LLC by
filing amended articles of organization.

F. Paperwork for Setting Up
an LLC

Setting up an LLC is simple. Typically, you must
complete just two basic legal documents—the ar-
ticles of organization (also called “articles of forma-
tion” or a “certificate of formation” in some states)
and the operating agreement (called “regulations” in
a few states).

Additional form for corporate-style
taxation. /n the somewhbat unusual event

that you want to have your LLC taxed as a corpora-
tion, you'll also need to file a form with the IRS; it’s
IRS Form 8832, Entity Classification Election. See
Section G4, below.
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1. Articles of Organization

In most states, preparing your articles of organiza-
tion is surprisingly simple—especially if your LLC is
a typical small business consisting of a handful of
owners. Most states provide a printed form for the
articles of organization; just fill in the blanks, sign
the form, and file it with the LLC filing office. The
task is made even easier in the states that include
instructions for filling in the blanks.

Other states don’t provide the actual articles of
organization form but do furnish something almost
as convenient: sample articles with instructions. You
can prepare your own articles of incorporation by
following the format and contents of the sample.

If your state is one of the few that provides nei-
ther fill-in-the-blank forms nor sample forms with
instructions, you’ll need to check your state’s LLC
statute to learn what to put into the articles of orga-
nization.

E’a For step-by-step instructions on preparing
t articles of organization and other organi-

zational documents for your LLC: Consult Form
Your Own Limited Liability Company, by Anthony
Mancuso (Nolo).

Typically, your articles of organization will not
need to include anything more than the following
information:

e The name of your LLC. (See Section E, above,
for more on picking a name.)

e The name and address of your LLC’s initial
registered agent and office. You'll probably
name one of your members as your registered
agent—the person who receives official corre-
spondence relating to the LLC and who gets
served with lawsuit papers if someone sues
the business. You’'ll generally use the LLC’s
business location or the registered agent’s
home as the registered office address.

e Statement of purpose. In most states, you

don’t need to describe your business activ-
ity—a general statement of purpose will suf-
fice. Example: “Purpose: To engage in any
lawful business for which limited liability
companies may be organized in this state.”
Type of management. You usually need to say
whether your LLC will be member-managed
or manager-managed. The difference between
the two is explained in Section B, above. In
most states, if you don’t specify the type of
management, your LLC will be managed by
all the members (that is, member-managed).
Typically, you'll also need to give the names
and addresses of your initial members and,
for manager-managed LLCs, your initial man-
agers. (Note: In some states, the type of man-
agement is specified in the operating agree-
ment rather than the articles.)

Principal place of business. You'll give the
address of your main business location. For
most small businesses, it's also the only loca-
tion.

Duration of the LLC. In many states, your ar-
ticles must specify how long your LLC will be
active. You may be able to choose between a
“perpetual” (unlimited) duration or a specific
number of years. Some states put an upper
limit on the number of years you can
choose—30 or 50 years, for example. These
statutory limits should cause no problem be-
cause when the time is up, you or your LLC
successors can extend the life of the business
for another long term of years.

Signatures of people forming the LLC. Usually,
state law allows one person to sign the ar-
ticles as the organizer of the LLC. But if your
LLC is member-managed, you’ll probably
choose to have all the initial members sign
the articles of organization to give everyone a
sense of participation.
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After preparing your articles, you file them with
your state’s LLC filing office—usually the secretary
of state, located in your state’s capital city. In a few
states, before or after you file your articles of orga-
nization, you may need to put a legal notice in a
local newspaper stating your intention to form an
LLC.

There may be special requirements for

licensed professionals. 111 many states, if
you're a licensed professional, you'll need to comply
with additional rules for starting an LLC. For ex-
ample, you may have to file special articles of orga-
nization for a professional LLC, and you may have
to end your LLC name with special words or initials
such as “Professional Limited Liability Company” or
“PLLC.” In a few states, such as California, many
types of professionals, such as accountants, doctors,
and physical therapists, to name a few, are not al-
lowed to form LLCs. For more on professional LLC,
see Chapter 1, Section F2b.

2. Operating Agreement

Once you've filed your LLC articles of organization
with your state’s LLC filing office and the document
has been accepted, you're officially in business. But
if you have more than one member, don’t overlook
another important piece of LLC paperwork: the op-
erating agreement.

Although you can usually omit this document for
a one-person LLC (except see “Ask your tax advisor
about allocating goodwill payments in your operat-
ing agreement,” below), it’s very important to have
one if your LLC has two or more members.

% Ask your tax advisor about allocating

agreement. If you plan to sell your LLC membership

goodwill payments in your operating

interest in the future, you may wish to specifically
provide in your LLC operating agreement that part of
the buyout price includes a reasonable payment for
the selling member’s share of the business’s gooduwill.
(Gooduwill is an intangible factor—often based on
brand recognition or business reputation—that
makes a business worth more than just the value of
its physical assets.) You 're probably aware that it’s
better to have income taxed as a capital gain rather
than as ordinary income. By including such a good-
will allocation in an operating agreement, you en-
sure that the portion of the buyout price attributed to
goodwill will be treated as a capital asset. This will
save the selling member from having to pay tax on it
at the higher, ordinary income tax rates. For this
reason, if you set up a one-person LLC, you may
want to create an operating agreement just for the
purpose of making a goodwill allocation. See your
tax advisor, as this is a complicated area of business
tax law.

The operating agreement serves a function simi-
lar to partnership agreements (Chapter 2) and cor-
porate bylaws (Chapter 3). Tt sets the rules for how
the owners will run th(9business and it defines their
rights and responsibilities, such as the members’
voting power and right to profits.

In a typical operating agreement for a member-
managed LLC, provisions covering the following
subjects are usually included:

e Capital provisions. One of the most important
parts of an operating agreement sets forth
how much money or property each member
will contribute to the LLC and what additional
contributions may later be required.

e How a member’s percentage interest is deter-
mined. The operating agreement should state
how members’ percentage (capital) interests
are computed. Typically a member’s percent-
age interest will be based on how a member’s
capital account compares to the total of all
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members’ capital accounts. So if Ed has
$25,000 in his capital account and the total of
all capital accounts is $100,000, then Ed’s per-
centage interest is 25%.

Capital Accounts Explained

In bookkeeping speak, a member’s capital ac-
count represents the current value of that
member’s percentage of ownership interest.

When an LLC member contributes cash or
property to the LLC, the member’s capital ac-
count is credited with the cash amount or fair
market value of the property contributed.
Later, when profits are allocated at the end of
the LLC tax year, the member’s capital account
balance goes up (the business owes the mem-
ber this money); as distributions of profits are
made, the capital account balance goes down
(the business no longer owes this money to
the member).

The capital account balance is also the
amount of LLC assets that a member expects to
be paid if the company is liquidated and split
up among the members (assuming there’s suf-
ficient cash or other assets left after all credi-
tors have been paid).

e Type of management. Your agreement may
need to specify whether your LLC will be
member-managed or manager-managed. Most
small LLCs will opt for member-management,
and in the majority of states, if you don’t
specify your choice, the law says that your
LLC will be managed by all the members (that
is, member-managed). Typically, you’ll also
need to give the names and addresses of your
initial members and, for manager-managed
LLCs, your initial managers. (Note: In most
states, you can elect the type of management

either in your articles or your operating
agreement.)

e Membership voting. Your agreement should
also specify how issues will be voted on and
decided. In the case of a member-managed
LLC, you'll probably want a simple majority
(51%) of membership interests to decide most
issues, but you can also provide for a larger
majority (two-thirds, for example) to decide
some matters. You can also provide for per
capita voting, where one member is given
one vote.

e Profits and losses. Explain how profits and
losses will be allocated to members. Typi-
cally, it will be on the basis of each member’s
percentage (capital) interest in the LLC.

e Distribution of money. You may decide to put
language in your operating agreement spelling
out who will decide if and when LLC profits
will be distributed to members. For example,
you might provide that all members must
agree on a distribution or, perhaps, tfy4 a ma-
jority of members can make that decision.

e Tuax election. As noted above, an LLC is taxed
as a partnership unless it elects to be taxed as
a corporation. It’s a good idea to state in your
operating agreement how the LLC will be
taxed initially.

e Transfer of a membership interest. Your oper-
ating agreement should say how a member
can withdraw from the business and whether
a member can transfer his or her interest in
the LLC to someone else.

o Addition of new members. Explain whether
new members will be allowed into the LLC
and how—that is, by a simple majority, a
larger majority, or a unanimous vote.

e Buy-sell provisions. Chapter 5 covers the im-
portant subject of what happens if a member
dies, moves away, gets sick, or simply wants
to get out of the business. Can the LLC force
the departing member to sell her interest to
them? How will the interest of a departing
member be valued? While you can cover



CREATING A LIMITED LIABILITY COMPANY

4/11

these issues in a separate buy-sell agreement,
it makes better sense for LLC members to deal
with them in the operating agreement.

e Other businesses. Your operating agreement
can provide, for example, that members are
free to own interests in or work for other
businesses that don’t compete with the busi-
ness of the LLC.

As mentioned above, most small businesses that
operate as LLCs will prefer to have the business
member-managed rather than manager-managed. If
your business chooses the less popular manager-
managed option, you'll need a special section in
your operating agreement dealing with how manag-
ers are selected and replaced, and what authority
they have.

E’a For excellent guidance on preparing your
3
LLC operating agreement: Consult Form

Your Own Limited Liability Company, by Anthony
Mancuso (Nolo). It contains complete details for pre-
paring an LLC operating agreement whether your LLC
is member-managed or manager-managed. The CD
that accompanies the book makes the lask even easier.

= Have a lawyer review your operating
agreement. [f you prepare your own operat-

ing agreement, it’s a good idea to have an experi-
enced small-business lawyer look it over before you
and the other members sign it. That will help assure
that the provisions are internally consistent and that
you haven’t made any technical errors that can
cause legal, tax, or financial problems later. A
lawyer’s fees for reviewing the operating agreement
should be a fraction of what they would be if the
lawyer drafted the document from scratch.

G. After You Form Your LLC

Once your LLC articles of organization have been
accepted by your state’s LLC filing office and you’ve
signed an LLC operating agreement dealing with
such important issues as managing the business, al-
locating profits and losses, and transferring mem-
bership interests, you're ready to start doing busi-
ness. However, there are a few additional actions
that are either legally required or worth considering
to put your new company on a sound footing.

1. Set Up an LLC Bank Account

Remember, your LLC is a legal entity separate from
its members and managers. For this reason, your
LLC needs its own bank account so that its finances
can clearly be kept separate.

If you're creating an LLC out of an existing busi-
ness that already has a bank account—for example,
your sole proprietorship or partnership business is
now going to be run as an LLC—start fresh by
opening a new bank account for the LLC. The bank
may ask for a copy of your articles of organization
and your Employer Identification Number (EIN),
which is issued by the IRS. (EINs are discussed in
Chapter 8, Section A.)

If you decide to simply continue the old ac-
count, you'll need to check with your bank to learn
their procedures for moving a bank account from a
prior business to a new legal entity. Again, the bank
will probably want to see your articles of organiza-
tion and your EIN. You need to keep detailed
records showing exactly how much money was in
the account when it was changed over to the LLC.
Also, keep track of checks that were written by
your prior business but haven’t cleared yet. These
checks should be treated as expenses of the prior
business and deducted from the amount considered
transferred to the LLC. If you don’t prepare and re-
tain these records, you can wind up with one big
headache a few years from now when you try to
reconstruct exactly what you transferred to the LLC.
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2. Complete Any Initial Financial
Transactions

Tie up any other loose ends relating to the financ-
ing of the LLC. For example, make sure that the
members deposit their initial contributions of cash
into the LLC bank account. If a member transfers
property—computer equipment, for example—to
the LLC in exchange for a membership interest, the
member should sign a bill of sale confirming the
transfer of property to the LLC.

And if your LLC is borrowing startup money
from friends, relatives, or its members, be sure to
issue promissory notes from the LLC stating the in-
terest rate and other terms of repayment.

Finally, if you or another member will be leasing
space to the LLC, prepare a lease as if the landlord
were a complete outsider.

3. Comply With the Bulk Sales Law

If members are transferring assets from a preexisting
business to the new LLC in exchange for member-
ship interests in the company, you may need to
comply with your state’s bulk sales law. These laws,
currently on the books in six states (California,
Georgia, Indiana, Maryland, Virginia, and
wisconsin), apply mainly to retail, wholesale, and
manufacturing businesses. They are intended to
prevent business owners from secretly transferring
their business assets to another company to avoid
paying creditors. Typically, under these laws, you
have to notify creditors that the assets of the busi-
ness are being transferred.

While the details of bulk sales laws differ some-
what from state to state, these laws usually have an
exemption or shortcut that applies when you trans-
fer assets from an existing business to a new LLC
that will continue the business. Typically, to qualify,
your LLC needs to agree in writing to take over the
business debts of the existing company.

4. Inform the IRS If Your LLC
Chooses Corporate Taxation

An LLC is normally taxed as a partnership (ex-
plained in Chapter 1, Section D). This means that
for federal income tax purposes, the LLC itself does
not pay a tax on its income. Profits or losses pass
through to the individual members, who include
their share of LLC profits or deduct their share of
LLC losses on their personal tax returns. This is the
route that the members of most LLCs prefer. If that’s
what you want to do, you don’t have to let the IRS
know. You’ll automatically be treated as a partner-
ship for federal income tax purposes.

The other tax option is to have your LLC treated
as a corporation for tax purposes. Your tax advisor
may recommend this if you expect your LLC profits
will be substantial and the members are prepared to
leave some of the profits in the business. The funds
can be used in a later year, for example, to pay for
a new building or the purchase of additional equip-
ment. With corporate tax treatment, the income re-
tained in the LLC is taxed at lower corporate tax
rates (15% and 25% for taxable net income up to
$75,000), instead of the top individual tax rates of
35% and 38.6% that might apply to income allo-
cated to members of an LLC that has elected part-
nership-style taxation.

If your members want to have your LLC taxed as
a corporation, the LLC will need to file IRS Form
8832, Entity Classification Election, within 75 days
of the formation of the company. Otherwise, you’ll
have to wait until a later tax year to make the
change.

For more on complying with federal and state
tax filing rules, see Chapter 8.
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H. Safe Business Practices for
Your LLC

In a small LLC consisting of just one member or a
few members, it’s sometimes hard to keep in the
front of your mind the fact that the LLC is a separate
legal entity from you and the other members. You
and your business are not the same. In the eyes of
the law, you are an agent of the LLC. For example,
when you sign contracts and other documents,
you're signing them (or should be signing them) on
behalf of the LLC and not as an individual.

Remembering this distinction between you and
your LLC can seem especially burdensome if you've
done business in the past as a sole proprietorship
or partnership and have just changed over to an
LLC. On the day-to-day level, it’s really business as
usual and, in many respects, nothing at all has
changed. Yet, if you want to get the maximum pro-
tection from personal liability for debts of the busi-
ness, you need to carefully observe the legal dis-
tinction between yourself and your LLC. Fortu-
nately, as you'll see shortly, that task isn’t as tough
as you may think.

The reason it’s so important to always treat the
LLC as a separate entity is that if you don’t, a judge
may decide that you're personally liable for a busi-
ness debt or that you have to pay a lawsuit judg-
ment out of your personal assets. It's becoming
clear that in cases involving LLCs, judges will follow
the same rules that they apply to corporations and
will hold LLC owners personally liable for business
debts if the owners haven’t respected entity formali-
ties. (See Chapter 3, Section H, for some examples
of what courts have done when corporations have
been sloppy.)

So if you ignore the fact that your business is or-
ganized as an LLC, and you operate it more like a
sole proprietorship or a partnership, you will need-
lessly face the risk of personal liability. It follows
that many of the precautions that I recommend for
protecting corporate shareholders from personal li-
ability should help to shield LLC members.

1. Put Adequate Capital Into Your
LLC

Put enough money and other assets into your busi-
ness to meet business expenses that are likely to
come up. If you don’t, and there’s a lawsuit, a judge
may rule that the LLC is a sham—that it really isn’t a
separate entity from its owners—in which case you
and the other members may be personally liable.

Each business has different financial needs. You
can often legally fund a small home-based business
such as a computer consulting operation on a shoe-
string. But opening a pizza restaurant would require
considerably more money, since you’d need to
lease space, outfit a kitchen and dining area, and
hire employees. Your accountant should be able to
recommend a reasonable level of funding for your
LLC.

2. Insure Against Obvious Risks

Think carefully about whether there’s a substantial
risk of customers or others getting hurt because of
your business. If so, it’s a good idea to buy a rea-
sonable amount of liability insurance coverage. (See
Chapter 12 for more on insurance.)

In a few cases, judges have felt that the owners
of a small corporation were acting recklessly be-
cause the corporation didn’t buy liability insurance
that was reasonably available. This recklessness
played a part in the judges’ decisions to hold the
owners personally liable to people injured by the
corporations’ employees or products. It’s likely the
same principle will be applied to LLCs. So if liability
insurance is available at a reasonable price, see to it
that your LLC gets the proper coverage.
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3. Separate Your Personal
Finances From Your LLC’s
Finances

The LLC needs its own bank account (see Section
G1). Don’t use that account to pay your personal
expenses. If you receive checks from the LLC for
salaries or draws (see Section D, above), deposit
the checks in your personal account and then pay
your personal bills from that account.

If you use personal funds to pay business ex-
penses—for example, you pick up a business book
on the way home from work—you can have the
LLC reimburse you. Be sure the LLC keeps a receipt
for your purchase of the book to justify deducting
the cost as a proper business expense.

To further separate you and other members from
the LLC, document all transactions as if you were
strangers. If the LLC leases a building from you,
sign a lease. If the LLC borrows money from you,
get a promissory note. If you sell equipment to the
LLC, sign a bill of sale to formally transfer legal
ownership to the LLC.

4, Use the Official LLC Name

Suppose the name of your LLC is Kitchen & Bath
Designers LLC. Use that full business name in all
your business dealing—on your stationery, business
cards, and phone book listings, on your signs, in
catalogues, and on the Internet. Don’t use a differ-
ent name or abbreviation (such as Kitchen & Bath
Designers, without the letters LLC) unless you file
an assumed name certificate or fictitious name cer-
tificate as permitted by state law. For more on LLC
names, see Section E, above, and Chapter 6.

5. Sign Documents as an LLC
Member or Manager

In correspondence and on checks, sign your name
as Paula Smith, Member, or Paula Smith, Manager,
along with the full name of your LLC, rather than
just Paula Smith. This makes it clear to those who
deal with you that you’re acting as an agent or em-
ployee of the LLC and not as an individual. Follow
this practice on any other documents you sign, such
as contracts, order forms, and promissory notes.

SAMPLE SIGNATURE OF LLC MEMBER OR MANAGER

Whole Grain Bakery LLC
By:
Paula Smith, Member

OR
Whole Grain Bakery LLC

By:
Paula Smith, Manager

In some cases you may have to personally sign
an LLC document or promissory note as a guaran-
tor. For example, a bank typically won’t lend
money to a small LLC unless the members person-
ally guarantee repayment, and a super-cautious
landlord may want you to guarantee the lease. But
even if you have to accept personal liability for
some LLC obligations, it’s better to do this as a guar-
antor than as the main signer. The reason: The
guarantee serves as further evidence that you and
the LLC are separate legal entities.
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6. File Annual State LLC Reports

In most states, you're required to file a one-page
annual report on a form available from the LLC fil-
ing office. Usually, the form is automatically mailed
to you. You'll have to pay a small filing fee in the
range of $10 to $50—although the fee is higher in

a few states. To avoid losing your legal status as

an LLC and your protection from personal liability,
it’s important that you complete the form and return
it along with the filing fee to the appropriate state
office.

7. Assign Existing Business
Contracts to Your LLC

If you've been doing business as a sole proprietor-
ship or partnership and are now switching over to
an LLC, you may have some ongoing contracts that
you’d like the LLC to take over. For example,
maybe your sole proprietorship signed a five-year
lease for business space and there are still two years
left to go under the lease. Or maybe the partnership
you established for your lawn maintenance business
has several contracts in force to service the lawns of
major businesses in a local research park.

It makes sense to transfer these contracts to your
LLC. You usually can do this without getting the
consent of the other party to the contract, unless
the contract specifically prohibits an assignment.
But be aware that if you do assign a contract to
your LLC, you’ll still be personally liable for com-
plying with it. There are basically only two situa-
tions in which this isn’t true. The first is when the
other party consents in writing to release you from
liability. The second is when the contract contains
language allowing you to assign it to a new LLC or
corporation and be free from personal liability.

Unless you fall into one of these two exceptions,
the landlord in the first example will be able to turn
to you for the rent if the LLC doesn’t pay it. Or in

the second example, the businesses that contracted
for your lawn maintenance services will be able to
hold you personally responsible if your LLC doesn’t
perform and the businesses have to pay a higher
price to get the work done by someone else.

=M Tax rules on passive investments are

passive sources (rents, royalties, or dividends, for ex-

tricky. If your LLC will receive income from

ample) or from the performance of personal services,
get professional advice before transferring contracts to
the LLC. A transfer could lead to a personal holding
company penalty—which could be quite substantial.

SAMPLE ASSIGNMENT OF CONTRACT

Assignment of Contract

In consideration of the sum of $ , receipt of

which is acknowledged, WordSmith Associates (an
Indiana partnership) assigns to WordSmith Media
Consultants LLC (an Indiana limited liability com-
pany) all of its rights and duties under the contract
with Smoke Stack Industries, Inc., dated

, 20__, for advertising, marketing,

and public relations services.

WordSmith Media Consultants LLC accepts this
assignment and accepts all of WordSmith

Associates’ duties under the assigned contract.
Dated: ,20__

ASSIGNEE:

WordSmith Media
Consultants LLC,

ASSIGNOR:
WordSmith Associates,

An Indiana Partnership  An Indiana Limited
Liability Company

By: By:

Cynthia Cardone Cynthia Cardone

Member

Partner
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8. Record Keeping

If someone goes to court and asks the judge to dis-
regard your LLC and hold you personally liable, you
may be able to bolster your position if you can pro-
duce a record book that shows you’ve consistently
treated the LLC as a separate legal entity.

This is clearly the case when someone seeks to
get behind a corporation and hold the owners
(shareholders) personally liable. (See Chapter 3,
Section H.) That’s because by law and tradition,
corporations are expected to observe a number of
formalities such as holding annual meetings and
documenting meetings of the board of directors.
The paperwork requirements for an LLC are mini-
mal compared with those for a corporation. Still,
you may want to hold periodic meetings and docu-
ment important LLC decisions—especially if you
have more than two or three members.

Depending on the degree of formality you
choose for running your LLC, I recommend that you
keep an LLC record book containing important pa-
perwork, such as:

e the articles of organization

e the operating agreement

e a membership register listing the names and
addresses of your members

e a membership transfer ledger showing the
dates of any transfers of membership interests
by a member

e membership certificates and stubs (if your
LLC decides to issue certificates to members),
and

e minutes of LLC meetings and written consent
forms (if your LLC decides to hold formal

meetings or to get written membership ap-
provals for certain LLC decisions—see discus-
sion directly below).

Even if your LLC has decided to proceed with a
minimum amount of formal paperwork, you should
consider documenting the members’ approval of the
most significant LLC actions, including:

e authorizing LLC bank accounts and designat-
ing who’s eligible to sign checks and with-
draw funds

e borrowing money, from a bank or from an
LLC member

e amending the articles of organization or the
operating agreement

e entering into major contracts

e buying, selling, or leasing real estate

e clecting corporate-style taxation or a tax year
other than a calendar year

¢ authorizing distributions of profits to mem-
bers

e admitting new members

e authorizing the LLC purchase of the interest
of a departing member.

By staying on top of this simple paperwork,
you’ll have a paper trail of important LLC decisions
that will help satisfy courts, the IRS, and others that
you've attended to all the legal and tax niceties and
that you've treated the LLC as a separate legal en-
tity.

~.d Your Limited Liability Company:
| An Operating Manual, by Anthony
Mancuso (Nolo), explains ongoing record keeping
requirements and provides minutes, written consent
Jorms, and resolutions for a multitude of business
decisions. W
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f you're in business with others, there’s a good
chance that there will be ownership changes as
the years go by. That’s true whether you orga-
nize your business as a partnership, a limited liabil-
ity company (LLC), or a corporation. Ownership
changes may be the last thing you want to think
about when the business is brand-new. However,
the fact is that many things can happen down the
road—or maybe only a few steps away—to affect
the ownership of your business. For example, you
or a co-owner may:
¢ decide to move out of state to pursue a new
line of work
e become physically or mentally disabled—or
even die
e seek to buy out a co-owner’s interest in the
business, or
e want to sell to an outsider.

What happens then? Will the transition proceed
smoothly and fairly? Or will there be discord and,
possibly, lawsuits? The answer may depend on how
well you've planned for the future. Without careful
planning, the business itself may be in jeopardy. In
an extreme case, all the time and money that you
and the other owners have put into the venture may
evaporate as the business falls apart.

Certainly, during the sunny, optimistic days
when you’re putting the business together, it’s hard
to focus on disruptive changes that you may face in
the future. And it’s equally difficult to do so when
the business is humming merrily along. But plan-
ning ahead can save all involved from a ton of grief.

Most businesses with two or more owners
should put together a buy-sell agreement. This prin-
ciple applies regardless of the legal format you've
chosen for your business. Partners in a partnership,
shareholders in a corporation, and members of an
LLC will all benefit from well-drafted buy-sell provi-
sions.

First, let’s get our terms straight. When I use the
term buy-sell agreement, I'm not talking about a
contract in which you promise to buy an outsider’s
business or an outsider promises to buy yours;

that’s a separate topic, covered in depth in Chapter
10. The buy-sell agreement we're looking at here is
a binding contract among the owners of your busi-
ness that controls the buying and selling of owner-
ship interests in that business. When a co-owner is
thinking about selling or giving away his or her in-
terest, a good buy-sell agreement steps in to give
the continuing owners some control over the trans-
action. Often, the agreement will regulate who can
buy the departing owner’s interest and at what
price, or sometimes whether the co-owner can sell
at all.

Importantly, a buy-sell agreement helps assure
that you and your co-owners aren’t forced to work
with strangers or other people you won’t get along
with. It can also help assure that if a co-owner
leaves the business, that person will receive a rea-
sonable sum in exchange for his or her ownership
interest—or if a co-owner dies, that the heirs will be
paid fairly.

Typically a buy-sell agreement also gives the
business and its continuing owners a chance to buy
out an owner who’s stopped working for the busi-
ness or has died. This eliminates the possibility that
active owners will be forced to share profits with an
inactive owner or an unsuitable new owner. Some
buy-sell agreements also say that if an owner dies,
the surviving owners can force the deceased
owner’s estate representative or inheritors to sell
back the deceased owner’s interest to the company
or to its surviving owners. Similar provisions may
apply when an owner decides to retire after a cer-
tain period of time, or becomes disabled and can’t
actively participate in the business.

E’ﬁ This chapter simply introduces you to the
k
Q important concept of buy-sell agreements.

For comprebensive coverage of the subject and pre-
cise guidance on how to develop your own agree-
ment, be sure to consult Buy-Sell Agreement Hand-
book: Plan Ahead for Changes in the Ownership of
Your Business, by Anthony Mancuso and Bethany
K. Laurence (Nolo). The book comes with a CD-ROM
and a worksheet to walk you through the process.
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I=B Check your agreement with an expert.

With the help of the comprebensive book and
disk recommended above, you should be able to
craft a respectable buy-sell agreement. However, as
authors Mancuso and Laurence wisely note, even
their book can’t provide the depth of advice—espe-
cially in the tax and estate-planning realm—that a
buy-sell or financial planner or tax expert can pro-
vide. And of course, their book can’t customize an
agreement for you that suits exactly your company’s
and each owner’s individual needs. So if you do
draft your own buy-sell agreement, be sure to take it
to a small business tax or legal advisor before put-
ting your finalized agreement into action.

A. Major Benefits of Adopting
a Buy-Sell Agreement

If you don’t have a buy-sell agreement, here are
some things that can happen:

e You may be forced to work with and share
control of the company with an inexperi-
enced or untrustworthy stranger who buys
the interest of a departing owner.

e You may be forced to work with the spouse
or other family member of a deceased or di-
vorced owner. While this might work out just
fine, there’s also a substantial possibility that
the family member will lack the necessary
business skills or the right personal qualities
for working with you and the other co-own-
ers.

e If you leave the company or die, you or your
survivors may be stuck with a small business
interest that no outsider wants to buy—and
for which no insider will give you a decent
price.

¢ You and your co-owners may argue with a
departing co-owner or the inheritors of that
co-owner over what price should be paid for

the interest that's changing hands. This can
cause an angry deadlock that can wreak
havoc on your business operations.
Now let’s see how a buy-sell agreement can help
your business avoid these situations.

1. Controlling Who Can Own an
Interest in Your Company

An outsider who gains an ownership interest can
disrupt the smooth flow of your business—espe-
cially in the case of major management decisions
that require unanimous approval of the owners.
Consider this example:

Joe and Cindy form a small corpo-
ration. Each receives 50% of the corporate
stock. They don’t foresee problems down the
road so they don’t bother with a buy-sell agree-
ment. A few years later, Joe and Cindy have a
serious disagreement over how to expand the
business. To avoid further hassles, Joe sells his
shares to Albert, whom Cindy has never met
before. The two quickly reach an impasse on
management issues and the business comes to a
standstill.

A buy-sell agreement can prevent this from hap-
pening, by giving the owners the power to prevent
outsiders from buying in. Sometimes this is accom-
plished by giving the remaining owner or owners
the opportunity to meet any outsider’s offer for an
interest in the company. This type of provision is
called a “Right of First Refusal.” To better under-
stand its purpose, see what happens if Joe and
Cindy had a buy-sell agreement:

Joe and Cindy form a small corpo-
ration—and they wisely create a buy-sell agree-
ment to deal with what happens if one of them
wants to leave the business. A few years later



5/4 LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

when they disagree on how to expand, Joe
decides to sell his shares. Albert offers to buy
the shares for $10 each. The Right-of-First-
Refusal provision in their buy-sell agreement
requires Joe to offer the shares to Cindy at the
same price. Rather than share control of the
business with a stranger, Cindy buys Joe’s
shares. The business continues to run smoothly
and prospers.

A buy-sell agreement can also give the surviving
owners the power to purchase the interest of an
owner who’s died if the surviving owners don’t
want the inheritors of the deceased owner to be-

come co-owners of the business.

Who Doesn’t Need

a Buy-Sell Agreement?

Although a buy-sell agreement can benefit
most small businesses, there are situations
where one isn’t essential.

You're the 100% owner of the business. If
you have a one-person business, obviously
you won’t have much interest in an agreement
that controls who may own interests in the
company, since you can do that yourself. But
consider the possibility that you may want to
plan for the future by agreeing to sell the busi-
ness to a valuable employee who is willing
and able to take it over. In that situation, you
might decide to sign a buy-sell agreement with
the employee. This will assure the employee
that he or she will be taking over some day,
and you’ll know that you or your inheritors
will receive payment when ownership of the
company is transferred to the employee upon
your death.

You own the business with your spouse. If
you’ve been married a long time and have a
good, solid marriage, you probably won’t need
a buy-sell agreement. It's unlikely that either of
you will want to leave the company unless you
both do. And if one of you dies, the other one
probably will inherit the ownership interest.
On the other hand, if you haven’t been mar-
ried long, or your future with your spouse is
unsure, a buy-sell agreement can make sense.

You own the business with one of your chil-
dren. If you plan to transfer part or all of your
business to your child, a buy-sell agreement
isn’t required. You can arrange the transfer
through a regular contract or your will or a
trust. But even here, you may want to sign a
buy-sell agreement. It’s always possible, for ex-
ample, that your child will die or want to leave
the business before you do. A buy-sell agree-
ment can address this and other possibilities.
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2. Providing a Guaranteed Buyer
for Your Ownership Interest

As we've seen, a buy-sell agreement can protect
your company by making sure that an outsider does
not disrupt the business by becoming an owner
without the approval of the owners. But a buy-sell
agreement can also help you individually if you
ever reach the point where you want or need to sell
your ownership interest.

Obviously, it can be quite difficult to sell a less-
than-100% share of a small business. There may be
no market at all for a minority interest. A person
interested in buying into a small business will nor-
mally not find it attractive to be in business with
strangers and to have very little say in how the
business is managed. This lack of a true market for
your interest can be a problem for you and your
family. The time may come when you want to leave
the business but your co-owners may be unwilling
to pay you a fair price for your interest. If that hap-
pens, you may be stuck with a share of the com-
pany you can'’t sell. The same thing can happen if
your heirs inherit your piece of the company.

Norm, Betty, and Phil form a small
corporation, each receiving one third of the
shares. They neglect to sign a buy-sell agree-
ment. Three years later, Norm dies unexpect-
edly. His wife and two children inherit his
shares. They’d like to sell the shares to raise
money for college and other living expenses
but can’t find an outside buyer. Knowing this,
Betty and Phil buy Norm’s shares for a pittance,
leaving Norm’s family in dire economic straits.

A good buy-sell agreement can avoid an unfortu-
nate outcome like this by requiring the company or
the remaining owners to pay a fair price if your in-
heritors want to sell your interest in the business.
You accomplish this by putting a “Right-to-Force-a-
Sale” provision in your buy-sell agreement, which

requires the company or the continuing owners to
buy you out if you die, and sometimes under other
circumstances. (The agreement can also provide
that the company purchase life insurance on its
owners, to fund the future purchase of a deceased
owner’s interest.) This can protect you and your in-
heritors from taking a financial hit if the company
or continuing owners refuse to buy your interest at
a fair price or from becoming embroiled in bruising
negotiations over what will happen to your owner-
ship interest.

Let’s see how a buy-sell agreement could have
changed the grim outcome for Norm'’s family in the
above example.

Norm, Betty, and Phil form a small
corporation, each receiving one third of the
shares. Wisely, they sign a buy-sell agreement
containing a Right-to-Force-a-Sale clause, which
kicks in if one of them dies. The clause requires
the surviving owners to buy the interest of an
owner who’s died, assuming the estate repre-
sentative, trustee, or inheritors want to sell it.

Three years later, Norm dies unexpectedly.
His wife, as representative of his estate, invokes
the Right-to-Force-a-Sale clause. Since the
agreement required the purchase of life insur-
ance policies on each owner, Betty and Phil can
easily buy out Norm’s shares at the price in the
agreement by using the insurance proceeds.
Norm’s wife spends the money for college ex-
penses for the children and for other living ex-
penses.

A buy-sell agreement can also require the com-
pany or remaining owners to buy your interest in
other situations as well. For instance, you may want
to retire or stop working, or you may become men-
tally or physically disabled. If you don’t have a buy-
sell agreement in these situations, there’s no guar-
antee that you’ll get a fair price for your business
interest.
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3. Setting a Fair Price and
Providing a Workable Method
for a Buyout

A well-prepared buy-sell agreement can set a price
for interests in the business—or a formula for set-
ting a price. This can eliminate lengthy disputes and
unpleasant lawsuits about the value of an owner’s
interest. Equally important, the agreement can pro-
vide a mechanism for how the departing owner (or
his or her family members) will be paid. Having to
come up with a lump-sum payment for a departing
owner’s interest, for example, may create financial
stress for the company or the remaining owners. As
a solution, a buy-sell agreement may provide for
payments to be made in installments over a number
of years. Or maybe the payments will come from
life or disability insurance that the company buys
for each owner.

Be forewarned that figuring out a fair price in
advance of a buyout scenario is no easy task. You
and the other owners will be trying to arrive at a
price that, years from now, will represent the true
value of the company. You can’t know today if
your business will prosper in the years ahead or
struggle to make a profit. And since there’s no pub-
lic market for small business interests, it’s hard to
make comparisons with interests in similar busi-
nesses—not that such information would be of
great help anyway. Each industry and small busi-
ness is different; comparative data from other com-
panies has limited value. Still, picking a fair price—
or a formula for setting the price—is essential if the
buy-sell agreement is to do its job.

There are five basic methods for setting a buy-
out price—all of which are explained clearly and in
great depth in How to Create a Buy-Sell Agreement
& Control the Destiny of Your Small Business, by An-
thony J. Mancuso and Bethany K. Laurence (Nolo).
Typically, you'll set a price for the business as a
whole—or a formula for determining that price, and
the interest of an owner will usually be a percent-
age of that price. For example, if the entire business

is worth $500,000, the interest of a 25% owner will
be worth $125,000 for buy-out purposes. Let’s
briefly look at the most common methods for valu-
ing a company for purposes of a buyout:

a. Valuation Method 1—Agreeing on
a Fixed Price in Advance

Using this method, you simply agree on a price for
the business as a whole and put that number in
your buy-sell agreement. This agreed-value or fixed-
price method is simple and certain. However, it’s
hard to pick a price that will reflect the value of the
business throughout its life—the price you decide
on today can quickly become outdated. So if you
use this method, you will want to provide that the
number will be updated each year.

b. Valuation Method 2—Book Value

The book value of a company is generally its assets
minus its liabilities as shown on the company’s
most recent year-end balance sheet. Because the
book value is basically a snapshot of the company’s
finances on a given day, it doesn’t give information
about the profitability of the business. Also, book
value may not reflect assets such as customer good-
will that reflect the profit-making ability of the com-
pany. Compared to other formulas for determining
value, the book value method usually results in the
most conservative (lowest) value for a business.

c. Valuation Method 3 —Muiltiple of
Book Value

If a small business has been up and running for
several years, its real value is probably greater than
its book value. The multiple-of-book-value method
takes into account intangible assets that add to the
worth of the business—assets such as goodwill, pat-
ents, copyrights, brand names, and trade names.
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You might decide that the price of the business
should be, for example, two times its book value or
three times its book value.

d. Valuation Method 4—
Capitalization of Earnings

This method is best suited to established compa-
nies, since it measures the value of a business by its
past profits. If your company is just starting out or
hasn’t been around very long, you can’t use this
method because you have no earnings history.

But after your company has produced a good
profit for several years, you may want to shift over
to this method. Here’s how it works. You first deter-
mine the company’s annual earnings, or profit, by
subtracting the cost of doing business from gross
revenues. Next you multiply the earnings by a num-
ber called a multiplier. The number you choose
should depend, to some degree, on your company’s
industry and also on prevailing interest rates. Gen-
erally, you'll apply the multiplier to your company’s
average annual earnings for a “base earning period”
of three years or longer.

e. Valuation Method 5—Appraisal
Method

Your buy-sell agreement can simply provide that at
the time of a buy-out, a professional business ap-
praiser will establish the value of the business. Ac-
tually, you may want to provide for two appraisers.
Typically, as part of the buy-out process, the buyer
(usually the company or remaining owners) and the
seller (for instance, the departing owner or the rep-
resentative of a deceased owner’s estate) each
choose an appraiser to value the company. If they
come up with the same price, that value is used. If
they come up with close prices, the parties may be
able to negotiate and agree on a price. But if the
two appraisers are far apart on the price, the agree-
ment may require them to choose a third appraiser

who will set the price. A drawback is that the ap-
praisal method can be costly and time-consuming.

B. Where to Put Your Buy-Sell
Provisions

You may be wondering what kind of document
should hold your buy-sell provisions. Basically, you
need to choose between putting the provisions in a
separate buy-sell agreement and adding them to an-
other document that may already be in existence—
for example, your corporate bylaws, your LLC oper-
ating agreement, or your partnership agreement.
Here are my recommendations.

1. Corporations

If you do business as a corporation, you can add
your buy-sell provisions to your organizational
documents—either your articles of incorporation or,
more likely, your bylaws. Or, you can adopt a sepa-
rate agreement, often called a shareholders’ agree-
ment in the corporate context. I believe that the lat-
ter approach—adopting a distinct agreement—is
best. You're emphasizing the importance of these
provisions, so that an owner can'’t later claim sur-
prise when another owner asserts the terms.

If you follow this recommendation, it's a very
good idea to refer to the separate buy-sell agree-
ment in the bylaws. This can help head off a legal
challenge by someone looking for a legal way to
escape from the buy-sell terms.

Whichever approach you take, make sure your
buy-sell provisions don’t conflict with the existing
provisions of your articles of incorporation or by-
laws. You may want a lawyer to help you with this
consistency check.

To make sure that potential buyers of your corpo-
rate stock as well as potential creditors know about
the buy-sell agreement, add language to each stock
certificate stating that the share is subject to the terms
of a shareholders agreement. This statement is called
a stock certificate legend.
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2. LLCs and Partnerships

For a partnership—whether general or limited—the
partnership agreement is the primary (and, usually,
only) agreement among the business owners. Simi-
larly, for an LLC, the operating agreement is the pri-
mary agreement between owners. So for partner-
ships and LLCs, I recommend that you place your
buy-sell provisions in the partnership or LLC operat-
ing agreement itself. You’ll want to make sure, of
course, that the buy-sell terms mesh well with the
other provisions of the agreement. A lawyer can
help with this chore.

Perform a Consistency Check on

Your Buy-Sell Provisions

Whether you adopt your buy-sell provisions as
part of a separate agreement or add them to
your bylaws, partnership agreement (discussed
in Chapter 2), or LLC operating agreement (dis-
cussed in Chapter 4), make sure they do not
conflict with the current provisions of those
organizational documents.

Mostly, you want to check to make sure an
existing provision in one of those documents
does not prohibit, or impose addition rules on,
any of the buy-sell provisions that you're add-
ing. For example, if your partnership agree-
ment prohibits the transfer of ownership inter-
ests to outsiders, but the buy-sell provision you
want to use allows an owner to sell to an out-
side buyer under certain circumstances, you
will want to amend your partnership agree-
ment to delete the restriction on transfers.

Prevent legal termination of partnerships
m and LLCs. One area that partnerships and
LLCs need to cover in their buy-sell provisions is what
bappens to the company when an owner leaves (sells
out, retires, or dies). Some state laws say that the part-

nership or LLC automatically dissolves when an own-
ers leaves unless the partnership agreement or LLC op-
erating agreement says otherwise or unless the re-
maining owners vote to continue the company within
90 days. If the owners don’t vote to continue the com-
pany in that period of time, the company is consid-
ered dissolved and must file dissolution papers with
the state. To avoid risking the future of the partnership
or LLC and having to take a vote after an owner
leaves, as part of your buy-sell provisions state that the
partnership or LLC continues without a vote of the
owners when an owner leaves the company.

C. When to Create a Buy-Sell
Agreement

The key to a successful buy-sell agreement is com-
ing up with a reasonable plan early on, before any-
one knows who will be most affected by it. At the
outset, when you’re just getting started, your con-
cerns and those of the other owners will be roughly
the same because no one knows who will be the
first to leave. Because at that early point no one
wants to sell out, everyone has the same interest in
crafting an agreement that’s fair to everyone.

With a brand-new business, you and your co-
owners can start by putting together a very simple
buy-sell agreement. You can concentrate on giving
your company or continuing owners the right to
buy a selling or departing owner’s interest at a fair
price, or a price to be set according to a simple for-
mula such as book or appraised value.

After you've been in business a few years, you
may want to come up with a more complex agree-
ment. The same holds true if your business’s assets
have become quite valuable or there’s a concern
about limiting estate taxes. While it’s always a good
idea to have a small-business lawyer look over your
buy-sell agreement before it’s final, it’s especially
important to get a lawyer’s help in creating a more
sophisticated agreement. l
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Trademark Terminology

Trademark: A word, phrase, design, or symbol that identifies a product brand—such as Compaq com-
puters, Nike shoes, Kodak cameras, Xerox photocopiers, and Marathon gasoline.

Service Mark: A word, phrase, design, or symbol that identifies the provider of a service—such as Burger
King (fast foods), Roto-Rooter (sewer-drain service), Kinko’s (copy centers), and Blockbuster (video

rentals).

Mark: Sometimes used to refer to both a trademark and a service mark, because the terms are nearly,
but not completely, interchangeable.

Corporate Name: The name of a corporation as registered with one or more states. Examples: Time Inc.;
Sony Corporation. The corporate name refers to the corporation only, and not to any product or
services it offers.

Trade Name or Business Name: The name used to identify a business, as distinct from the product or ser-
vice it offers. It may be the same as the product or service name; for example, Sony Corporation
sells electronic equipment under the Sony trademark; McDonald’s Corporation uses the service
mark McDonald’s on its fast-food service. Or the trade name or business name may be different—
for example, General Motors Corporation sells cars under the Buick trademark.

Assumed Name or Fictitious Name: A business name different from the owner’s name. Example: Laura does
business as Coffee Express. Partnerships and (in many states) corporations may also use assumed
or fictitious names. In most places, you must register a fictitious name. (See Section B3.)

Federal Trademark Register: A list of all trademarks and service marks registered with the federal govern-
ment. To be accepted, a trademark or service mark must be distinctive and not confusingly similar
to an existing mark. All states maintain trademark registers too, and some maintain service mark
registers; preexisting federal trademark rights have priority.

aming your business and products may not

be as simple as it first appears. For one

thing, you need to comply with legal proce-
dures mandated by state law. If you incorporate, for
example, or form a limited liability company, you
must choose a corporate or LLC name acceptable to
your state’s business filing office. And all busi-
nesses—corporations, LLCs, partnerships, and sole
proprietorships—must comply with laws dealing
with the registration and possible publication of as-
sumed names or fictitious names. (See Section B.)

Other legal procedures having to do with busi-

ness names are not mandatory, but it nevertheless

makes good sense to follow them. For example, be-
fore using a cool-sounding name—especially one
that will also be used to identify your products and
services—it’s extremely smart to find out whether
someone else already has rights to the name and, as
a result, can legally limit how you use it or tell you
not to use it at all. This normally involves at least
two steps. To avoid a claim of unfair competition,
your first step is to do a local name search to make
sure that no local business in your field uses a simi-
lar name. Don’t start Jimmy’s French Laundry if
there’s already a Jenny’s French Laundry a few
miles away.
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Step two involves making sure you gain maxi-
mum protection for your trademarks or service
marks—names you’ll use to identify your products
or services. Especially if you're looking for compre-
hensive protection for a trademark or service mark,
you’ll want to first carefully check and then register
the mark under federal and state trademark laws.
(See Sections C, D, and E.)

Just how much effort and expense should you
sensibly invest in protecting the name of your busi-
ness, product, or service? The answer depends on
many factors, such as: the size of your business, the
size of the market that you'll operate in, the type of
product or service, and your expectations for
growth and expansion.

As a general rule, the more customers your busi-
ness will reach, the more you need to be sure you
have the exclusive right to use your chosen name
within your business or product niche. For ex-
ample, if you're starting a local computer repair ser-
vice, you won’t need as much business name pro-
tection as if you were planning to sell a new line of
low-fat salad dressings in all 50 states. But be aware
that because of the Internet and other electronic
communication methods, the number of small busi-
nesses that compete with one another is rapidly
growing, meaning the need to do in-depth name
searches and to consider the implications of trade-
mark law is also rapidly growing.

Business Names and Trademarks:

They Are Not the Same

Legally, there are two main types of business
names:

e the formal name of the business, called its
trade name (Apple Computer Inc., for ex-
ample), and

¢ the names that a business uses to market
its products or services, called trademarks
and service marks (Macintosh brand com-
puter, for example).

Use of either type of business name can
raise legal issues, but the most serious lawsuits
tend to focus on the trademarks and service
marks a business uses to market its products or
services.

By being the first to use and register a
trademark or service mark, a business can pre-
vent another business from using the same or
very similar mark. Laws that protect the integ-
rity of trademarks and service marks are in-
tended to prevent consumers from being un-
fairly confused about the source of products
and services. A buyer should be able to rely on
the fact that the source of a computer bearing
the trademark “Macintosh” is Apple Computer
Inc., which has registered Macintosh as a trade-
mark.

Obviously, if you’re choosing a name to use
as a trademark or service mark, you need to
conduct a full search to make sure no other
business is already using that name as a trade-
mark or service mark. What may be less obvi-
ous is that you need to make exactly the same
kind of search if you plan to use your business
name to identify your goods or services—as
when Ford Motor Company markets cars under
the brand name (trademark) Ford.
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E’a For a thorough discussion of business
names: See Trademark: Legal Care for Your
Business & Product Name, by Stephen Elias (Nolo).
That book discusses in great depth how to choose a
legally protectable name and offers step-by-step in-
structions on how to file a federal trademark regis-
tration. Also check out the Nolo website (www.nolo
.com) where you'll find extensive legal information
on patents, copyrights, and trademarks.

A. Business Names: An
Overview

Complying with the few mandatory legal proce-
dures for naming your small business is relatively
simple. (See Section B.) For some very small, local
businesses, meeting these requirements and doing
nothing more may be adequate.

Jeft wants to start a local word pro-
cessing service called “Speedy Typing for All.”
He'll be a sole proprietor. Since his is a small,
unincorporated local business, he is probably
safe enough if he registers the name as an as-
sumed or fictitious name. In most states, he will
register it at the county level, but some states
require registration at the state level and also
require publishing the name in a newspaper.
(See Section B for more on assumed and ficti-
tious names.) Jeff probably doesn’t need to
spend time and money to register the name as a
state trademark or service mark. With a descrip-
tive name and a small local business, there’s
little likelihood that the customers of any other
business would be misled, so there’s not much

to protect. However, Jeft should check to be
sure there are no other word processing ser-
vices in his area using the same or a very simi-
lar name. If there are, Jeff should change his
name or risk a claim of unfair competition. If
Jeff wants to go the extra legal mile, he should
check his state’s Trademark Register and the
Federal Register to see if other “Speedy Typing”
businesses are registered. (See Section F for
how to do a trademark search.)

Until quite recently, a wide range of local busi-
nesses—small retail stores, repair services, and craft
studios, for example—didn’t need to worry about
registering a trademark or service mark. And to
avoid possible claims that they were unfairly using
another business’s name, they could feel relatively
secure if they checked for possible name conflicts
in state and local business directories and Yellow
Pages with no need to do a more formal state or
federal trademark search.

But today, the rules of the game are dramatically
different. The reason is that in the world of the
Internet, mail order, and rapidly growing national
chains, the idea of “local” isn’t what it used to be.
Today, even modest-sized businesses must consider
taking name protection steps that used to be the
sole concern of larger, more expansive enterprises.
For example, you might think you have no problem
if you're choosing a name for a shoe store in a
small town. Think again. If you happen to pick a
name that’s similar to a shoe store that sells on the
Internet, you are very likely to be accused of trade-
mark infringement and probably forced to change
your business name, even though the online store’s
headquarters is located 2,500 miles away.
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Doing Business on the World Wide Web

Like many other business owners, you may de-
cide to operate a website. If so, you'll need to
select a domain name—a unique address that
computers understand and customers can use to
find you. The issues involved in choosing a do-
main name range from getting your hands on an
available one to avoiding trademark lawsuits
based on your choice of name.

A good domain name should be memorable,
clever, and easily spelled. Unfortunately, many of
the best names are already taken. To see if the
name you have in mind has been registered, go
to www.networksolutions.com. This site allows
you to search for a particular name. For example,
if you are starting a speed typing business, you
might check “speedy.com.” If you find that
speedy.com is already taken, the
www.networksolutions.com website allows you
to peruse other possibilities. After you enter rel-
evant keywords (such as quick, speedy, and typ-
ing), you'll get a list of related names that are still
up for grabs.

Once you’ve found an available name, you’ll
need to make sure it doesn’t conflict with some-
one else’s trademark. If your choice will cause
customer confusion between your company and
another, you're safer choosing another name.

This is true even if the other business is half-
way across the country. Once you've estab-
lished a Web presence, you are in competition
with businesses around the globe, and must
address trademark issues equally broadly. A
generic name such as “coffee.com” will keep
you safest from lawsuits, but will also leave
you unable to argue that other businesses can-
not legally use a very similar business or do-
main name—you’ll need to strike a balance.

After you've chosen an appropriate domain
name, you can register it online with a service
such as Network Solutions, at the website men-
tioned above. Some businesses register under
more than one name, or register common mis-
spellings of their names.

Courts are still grappling with the issues
surrounding domain names and trademark law,
and there’s much more to know than I can
cover here. For detailed and up-to-date informa-
tion on choosing and registering domain names,
as well as avoiding domain name conflicts,
check out Nolo’s free Internet Law Center at
www.nolo.com. Also read Domain Names: How
to Choose & Protect a Great Name for Your
Website, by Stephen Elias and Patricia Gima
(Nolo).
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These days, about the only time you might be Relying on a State-Filing Search May

able to ignore thinking about trademarks and ser-

Not Be Adequate

vice marks is if you have a tiny, local business that

uses your own name—or a very common name—to i
, - When you form a corporation or LLC, the state
market goods and services locally. In short, if you . ] :
. . filing office will check to see whether your pro-
plan to sell services using your own name (Harvey ) )
_ : ) posed business name is the same as or confus-
Walker Roof Repair) or if yours will be a one-per- i o .
, ) , ingly similar to one already on file. If so, your
son, home-based business such as a graphic design ) ) )
) ) , ] name will be rejected. But just because your
service (A+ Design), you're not likely to have a . . i
name is accepted by the state filing office
trademark problem. ) i i
, ) o i ) doesn’t mean your business name is safe to use.
But if your business is just a little bigger, such as , ; i
) ] ) That's because these offices don’t check state or
a large camping equipment store (Wilderness Out- i
. ) federal trademark registers. In short, even
fitters), or sells goods or services beyond a very lo- ) )
) L ) though a name may be available in your state to
cal or industry-specific niche (Lamps.com Online _ i , ,
) identify your business, you may run into costly
Lamp Store), you really should take time to under- oo )
; ) trademark infringement problems if you also
stand the basics of trademark law (Sections C, D, ) ) i i
. use it to identify your products and services.
and E)—and conduct a name search to see if some-

one else in your field is already using your pro-
_ Tony and Lars form a corpo-
posed name (Section F). . . i
ration that will design state-of-the-art
The reason to be absolutely sure you have the i
. , _ sound systems for restaurants and jazz
legal right to use your chosen business name is )
. , . . . clubs. Their name—The Ears Have It
simple: You don’t want to invest time and money in
) ) ) Inc.—has been cleared by the secretary
signs, stationery, and ads for your business and )
of state for their state. Can they now
then get a nasty letter from a large company that ) ]
) ] , ) safely use this name as a service mark to
claims a right to the name you’re using and threat- ) )
i oo i market their services? No. When the sec-
ens you with a trademark infringement lawsuit. Just
, , retary of state cleared the corporate
defending such a case in federal court can cost you o
) i , name, it simply meant that the name
upwards of $100,000, meaning that even if you're L .
o ) : didn’t duplicate the name of another cor-
sure that you're in the legal right, you’ll probably o
i , , poration in that state. Another company
wind up changing your name just to duck the law- .
) ) i , may have already been using the name
suit—no fun, given the investment you've already . .
d as a trademark or service mark. This
made.
wouldn’t show up in the secretary of

state’s corporate name records.

If you decide that you want the protection , )
Eﬁ Since Tony and Lars are hoping to mar-

of federal or state trademark registration:

. ket their services in several states, they
See Trademark: Legal Care for Your Business &

Product Name, by Stephen Elias (Nolo). You can
probably bandle the registration process yourself, but

(or a name search company they hire)
should do a thorough search, including

checking federal and state trademark reg-
if you prefer to use a lawyer, the book will make you . . } &
, ) isters. If they don’t, they may inadvert-
better able to take advantage of your lawyer’s assis- ) ) ) )
C ently find themselves in conflict with a

lance. .
company that’s already using the name.

If they find that their proposed name is
clear, they should think about registering
it as a federal trademark or service mark.
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B. Mandatory Name
Procedures

As mentioned, there are name-related legal tasks
that every business must attend to.

1. Corporations

Part of the process of creating a corporation is
choosing a corporate name. Most states require cer-
tain words or abbreviations in your corporate name,
so the public can recognize that your business is a
corporation. This puts them on notice that, in gen-
eral, you're not personally liable for debts of the
corporation. (See Chapter 1 regarding limitations on
the liability of corporate shareholders.)

Each state has its own laws dealing with what
words you must include in your corporate name, so
check your own state’s statute. Most states will send
you an information packet along with a sample
printed form for the articles of incorporation. Typi-
cally, the state will require one of the following in
your official corporate name: Incorporated, Corpo-
ration, Company, or Limited, or the abbreviations
Inc., Corp., Co., or Lid. If the name doesn’t include
one of the required terms, the state won’t accept
your corporate filing.

The law in your state will also likely list some
words that can’t be included in your corporate
name or that can be used by only certain types of
businesses.

Words That Are Typically

Limited or Prohibited

Bank, banking, co-operative, engineering, trust,
National, Federal, United States, insurance, ac-
ceptance, guaranty, pharmacy, credit union,
medical, architect, indemnity, thrift, certified
accountant, Olympic, surveyor.

This is by no means a complete list. For ex-
ample, in New York you need the approval of
a department of state government to use the
words Benefit, Council, or Housing in your
corporate name.

To learn about the prohibited or limited words
in your state, start by calling the office where you
file the articles of incorporation. This is usually the
secretary of state or the corporate commissioner’s
office. If they can’t or won't tell you, go to a law
library or to Nolo’s online legal research center
(www.nolo.com) and look up the statute sections
dealing with corporations.

Building Your Reference Library

Consider buying a copy of your state’s corpo-
ration statutes; it will be handy for answering
other legal questions as well. Of course, a law-
yer can also let you know about your state’s
corporate name requirements.

Most states will reject a corporation name that’s
the same as one already on file or that’s confusingly
similar to the name of an existing corporation. If
this happens to you and you've really got your
heart set on the name you’ve picked out, there may
be a way to get around the rejection. One approach
is to change the name slightly or add something to
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it. Even a relatively small change may result in ap-
proval of the name.

Or in some states, you can use a similar (but not
identical) name if the prior holder of the name con-
sents in writing. The document in which the other
company gives its consent will have to be filed with
the office that accepts corporate filings. Obviously,
you're most likely to get cooperation from the other
corporation if your business involves a completely
different product or service.

Country Squire Inc. sells wood-burn-
ing stoves in the southern part of the state. It
consents in writing to the use of the name
“Country Squire Inn Inc.” by a new corporation
that will run a bed-and-breakfast in the north-
ern part of the state. With the consent on file,
the state corporations commissioner accepts the
Country Squire Inn Inc. incorporation papers.

To avoid filing your corporate papers and then
receiving word three weeks later that your name
has been rejected, in many states you can call the
government office that receives incorporation pa-
pers and ask whether your proposed name is avail-
able. They may give you preliminary clearance by
phone if the records show that no other corporation
in your state is using the same or a similar name.

Watich how you use the name. 7he fuct

that the state filing office accepts your corpo-
rate name doesn’t assure that you have the exclusive
right to use the name in your state. An unincorpo-
rated business may already be using it as its trade
name in your state. Or another business—wbhether
incorporated in your state or elsewhere—may be us-
ing the name as a trademark or service mark. De-
pending on the situation, the prior use often gives the
user the right to legally prevent your use of the name
if your use of the name would be likely to confuse cus-
tomers. It’s always prudent to check further to avoid
conflicts with other users. (See Section F for how to
conduct a name search. For how to protect a name as
a trademark or service mark, see Section C.)

If you expect some delay between the time you
choose a name and the time you file your incorpora-
tion papers, find out if your state lets you reserve your
preferred corporate name. Many states allow you to
tie up a corporate name for two to four months by
simply filing a form and paying a small fee.

2. Limited Liability Companies

The procedures for LLC names are very similar to
the procedures for corporate names. When you pre-
pare the Articles of Organization for your LLC,
you'll need to include its name. If the proposed
name—or one similar to it—is already in use by an-
other LLC on file with the LLC filing office, your Ar-
ticles of Organization will be sent back to you
unfiled. To avoid this inconvenience, it's wise to
check the availability of the name before you file
the Articles.

Your LLC will have to include certain words or
abbreviations that let people know its legal status.
Examples include:

e Limited Liability Company
e Limited Company

e Ltd. Liability Co.

e LLC.

e LLC.

The list of words and abbreviations varies a bit
from state to state, so check the law in your state to
learn all the possibilities.

Here’s a shoricut for picking a required
LLC designator: Ending your LLC name with
the words “Limited Liability Company” will meet the
name requirements of all states except Florida and
Iowa; in those two states, “Limited Company” or
“L.C.7 is required.

As with a corporation, your state law may pro-
hibit you from using certain words in your LLC
name—words, for example, that refer to banking,
insurance, trust, or financial services. And again, as
with a corporation, your state filing office won'’t ac-



NAMING YOUR BUSINESS AND PRODUCTS 6/9

cept your proposed LLC name if it’s the same as or
very similar to an LLC name that’s already on file.
Your state may also cross-check the name against
the names of non-LLC entities—such as corpora-
tions and limited partnerships—that are required to
register with the state. Your name will be rejected if
it’s too close to one of these.

E’a For an in-depth discussion of choosing a
Y name for your LLC: See Form Your Own
Limited Liability Company, by Anthony Mancuso
(Nolo).

3. Assumed and Fictitious Names

Sole proprietors sometimes choose to do business
under names different from their own names, and
partnerships usually select a partnership name other
than the full names of all partners. Corporations and
limited liability companies may also decide to do
business under names different from their official
corporate names. Depending on state law, these
adopted business names will legally be called “as-
sumed names” or “fictitious names.” If your business
uses such a name, you probably must register it.

a. Sole Proprietorships and
Partnerships

If you're planning to do business as a sole propri-
etor or partnership, in most states you’re required to
file an assumed name or fictitious name certificate
with the designated public office—usually at the
county level—before you start doing business. Gen-
erally, there’s a printed form for you to fill out, and
you'll probably have to pay a small filing fee. In
some states, the registration is good for a limited
period, such as five years, and must be renewed.
State law may also require that you publish notice
of your business name in a local newspaper.

States require you to file the certificate for a
simple reason: It lets members of the public know

who is behind the name. If you don’t register your
assumed or fictitious name, you can have both legal
and practical problems. For one thing, in many
states, you may not be able to sue on a contract
made or other transaction done under the business
name. And in some states, you may be fined. In a
number of states you can’t open a bank account in
the name of your business without filing.

Terminology

Some people refer to an assumed name or a
fictitious name as a “DBA.” That’s short for
“doing business as”—for example, Albert White
doing business as Al’s Cabinet Shop. On legal
documents such as contracts and lawsuits, this
may appear as: Albert White d/b/a Al’s Cabinet
Shop.

b. Corporations and LLCs

Most corporations and limited liability companies
operate under their corporate or LLC name, which
is of course on file with their state filing office. If,
however, a corporation or LLC decides to do busi-
ness under a different name, many states require it
to file an assumed or fictitious name registration.
This involves completing a simple form and sending
it to the state filing office with a modest filing fee.

Miracle Widget Manufacturing Com-
pany, a corporation, wants to do parts of its
business under the name “Widco” and other
parts under the name “Industrial Innovators.” In
many states, it will have to register both of
these names as assumed or fictitious names.

It’s important to use your correct corporate or
LLC name, since this makes it more difficult for any-
one to claim that your business entity is a sham (be-
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lieve it or not, lawyers call this “piercing the corpo-
rate veil”) and impose personal liability on you.
(See Chapter 3 for more on corporate liability.) If
you’re going to do business under a name that devi-
ates from the official name on your Articles of In-
corporation or LLC Articles of Organization, it’s es-
sential that the name be properly registered. That
way, you won't jeopardize the immunity from per-
sonal liability that’s part of your reason for having a
corporation or LLC.

If your state doesn’t allow a corporation or LLC
to register an assumed or fictitious name, there may
be an easy way to reach this same end while com-
plying with state rules. You can use a preferred
business name in conjunction with your official cor-
porate or LLC name.

Contemporary Home Furnishings
LLC is established in a state that doesn’t allow
registration of assumed or fictitious names. The
company wishes to operate a lamp store called
“Bright Lights.” It does this by calling the lamp
store “BRIGHT LIGHTS” and then in smaller
print adding “a division of Contemporary Home
Furnishings LLC” or by saying “BRIGHT
LIGHTS, owned and operated by Contemporary
Furnishings LLC.”

This puts everyone on notice that the business
isn’t a sole proprietorship or partnership—so you
continue to enjoy the benefits of limited personal
liability.

When it comes to products and services, a cor-
poration or LLC is completely free to use names that
are unrelated to its corporate or LLC name (as long
as these names don’t infringe someone else’s trade-
mark, of course). In fact, this is common. Apple
Computers, for example, sells products under the
name Macintosh, and the Ford Motor Company sells
Taurus automobiles.

C. Trademarks and Service
Marks

A trademark or service mark consists of two parts.
In reverse order, they are:

e The noun that specifies what kind of product
or service you're talking about. Examples: au-
tomobile; health plan.

e The word or words that function as an adjec-
tive to identify a product or service as being
different from all others. Examples: Buick au-
tomobile; Saab automobile; Blue Shield health
plan; Kaiser health plan.

Think of these as the first and last names of
products and services. The last name identifies the
group; the first name uniquely specifies a member
of that group. As such, the trademark is used as a
proper adjective and is always capitalized.

Trademark law is the main tool that businesses
use to protect the symbols and words that identify
the origin of services and products. The basic
premise is that the first user of a distinctive (that is,
creative or unusual) name or symbol gets the exclu-
sive right to use it. If you're the first user, you can
make that right easier to enforce if you register the
name or symbol with the federal trademark agency.
The principal purpose of registration is to protect
rights that already existed because you used the
mark first. But registration can also confer other
rights. For example, if you’re using an unregistered
mark without knowing that someone else used it
first, federal registration can give you priority in ar-
eas outside the first user’s market territory. The twin
goals of trademark law are:

e to prevent businesses from getting a free ride
off the creativity of others in naming and dis-
tinguishing services and products, and

e to prevent customers from being confused by
names that are misleadingly similar.

From a legal protection standpoint, the best
trademarks are coined words, such as Kodak or
Yuban, or arbitrary words such as Arrow for shirts
or Camel for cigarettes, which have nothing to do
with the product. Nearly as good are suggestive
trademarks—ones that hint at some aspect of the
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product. For example, Talon suggests the gripping
power of a zipper.

Trademarks that consist of creative, unusual, or
otherwise memorable terms are called “distinctive”
and “strong.” If you're the first to use such a name
or symbol, you can legally stop others from using it
in most situations.

Trademarks that consist of ordinary terms are
called “weak,” and competitors are free to use
them. Merely descriptive words (such as Easy Clean
for a cleanser) generally are not legally protectable.
These weak marks can, however, become strong if
they acquire a secondary meaning through prolonged
usage. If that happens, they may be federally regis-
tered and may also be protected under the law of
unfair competition if there’s a local conflict with a
similar mark. (See Section E, below.)

You can’t acquire any rights in the name of the
product itself; this is called a generic name. This
means you can’t adopt Bicycle or Refrigerator as
your trademark for your version of those products.
You can use the words as part of a distinctive name.

The law doesn’t allow a business to claim the
exclusive right to use descriptive words and generic
names because competitors also need to describe
their products. If you could tie up key words for your
own exclusive use, your competitors would be un-
duly restricted in describing their goods. Also, de-
scriptive terms aren’t particularly memorable and don’t
further the purpose of trademarks and service marks.

D. Strong and Weak
Trademarks

As noted earlier, with very few exceptions, only
strong trademarks or service marks have the full
protection of federal and state trademark laws. Re-
member, too, that trademark laws don’t automati-
cally protect a business name (the name of your
company); to be considered a mark, a business
name must be used to identify a product or service
in the marketplace.

A trademark is considered weak when others
can use it (or something similar) on products or ser-
vices that don’t compete directly with yours. Most
ordinary trademarks are weak. Examples: Liquor
Barn, Cuts Deluxe, Charlie’s Auto Parts, 10-Minute
Lube.

A trademark is considered legally strong when
others can’t use it or anything similar on related
goods or services. There are two kinds of strong
trademarks: ones that contain distinctive terms and
ones that contain ordinary terms that have acquired
distinctiveness through use.

1. Distinctive Terms

Distinctive trademarks are memorable, evocative,
unique, or somehow surprising—for example, 7-Up,
Lycra, or Cherokee apparel. The words themselves
have little or no descriptive function; they serve to
set the product or service off from others.

So if you're naming a service or product and
want a strong mark, try for a name that is either un-
usual or used in an unusual way. A judge is likely
to treat a distinctive name as a trademark or service
mark and protect it from use by others—unless
someone else has used a similar trademark on the
same type of product or service first.

“Buick” distinguishes a line of cars
from others, and the name means nothing apart
from its trademark use. It's a distinctive name.
Conversely, “Dependable Dry Cleaners” merely
tells you something about the business; it
doesn’t help you distinguish it from rivals who
might also advertise their services as reliable or
efficient. So the name would probably not
qualify for trademark or service mark protection
unless it had been in use for a long time and
developed a sizable following—that is, a sec-
ondary meaning.
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2. Ordinary Words

Generic terms can’t be protected by trademark law;
original and distinctive words can be protected. But
what about other words used to identify products
and services—ordinary words that are neither ge-
neric nor distinctive? This category covers place
names (Downtown Barbers), surnames (Harris
Sales), words that describe the product or service
(Slim-Fast Diet Food) and words of praise (Tip-Top
Pet Shop). Ordinary words receive limited legal pro-
tection as trademarks. It’s more difficult to keep
others from using them or something similar.

Even a weak trademark can acquire limited pro-
tection under unfair competition laws. For example,
an ordinary name (a weak trademark) can be pro-
tected from someone else using the name in a con-
fusing way. The law of unfair competition is gener-
ally based on state law (statutes and judge-made
law) that supplements federal and state trademark
laws. Owners of weak and unregistered names can
get some relief from a rival’s use of the identical
name on the identical product or service in a com-
peting market.

Weak trademarks can become strong ones
through long use and extensive public familiarity
with the mark. A trademark that starts out being or-
dinary or otherwise weak (like Dependable Clean-
ers) can sometimes, over time and through use, be-
come identified in the public’s mind with a specific
product or service. When that happens, it can be
transformed into a strong trademark.

Chap Stick brand of lip balm was
originally a weak trademark. It simply described
the condition the product was designed to cure:
chapped lips. But it became strong as advertis-
ing and word of mouth helped the public de-
velop a clear association between the name and
a specific product. Over time, the name devel-
oped distinctiveness based on familiarity rather
than any quality inherent in the name.

Lawyers describe a trademark that has become
distinctive over time as one that has acquired a

“secondary meaning.” McDonald’s is another good
example of a weak mark that developed a second-
ary meaning over the years—and now qualifies for
broad protection.

E. How to Protect
Your Trademark

What do the words aspirin, escalator, cellophane,
and shredded wheat have in common? They are all
former trademarks that have entered our language
as product names. These words have lost their sta-
tus as trademarks and are now generic terms. Other
examples of former trademarks include harmonica,
linoleum, raisin bran, thermos, and milk of magne-
sia. In each of these cases, a business lost its exclu-
sive right to use a valuable trademark.

Here are some steps that your business can take
to prevent this from happening to your trademark.

e Use your trademark as a proper adjective that
describes your product. You'll notice that ads
refer to a Xerox copier, Jell-O gelatin, and
Band-Aid adhesive strips. If people continue
to use the words Xerox, Jell-O and Band-Aid
alone, these marks can easily go the way of
other trademarks like nylon, mimeograph,
and yo-yo.

e Always capitalize the first letter of your trade-
mark. And at some place on each ad or pack-
age, say specifically that the trademark is
owned by your company.

e If your trademark has been placed on the fed-
eral trademark register, consistently give no-
tice of that fact by using the ® symbol. If a
trademark isn’t federally registered or is regis-
tered only by a state, you may use the letters
“rM” or “sM” to give notice of your claims. You
may not use ® unless your mark is in fact on
the federal register.

e Take prompt legal action if other businesses
use your trademark without permission. A
trademark may become weakened or even
generic if others use it to describe their prod-
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ucts and you do nothing about it. You or
your lawyer should send a letter by certified
mail (return receipt requested) demanding
that the infringement cease. If your demand is
ignored, be prepared to go to court to seek
an injunction—but first do a careful cost/ben-
efit analysis to satisfy yourself that it’s worth
the expense.

e If you discover that a newspaper or TV pro-
gram has improperly used your trademark,
send them a letter. Keep a copy in your
records as proof that you have consistently
enforced your trademark rights.

F. Name Searches

There are compelling business and legal reasons to
conduct a name search before you lock in the name
of your business. As noted above, this is especially
true if you choose an unusual or unique business
name that will also be used to identify your prod-
ucts—Z Pop Inc., for example, will sell a new car-
bonated drink called Z. If someone else in your
field is already using this name and may even have
registered it as a state or federal trademark or ser-
vice mark, you will really be an infringer if you start
to use it (based on the fact that customers really are
likely to be confused as to the source of two busi-
nesses’ services and products). In such circum-
stances you can be forced to give up the name.

1. Conducting Your Search

Here are some self-help search techniques to see if
others are using a business name like the one you
have in mind:

e Check state and county records where busi-
ness names are filed. To avoid a claim that
you're unfairly competing with another local
business by using their name, start with the
records of your state’s office where corpora-
tions and LLCs are registered—usually the
secretary of state or corporations commis-
sioner—as well as the state office (if any) that
maintains a list of assumed or fictitious names
for corporations, LLCs, partnerships, and sole
proprietorships. In addition, if assumed or fic-
titious names are filed at the county or local
level, check the lists for the counties and lo-
calities in which you plan to do business now
or in the foreseeable future.

e Check business directories and trade sources.
These include the phone books of all major
metropolitan areas, general business directo-
ries, and trade magazines for your industry. A
reference librarian should be able to help
you. Also, take a look at all online search en-
gines such as Google, Yahoo!, AltaVista, and
Excite to see if anyone is using your name.

e Check trademarks and service marks regis-
tered in your state. The office that registers
trademarks and service marks in your state
should be able to tell you by phone if an-
other business has registered a name that’s
the same as or close to the one you're think-
ing about. In some states, you may have to
request the information in writing and pay a
small fee for the search. It makes better
sense, however, to mount an even broader
search, checking on state registrations nation-
wide—a task made simple by using a com-
puter database (see below).

e Check the federal trademark register. Since
goods and services are widely marketed over
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the Internet as well as through mail-order
catalogues these days, your small business—
even though you think it’s local—may find
itself competing with national companies. It
makes sense to make sure you’re not infring-
ing on a trademark or service mark that’s
been federally registered. A large public li-
brary or special business and government li-
brary near you should carry the federal trade-
mark register, which contains trademark and
service mark names arranged by categories of
goods and services. Check it for potential
conflicts with your name. Also check the Offi-
cial Gazette for the most recent filings.

Performing a full search of all registered and un-

registered trademark sources involves time, effort,
and some cost. Also, since there is considerable
skill involved in doing an in-depth search, it often
makes sense to engage professional help. But fortu-
nately, there are three different levels of searches
and a small, local business can often get by with a
somewhat shallower search. The three levels are:

1. A direct hit federal register search, which
compares your mark with identical or very
similar federally registered (and pending)
marks in one or more trademark classes. This
is the quickest, cheapest, and most bare-
bones type search. A direct hit search is espe-
cially helpful when you're trying to choose
among several potential names or trademarks
and want to narrow the field by discovering
and eliminating obviously unavailable names
or marks.

2. An analytical search, which compares your
mark with all registered and pending marks
(federal and state) that sound or look like
your mark. The search also covers marks that
mean the same thing or in some other way
might lead to customers’ confusion between
them and your mark. This deeper type of
search is more expensive and time-consuming
than a direct hit search.

3. A comprehensive trademark search,
which hunts for all possibly relevant unregis-

tered marks as well as for federal and state
registered (and pending) trademarks. Because
of its depth and breadth, this type of search is
the trickiest to do well and, as a result, the
most expensive and time-consuming.

For many businesses, especially those that plan
to operate regionally or nationally, a direct hit
search is only the first step to clearing a business
name. If the proposed name is distinctive, a more
thorough search—at least an analytical search—will
be appropriate.

Jamie is considering Geoscan as the
name of her new company. She does a direct
hit search and finds that no one else has regis-
tered that name. That’s reassuring. But since
Jamie plans to do business nationwide, she de-
cides that she can’t rely entirely on the direct hit
search and needs to dig deeper.

Jamie has chosen a fairly distinctive name, so
she is wise to take further steps. If your proposed
name is less distinctive (a “weak” mark), or your
business is small and local and you can live with
the possibility that an undiscovered prior user will
surface later, a direct hit search may suffice. A
search firm can do a direct hit search for a reason-
able fee. Or you can do the search yourself by us-
ing the federal government’s trademark database,
called TESS (for Trademark Electronic Search Ser-
vice). You'll find it at the website of the U.S. Patent
and Trademark Office, www.uspto.gov. On the left
side of the home page under Trademarks, click
“Search.” To use TESS, you enter the business name
you're interested in. The database will tell you if
someone else is using the name, and if so, will give
you the owner’s name, the date of registration or
application, and the goods or services it represents.

A deeper, analytical search looks for synonyms,
phonetic equivalents, alternative spellings, anagrams
(rearrangements of letters), and other similarities
that may create a potential conflict.
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Jamie embarks on an analytical
search. She starts out by looking at the marks
that immediately surround Geoscan alphabeti-
cally (it turns out that Geoport and Geoscope
have been registered). Then she checks out all
the marks ending in -scan and all marks with
the sounds -eo or -osc in the middle. She also
searches for all the synonyms she can think of
(earthspan), and then anagrams (scanoge,
canesog) and alternative spellings (gioscan,
jeoscan, geoskan). This gives her a better idea
of potential conflicts.

It's essential to perform this deeper search if you
want to make sure your business name or mark
isn’t likely to be challenged as being confusingly
similar to, or evocative of, an existing name or
mark. While in theory it’s possible for you to do an
analytical search using the TESS database, I recom-
mend you use another Internet resource, SAEGIS by
Thomson & Thomson at www.saegis.com. True,
even here, there’s a considerable learning curve—
and you will have to pay some fees. But the SAEGIS
search engine is simply better suited to analytical
searching than TESS.

Often, it's wise to go beyond a direct hit search
and an analytical search. If you have a small, local
business, you should, in addition to a direct hit
search, check the Yellow Pages, newspapers, trade
and product journals, and any other source that
might show that another business is using the same
or a similar name or mark locally.

If your business elects to do a more comprehen-
sive search, you’d include not only an analytical
search of registered and pending trademarks, but
also an examination of Yellow Pages, trade directo-
ries, the Internet, product catalogues, and other in-
dustry sources. Because most disputes about names
and marks are resolved in favor of the first actual
user, you need to discover any actual use of the
proposed name—whether or not it’s officially regis-
tered.

Consider hiring a search firm. You can

reliably do a direct bit search yourself, but for
an analytical or comprebensive search, a search
Sirm is likely to produce more reliable results. It may
be well worth the cost—especially if you have a
strong and distinctive mark and will be investing
beavily in promoting your products or services under
that mark.

Search firms—uwhich, unlike lawyers, don’t offer
legal advice—generally charge as follows:

e direct hit search (for identical marks)—[from
$30 to $100 per mark searched

e analytical federally registered trademark
search (for similar or related marks)—/from
$85 to $300 per trademark

e common law search (for unregistered marks)
—/from $100 to $200 per mark searched

e comprehensive search (combining analytical
Sfederal, state and common law)—between
$185 and $500 per mark searched.

The ranges of rates reflect variations in search
coverage, the type of report you get, the experience of
the searchers, and economies of scale. Be on the
lookout for firms that advertise an unusually low
price to draw you in, but then add on charges so the
overall cost becomes excessive. Shop sensibly to deter-
mine the true cost.

2. Analyzing Your Search Results

So now you’ve done your search, whether by hiring
a search firm or performing the search yourself, and
you have the results in hand. What do the results
mean?

There are a few things you should look for when
you read through the names that were found in
your search. First, did your search turn up any
names that are identical to the one you are using or
plan to use?

Finding an identical name should make you
pause, but doesn’t automatically mean that you
must scrap plans to use it. If the identical name is
being used for a very different product or service
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from the one you are producing or plan to produce,
then you have good reason to move forward with
your plans to use the name and register it as a
trademark or service mark. For example, just be-
cause a plumbing business in Coos, Oregon, calls
itself Z-Pop doesn’t mean you, in Arizona, can’t use
Z-Pop as the brand name for your soda pop. That
plumbing business in Oregon is not your competi-
tor and your use of Z-Pop for your soda pop will
not likely confuse customers into thinking that your
soda pop is related to that plumbing business.

On the other hand, if you find an identical name
being used on an identical or closely related prod-
uct or service, such as another soda pop product,
then you really should consider choosing a different
name. Even if the company using the name seems
like a local outfit in a faraway place, it could have
plans to expand its territory.

The second thing you should look out for is an
identical (or very similar) name that is linked to a
very famous company or product. This situation is
often referred to, in trademark lingo, as dilution.
Dilution occurs when a brand name has become so
famous (like Coke) that not even noncompeting
products or services can use the name. If it turns
out that the mark you've had your eye on is famous

and highly marketed, don’t touch it. Let it go. Find
another name.

Finally, the third thing you should look for is a
name that is very similar to the name you want to
use. If you find a similar name and it is being used
to market the same type of product or service that
you are planning to create or offer, then you should
seriously consider choosing a different name. How
close is close? That is a very tricky issue and is often
a matter of considerable subjectivity on the part of
trademark examiners and the PTO. If you're not
sure and really want to use the name, consider hir-
ing an attorney specializing in trademark law for the
sole purpose of helping you decide whether the
two names are too close for comfort.

We've given you a few guidelines for evaluating
your search results, but there is more to evaluating
competing names than what we can provide in this
chapter. If you think your situation is more com-
plex, please consult the recommended book below.

"3 For more information on conducting a
Eﬁ thorough national search and on how to
evaluate competing marks: See Trademark: Legal
Care for Your Business & Product Name, by Stephen
Elias (Nolo). W


http://www.nolo.com/product.cfm/ObjectID/02622C60-2769-4BE2-951FAEF145D01C85/310/
http://www.nolo.com/product.cfm/ObjectID/02622C60-2769-4BE2-951FAEF145D01C85/310/
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ou’ll probably need a license or permit—

maybe several—for your business. In some

locations, every business needs a basic
business license. But whether or not that is re-
quired, your business may need one or more spe-
cialized licenses. This is especially likely if you
serve or sell food, liquor, or firearms, work with
hazardous materials, or discharge any materials into
the air or water.

There are licensing and permit requirements at
all levels of government—federal, state, regional,
county, and city. It’s not always easy to discover
exactly what licenses and permits you'll need. But
it's very important. You should thoroughly research
this issue before you start a business, complete the
purchase of a business, change locations, or re-
model or expand your operation. If you don’t, you
may face huge expenses and hassles.

In a worst-case situation, you could be pre-
vented from operating your planned business at a
particular location—but still be obligated to pay rent
or a mortgage. For example, what if you sign a five-
year lease for business space and then discover that
the location isn’t zoned properly for your business?
What if you buy a restaurant and then find out that
the liquor license isn’t transferable? Or suppose you
rent or buy business space thinking that you can
afford to remodel or expand it, without realizing
that remodeling means you must comply with all
current ordinances? You might have to pay for
$15,000 worth of improvements to comply with the
federal Americans with Disabilities Act (ADA) or
$10,000 for a state-of-the-art waste disposal system.

Here are several examples that illustrate the
types of licenses and permits many businesses
need:

e Misook plans to open a new restaurant. Be-
fore doing so, she needs a permit from the
department of building and safety for remod-
eling work and a license from the health de-
partment approving the kitchen equipment
and ventilation system. She also needs a sign
permit and approval of her customer and em-
ployee parking facilities from the city plan-

ning department. Finally, she has to get a
sales tax license; even though in her state sit-
down meals are not taxed, she must collect
and report sales tax for take-out orders and
miscellaneous items such as cookbooks.
Leisure Time Enterprises, a partnership, buys
a liquor store that also sells state lottery tick-
ets. In addition to obtaining a basic business
license issued by the city, the partners must
have the state-issued alcoholic beverage li-
cense transferred to them. They also have to
apply to the state lottery bureau for a transfer
of the lottery license and to the state treasury
department for a sales tax license.

Electronic Assembly Inc., a corporation that
assembles electronic components for manu-
facturers of stereo equipment, must obtain a
conditional use permit from the planning and
zoning board in order to conduct its “light
manufacturing operation” in a commercial
district. The company also needs clearance
from a tri-county environmental agency con-
cerned about possible air pollution and dis-
posal of toxic chemicals. In addition, the new
elevator must be inspected and approved by
the state department of labor.

Peaches and Cream, a new disco, has to get
tire department clearance for its exit system
and also must comply with the city’s parking
ordinance—which practically speaking means
negotiating with the planning department for
the number of off-street parking spaces the
disco will provide for customers. The club
also needs a liquor license from the state li-
quor control commission, a cabaret license
from the city council, and a sales tax license.
Glenda needs an occupational license from
the state department of cosmetology before
she can open up her beauty shop. Because
she carries a line of shampoos, conditioners,
and make-up, she needs a sales tax permit as
well. In addition, because she’s extending the
front of her shop three feet into the front set-
back area, she needs a variance from the zon-
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ing board of appeals. Finally, because she’s in

an “historic preservation area,” her sign must
be approved by the local planning board.

If zoning requirements are too restrictive, you
might decide to avoid the hassle and move some-
where you don’t have to fight City Hall for the right
to do business. Similarly, if building codes require
extensive—and expensive—remodeling to bring an
older building up to current standards, you might
want to look for newer space that already complies
with building and safety laws.

Each state has its own system of licensing as
does each unit of local government. Obviously, it’s
impossible to provide a comprehensive list of every
permit and license in the United States. Fortunately,
I can give you some general principles and a posi-
tive approach to help you learn about and comply
with the licensing requirements that affect your
business.

Double check license and permit rules.

When you investigate the type of licenses and
permits you need for your business, check directly
with the appropriate governmental agencies. Never
rely on the fact that an existing business similar to
yours didn’t need a license or had to meet only
minimal building code requirements. Laws and or-
dinances are amended frequently—generally to im-
pose more stringent requirements. Often an existing
business is allowed to continue under the old rules,
but new businesses must meet the higher standards.
Similarly, for obvious reasons, don’t rely on the ad-
vice of real estate agents, business brokers, the seller
of a business, or anyone else with a financial inter-
est in having a deal go through.

The Purposes of

Licenses and Permits

Governments require licenses and permits for
two basic reasons. One is to raise money; the
whole point behind some licenses or permits is
to levy a tax on doing business. In a way,
these are the easiest to comply with—you pay
your money and get your license.

The other basic purpose behind licenses
and permits is to protect public health and
safety and, increasingly, aesthetics. A sign ordi-
nance that dictates the size and placement of a
business sign or an environmental regulation
that prohibits you from releasing sulphur diox-
ide into the atmosphere are two of many pos-
sible examples. Complying with regulatory or-
dinances can often be far more difficult than
complying with those designed simply to raise
money.

A. Federal Registrations
and Licenses

Small businesses don’t have to worry about federal
permits and licenses, but all businesses must know
about federal tax registrations.

1. Tax Registrations

On the federal level, there are two tax registrations
that you should know about. The first is the appli-
cation for an Employer Identification Number (Form
SS-4), which should be filed by every business. The
form is available online at www.irs.gov. If you're a
sole proprietor, you may use your own Social Secu-
rity number rather than a separate Employer Identi-
fication Number, but T generally recommend that
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even sole proprietors obtain an Employer Identifica-

tion Number—especially if they plan to hire em-
ployees or retain independent contractors. It’s one
good way to keep your business and personal af-
fairs separate. Employer Identification Numbers are
covered in Chapter 8.

The second federal registration requirement ap-
plies if your business is a corporation and you want
to elect status as an S corporation. In that case, you
need to file Form 2553 (Election by a Small Business
Corporation; also available at www.irs.gov). S corpo-
rations are discussed in Chapter 1, Section C2, and
Chapter 3, Section A2; the requirements for filing
Form 2553 are discussed in Chapter 8, Section B.

2. Federal Licenses and Permits

The federal government doesn’t require permits
from most small businesses, but it does get into the
act when certain business activities or products are
involved. Below is a list of the business operations
most likely to need a federal license or permit,

along with the name of the federal agency to contact.

Business Agency to Contact

Investments advisors Securities and Exchange
Commission

Ground transportation Federal Motor Carrier

business such as a Safety Administration

trucking company

operating as a common

carrier

Preparation of meat Food and Drug

products Administration

Production of drugs

Food and Drug Administration

Making tobacco products
or alcohol, or making or

dealing in firearms

Bureau of Alcohol, Tobacco, and
Firearms of the U.S. Treasury

Department

B. State Requirements

It may take a little effort to discover which business
permits and licenses your state requires. Fortunately,
small-business assistance agencies set up in every
U.S. state can help you cut through the bureaucratic
thicket. (See Appendix A.) Most offer free or inex-
pensive publications that list the required state regis-
trations, licenses, and permits. Often the information
is available online at the agency website.

Beyond contacting these general purpose agen-
cies, it's wise to call all state agencies that might
regulate your business and ask what they require.
In addition, you can often get valuable information
from the state chamber of commerce and from trade
associations or professional groups serving your
business, profession, or industry.

1. Licensing of Occupations
and Professions

It should come as no surprise that states require li-
censing of people practicing the traditional profes-
sions, such as lawyers, physicians, dentists, accoun-
tants, psychologists, nurses, pharmacists, architects,
and professional engineers. Most states also require
licenses for people engaged in a broad range of
other occupations. The list varies from state to state
but typically includes such people as barbers, auto
mechanics, bill collectors, private investigators,
building contractors, cosmetologists, funeral direc-
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tors, pest control specialists, real estate agents, tax
preparers, and insurance agents. Since you can’t al-
ways guess the occupations for which licenses are
needed, you'll need to inquire.

Some licenses are taken out by the business en-
tity (for example, your partnership or corporation),
while others must be issued to the individuals who
work in the business. For example, licensing laws
for professionals—including lawyers, doctors, accoun-
tants, and architects—tend to place requirements on
individual professionals rather than on the partnership

or professional corporation that is the business entity.

The procedures vary, but to get a license for a
profession or occupation, you’ll probably have to
show evidence of training in the field, and you may
have to pass a written examination. Sometimes you
must practice your trade or profession under the
supervision of a more experienced person before
you can become fully licensed.

For example, a real estate agent usually must
work under the supervision of a licensed broker for
several years before the agent is eligible to become
a broker. Usually there’s a formal application pro-
cess, which may involve a background check. A li-
cense may be good for only a limited period, after
which time there may be retesting before the li-
cense can be renewed. License laws for some occu-
pations and professions require evidence of con-
tinuing education, usually in the form of short pro-
fessional seminars.

2. Tax Registration

In all but the few states that still assess no taxes on
income, chances are you'll have to register under
your state’s income tax laws in much the same way
that you do under the federal laws. The state
agency in charge (such as the treasury department
or the department of revenue) can tell you what
registrations are necessary. In addition, if you're en-
gaging in retail sales, you may need to register for
or obtain a sales tax license. There may also be reg-
istrations for other business taxes.

3. Employer-Employee Matters

As an employer, you may have to register with your
state’s department of labor or with agencies admin-
istering the laws on unemployment compensation
and workers’ compensation. As explained in more
detail in Chapter 15, workers’ compensation is a
method of paying the medical bills and lost wages
of employees injured in the course of their employ-
ment—regardless of who is at fault. Some state laws
allow a business to be self-insured under some cir-
cumstances, but for most small businesses this isn’t
practical, so you'll have to carry workers’ compen-
sation insurance.

In addition, if your state has its own version of
the federal Occupational Safety and Health Act
(OSHA), your business may need to meet certain
state-mandated requirements to protect your em-
ployees in the workplace.

Finally, a number of tax requirements relate to a
business that has employees or works with inde-
pendent contractors. For example, you'll need to
get Employer ID Numbers from both the IRS and
state tax authorities. And you’ll have to withhold
income taxes and Social Security taxes from the
paychecks of employees, and report the figures to
both the employee and the government.

With independent contractors, you need to re-
port income annually on a Form 1099 which goes
to the independent contractor and the government.
For more on taxation, see Chapter 8. For more on
employees and independent contractors, see Chap-
ter 15.

4. Licensing Based
on Products Sold

Some licenses for businesses are based on the type
of products sold. For example, there often are spe-
cial licenses for businesses that sell liquor, food, lot-
tery tickets, gasoline, or firearms.
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5. Environmental Regulations

Governmental regulation of environmental concerns
continues to expand. As the owner of a small busi-
ness, you may have to deal with regulators at the
state or regional (multicounty) level. It’s unlikely
that you'll become involved with environmental
regulations at the federal level.

Here are several activities that affect the environ-
ment and may require a special permit.

e [Emissions into the air for an incinerator,
boiler, or other facility. For example, if you're
going to be venting your dry cleaning equip-
ment into the outside air, you may need a
permit.

e Discharge of wastewater to surface or ground
water. For example, you may need a dis-
charge permit if byproducts from manufactur-
ing are being disposed of in a nearby pond.
And you may need a storage permit if materi-
als that you store on your site could contami-
nate ground or surface water.

e Handling of hazardous waste. If your busi-
ness has any connection with hazardous
waste, it’s likely that the environmental
agency will require you to at least maintain
accurate records concerning the waste. You
may need special disposal permits as well.
Environmental regulations may also require
you to register underground storage tanks
holding gasoline, oil, or other chemicals. And
if there’s an underground tank on your busi-
ness site that’s no longer being used, you
may be required to remove it.

Permits aren’t just for big factories. A:

Sfirst glance, the above list might suggest that
only manufacturers or owners of large businesses
need to worry about environmental regulations. Not
so. Many small businesses need to obtain permits, or
at least become informed about what they must do to
avoid contaminating the environment. For ex-

ample, if you create and sell leaded glass windows,
you need to know whether you can dump your lead-
laced wastewater down the nearby storm sewer or
need a permit for some other means of disposal.
Similarly, dry cleaners, photo processors, and others
need to know the rules for handling and disposing of
the hazardous substances used in their work.

C. Regional Requirements

Increasingly, some environmental concerns are be-
ing addressed by regional (multicounty) agencies
rather than by an arm of the state or local govern-
ment. If so, you may need a permit or license from
that regional body.

1. Environmental Regulations

In many areas, control of air pollution is now
handled by a regional (multicounty or state) agency
that issues permits and monitors compliance. For
example, in northern California, the Bay Area Air
Quality Control District covers at least seven coun-
ties. A regional body with environmental responsi-
bilities may also have jurisdiction over wastewater
discharge or the storage or disposal of hazardous
materials.

2. Water Usage

Questions affecting the use of water by a small
business are usually dealt with at the local (city or
county) level, but some issues may fall within the
jurisdiction of a regional authority. For example, if
your business is in a semirural area and plans to
draw its water from a well rather than the public
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water supply, a regional health authority may test
the purity of the water before you're allowed to use
it. In scarce-water areas, a regional water manage-
ment body may have authority to decide whether or
not you may install a well or use an existing one.

Similarly, while regulation of septic systems typi-
cally is left to local health departments, in some ar-
eas permits may be under the control of a regional
body.

D. Local Requirements

On the local level, begin by asking city and county
officials about license and permit requirements for
your business. A few larger cities that hope to at-
tract economic growth may have a centralized office
that provides this information. Otherwise, the city
and county officials most likely to be of help are as
follows:

e city or county clerk

e building and safety department

e health department

e planning (zoning) department

e tax offices (for example, tax assessor or trea-

surer)

e fire department

e police department

e public works department.

Nonofficial but often extremely helpful resources
include local chambers of commerce, trade associa-
tions, contractors who have experience in building
or remodeling commercial space, and people who
have businesses like yours. You can also consult a
lawyer who’s familiar with small businesses similar
to yours.

1. Local Property Taxes

Your city may impose a property tax on the furni-
ture, fixtures, and equipment that your business
owns. If so, you may be required by law to file a
list of that property with city tax officials, along with
cost and depreciation information. You may have to
update this information annually. Sometimes there’s
also a tax on inventory—which leads many retail
businesses to run a stock reduction sale a few
weeks before the inventory-taking date mandated
by the tax law.

2. Other Local Taxes

Some cities, especially larger ones, tax gross re-
ceipts and income. Check with the city treasurer for
registration and filing requirements.

3. Headlth and
Environmental Permits

If your business involves food preparation or sales,
you'll need a license or permit from the local health
department. The health ordinances may require
regular inspections as well.

Whether you run a sit-down or a fast-food res-
taurant or a catering establishment, you can expect
the health department to take a keen interest in the
type of cooking equipment you use, the adequacy
of the refrigeration system, and many other features
of the business that can affect the health of your
customers.

You may also run into health department regula-
tions if you receive water from a well rather than a
public water supply. In small towns or semirural
areas, health departments routinely test well water
for purity.

Also, where septic systems are used for sanitary
sewer disposal, the health department supervises
the installation of new septic systems to make sure
that there’s no health hazard. (As noted in Section
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C, in some areas these matters are handled by re-
gional rather than local authorities.)

Increasingly, local health departments are getting
involved in environmental duties, including such
things as radon tests and asbestos removal. Many
other environmental problems, however, such as air
and water quality, are still dealt with mainly at the
state and regional level.

4, Crowd Control

If your business deals with large numbers of cus-
tomers, you may need licenses or permits from the
fire or police departments. These agencies are con-
cerned about overcrowding and the ability of people
to leave the premises in case there’s an emergency.
The role of the fire department may overlap with
that of the building and safety department in pre-
scribing the number of exit doors, the hardware on
those doors, the lighting to be used, and the main-
tenance of clear paths to the exits. The fire depart-
ment will also be concerned about combustible ma-
terials used or stored on your business premises.

5. Building Codes

For anything but the most minor renovation (such
as putting in track lighting or installing shelves),
you're likely to need a permit—maybe several—
from the building and safety department that en-
forces building ordinances and codes. Often, sepa-
rate permits are issued for separate parts of a con-
struction or remodeling project, including permits
for electrical, plumbing, and mechanical (heating
and ventilating) work. If you don’t have experience
in these areas, you may need a licensed contractor
to help you discover the requirements for your con-
struction or remodeling project.

Building codes are amended frequently, and
each revision seems to put new restrictions and re-
quirements on the building owner. Municipalities

often exempt existing businesses from laying out
money to retrofit their premises—at least for major
items such as elevators, heating and ventilating sys-
tems, and overhead sprinkler systems. This is some-
times called “grandfathering”—slang for not impos-
ing new rules retroactively.

Grandfathering can create surprises. You may
look at space in an older building and figure that
you’ll have no problems in doing business there be-
cause the current business owner or the one who
just vacated the premises didn’t. But the prior occu-
pant may have had the benefit of grandfathering
language which didn’t require him or her to bring
the space up to the level of the current codes. A
change in occupancy or ownership may end the
benefits of grandfathering, and a new occupant or
owner may be required to make extensive improve-
ments.

An experienced contractor can help you deter-
mine the building and safety requirements that ap-
ply to a particular space—for example, a code sec-
tion mandating that railings on outside stairs be 36
inches high.

If You Build or Remodel

For any building or remodeling project, it’s es-
sential that you learn the applicable rules. If
your city uses all or part of the Uniform Build-
ing Code, get a copy of it.

Other municipal ordinances may be administered
by the building and safety department or by another
unit of local government. There’s no uniformity in
how the responsibility for administering these other
ordinances is assigned. A large municipality or
county might have several separate departments to
act as the enforcing agency. A smaller city or county
would probably leave everything to the building
and safety department.
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6. Zoning Ordinances

Before you sign a lease, you absolutely need to
know that the space is properly zoned for your us-
age. If it’s not, it’s best to make the lease contingent
on your getting the property rezoned or getting a
variance or conditional use permit—whatever it
takes under the ordinance to make it possible for
you to do business there without being hassled by
the city or county.

In some communities, you must get a zoning
compliance permit before you start your business at
a given location. Other communities simply wait for
someone to complain before zoning compliance
gets looked at. Keep in mind that by applying for a
construction permit for remodeling or by filing tax
information with the municipality, you may trigger
an investigation of zoning compliance.

Zoning laws may also regulate off-street parking,
water and air quality, and waste disposal, and the
size, construction, and placement of signs. In some
communities, historic district restrictions may keep
you from modifying the exterior of a building or
even changing the paint color without permission
from a board of administrators.

Years ago, people tried to argue in court that
such regulation of aesthetics wasn’t a proper gov-
ernmental function—that it wasn’t related to the
protection of the public health and safety. However,
a carefully drawn ordinance seeking to preserve the
special appeal of a historic district will very likely
survive a legal challenge. So if you look at space in
one of these protected neighborhoods, be prepared
to suspend your freedom of choice and place the
destiny of at least the exterior of the building in the
hands of a panel of administrators.

In Chapter 14, dealing with home-based busi-
nesses, you’ll find a discussion of zoning ordinances
as they relate to businesses in the home. Take the
time to review Chapter 14, Sections A and B, be-
cause zoning restrictions apply to all businesses.

E. How to Deal With Local
Building and Zoning
Officials

There’s a certain amount of administrative discretion
under building codes and zoning ordinances—
enough, certainly, that it can help greatly to have
the administrators on your side. Here are some
ideas for accomplishing this.

1. Seek Support From
the Business Community

If you employ local people and will contribute posi-
tively to the economy, it may pay to make contact
with city or county business development officials
or even the chamber of commerce. If they see your
business as an asset and don’t want you to locate in
the next city, they may be helpful in steering you
through the building and safety department and
may even advocate on your behalf before zoning
and planning officials.

Trade associations and merchants’ associations
may also come to your aid if you need building and
safety officials to decide in your favor in areas in
which they have some administrative discretion. Fi-
nally, contractors, lawyers, and others who are fa-
miliar with the system and the personalities often
know how to get things done and can be helpful to
you.

2. Appeadling an Adverse Ruling

The decision of a zoning or building official isn’t
necessarily final. If you get an adverse decision
from the local Planning Commission, for example,
you may be able to have a board of zoning adjust-
ment or board of appeals interpret the zoning ordi-
nance in a way that’s favorable to you. Alterna-
tively, you may be able to obtain a variance (a spe-
cial exception to a zoning law) if a strict interpreta-
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tion of the ordinance causes a hardship. In some LAW IN THE REAL WORLD
cases, you can get a conditional use permit, which

Strategic Planning Pays Off

lets you use the property in question for your kind

of business as long as you meet certain conditions i .
e ) Shelby, owner of Small Universe Books, is de-

set down by the administrative panel. . .
] ] o ) lighted to learn that the drugstore next door is
In dealing with administrators and especially ) ) ) )
. o going out of business. He immediately seeks to
with appeals boards, it's important to have the sup- , .

. ) i buy or sign a long-term lease for the building
port of neighbors and others in your community. A ) i )
o ) ) so he can expand his profitable business. The
favorable petition signed by most other businesses
) ) . i future looks rosy.
in your immediate area or oral expressions of sup- )
, i Not so fast. Shelby learns that for his new
port from half a dozen neighbors can make the dif- i o
] o business use of the building, he’ll have to sup-
ference between success and failure at an administra- ) ) i )
iive heari ply eight parking spaces to get a permit. Doing
ive hearing.

8 P this in his desperately crowded neighborhood
Conversely, if objectors are numerous and ada- ) ) ) ] )
. is totally impossible at anything approaching
mant, you may not get what you're after. So if you .
o . o an affordable price.
sense opposition developing from those living or do- . )
) ) o Instead of giving up, Shelby asks the city
ing business nearby, try to resolve your differences ) o ) )
) . . planning commission for a variance to waive
before you get to a public hearing—even if it means i ) .

. ) the parking spaces rule. A public hearing is
you must make compromises on the details of your
scheduled. Shelby knows he has to put on a
proposal. .
persuasive case, so he:

e Calls hundreds of local writers, publishers,
critics, educators, and book lovers to pack
the hearing room and testify that an ex-
panded book store will be a great commu-
nity resource.

e Documents the prohibitive cost of buying
or leasing the required parking spaces.

e Offers to validate parking at a lot four
blocks away, just outside the worst of the
congested area.

e Hires an architect who determines that a
heavily used, nearby public garage can ac-
commodate 20 more cars if the parking
spaces are striped differently.

e Offers to pay for the restriping.

Shelby gets the variance.
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3. Going to Court

Every day, hundreds if not thousands of interpreta-
tions and applications of building and zoning laws
are worked out through negotiation with adminis-
trators and through administrative appeals. But if
these channels fail, it’s possible in many instances
to go to court. This can be very expensive and
time-consuming. What good is it if you win your
battle for a permit to remodel your premises but
you waste two years getting to that point?

Still, there are times when what you're seeking is
so valuable and your chances of success are so
great that you can afford both the time and money
to get a definitive ruling from the courts. And in
some instances, you can get a court to consider
your dispute fairly quickly.

If, for example, you submitted plans to the city
that complied with all building and safety codes,
and the building official refused to issue a building

permit unless you agreed to put in some additional
improvements you believe are not required by the
ordinance, you could quickly go to court asking for
an order of “mandamus.” Your argument would be
that the administrator wasn’t following the law.

Before you consider court action, however, get
as much information as you can about the cost of
litigation, how long it will take (you can win in the
trial court, but the city might decide to appeal), and
the likelihood of your ultimate success. This is a
specialized corner of the law, so you're going to
need someone who’s had experience in the field—
and there may not be that many to choose from in
any given location. Look for a lawyer who's repre-
sented a similar business in a dispute with the city
or someone who formerly worked as a city attor-
ney and knows all the ins and outs of the local
ordinances. W
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o matter whether your business is orga-

nized as a sole proprietorship, partnership,

corporation, or limited liability company,
you’ve automatically got a silent partner: Uncle
Sam. The federal tax laws make this unavoidable.
To guard against interest and penalties, you need to
know what tax forms to file and when to file them.
And to succeed in business, you need at least a ba-
sic, working knowledge of the tax system.

On a more positive note, by being aware of the
fine points of the tax laws, you can often legally
save a bundle of money—not to mention aggrava-
tion. For example, having a clear picture of what
the IRS regards as a proper business expense will
allow you to take deductions that otherwise might
not occur to you.

Get detailed information. 7he tax laws

are vast and complicated, and you’ll surely
need much more information than you'll find in this
chapter. Here I just hit the bigh points; it’s up to you
to deepen your knowledge. A good starting place is
the IRS website at www.irs.gov.

In addition to what you learn from books and
other publications, you may have to hire a book-
keeper and an accountant. If you're operating a
one-person word processing business out of your
home, you may be able to keep your books and do
your taxes with no professional help at all—or per-
haps get help just the first time you file your annual
tax return, to make sure you've correctly completed
Schedules C (Profit or Loss From Business) and SE
(Self-Employment Tax). On the other hand, if you've
formed a corporation that's operating a good-sized
dry-cleaning shop with eight employees, you may
want an accountant to help set up your books and
to prepare—or at least review—your business tax
returns each year. And you may find that employing
a part-time bookkeeper not only results in your
records being well kept, but also frees you for more
important tasks.

A word of caution about one other possible
source of assistance: IRS employees. Most of them
are hardworking and well-meaning, but their train-

ing and supervision are often inadequate. Unfortu-
nately, it’s common to receive poor oral advice in
answer to questions. And if the advice proves to be
so inaccurate that it results in your being assessed
interest and penalties, the fact that you got it from
an IRS employee won't get you off the hook. In
short, it’s often cheaper in the long run to rely on
the advice of an experienced small business ac-
countant than on a free oral opinion from the IRS.
State Taxes. In addition to federal taxes, you
need to be aware of your state’s tax scheme, which
may include an income tax structured along the

same lines as the federal version or one that has
some major differences. Before you begin your
business, contact your state’s taxing authority to get
detailed information. You'll also find helpful links at

www.statetaxcentral.com.

A. Employer Identification
Number

Even if your business has no employees, you must get
an Employer Identification Number (EIN) from the IRS
when you start a business that you've set up as:

e a partnership

e an S corporation

e a C corporation

a limited liability company (LLC) with two or
more members, or

e a single-member LLC that you've chosen to
have taxed as corporation.

Technically, if you're a sole proprietor or the sole
member of a limited liability company (LLC) that is
not being taxed as a corporation (see Chapter 1, Sec-
tion D) and you have no employees, you can use
your personal Social Security number instead of an
EIN. But even in those situations, it’s a good business
practice to get an EIN to differentiate cleanly be-
tween your personal and business finances.

You'll need your EIN before you file a tax return
or make a tax deposit. In some cases, a bank will
require you to have an EIN before you can open a
business bank account.
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APPLICATION FOR EMPLOYER IDENTIFICATION NUMBER

o 994 Application for Employer Identification Number

[Hey, Dacember 2001)

|For use by employers, corporations, partnerships, trusts, estates, churches, EN

government agencies, Indian tribal entities, certain individuals, and others.)

Depzrtment of the Treasury MR Nz, 1545-0003

ikl Buov 1 s b See separate instructions for each line. » Keep a copy for your records.

1 Legal name of entity (or individualy far whom the EIN is being requested
Alpha Bean Cromwell

T:E‘ 2 Trado name of business |if ditteront from name an linc 1) 3 Exccutor, trustea, “carc of" namc
@| ABCD Plumbing
@] 4a Maling address [room, apt. suite na, and street, or P.O. box)|8a Street address {if different) (Do nat enter a P.C. box.)
_E 1234 Rooter Place
E. b City, state, and ZIP codn ab City, state, and ZIF codo
5| Nowheresville, CA 95555
g B County and stare whore principal business is located
2| Somewheres County, California
7a Mami of principal officer, gencral partnor, grantar, ownior. of trustor 7h SENITIM. of EIN
Alpha Bean Cromwell
Ba Type of entity (chock only one box) Estare (35N of decodent)

@ Sole proprietor (SEN) 555 555 55555
O Partnership

Plam adrmirstrator [S5H)
Trust [S5M of grantor)

OooOoooa

[ Corporaton temer form number to be fled) = National Guard (] swieiacal government
[ personal service corp. Farmers” cooperalive O rederal gower mrngntdmuliLiacy
O church ar chuch-commioiled nregarnsation REMI O indian mital O AL riGes
O other nonprofit organization (specify) Group Exermption Numtyer (GFNE »
[ ather [Specily) m
Bb If a corporation, name the state o foreign counny | Sate Fareign counuy
(if applicabile] where incorporsted
9 Reason for applying [check anly one box) Banking purpose {spocify purpose) b

A started new husiness (speciy type] » Changed type af arganizaton (specily new type) =
Purchased going busingess

Created a trust fspoofy typa) w
Created a pension plan (specily type) »

[ Hirea employces [(Cheok the box and see ine 12}
O Compliance with IRS withholding regulations
[ Other {spocify) »

Ooocoo

10 Uale business slarled or acqured (month, day, year) 11 Closing month of accaunung year
01/01/05 December
12 First date wages or annuitios were paid or will be paid {month, day, year). Note: if applicant is a withholding agent, enter date incomo wilt
sl b praned Lo aornesident shen. fmonth, day, yeael o 0 0 0 0 L L 0 L L . ok
13 Hhghest number of employees expected ihthe next 12 months. Note: #f the apphcant does not | Agriculual | Household Other
oxpect 1o have any eimployecs durng the period, eates ™-0-7 ., . . . . . . . »
14 Check one box that bost descnbes the principal actwity of yaur busness. ] Health care & social assistanca [ Wheolesale-agent/broker
D Constructich D Retal & lraging D Transpartation & warehousing |:| Accommadation & tood scrvice [:I Whalosale-other |:| Ratail
[ fealestare [ Manufactuning [ Finance & insurance 0 Other [spaecify]
15 Inchcate poncpal line of merchandse sold; specc canstroction work done: produets prodoced, o sennces provided.
16a Has the applicant ever applied lor an employer identificatian number Ior this or any ather business? |, . . D Yes E No
Nate: If "Yrs,” please compnmm fincs 160 and 16¢
16b  If you checked "Yos" on ling Tba, give applicant's logal name and trade name shown on prior application if different from ine 1 or 2 above.
Legal name W Irade name b
16¢  Approximate date when, and oty and state where, the apphication was filad, Enter previous employer identification number if known
Approkimale date when fliled (ma., day, year) City ancl siale where filed Prowious FIN
Complete this secton only o wou wanl 10 authorize 1he named mdividudl to recaive the entily's EIN And angver questions abaul the comglehan of this fanm,
Third Designee’s namis: o e’y Teleanans manker pechaky aica o,
Party { 510} 555-5555
Degignee Acddross and ZIP code Desiqrea’s fax aumber [nclude area cocs)
{ 510} 666-6666
Uade pena izs ol pesjuy ceclare P21 | aee examnad 15 Agplical oo, ane 2 0e Dest ol my keacelecye and belie’, ii5 e orzcl. and complelz //
Apolizants whepacw aumbes | ch de 2 codel
Mame and titlc [type or print cloarly| B { }
Apphicant™s lax pumle ineide ses o)
s w_AlDha Bean Cromuwell omew _1/1/05 |

For Privacy Act and Paperwork Reduction Act Motice, see separate instructions. Cat. Mo, 180558 rorm 5S-4 [Rew. 12-2001
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1. How to Apply

To get an EIN, file Form SS-4, Application for
Employer Identification Number.

The form isn’t difficult to fill out if you follow
the IRS instructions. Nevertheless, a few pointers
may help.

Space 1. Insert your official corporate name if
you’re a corporation or your official company name
if you're a limited liability company. If you're a part-
nership, use the partnership name shown in your
partnership agreement. If you’re a sole proprietor,
insert your full name—the name you use on your
personal tax return.

Space 11. Here you're asked to state the closing
month of your business accounting year. Your an-
swer, however, isn’t binding. You make your bind-
ing election of a fiscal year-end on the first federal
income tax return that you file for the business.

Sole proprietors, partnerships, S corporations,
personal service corporations (see Chapter 1, Sec-
tion F2a), and limited liability companies are gener-
ally required to use a calendar year—that is, a year
ending December 31—for tax purposes. Personal
service corporations have two basic characteristics:

¢ the professional employees of the corporation
own the stock, and

e the corporation performs its services in the
fields of health, law, engineering, architec-
ture, accounting, actuarial science, performing
arts, or consulting.

To use a tax year other than a calendar year,
an S corporation must demonstrate to the IRS that
there is a substantial business reason to do so,
such as the seasonal nature of the business. Basi-
cally, the TIRS wants to make sure that permitting
you to claim a tax year other than the calendar
year won't substantially distort your income.

See IRS Publication 589, Tax Information
| on S Corporations, and IRS Publication 538,
Business Purpose Tax Year, for details.

A regular corporation that’s not a personal ser-
vice corporation is freer to choose a fiscal year.
Most small businesses find that where there’s a
choice, the calendar year is the most convenient
way to proceed. Sometimes, however, there are tax
planning reasons for a business owner to choose a
different tax year for the business.

Radcraft Inc., a regular corpora-
tion, selects the calendar year for its fiscal year.
In December 2003 it pays a $30,000 bonus to
Jill, the president and sole shareholder. The bo-
nus is included on Jill'’s 2003 income tax return,
and tax on the bonus is due in April 2004.

Jill selects a fiscal year of February
1 through January 31 for Radcraft Inc. (On Form
SS-4, she lists January in space 11 for the clos-
ing month of the corporation’s accounting
year.) In January 2004, the corporation pays Jill
a $30,000 bonus. The bonus is included in Jill’s
2004 income tax return. The tax on the bonus
isn’t due until April 2005—although Jill must
keep track of it when computing her quarterly
estimates in 2004.

=B An accountant or other experienced tax

you and your corporation can realize a tax advan-

advisor can help you decide whether or not
tage by using a tax year other than a calendar year.

Space 12. The IRS will send you computer-gener-
ated payroll tax forms based on your answer to this
question.

Space 13. These numbers can be estimated. It’s
usually best to estimate on the low side.

Space 17a. This question refers to the business, not
the owner. Normally, a partnership, corporation, or
limited liability company has only one Employer
Identification Number (EIN). A sole proprietor may
have several businesses, each with a separate number.
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After filling out the form, there are four ways to
obtain the number.

e By mail. If you have enough lead time, you
can mail Form SS-4 to the IRS and wait for
the number to be mailed to you, which will
take about four weeks.

e By phone. To get a Form SS-4 processed more
quickly, use the TELE-TIN system operated by
the IRS. Complete Form SS-4 and, before you
mail it, phone in the information to the IRS at
the phone number for your region. Phone
numbers are listed in the form’s instruction
sheet. An IRS employee assigns an EIN, which
you’ll then insert in the upper-right corner of
the form before sending it to the IRS.

e Online. The IRS has made it a snap to get
your EIN online. Go to www.irs.gov. Click
“Businesses,” then “Employer ID Numbers,”
then “apply online.” (You'll also find full in-
structions at the IRS site for completing the
form—instructions that will be useful even if
you prefer to fill out and file a paper form.)

e By fax. You can fax your Form SS-4. To ob-
tain the fax number, inquire at the IRS office
where you pick up your Form SS-4. You'll get
your EIN in a day or two. This is slower than
the phone method but it avoids the frustration
of repeated calling because the TELE-TIN

voice line is tied up.

Use your EIN on all business tax returns, checks,

and other documents you send to the IRS. Your

state taxing authority may also require your EIN on

state tax forms.

2. When to Get a New Number

If your S corporation chooses to change to a regular

corporation—or your C corporation chooses to

change to an S corporation—it doesn’t need a new

EIN; the one you already have is still sufficient.

However, you'll need to get a new EIN if any of

these changes occur in your business:

You incorporate your sole proprietorship or
partnership.

You convert your sole proprietorship or part-
nership to a limited liability company.

Your sole proprietorship takes in partners and
begins operating as a partnership.

Your partnership is taken over by one of the
partners and begins operating as a sole pro-
prietorship.

Your corporation changes to a partnership or
to a sole proprietorship.

You purchase or inherit an existing business
that you’ll operate as a sole proprietorship.
You represent an estate that operates a busi-
ness after the owner’s death.

You terminate an old partnership and begin a
new one.
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Filing Form $S-4 for an LLC

The IRS has some special rules applicable to
LLCs completing Form SS-4, as follows:

e You have a single-member LLC, and you
plan to run it as if you were a sole propri-
etor (using Schedule C to report business
income). Your LLC won’t need an Em-
ployer Identification Number (EIN). There-
fore, you probably shouldn’t file Form SS-
4. Your name and Social Security number
will normally be all you need to use for
tax purposes. But if your LLC will have
employees, you can, if you wish, get an
EIN for the LLC for reporting and paying
employment taxes. You can also get an
EIN for nontax reasons (such as a state re-
quirement) or simply as a bookkeeping
preference. If you do decide to get an EIN

B. Becoming an S Corporation

Many corporations derive tax benefits from electing
S corporation status. The difference between a C
corporation, which is a separate tax entity from its
shareholders, and an S corporation, whose income
is reported on the owners’ tax returns, is described
in some detail in Chapter 1. If you're not thoroughly
familiar with this material, please reread it before
going on.

To become an S corporation, all shareholders
must sign and file IRS Form 2553 (Election by a
Small Business Corporation) with the IRS by the
15th day of the third month of the tax year to which
the election is to apply.

Nancy, Jerry, and Agnes form a cor-
poration, Phoenix Ventures Inc. They start to do
business on September 1, 2004 and, like most

for the LLC, check the “Other” box in
space 8a and write in: “Disregarded En-
tity—Sole Proprietorship.”

e You have a multimember LLC, and you
plan to run it as if you were a partnership
(using Form 1065 to report business in-
come). You should apply for an EIN and,
in space 8a, check the “Partnership” box.

e You have either a single-member or a
multimember LLC, and you plan to run it
as a C Corporation. You should apply for
an EIN and, in space 8a, check the “Corpo-
ration” box. Then, below the “form num-
ber” line, write in “Single-Member” or
“Multimember.” Also be sure to file Form
8832 to elect corporate tax status, as ex-
plained in Chapter 4, Section G4.

businesses, use the calendar year for accounting
and tax purposes. Their 2004 tax year will be a
short one: September 1 through December 31.
To obtain S corporation status for that first tax
year, they need to file Form 2553 by November
15, 2004, which is the 15th day of the third
month of that tax year. If they miss that dead-
line, their corporation won’t qualify for S corpo-
ration status in 2004. But if they file Form 2553
by March 15, 2005 their corporation will get S
corporation status for 2005.

A number of technical rules govern which cor-
porations can elect to become S corporations. Your
corporation must meet these requirements:

e It must be a “domestic” corporation—one
that's organized under U.S. federal or state
law.

e It must have only one class of stock.
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e It must have no more than 100 shareholders.
e It must have as shareholders only individuals,
estates, and certain trusts. Partnerships and
corporations can’t be shareholders in an S

corporation.
e It can’t have any shareholder who is a non-
resident alien.

There are other technical rules, but the vast ma-
jority of new, small corporations may become S cor-
porations if they choose to do so.

To elect S corporation status, you need the con-
sent of all shareholders. Unless yours is a one-per-
son corporation, you should agree on this election
before you form your corporation.

An S corporation election doesn’t have to be per-
manent. You can start out as an S corporation and
then, after a few years, revoke your S corporation
status and be taxed as a regular corporation. If you
terminate your status as an S corporation, generally
you’ll have to wait five years until you can again
become an S corporation—although you may be
able to get permission from the IRS to shorten this
waiting period.

Once the shareholders file a Form 2553, the cor-
poration continues to be an S corporation each year
until the shareholders revoke that status or it’s ter-
minated under IRS rules. What terminates S corpora-
tion status? For one thing, ceasing to qualify as an S
corporation. For example, your corporation would
no longer qualify if it had more than 75 sharehold-
ers or if you or another shareholder transferred
some of your stock to a partnership.

C. Business Taxes in General

Three main categories of federal business taxes may
apply to your business:

® income tax

e employment taxes

e self-employment tax.

This section looks briefly at each of these tax cat-
egories. Get IRS Publication 509, Tax Calendars, to
see when to file returns and make tax payments. It's
updated annually.

Excise Taxes. In addition to the three main busi-
ness taxes, the federal government imposes excise
taxes on a few specialized transactions and products.
These taxes almost never are of concern to small busi-
nesses. To see whether your business is affected, see
IRS Publication 334, Tax Guide for Small Business.

1. Income Tax

You must file an annual federal tax return reporting
your business income. Below is a list of the forms to
use.

Business Income Tax Forms

Type of Legal Entity Form
Sole Proprietorship Schedule C
(Form 1040)
Partnership Form 1065
Regular Corporation Form 1120 or 1120-A
Single Member LLC Schedule C
(Form 1040)
S Corporation Form 1120-S
Multimember LLC Form 1065, 1120
or 1120-A

a. Sole Proprietorship

If you're a sole proprietor, your business itself
doesn’t pay income tax. You report your business
income (or loss) on Schedule C, and file it with Form
1040. Your Schedule C income (or loss) is added to
(or subtracted from) the other income you report on
your personal Form 1040. If you have more than one
business, file a separate Schedule C for each busi-
ness.
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b. Parinership

A partnership Form 10065 is an informational tax re-
turn telling the IRS how much each partner earned.
The partnership doesn’t pay tax on this income.
Each partner reports his or her share of income (or
loss) on Schedule E, Supplemental Income and Loss,
and files it with Form 1040.

This Schedule E amount is added to (or sub-
tracted from) the other income the partner reports
on Form 1040. In other words, a partner’s income is
treated like a sole proprietor’s income on Form
1040: It’s listed in a separate schedule and then
blended with other income listed on the first page
of the 1040.

m Passive losses. Losses fiom passive partnership
activities—such as real estate investments or
royalties, in which the partnership plays the role of a
passive investor—can usually be taken as a credit
only against income from other passive activities. This
is explained in greater detail in IRS Publication 925.

c. S Corporation

The S corporation itself doesn’t pay income tax.
Form 1120-S filed by an S corporation is an informa-
tional return telling the IRS how much each share-
holder earned. As a shareholder, you report your
portion of income or loss on Schedule E and file it
with Form 1040. Then you add that income to (or
subtract a loss from) your other 1040 income.

d. C Corporation

A C corporation reports its income or loss on Form
1120 or 1120-A and pays a tax if there is income. But in
many small corporations, the shareholders are em-
ployees who receive all profits of the business in
the form of salaries and bonuses, which are tax-de-
ductible by the corporation as a business expense.

In that situation, the corporation would have no
taxable income.

Not all small corporations, however, are able to
pay out their income in the form of salaries and bo-
nuses. If they don’t, they must pay a corporate in-
come tax.

Jenny and her twin sister Janet are
the sole shareholders in Neptune Corporation,
which manufactures swimming pool supplies.
In the second year of their corporate existence,
to encourage growth, Jenny and Janet decide to
pay themselves minimal salaries and to plow
most of the corporate income into inventory
and the purchase of rehabilitated but serviceable
equipment. The money that the corporation puts
into inventory and equipment isn’t available for
distribution to Jenny and Janet; moreover, most
of that money isn’t a currently deductible busi-
ness expense, so it is taxed at corporate income
tax rates. (The equipment will be capitalized,
depreciation deductions will be spread over
several years.)

Tax Rates

on Taxable Corporate Income

Income Over But Not Over Tax Rate
$0 $50,000 15%
$50,000 $75,000 25%
$75,000 $100,000 34%
$100,000 $335,000 39%
$335,000 $10,000,000 34%
$10,000,000  $15,000,000 35%
$15,000,000  $18,333,333 38%
Over $18,333,333 35%

Note: Personal service corporations are
subject to a flat tax of 35% regardless of the
amount of income.
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If you have a C corporation that expects to have
taxable income, your corporation needs to make
periodic deposits of its estimated income taxes. And
if you're an employee of your C corporation (as is
almost always the case with an owner of a small
business corporation), taxes and Social Security
payments must be withheld from your paychecks.

e. Limited Liability Company

A single-member LLC is normally taxed as a sole pro-
prietorship, meaning that you'll report the income (or
loss) on Schedule C and file it with Form 1040. The
bottom line will be added to (or subtracted from) the
other income you report on Form 1040.

An LLC that has two or more members, unless the
owners choose to have the business taxed as a cor-
poration, will be taxed as a partnership (tax liability
passes through to the LLC members) and will use
Form 1065—an informational return that tells the IRS
how much each member earned. The LLC doesn’t
pay tax on its income but, as with a partnership,
each member reports his or her share of income (or
loss) on Schedule E, Supplemental Income and Loss,
which is filed with Form 1040. This Schedule E
amount is added to (or subtracted from) the other
income the member reports on Form 1040.

An LLC that chooses to be taxed as a corporation
will use Form 1120 or 1120-A. See Subsection d,
above, for a discussion of corporate taxes.

New Tax Break for

Manufacturing Businesses

Beginning in 2005, a manufacturing business
can take an attractive deduction—and one that
will get even better as it is phased in year by
year. The tax law definition of manufacturing is
broad enough to include income from farming
and construction, but not from restaurants.
Once the deduction takes full effect, you’ll be
able to deduct 9% of the lesser of:

e the business’s production activities income,

or

e its taxable income for a taxable year.

The deduction, however, can’t be larger
than 50% of your company’s W-2 wages for the
taxable year. In most cases this is the same as
50% of your company’s payroll.

If your company is eligible, it can claim a
3% deduction in 2005 and 2006, and a 6% de-
duction from 2007 through 2009. In 2010, the
full 9% deduction will kick in. The deduction
applies to a wide range of entities—including
sole proprietorships, partnerships, LLCs, C cor-
porations, and S corporations.

Because this is a particularly complex area
of tax law, you should talk to a tax pro to see
how this tax break applies to your business.

2. Federal Payroll Taxes

There are several types of employment-related taxes
the federal government exacts from businesses.
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a. Federal Income Tax Withholding
(FIT)

You must withhold income taxes from employees’
paychecks based on:

e the employee’s filing status (single, married,
or married but withholding at the higher
single rate)

e the number of dependents (withholding al-
lowances) declared by the employee, and

e the size of the employee’s salary.

Each employee should give you a signed Form
W-4 stating his or her withholding allowance. Save
these forms. You needn’t send them to the IRS un-
less the employee:

e claims more than ten allowances, or
e claims to be exempt from withholding and
also normally earns more than $200 a week.

Use the tables in Circular E (referenced below)
to figure out how much income tax to withhold.

E’ﬁ ¢ IRS Publication 15, Circular E, Employer’s
LB 7ax Guide, published by the IRS, explains
employment-related taxes clearly and in great detail.
Updated whenever the tax rates change, Circular E
is available at all IRS offices (or at www.irs.gov) and
is mailed automatically to all businesses with an
EIN.

e RS Publication 334, Tax Guide for Small
Business, and if you're just getting started, IRS
Publication 583, Starting a Business and
Keeping Records, are well worth reading.
These publications are free from your local IRS
office or can be obtained by calling the main
IRS number: 800-829-3670, or by going to
wWww.irs.gov.

e Tax Savvy for Small Business, by Frederick W.
Daily (Nolo). An excellent guide to all the tax
problems small businesses face. The audit ma-
terial alone is well worth the price of the book.

e Small-Time Operator, by Bernard Kamoroff
(Bell Springs Publishing), is a clearly written
book that covers not only taxes but also many
other practical aspects of doing business, in-
cluding bookkeeping.

e U.S. Master Tax Guide (CCH, Inc.), is updated

annually and available in law libraries, busi-

ness school libraries, and the reference depart-
ments of major public libraries. It features in-
depth explanations of tax complexities.

The Kiplinger Tax Letter, published by the

Kiplinger Washington Editors, is a biweekly

newsletter that does an excellent job of keeping

you up-to-date on what’s happening in the tax

field. The breezy—some would say breath-

less—style is fun to read. Go to

www.kiplinger.com or call 800-544-0155.

Also, there is software that handles payroll, in-

cluding tax computations. Look into QuickPay,
OneWrite, and Peachtree.

b. Social Security Tax (FICA)

You must withhold the employee’s share of the So-
cial Security tax and Medicare tax from the em-
ployee’s pay. And you must also pay the employer’s
share. The amounts to be withheld are listed in the
most current edition of Circular E. For 2005, for ex-
ample, the employer and the employee are each re-
quired to pay 7.65% on the first $90,000 of the
employee’s annual wages; the 7.65% figure is the
sum of the 6.2% Social Security tax and the 1.45%
Medicare tax. There is no Social Security tax on the
portion of the employee’s annual wages that exceeds
$90,000—only the Medicare tax; the employer and
the employee each pay the 1.45% Medicare tax on
the excess amount. The rates and the cutoff point
for the Social Security tax change annually.
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C.

Withholding From

an Owner’s Paycheck

Money you earn from your corporation—
whether it’s an S or a C corporation—isn’t lim-
ited to dividends you receive as a shareholder.
If you perform substantial services for your
corporation, you're considered an employee
for tax purposes. This means you must com-
plete and submit a Form W-4 to the corpora-
tion the same as any other employee, and the
corporation must withhold income taxes and
your share of Social Security and Medicare
taxes from your paychecks.

These requirements may seem burdensome,
but if you're an employee of a C corporation
the time you spend completing the paperwork
is well worth it because the money you take
out as an employee is taxed only once rather
than twice. (See Chapter 1, Section C2.)

Federal Unemployment Tax (FUTA)

Finally, you must report and pay the federal unem-

ployment tax (FUTA). The employer is responsible

for paying this tax; it's not withheld from the

Z U3

employee’s pay. The FUTA rate through 2007 is
6.2% of the first $7,000 of the employee’s wages for
the year. Employers are given a credit for participat-
ing in state unemployment programs. The credit re-
duces the FUTA rate to 0.8% for most employers—
which translates into $56 for an employee earning
$7,000 or more per year.

Use Form 940 or 940EZ to report federal unem-
ployment tax. Sole proprietorships and partnerships
don’t pay the FUTA on the owners’ compensation.

d. Periodic Deposits

You must periodically deposit the withheld income
tax and the employer’s and employee’s shares of
Social Security and Medicare taxes at an authorized
financial institution—usually a bank. The IRS sends
you coupons to use in making these deposits. It
also provides instructions on how often you're re-
quired to deposit these funds, which depends on
the size of your payroll and amounts due; a typical
small business makes monthly deposits.

N

posit those taxes on time. There are substantial pen-

Deposit taxes on time. Be sure to withhold
taxes as required by the tax laws—and to de-

alties if you don’t. And if you're an owner of a small
business and personally involved in its manage-
ment, you can be held personally liable for these
taxes and the additional penalties, even if the busi-
ness has the funds to pay them. If your business sud-
denly runs into financial trouble, put the withheld
taxes at the top of the list for payment. If that means
not paying suppliers and others, so be it. The debts of
the other creditors can be wiped out in bankruptcy if
the business continues to go downbhill. Not so with

the withheld taxes. You can remain personally liable
Jor these amounts even if the business goes through
bankruptcy. However, passive investors—for ex-
ample, those who merely own corporate shares and
Pplay no role in making business decisions—face very
little risk of being personally liable for the taxes.
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ﬁ- Get a copy of IRS Publication 509, Tax
\l Calendars, o see when to file returns and
make tax payments. It’s available from your local
IRS office, by calling the main IRS number:
800-829-3676, or by going 1o www.irs.gov.

The publication is updated annually.

Payroll Taxes Made Easy

If you’re overwhelmed by the requirements for
calculating payroll taxes and the fine points of
when and where to pay them, you can pay a
bank or payroll service to do the work for you. A
reputable payroll tax service that offers a tax
notification service will calculate the correct amount
due, produce the checks to pay the employees
and the taxes, and notify you when the taxes
are due.

One big advantage of a payroll service over
a bank is that the bank will normally withhold
the amount of the tax from your account when
the payroll is done, even though the tax isn’t
due yet. That means the bank, not you, gets the
use of the money for a while. If your payroll
service offers tax notification, it will prepare the
checks and tell you when they must be depos-
ited. Depending on how often you must make
payments, that can give you the use of the
money an extra month or more.

At the end of each quarter, the payroll ser-
vice will produce your quarterly payroll tax re-
turns and instruct you about how to file them.
At the end of the year, the service will also
prepare W-2 forms and federal and state trans-
mittal forms.

Payroll services can be cost-effective as com-
pared to the hours it will take to handle your
own tax reporting (even for very small busi-
nesses). But when you look for one, it pays to
shop around. Avoid services that charge setup
fees—basically, a fee for putting your informa-
tion into its computer—or extra fees to prepare
W-2 forms or quarterly and annual tax returns.

3. Self-Employment Tax

The self-employment tax applies to income you re-
ceive from actively working in your business—but
not as an employee of that business. Technically,
it’s not an employment tax, but it’s so closely re-
lated that you should be aware of it to fully under-
stand employment taxes.

If you’re a sole proprietor or a partner (or an
LLC member, probably—see note below), you must
pay the federal self-employment tax in addition to
regular income tax. The self-employment tax is
equal to the employer’s and employee’s portion of
the Social Security and Medicare taxes that you and
your employer would pay on your compensation if
you received it as an employee.

Compute this tax each year on Schedule SE,
which you then attach to your personal Form 1040.
Add the self-employment tax to the income tax that
you owe. For example, in 2005, the self-employ-
ment tax is set at 15.3% on earnings up to $90,000
and 2.9% on earnings over $90,000. The tax law
lightens the burden of the self-employment tax
somewhat by allowing you to deduct one-half of
this tax in computing your adjusted gross income.
You take the deduction on the first page of your
federal tax return.

You may not owe the full self-employment tax
on all of your business earnings. If you have in-
come from another job that’s subject to withhold-
ing—common for people just getting started in busi-
ness—the income from your other job will reduce
the tax base for your self-employment tax. So in
computing your self-employment for 2005, for ex-
ample, you'd reduce the $90,000 figure to reflect
any of your job earnings that were subject to em-
ployer withholding.

Morton works ¥ time as a chemistry
instructor at a local college, where he receives
an annual salary of $60,000. He also does con-
sulting, as a sole proprietor, for several chemi-
cal companies and earns an additional $40,000
a year after expenses. The $60,000 salary at the
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college—which is subject to withholding by the
employer—is used to reduce the $90,000 cap
on income that’s subject to the 15.3% self-em-
ployment tax. So Morton computes the tax at
the rate of 15.3% on $30,000 of his consulting
business income ($90,000 less $60,000 =
$30,000). On the remaining portion—$10,000
(840,000 less $30,000 = $10,000)—he computes
the tax at the rate of 2.9%.

m LLC members may have to pay self-
employment tax. As explained in Chapter 1

and Chapter 4, Section D, LLC members may have to
pay self-employment tax on all income they receive
Sfrom the LLC, whether in the form of salary or allo-
cations of profit.
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Computing Your Estimated Taxes

Many taxpayers receive income from sources
other than paychecks—for example, from in-
vestments and royalties. These taxpayers often
owe surprising amounts of income taxes on
April 15. Sometimes, that’s because they had
no employer to withhold income tax during
the year. Other times, it’s because even though
there was an employer, the amounts withheld
were insufficient to cover the taxpayer’s non-
employment income.

As you may know, the IRS doesn’t want you
to wait until April 15 to pay. Instead, the IRS
requires you to pay your taxes in advance in
quarterly estimated installments if not enough
is being withheld from your salary to cover
your full income tax bill. Every year, the IRS
provides guidelines on how you can avoid in-
terest and penalties for paying too little in esti-
mated tax. For tax year 2004, for example, you
would have avoided interest and penalties by
paying 90% of your 2004 tax bill in advance, or
an amount equal to 100% of your 2003 tax bill
(or 110% of your 2003 tax bill if your adjusted
gross income was over $150,000).

In figuring out what your tax bill will be and
whether you need to pay any quarterly install-
ments of estimated taxes, don’t overlook the self-
employment tax that is added to your regular
income tax on your Form 1040 as part of your
tax obligation. Make sure your quarterly install-
ments are large enough to cover your self-em-
ployment tax as well as your usual income tax.

For more on this subject, see IRS Publica-
tion 505, Tax Withholding and Estimated Tax,
available at the nearest IRS office or by going
O WWW.irs.gov.

8/13
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D. Business Deductions

Of all the federal taxes that may affect a small busi-
ness, income tax is the one that business owners
are most concerned about. The general formula is
that you first figure out your gross profit—your
gross receipts or sales less returns and allowances
and the cost of goods sold. Then you subtract your
other business expenses to find the net income or
loss of your business. For an in-depth analysis of
what business expenses can be deducted, see IRS
Publication 535, Business Expenses.

In this section, we’ll look at common categories
of deductible business expenses.

Home-Based Businesses. If you have a home-
based business, you'll find special tax pointers in
Chapter 14.

1. IRS Guidelines
for Business Deductions

The IRS has broad, general guidelines for what con-
stitutes deductible expenses. For example, to be de-
ductible, a business expense must be ordinary and
necessary—something that’s common in your type
of business, trade, or profession. If you have an ex-
pense that’s partly for business and partly personal,
you must separate the personal from the business
part. Only the business part is deductible.

So much for generalities. Here’s a partial list of
the kinds of expenses that your business can nor-
mally deduct:

e advertising

e bad debts

e car and truck expenses

e commissions and fees

e conventions and trade shows

e depreciation on property owned by the busi-
ness (discussed in Section 2, below)

e employee benefit programs

e insurance

e interest

e legal, accounting, and other professional ser-

vices

e office expenses

e pension and profit-sharing plans

e rent

e repairs to and maintenance of business pre-
mises and equipment

e supplies

e taxes and licenses

e trade publications

e travel, meals, and entertainment

e utilities

® wages.

This list isn’t all-inclusive. You can also deduct
any other expenses that you believe—and can con-
vince the IRS—are ordinary and necessary business
expenses.

Now let’s look at the rules affecting a number of
specific expenses (deductions) in more depth.

2, Depreciation

If you buy equipment or machinery that has a use-
ful life longer than one year, the IRS generally won'’t
let you deduct the full cost in the year you buy it.
Instead, you deduct a portion each year over the
term of the item’s useful life by using depreciation.
Depreciation is the loss in the value of the prop-
erty over the time the property is used—including
wear and tear, age, and obsolence. IRS tables list
the useful life of various types of equipment and
machinery for the purpose of depreciation.

You don’t need to depreciate inexpensive

items. Exceptions are made for inexpensive
items for which the cost of detailed record keeping
would be prohibitive. For example, your $75 desktop
calculator may last for five years but you'd undoubt-
edly be allowed to deduct its entire cost in the year
you buy it. You’d probably treat it as part of your

office supplies.

You may choose one of two methods—straight-
line or accelerated—for figuring depreciation.
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a. Straight-Line Depreciation

The straight-line method means that you deduct an
equal amount each year over the projected life of
the asset. Actually, that’s a bit of an over-simplifica-
tion; something called the “half-year convention”
makes things slightly more complicated. That rule
allows only a half-year’s worth of depreciation to be
deducted in the first year.

Norbert buys a $1,000 fax machine
in 2005 that can be depreciated over five years
according to the IRS table. Under a strict appli-
cation of the straight-line depreciation method,
he’d deduct $200 each year for five years. But
the half-year convention allows him to deduct
only a half year’s worth of depreciation—
$100—the first year. So Norbert would deduct
$100 the first year; $200 a year for the next four
years; and the final $100 in the sixth year.

(Exceptions to the half-year rule are explained in
IRS Publication 946, How to Depreciate Property.)

b. Accelerated Depreciation

Another method of depreciating assets—accelerated
depreciation—is also available. Most small busi-
nesses will want to use the accelerated depreciation
tables instead of the straight-line method. It allows
them to write off a large amount of the purchase
price in the years immediately following the pur-
chase of the machinery or equipment. That, of
course, makes the tax savings available sooner.

c. Immediate Write-Offs
Another tax rule—one especially helpful to small

businesses—Ilets you get around the depreciation
rules to a great extent. You can, if you choose,

write off up to $102,000 of depreciable assets in the
year of purchase. This figure will be adjusted annu-
ally for inflation in 2005 and future years. You can,
if you choose, write off up to $100,000 of depre-
ciable assets in the year of purchase.

Bertha buys an $8,000 computer in
2005. Ordinarily, she’d have to use IRS depre-
ciation tables and spread the cost over several
years. But she has the option of deducting the
cost all at once in the year 2005. This is known
as a Section 179 capital-expense election.

There are a few important limitations to this de-
duction. The first, which doesn’t affect many busi-
nesses that are just starting out, applies if you pur-
chase more than $410,000 in depreciable assets in
one year. If you do, the maximum amount you can
deduct as a Section 179 capital-expense deduction is
reduced, dollar for dollar, by the amount you exceed
$410,000. For example, if you spend $415,000 on de-
preciable assets, you can write off—as an expense
deduction—only $97,000 ($102,000 less $5,000). This
$410,000 threshhold will be adjusted for inflation in
2005 and future years.

Second, the amount you write off can’t exceed
the total taxable income that your business received
in that year. You may, however, carry forward any
disallowed part of this write-off so that you get
some tax benefit in future years.

Any depreciable assets that you don’t write off
under Section 179 can be depreciated and written
off under the straight-line or accelearated methods
of depreciation, above.

E’i For further explanation of this complicated
’Q area: See Tax Savvy for Small Business, by
Frederick W. Daily (Nolo).
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To Take Business Deductions, You

Need a Business

The tax laws don’t allow you to take business
deductions for a hobby. Sometimes, however,
the line between a business and a hobby can
get fuzzy. This can happen if your small busi-
ness is more a labor of love than a dependable
source of income. Let’s say you're a chiroprac-
tor but your real passion is growing orchids.
Occasionally, you sell your orchids to friends
and neighbors. You can’t possibly get rich do-
ing this, but you are intrigued by the possibil-
ity of deducting the cost of your plant materi-
als, gardening equipment, fertilizer, plant-re-
lated magazine subscriptions, and the expenses
of attending an orchid-growers convention.
Can you legitimately deduct these items?
Maybe—or maybe not.

The answer lies in whether you're profit
motivated. To test for a profit motive, the IRS
relies mainly on a simple “3-of-5” test. If your
business makes a profit in any three out of five
consecutive years, you're presumed to have a
profit motive. That’s true even if during the
profitable year the profit was only $1. If you
don’t pass the “3-of-5” test, you may still be
able to convince the IRS that you have a profit
motive—but the going will be tougher. You’ll
have to use your ingenuity to establish that
you have a real business. Some things that may
help: Business cards, letterhead, well-kept
books, a separate bank account, a separate
phone line, business licenses and permits, and
expenses for marketing.

3. Employees’ Pay

You can deduct salaries, wages, and other forms of
pay that you give to employees as long as you meet
certain IRS tests listed below. If you're both an em-

ployee and a shareholder of your business, your
own salary must meet the same tests for deductibil-
ity as salaries paid to any other executive or em-
ployee.

For a salary to be deductible, you must show
that:

e The payments are ordinary and necessary ex-
penses directly connected with your business.

e The payments are reasonable. Fortunately,
you have broad discretion to decide what'’s
reasonable. Short of a scam—such as paying
a huge salary to a spouse or relative who
does little or no work—the IRS will almost
always accept your notion of what’s reason-
able pay.

e The payments are for services actually per-
formed.

If you use the cash method of accounting (very
common among small businesses), you can deduct
salaries and wages only for the year in which they
were paid. However, you can deduct employee
taxes your business withheld in the year your busi-
ness withheld them; you can’t deduct (until paid to
the government) the employer’s matching portion
of these taxes. Businesses using the accrual method
have more latitude as to when they can deduct sala-
ries and payroll taxes.

You can also deduct bonuses you pay to em-
ployees if they're intended as additional payment
for services and not as gifts; most bonuses qualify
for deduction. If your business distributes cash, gift
certificates, or similar items of easily convertible
cash value, the value of such items is considered
additional wages or salary regardless of the amount.
If a bonus is considered as part of an employee’s
wages or salary, it’s subject to employment taxes
and withholding rules.

Certain noncash bonuses that are intended as
gifts are deductible if they are less than $25 per per-
son per year.

To promote employee goodwill,
Pebblestone Partnership distributes turkeys,
hams, and other items of nominal value at holi-



TAX BASICS FOR THE SMALL BUSINESS

8/17

days. The value of these items isn’t considered
salaries or wages, but the partnership can de-
duct their cost as a business expense.

4. Employee Benefits

A number of employee benefits can be deducted,
including:
e health and dental insurance
e group term life insurance
e moving expenses
e qualified employee benefit plans, including
profit-sharing plans, stock bonus plans, and
money purchase pension plans
e employee benefit plans that allow employees
to choose among two or more benefits con-
sisting of cash and qualified benefits.

If your business can afford these benefits, not
only are they tax deductible by your business, but
they are not taxed to the employee.

While these benefits sound attractive, there are
two serious drawbacks. First, many small busi-
nesses—particularly those just starting out—can’t
afford them. Second, plans that mainly benefit the
owners of the business are not tax-deductible. (See
Chapter 1, Section C2b(2), for a more thorough
discussion.)

5. Meals, Entertainment,
and Travel

To be treated as a business deduction, travel ex-
penses need to be ordinary and necessary in your
type of business. Basically, these are any reasonable
expenses you incur while traveling for business.
You (or your business) can’t deduct expenses for
personal or vacation purposes, or any part of busi-
ness expenses that is lavish or extravagant.

(And deductible travel expenses don’t include
expenses for entertainment such as sports events
and concerts.)

But if you’re on the kind of tight travel and en-
tertainment budget common to most small business
people, you won’t have to worry about this last re-
striction. Here are examples of deductible travel ex-
penses:

e air, rail, and bus transportation while traveling
on business

e operating and maintaining your own car for
business (see Section 6 for more on car ex-
penses).

e taxi fares or other costs of transportation be-
tween the airport or station and your hotel,
from one customer to another, or from one
place of business to another

e baggage charges and transportation costs for
sample and display material

e meals and lodging while traveling on busi-
ness

e cleaning and laundry expenses

e telephone and fax expenses

¢ public stenographers’ fees

e tips incidental to any of these expenses.

You cannot deduct expenses for transportation
while you’re not traveling. The IRS says that you're
traveling away from home if (1) your duties require
you to be away from the general area of your tax
home substantially longer than an ordinary day’s
work, and (2) you need to get sleep or rest to meet
the demands of your work. (Napping in your car
doesn’t count.) Generally, your “tax home” is your
main place of business regardless of where your
family home is.

If a trip is entirely for business, you can deduct
all of your ordinary and necessary travel expenses.
If your trip was primarily personal, you can’t deduct
any travel expenses—even if you did some business
at your destination.

What if your trip was primarily for business but
you took a vacation-like side trip? Then you need to
allocate your expenses; see IRS Publication 463,
Travel, Entertainment, Gift, and Car Expenses, for
instructions. The IRS does give you one break; if
you legitimately need to fly somewhere for busi-
ness, you can write off the entire plane fare, even
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though you stay over for pleasure after your busi-
ness is completed.

Meal and entertainment expenses have special
rules and restrictions. You can generally deduct
only 50% of your business-related meal and enter-
tainment expenses. In addition, the IRS may disal-
low extravagant and excessive expenses.

But short of fraud or obvious gross excess, the
IRS doesn’t monitor where you go for your business
meals. So in practice, for most small business
people, 50% of all business-related meal expenses
are deductible. As an employer, this 50% limit ap-
plies to your business even if you reimburse your
employees for 100% of their meal and entertainment
expenses.

If you're a sole proprietor, deduct the allowable
portion of your own business travel, meals, and en-
tertainment expenses on Schedule C of your Form
1040. Use Schedule C to also report the expenses
that you reimburse or directly pay your employees.
(Consult IRS Publication 463 for an in-depth treat-
ment of this subject.)

If you're a partner or a shareholder of a corpora-
tion in which you play an active management role,
it’s usually best to have your partnership or corpo-
ration reimburse you for your business-related
travel and entertainment expenses. The business
can then deduct these amounts to the extent al-
lowed by law.

m Excessive expenses may trigger an

audit. Your overall travel and entertainment
budget may result in a tax audit if these expenses
are out of proportion to what the IRS thinks is rea-
sonable, given your type of business and income. For
most honest small business people, this isn't usually
a problem unless they have some extraordinary need
to travel.

Ben starts a marble importing busi-
ness and spends bis first year visiting 200 promi-
nent architects and interior designers from coast
to coast to introduce his business. His high travel
expense triggers an audil, but Ben is able to

show that these trips were necessary to get his
business off the ground.

If you are audited, you’ll need to show the IRS com-
plete and accurate records of your travel and enter-
tainment expenses, including actual receipts. Also,
since you need to tie each trip and meal to a specific
business purpose, it makes good sense to keep a log
stating the purpose. Otherwise, if challenged, you
may bhave trouble recalling the details.

6. Automobile Expenses

If you use your car for business, you may be able to
deduct some or all of your car expenses. Deductible
items include:

e gas

e oil

e tolls

e tires

e garage rent

e lease fees

e rental fees

e parking fees

® repairs

e licenses

e depreciation.

The following discussion assumes you use your
car more than 50% for business. Special rules apply
if you use your car 50% or less for business. For
complete information about deductions for your car,
again see IRS Publication 463.

If you use your car for both business and per-
sonal purposes, you must divide your expenses be-
tween business and personal use. (This rule applies
to all items you use for both business and personal
use.) The miles you put on your car driving from
your home to your main place of business are con-
sidered to be commuting miles—a personal use, not
deductible. The same thing applies to fees you pay
to park your car at your place of business.
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Tricia has a catering business that
requires her to call on customers. She drives
20,000 miles during the year: 12,000 for busi-
ness and 8,000 for personal use (including her
daily trips from home to her shop). She can
claim only 60% of the cost of operating her car
as a business expense (12,000 divided by
20,000). The coins she fed the parking meter in
front of her shop each day would be a personal
(commuting) expense and not deductible; fees
paid for parking while calling on customers
would, however, be deductible.

What about depreciation? As with other business
assets, you can deduct the cost of a car (but only
the portion used for business), but you must spread
the deductions over several years. IRS depreciation
tables have special schedules for cars. These sched-
ules are updated periodically. For example, if you
placed a car in service in 2004 and used it 50% or
less for business, your first-year deduction was lim-
ited to $2,960 times the percentage of business use.
If you used the car more than 50% for business, the
maximum first-year depreciation was $10,610.

Depreciation for Employees’ Cars. If your em-
ployees use their cars in their work, they can’t take
a depreciation deduction unless this use is for your
convenience as their employer and you require it as
a condition of employment.

If you don’t want to keep track of your car ex-
penses and you want to avoid the complexity of the
depreciation rules, the IRS offers a second method
for deducting car expenses. You can use the stan-
dard mileage rate for your business usage. In 2005,
the rate is 40.5 cents per mile. The rate changes pe-
riodically, so check IRS publications for the latest
figure.

If you're going to use the standard mileage rate,
you must start by using it in the year you begin us-
ing the car for business. If you don’t use the stan-
dard mileage rate that first year, you can’t use it for
that car later on. If you use the standard mileage
rate, you can also deduct tolls and parking fees that
were paid while on business.

If you take a deduction for car expenses, you
must file Form 4562 with your tax return. If you
give an employee a car for business and personal
use, the employee must report as income the value
of the personal usage. For example, an employee
who keeps a company car at home and drives to
and from work must report that commuting usage—
and any other personal usage—as income.

If you lease rather than own your car, you can
deduct the part of each lease payment that’s for
your business use of the car. If you use your leased
car 60% for business, you can deduct 60% of each
lease payment. You can’t deduct any payments you
make to buy the car even if the payments are called
lease payments. A lease with an option to buy may
be a lease or a purchase contract, depending on its
wording.

Keep accurate records of your car usage so that if
you're challenged by the IRS, you can demonstrate
the extent of your business use. The best procedure
is to keep a daily log in your glove compartment to
record the following about each business trip:

e date

e destination

e mileage

e business purpose.

E. Tax Audits

As a small business owner, you're three times more
likely to be audited by the IRS than a regular em-
ployee-taxpayer would be. If you're audited, you
have the burden of proving that your tax return is
accurate. In over 80% of audits, the taxpayer winds
up owing more taxes—usually because of poor
record keeping rather than dishonesty.

ﬁl If your business is facing an audit: You Il
get excellent guidance from Tax Savvy for
Small Business, by Frederick W. Daily (Nolo)—
which is the source of much of the material in this
section. The Tax Savvy book goes through the audit
process step by step and in great depth. And if, as
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commonly bappens, the business audit turns into a
personal audit as well, refer to Stand Up to the IRS,
which is also by Frederick W. Daily (Nolo).

1. How the IRS Audits
a Small Business

The IRS conducts two kinds of audits of small busi-
nesses and their owners: office audits and field au-
dits. There’s a difference not only in where the au-
dit is held, but also in the intensity of the process.

If you're a sole proprietor and gross less than
$100,000 per year, the IRS is likely to ask you to
come to their office for the audit. Usually an office
audit lasts from two to four hours, and a typical
business taxpayer is hit for additional taxes averag-
ing about $4,000.

If you have a partnership or corporation, or a
sole proprietorship that grosses over $100,000 a
year, the IRS will probably order a field audit. The
process will be much more intensive than an office
audit. Field auditors—called revenue agents—are
much better trained in accounting than are IRS of-
fice tax auditors. The average amount owed by a
business after going through a field audit is over
$17,000, including additional tax, penalty, and interest.

An IRS field audit may be conducted at your
business place, but doesn’t have to be. If your busi-
ness premises are very small, you might point out
that having the audit conducted there would inter-
fere with your operations. Ask that the audit be
held elsewhere—at the IRS office, for example.

Or if you plan to be represented by a tax profes-
sional—a lawyer or accountant with tax experience—
you can request that the audit be conducted at the
professional’s office.

Even though you have the right to have an audit
conducted elsewhere, an auditor has the power to
enter your business if it’s open to the public. But an
auditor can’t go into a private area—such as a store-
room or your private office—unless you consent.
But if you have nothing to hide, there’s no reason
to raise suspicions by denying access. Offer the IRS
auditor a complete tour.

If you have a home office, you don’t have to let
an auditor into your home unless there’s a court or-
der. But if you refuse entry, your home office depre-
ciation or rental expense will probably be disallowed
because you haven’t proven you had a home office.

2. The IRS Inquiry

Wherever the audit is conducted, the auditor will
want to see the business records you used to pre-
pare the tax returns. This can include check regis-
ters, bank statements, canceled checks, receipts, in-
voices, and a formal set of books.

To get still more financial information about you
and your business, an auditor can require records
from your tax preparer, banks, suppliers, customers,
and others.

3. Hiring a Tax Professional

Many small business owners can handle a run of
the mill IRS office audit without professional repre-
sentation. Often it’s sensible to do this, since the
cost of hiring professional help may be more than
the IRS is likely to bill you. However, if you fear
that some serious irregularity may come to light—
perhaps you've taken a huge deduction and can’t
produce a receipt or canceled check to verify it—
consult with a tax professional before the audit.

When it comes to a field audit, where more
money will almost surely be at stake, it’s usually
wise to bring in a tax professional from the outset.
The IRS uses experienced auditors to conduct field
audits, so you may be overmatched if questions
come up about your documents or interpretations
of the tax law.

4. Preparing for Your Audit

Thoroughly review the tax return that’s going to be
audited.
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Make sure you can explain how you came up
with the figures. Identify problem areas, such as
how you reported particular items of income or ex-
pense.

Then find all the records you need to substanti-
ate your tax return and organize them logically and
clearly for the auditor. Among the items to gather
up for the audit are:

e bank statements, canceled checks, and re-
ceipts

e clectronic records—for example, charge card
statements

e books and records—which can range from a
formal set of books to cash register tapes

e appointment books, logs, and diaries

e car records, and

e travel and entertainment records.

If records are missing, you may still be able to
prove a deduction by offering an oral explanation
or by reconstructing records in writing. Business-
related expenses of less than $25 each don’t require
substantiation.

Neatness counts. It can be tempting to
dump a pile of receipts on the table and re-
quire the auditor to search through them. This is one

temptation you'll want to avoid. Neatness belps build
credibility with the auditor who, when presented
with well-maintained records, may even give you the
benefit of the doubt on questionable items.

5. What Auditors Look For

In auditing your business, the IRS will try to deter-
mine if you
e failed to report all of your business sales or
receipts (income)
e skimmed cash from the business

wrote off personal living costs—family travel,
for example—as business expenses

failed to file payroll tax returns on time or to
make the required deposits, or

e improperly classified some workers as inde-
pendent contractors rather than employees.

This isn’t a complete list—just the things the IRS
auditor will most likely scrutinize.

Be prepared for an analysis of your bank ac-
counts. Office auditors don’t always take the time to
do this, but field auditors do. This consists of add-
ing up all the deposits in all your business bank ac-
counts to see if the total is more than your reported
income. The auditor will also want to see all of
your personal account records to learn if the
amounts deposited are consistent with your busi-
ness cash flow.

It's smart to review your bank accounts in ad-
vance to try to spot and be able to explain deposits
that weren’t income and therefore weren’t reported
on your tax return—loan proceeds, for example, or
proceeds from the sale of assets (other than the
capital gain portion), transfers from other accounts,
inheritances, gifts, or money held for relatives.

After confirming that your income figures are ac-
curate, turn to your business expenses. The tax law
makes you prove that your deductions were legiti-
mate; the IRS doesn’t have to disprove them. Be
especially careful to have good documentation for
deductions you took for travel and entertainment, a
home office, thefts, bad debts, depreciation, and car
expenses—all prime targets during an IRS probe.

If you can’t produce thorough records to back
up your deductions, don’t despair. You may be able
to reconstruct the missing documents. For guidance
on how to do this, see Tax Savvy for Small Business,
by Frederick W. Daily (Nolo).

6. How to Behave at an Audit

Keep small talk to a minimum. An auditor is trained
to listen for clues about your lifestyle—which may
not seem affordable on your reported income. Rais-
ing suspicions in an auditor’s mind can prolong the
agony of an audit.
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If you're asked a direct question, try to answer
“yes” or “no.” Don’t over-explain or answer ques-
tions that weren’t asked. If you don’t have a ready
answer, it’s OK to say, “I don’t know” or “I'll get
back to you on that,” or “I'll have to check with my
accountant.” Often the auditor will let it go. At the
very least, you've bought some time, which can
work to your advantage.

Most auditors are businesslike, but now and then
you run into one who’s impolite, hostile—or maybe
is just having a bad day. You're entitled to courte-
ous treatment from IRS auditors. If your auditor gets
out of line, mention your right to courteous treat-
ment and politely ask the auditor to lighten up. If
that doesn’t work, ask to speak to the auditor’s
manager and describe the unfair treatment you’re
receiving.

It’s all right to ask for time out. You can

stop or recess an audit for just about any
good reason—for a few minutes to go to the bath-
room or eat lunch, or for the day because you feel ill
or need to confer with a tax professional. If you ask
for a recess, the auditor may find it more convenient
to resume the audit in a week or lwo—giving you
time to regroup or get professional advice.

7. How to Negotiate
With an Auditor

As Fred Daily explains in much greater depth in
Tax Savvy for Small Business (Nolo), there’s often
room to bargain during the audit process—despite
the official line that IRS auditors don’t negotiate.

One approach is to suggest that a disputed item
be resolved by applying a percentage figure. Sup-
pose you claimed the costs of a trip as a business
deduction. The auditor, believing it was a personal
trip, wants to disallow the deduction. You might
say: “Perhaps, in fairness, the trip can be seen as
being both for business and pleasure. How about
agreeing that 70% of the expenses were for busi-
ness and 30% for pleasure?” This may work. On the
other hand, IRS auditors are instructed not to talk
about compromising the dollars—so you may not
get as far by using a more direct approach and pro-
posing, for example, to pay $5,000 to settle a
$10,000 IRS claim.

Another tactic in negotiating is to take the offen-
sive. An audit isn’t a one-way street. Auditors must
make adjustments in your favor when you're legally
entitled to one. Maybe you missed a deduction or
were overly conservative on your return. When the
auditor’s review has been completed, bring up the
items that entitle you to an adjustment in your fa-
vor. This can help offset the amounts the auditor
claims you owe. W
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o succeed in business, you'll need money to

get started and to keep afloat until you be-

come profitable—and, assuming you're suc-
cessful, you'll probably need more money to ex-
pand than you can generate internally. How much
you’ll need and when you’ll need it will depend on
the nature of the business. However, unless you
have a good-sized nest egg put aside or are starting
a tiny, home-based business on a shoestring, find-
ing money to finance your new enterprise is likely
to be a major concern.

Fortunately, there are many places to look for
startup funds. If one source doesn’t pan out, you
can try another and then another.

And there’s no requirement that you get all your
money from a single source. Often, you can tap a
combination of sources—for example, savings,
loans, and equity investments—to provide the
needed funds. In this chapter, we’ll look at all of
these sources—and the legal rules that apply.

Watch your pennies. Although you may

be chomping at the bit to get your new busi-
ness going, it can be a mistake to pour in too much
money at the beginning. You need time to learn
whether the business is viable. Because a fair num-
ber of small businesses fail, raising and spending a
pile of money for an untested business idea can lead
to much grief—especially if you 're personally on the
hook for borrowed funds. While some small busi-
nesses require a great deal of cash or credit up front,
my experience is that mamny others don’t. Consider
starting as small and cheaply as possible. If your
concept works, more funds will become available. If
not, you can move on and take advantage of the les-
sons you've learned—and you won’t be burdened
with a ton of debts.

A Business Plan Can Help

Before you start searching for money, it’s help-
ful to write a business plan—a statement that
analyzes your proposed business and explains
how it will become profitable. How to Write a
Business Plan, by Mike McKeever (Nolo), offers
step-by-step guidance. McKeever suggests that a
simple plan include the following elements:

e business description

e your personal business-related accomplish-

ments

e sales revenue forecast

e profit and loss forecast

e capital spending plan, and

e cash flow forecast.

For a more sophisticated plan, McKeever rec-

ommends that the following elements be added:
e marketing plan
e future trends
e risks your business faces
e personnel plan
e specific business goals
e your personal financial statement, and
e your personal background—including
your strong and weak points.

A major part of your business plan should
cover how much money you’ll need to get
started and how you’ll pay it back. Be conser-
vative in projecting income. It may take months
before a significant amount of money starts flow-
ing into the business. Obviously, you’ll need
sufficient funds to carry you through the startup
period. A cash flow analysis can help you decide
how much money you should start out with so
you can weather the lean, early days of the
business and give yourself a reasonable chance to
find out if the business can turn a profit.

Putting numbers on paper also forces you to
focus on where the money will be coming from
and how it will flow through your business. This
is a valuable reality test for you and—equally
important—it’s something that lenders and inves-
tors will want to look at before shelling out money.
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A. Two Types of Outside
Financing

If you're starting a small business, chances are that
at least part of the initial funding will come from
your own pocket—savings, an inheritance, or a sev-
erance check you received for taking early retire-
ment. But you may also need to seek money from
outside sources, so it’s important to understand the
two main categories of such funding and the differ-
ences between them. One category consists of
loans; the other consists of equity investments.

1. Loans

As you know, a loan is based on a simple idea:
someone gives you money and you promise to pay
it back—usually with interest. Since you must pay
back the lender whether your business is a fabulous
success or a miserable failure, the entire risk of your
new enterprise is placed squarely on your shoul-
ders.

Of course, nothing in business—or in life, for
that matter—is without risk. Nevertheless, a com-
mercial lender will be unwilling to lend you money
if the odds of your repaying the money look low.
And to help keep the risk down, a lender will very
likely ask for security for the loan—for example, a
mortgage on your house so that the lender can take
and sell your house if you don’t keep up your loan
payments.

But as compared to selling a portion of your
business to investors, there’s an obvious plus side
to borrowing money: If your business succeeds as
you hope and you pay back the lender as prom-
ised, you reap all future profits. There’s no need to
share them.

In short, if you're confident about the prospects
of your business and you have the opportunity to
borrow money, a loan is a more attractive source of
money than getting it from an equity investor who
will own a piece of your business and receive a
share of the profits. Again, the downside is that if

the business fails and you've personally guaranteed
the loan, you'll have to repay it. By contrast, you
don’t have to repay equity investors if the business
goes under.

Loans are so common that you probably are fa-
miliar with the mechanics, but nevertheless it makes
sense to review the basics.

a. The Promissory Note

A lender will almost always want you to sign a writ-
ten promissory note—a paper that says, in effect, “I
promise to pay you $XXX plus interest of XX%” and
then describes how and when payments are to be
made. (See Section C2 for a sample form.) A bank
or other commercial lender will use a form with a
bit more wording than our form, but the basic idea
is always the same.

A friend or relative may be willing to lend you
money on a handshake. This is a poor idea for both
of you. It’s always a better business practice to put
the loan in writing—and to state a specific interest
rate and repayment plan. Otherwise, you open the
door to unfortunate misunderstandings that can un-
necessarily chill a great relationship.

Sign only the original of the promissory note.
When it’s paid off, you're entitled to get it back.
You don’t want several signed copies floating
around that can cast doubt on whether the debt has
been fully paid. But you should keep a photocopy
of the signed note—marked “COPY”"—for your busi-
ness records.

b. Repayment Plans

If the interest rate on the loan doesn’t exceed the
maximum rate allowed by your state’s usury law,
you and the lender are free to work out the terms
of repayment.

Typically, a state’s usury law will allow a lender
to charge a higher rate when lending money for
business purposes than for personal reasons—in
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fact, in several of these state laws, there’s no limit at
all on the interest rate that can be charged on busi-

ness loans, as long as the business borrower agrees

to the rate in writing.

In a few states, the higher limit or absence of
any limit applies only when the business borrower
is organized as a corporation. In other states, the
higher rates permitted for business borrowers are
legal even if the borrower is a sole proprietorship,
partnership, or limited liability company.

Check your state usury law. 4s a

general rule, if your business is a corporation
and the terms of repayment are in a promissory
note, the lender can safely charge interest of up to
10% per year and not have to worry about the usury
law. But because there’s so much variation in usury
laws from state to state, you or the lender should
check the law. Look under interest or usury in the
index to your state’s statutes. (For more on doing
your own legal research, see Chapter 24.)

Assuming there are no usury law problems, you
and the lender can agree on any number of repay-
ment plans. Let’s say you borrow $10,000 with inter-
est at the rate of 10% a year. Here are just a few of
the repayment possibilities:

o Lump sum repayment. You agree, for ex-
ample, to pay principal and interest in one
lump sum at the end of one year. Under this
plan, 12 months later you'd pay the lender
$10,000 in “principal’—the borrowed
amount—plus $1,000 in interest.

e Periodic interest and lump sum repayment of
principal. You agree, for example, to pay in-
terest only for two years and then interest and
principal at the end of the third year. With
this type of loan plan—often called a “bal-
loon” loan because of the big payment at the
end—you’d pay $1,000 in interest at the end
of the first and second years, and then
$10,000 in principal and $1,000 in interest at
the end of the third year.

e Periodic payments of principal and interest.
You agree, for example, to repay $2,500 of
the principal each year for four years, plus
interest at the end of each year. Under this
plan, your payments would look like this:
End of Year One:

$2,500 principal + $1,000 interest
End of Year Two:

$2,500 principal + $750 interest
End of Year Three:

$2,500 principal + $500 interest
End of Year Four:

$2,500 principal + $250 interest.

o Amortized payments. You agree, for example,
to make equal monthly payments so that
principal and interest are fully paid in five
years. Under this plan, you’d consult an am-
ortization table in a book, on computer soft-
ware, or on the Internet to figure out how
much must be paid each month for five years
to fully to pay off a $10,000 loan plus the 10%
interest. The table would say you’d have to
pay $212.48 a month. Each of your payments
would consist of both principal and interest.
At the beginning of the repayment period, the
interest portion of each payment would be
large; at the end, it would be small.

o Amortized payments with a balloon. You

agree, for example, to make equal monthly
payments based on a five-year amortization
schedule, but to pay off the remaining princi-
pal at the end of the third year. Under this
plan, you’d pay $212.48 each month for three
years. At the end of the third year after mak-
ing the normal monthly payment, there’'d still
be $4,604.42 in unpaid principal, so along
with your normal payment of $212.48, you’d
make a balloon payment to cover the remain-
ing principal.
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Avoid loans with prepayment penalties.

Whenever you borrow money, you'd like to be
[ree to reduce or pay off the principal faster than
called for in the promissory note if you have the
wherewithal to do so, since this reduces or stops the
running of interest. In other words, if you have a
three-year loan but are able to pay it off by the end
of year two, you don’t want to pay interest for year
three. By law, some states always allow such early
repayment and you pay interest only for the time
you have the use of the borrowed money. In other
states, however, the law allows a lender to charge a
penalty (amounting to a portion of the future inter-
est) when a borrower reduces the balance or pays
back a loan sooner than called for. Because it seems
unfair to have to pay anything for the use of bor-
rowed money except interest for the time the princi-
pal is actually in your bands, try to make sure any
promissory note you sign says you can prepay any or
all of the principal without penalty. If the lender
doesn’t agree, see if you can negotiate a compromise
under which you’ll owe a prepayment penalty only if
you pay back the loan during a relatively short pe-
riod, such as six months from the time you borrow
the money.

c. Security

Lenders, with the possible exception of friends or
relatives, will probably require you to provide some
valuable property—called security or collateral—
that they can grab and sell to collect their money if
you can’t keep up with the loan repayment plan.
For example, the lender may seek a second mort-
gage or deed of trust on your house, or may ask for
a security interest or lien on your mutual funds or
the equipment, inventory, and accounts receivable
of your business. Again, the reason for doing this is
if you don’t make your payments, the lender can
sell the pledged assets (the security) to pay off the
loan.

But it’s important to realize that a lender isn’t
limited to using the pledged assets to satisfy the
loan. If you don’t make good on your repayment
commitment, a lender also has the right to sue you.

Typically, a lender will seize pledged assets first
and then sue you only if the funds realized from
those assets are insufficient to pay off the loan—but
that’s not a legal requirement. A lender may decide
to sue you before using up the pledged assets. If
the lender wins the lawsuit and gets a judgment
against you, assets you haven’t specifically pledged
as security are at risk—as is a portion of your future
earnings.

In short, before you borrow money—under ei-
ther a secured or unsecured promissory note—think
about what will happen if you run into financial
problems.

d. Cosigners and Guarantors

If you lack sufficient assets to pledge as security for
a loan, a lender may try other methods to attempt
to guarantee that the loan will be prepaid. One is to
ask you to get someone who is richer than you to
cosign or guarantee the loan. That means the lender
will have two people rather than one to collect
from if you don’t make your payments.

When asking friends or relatives to cosign or
guarantee a promissory note, be sure they under-
stand that they’re risking their personal assets if you
don’t repay it.

If you’re married, the lender may insist that your
spouse cosign the promissory note. Be aware that if
your spouse signs, not only are your personal assets
at risk, but also those assets that the two of you
jointly own—a house, for example, or a bank ac-
count. What's more, if your spouse has a job, his or
her earnings will be subject to garnishment if the
lender sues and gets a judgment against the two of
you because the loan isn’t repaid as promised.
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Community Property States

If you live in a community property state—
Arizona, California, Idaho, Louisiana, Nevada,
New Mexico, Texas, Washington, or Wiscon-
sin—you’ll need to do a bit of research or con-
sult briefly with a business lawyer to learn the
legal effect of your spouse cosigning a promis-
sory note. (See Chapter 24.) In researching
Wisconsin law, you’d look under marital prop-
erty, but the concept is the same as community
property for all practical purposes.

In a community property state, debts incurred
by one spouse are usually the legal responsibil-
ity of both—meaning that a couple’s commu-
nity property is at risk if the debt isn’t paid.

In addition to community property, you or
your spouse may have separate property—
which, depending on the law of the particular
community property state, is usually property
owned by a spouse prior to marriage or ac-
quired after marriage by gift or inheritance.
The effect of your spouse cosigning a promis-
sory note for a business loan is to obligate his
or her separate property, as well, to repay the
loan.

Forming a corporation or LLC may not

protect you from personal liability on a
loan. As explained in Chapter 1, a virtue of doing
business as a corporation or a limited liability com-
pany (LLC) is that corporate sharebolders and LLC
members aren’t personally liable for paying business
debts, including loans made by the corporation or
LLC. But a small corporation or LLC—especially one
Just starting up—uwill find it impossible to borrow
money from a bank or other sophisticated lender
unless the shareholders or members personally guar-
antee repayment. And if this guarantee is made, the
sharebolders or members are just as obligated to re-
pay the loan as if they signed as personal borrowers

in the first place. Typically, lenders will continue to
require that sharebolders or LLC members guarantee
repayment of a corporate or LLC loan—at least until
the business is well established and bas a long
record of being profitable.

2. Equity Investments

Equity investors buy a piece of your business. They
become co-owners and share in the fortunes and mis-
fortunes of your business. Like you, they can make
or lose a bundle. Generally, if your business does
badly or flops, you're under no obligation to pay them
back their money.

However, some equity investors would like to
have their cake and eat it too; they want you to
guarantee some return on their investment even if
the business does poorly. Unless you're really des-
perate for the cash, avoid an investor who wants a
guarantee. It’s simply too risky a proposition for
someone starting or running a small business.

a. Limiting Risk

Because equity investors are co-owners of the
business, they may be exposed to personal liability
for all business debts unless your business is a cor-
poration, limited partnership, or limited liability
company. If you recruit equity investors for what
has been your sole proprietorship, your business
will now be treated as a general partnership. This
means your equity investors will be considered to
be general partners, whether or not they take part
in running the business. And, as explained in Chap-
ter 1, as far as people outside of the business are
concerned—people who are owed money or who
have a judgment against the business—general
partners are all personally liable for the debts of the
partnership.

Equity investors often want to limit their losses
to what they put into the business. An investor who
puts $10,000 into a business may be prepared to
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lose the $10,000—but no more. In short, the inves-
tor doesn’t want to put the rest of his or her assets
at risk. The investor will want to avoid being—or
being treated as—a general partner.

Fortunately, there are three common ways to
organize your business so that you can offer an in-
vestor protection from losses beyond the money
being invested.

e Corporation. Form a corporation and issue
stock to the investor. A shareholder who
doesn’t participate in corporate activities and
decision making is virtually free from liability
beyond his or her original investment. A
shareholder who does help run the company
is liable to outsiders for his or her own ac-
tions—for example, making slanderous state-
ments or negligently operating a piece of
equipment—but isn’t liable for corporate
debts or the actions of corporate employees.

e Limited Partnership. Form a limited partner-
ship and make the investor a limited partner.
A limited partner’s freedom from liability is
similar to that of a shareholder, as long as the
limited partner doesn’t become actively in-
volved in running the business.

o Limited Liability Company. Form a limited li-
ability company and make the investor a
member. The investor will be protected in
much the same manner as a shareholder or
limited partner.

Each of these business formats is described in
much greater detail in Chapter 1.

m Encourage investors to determine their
own degree of risk. As mentioned, an
investor in a business organized as a corporation,
limited partnership, or limited liability company
usually stands to lose no more than bis or ber invest-
ment. However, state laws must be followed carefully
to achieve this result. To avoid having investors ac-
cuse you of giving misleading assurances, recom-
mend that they check with their own financial and
legal advisors to evaluate whetber their investment
exposes them to the possibility of incurring addi-
tional losses.

b. Return on Investment

Someone who invests in your business may be will-
ing to face the loss of the entire investment and not
insist that you guarantee repayment. But to offset the
risk of losing the invested money, the investor may
want to receive substantial benefits if the business is
successful.

For example, an investor may insist on a gener-
ous percentage of the business profits and, to help
assure that there are such profits, may seek to put a
cap on your salary. The terms are always nego-
tiable—there’s no formula for figuring out what’s fair
to both you and the investor.

Here are just a few possibilities:

e John, a former police detective, decides to start
a business to offer security training seminars to
midsized manufacturing companies. He forms
STS Limited Liability Company and invests
$10,000, which is only part of his $20,000 start-
up budget. His aunt Paula, recently widowed,
invests $10,000 of her inheritance in the com-
pany. The STS operating agreement states that
John will be in full control of day-to-day op-
erations. John and Paula agree in writing that
John will receive a salary of no more than
$4,000 a month from STS for the first four
years, and that Paula will receive 60% of STS
profits during that period. After that, John’s sal-
ary will be tied to gross receipts, and John and
Paula will share profits equally.

e Stella wants to start a travel agency. She ap-
proaches Edgar, a friend from college days,
who has just sold a screenplay to a major stu-
dio and is looking for investment opportuni-
ties. They agree that Stella will form a limited
partnership and act as the general partner.
Edgar will invest $60,000 in the business and
become a limited partner. Stella will work for
$3,000 a month and use the first profits of the
travel agency pay back Edgar’s $60,000 invest-
ment. After that, the profits will be split 50/50.

e Larry, an experienced carpenter, wants to be-
come a general contractor so he can build cus-
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tom homes and do major remodeling jobs.
He’s able to invest his savings of $30,000 in
his new venture, but needs another $20,000
to get started. Larry forms a corporation,
Prestige Homes Inc., and invites his friend
Brook, who owns a building supply business,
to invest $20,000 in return for a 40% interest
in Prestige Homes. Brook agrees, on the con-
dition that the new corporation will buy all its
lumber and other building materials from
Brook’s company—and, in addition, pay
Brook $5,000 for each home that’s built by
Prestige Homes. They sign a shareholders’
agreement containing those terms.

c. Compliance With Securities
Regulations

The law treats corporate shares and limited partner-
ship interests as securities. Issuing these securities
to investors is regulated by federal and state law. In
some cases, an investor’s interest in a limited liabil-
ity company may also come under these laws.

This means that before selling an investor an in-
terest in your business, you’ll need to learn more
about the requirements of the securities laws. Fortu-
nately, there are generous exemptions that normally
allow a small business to provide a limited number
of investors an interest in the business without com-
plicated paperwork. Chances are good that your
business will be able to qualify for these exemp-
tions.

In the rare cases in which the exemptions won't
work for your small business and you have to meet
the complex requirements of the securities laws—
such as distributing an approved prospectus to po-
tential investors—it's probably too much trouble to
do the deal unless a great deal of money is in-
volved.

For a first-rate introduction to securities
I laws and the exemptions for small busi-
nesses: See Incorporate Your Business: A 50-State
Legal Guide to Forming a Corporation, or How to
Form Your Own California Corporation, both by An-
thony Mancuso (Nolo).

B. Thirteen Common
Sources of Money

While there are many sources of money for a small
business, some are more accessible than others.
There are 13 that entrepreneurs tend to rely on most
frequently.

1. Salary

“Don’t give up your day job.” That’s the advice
commonly given to aspiring actors and musicians—
but it’s equally applicable to many entrepreneurs
who are testing the waters. If you start small
enough, you may be able to stay afloat for many
months by continuing your full-time job or cutting
back to part time. This steady source of income can
reduce your need for turning to others for start-up
funds and can help keep you solvent if the business
doesn’t succeed.
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2. Personal Savings

Putting your own money into your business is the
simplest way to get started or to expand your busi-
ness. You avoid entanglements with others, keep
your business affairs private, and steer clear of pos-
sible legal complications.

If your business takes off, you’ll own business
assets—such as inventory, equipment, and furni-
ture—free of debt, making it easier to borrow
money later or bring equity investors into the busi-
ness.

Your money may come from savings that you've
carefully accumulated over the years. Or it may come
from a lump sum of money that’s available all at once.
For example, you may have received an inheritance
from a relative or an attractive severance package from a
job you've just left. Or perhaps you've sold your house
and will be living in a less expensive one or in rented
quarters. Investing this money in your own business
may yield a bigger return than you could ever expect
to receive by investing it in someone else’s business.

Try to keep some cash in reserve.

Since no business is risk-free and the cash flow
is usually unpredictable, it makes sense not to commit
every last dollar to your business. Yes, this can be ex-
tremely bard to do. But if you can plan well enough
to keep a reasonable amount of cash on hand to cover
several months’ worth of living expenses and possible
medical emergencies, you'll improve your odds of
succeeding in business. And you’ll receive an added
bonus of not having to worry constantly about how
to pay personal bills.

If You’re the Beneficiary

of a Trust Fund

Another possible source of funds can be a trust
fund established on your behalf at the death of
a parent, grandparent, or other relative. Often
these funds provide the beneficiary with income
for a number of years before the trust ends and
all remaining funds are turned over to the ben-
eficiary in a lump sum. However, in the mean-
time, the trustee often has the discretionary
power to take additional money out of the trust
for a good reason, such as education, health
needs, and possibly starting a business.

Since the trustee’s discretion will be tied to
the specific wording of the trust document,
you’ll want to start by reading it carefully. But
assuming that distributing money for a business
venture would qualify as a proper purpose un-
der the trust, you should present your business
plan to the trustee. If the trustee agrees that
your plan has merit, this can magically free up
the cash you're looking for.

3. Equity in Your Home

If you own a home, you may be able to tap into a
portion of the equity to raise cash. As you know, eq-
uity is the difference between what the home is worth
and how much is left on the mortgage. Let’s say you
bought your home several years ago for $150,000 by
paying $30,000 down and getting a $120,000 mortgage.
Today, the house would sell for $200,000 and the
mortgage balance is down to $100,000. You have
$100,000 in equity—some of which you can use to
help finance your business.

There are two ways to get your hands on a portion
of the equity. One is to get a new, larger mortgage
that will pay off the earlier one and still yield some
cash. For example, if you get a new mortgage for
$160,000—which is 80% of the home’s current value
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and likely to be approved by a conservative
lender—you’ll have $60,000 after the earlier mort-
gage balance of $100,000 is paid off.

Unfortunately, the actual amount you’ll end up
with will be significantly less because the bank will
require you to pay some hefty costs for processing
the mortgage. These transaction costs typically in-
clude an application fee, document preparation fees,
closing costs known as points, fees for a personal
credit check, an appraisal of the home, and mort-
gage title insurance.

N

new mortgage is to raise a relatively small amount of

Plan carefully before applying for a
new mortgage. [/ your purpose in gelting a

money for your business, make sure you understand
all of the costs involved. Obuviously, unless it’s your only
way to raise money, you don’t want to plunk down
$2,000 in expenses to get your hands on $10,000 that,
of course, will also require you to pay interest. Before
applying for a mortgage, ask the lender to itemize the
costs involved. Also, if you're planning to quit your job
or cut back to half-time to run the business, it may be
wise to wait until after the mortgage loan has been
made—especially if you don’t have a spouse or sig-
nificant other earning a decent income. This is be-
cause before approving the new morigage, the lender
will be looking at your ability to repay. Having a steady
source of income from a job when you apply for and
receive a mortgage loan can help convince the
lender to approve the loan.

The second approach is to apply for a line of
credit based on your home equity. The bank will
have a second mortgage on your home. Using the
assumptions in the example, you may be able to
obtain a line of credit for $60,000. Typically, the
bank will give you a checkbook that you can use to
write checks against the line of credit. Your
monthly payment to the bank will depend on how
much of the credit line you've used.

Deciding which method to use can be difficult. A
line of credit will likely cost less to set up—perhaps
there will simply be a $250 upfront fee rather than a

few thousand dollars in closing costs for a mort-
gage—but the interest rate will likely be higher or,
if the loan has a variable interest rate, the bank will
have the right to increase the interest rate if interest
rates in the overall economy rise.

Don’t overdo borrowing against your

house. Whichever method you use to borrow
against your house, you put your home at risk if you
can’t meet the repayment schedule. You don’t want
to lose your house to the lender or be forced to sell
under pressure of an imminent foreclosure to save a
portion of the equity. So don’t borrow more than you
absolutely need. Also, take time to figure out how
you'll make the morigage payments if your business
is slow to get off the ground or you end up closing it.
One good approach is to look for a loan with a long
repayment window and, hence, lower monthly pay-
ments. If your business does well, you can always
repay the loan sooner.

4. Retirement Savings

If you have money in a retirement savings plan
where you work, you may be able to borrow some
of that money. As you know, income tax on the
money you contribute to an IRS-qualified plan—
such as a 401(k) plan—is deferred, allowing your
retirement to grow faster.

Check the plan language to see whether loans
are allowed for business purposes. If so, you should
be able to borrow up to one-half of what you have
in the plan—but no more than $50,000. Also check
other conditions, such as the maximum term al-
lowed for a loan (typically, five years), the interest
rate, and the loan fees. You will have to pay inter-
est on the money you borrow from your plan, but
that’s not all bad. Because the money you’re bor-
rowing is yours, the interest goes back into your
plan.

Generally, unless you've reached the age of 59%,
you wouldn’t be wise to simply take rather than
borrow money from the tax-deferred plan. Early
withdrawals are subject to a penalty tax. After age
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59%:, however, IRS rules allow you to withdraw
funds without paying a penalty tax.

m Don’t borrow from an IRA. Unfortunately,

if you borrow money from an Individual Re-
tirement Account (IRA), it will be treated as a with-
drawal and you’ll have to pay a penalty tax if you're
not yet 59 % years old.

5. Credit Cards

You can use your credit cards to help finance your
business. Plastic can quickly get you a computer
and fax machine—and probably other business
equipment and furniture as well. And for expenses
such as rent, phone bills, or money to pay employ-
ees, you can usually get a cash advance.

Credit cards are a convenient way to arrange for
short-term financing because they're so easy to use.
Over the long haul, however, they're less attrac-
tive—mainly because the interest charges are rela-
tively high, often as much as 20% or more per year.
If you're going to succeed in business, you
shouldn’t need me to tell you not to borrow very
much for very long at those rates.

6. Buying on Credit

The companies from which you're buying goods or
services may offer favorable credit terms to capture
your business. Often this will mean you don’t have
to pay your bill for 30 or 60 or more days. Or you
may be able to spread payments for a purchase
over a period of several months with no finance
charges as long as you pay each installment on
time. And the interest rate that's charged may be
substantially lower than that charged by a credit
card company.

Don’t be discouraged by the fact that the best
credit terms usually go to established businesses
and that new businesses typically have to pay up
front. Credit decisions are somewhat subjective,

leaving you room to convince the seller that your
new business deserves special consideration.

Especially if you’ll need starting inventory, as in
the case of a retail store, call suppliers and ask for
help. Show them a copy of your credit history and
business plan. If they look good and you’re persua-
sive, you may be able to get a fair amount of your
inventory on favorable terms.

7. Leasing

If you need equipment—anything from computers
and copiers to forklifts and trucks—consider leasing
it. True, leasing doesn’t put money directly in your
hands but, almost as good from a cash flow point of
view, it does reduce the amount of cash you’d have
to come up with if you were to instead buy the
same equipment. And many leases offer you the
option to acquire the equipment for a nominal
amount when the lease period is over.

Over the long term, leasing usually costs a bit
more than buying—but if the cash flow from your
business will be tight for a few years, leasing can be
an effective way to get the equipment you need
now.

8. Friends, Relatives, and
Business Associates

Those close to you can often lend you money or
invest in your business. This helps you avoid the
hassle of pleading your case to outsiders and endur-
ing extra paperwork and bureaucratic delays—and
can be especially valuable if you've been through
bankruptcy or had other credit problems that would
make borrowing from a commercial lender difficult
or impossible.

Some advantages of borrowing money from
people you know well are that you may be charged
a lower interest rate, may be able to delay paying
back money until you're more established, and may
be given more flexibility if you get into a jam. But



9/12

LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

once the loan terms are agreed to, there’s one thing
that borrowing from friends, relatives, or business
associates doesn’t do. It doesn’t legally diminish
your obligation to meet those terms.

In addition, borrowing money from relatives and
friends can have a big downside. There’s always the
possibility that if your business does poorly and
those close to you end up losing money, you’ll
damage a good personal relationship. So in dealing
with friends, relatives, and business associates, be
extra careful to not only clearly establish the terms
of the deal and put it in writing, but also make an
extra effort to explain the risks. In short, it's your
job to make sure your helpful friend or relative
won’t suffer a true hardship if you’re unable to meet
your financial commitments.

Don’t borrow from people on fixed

incomes. Don’t borrow or accept investment
money from folks who can’t afford to lose money. It’s
[fine to borrow needed money from your Mom if she’s
well enough off that lending you $20,000 won't put
ber in the poorbouse if things go wrong and you
can’t repay the loan. But if your Mom lives on Social
Security, don’t borrow ber last $10,000 no matter
how badly you need it. If you do and your business
[fails, you’ll be about as miserable as it's possible to be.

Gifts Can Save Taxes

If you're likely to inherit money from a parent or
grandparent in the future, it can make sense for
them to make a gift now. Why? Because if a fam-
ily member’s estate exceeds a certain amount
($1.5 million in 2005, rising to $2 million in
2000), the excess will be heavily taxed by the
federal government when that person dies.

By contrast, up to fairly generous limits,
there will be no estate or gift tax on the money
the relative gives away while alive. Specifically,
an individual can make a gift of up to $11,000
per year per person free of any federal gift or
estate tax—and a couple can give twice that
amount.

For example, your mother and father can
each give $11,000 to you and $11,000 to your
spouse—a total of $44,000—in one year. This
has the effect of removing this money from
their estates with neither a federal estate or gift
tax. Obviously, gifts of that size can be a big
boost to any small business since there is no
worry about the need to repay.

How to promote family harmony. /f

your parents give you money for your busi-
ness, it may make sense for them to make equal gifts
to the other children. Or if the parent isn’t finan-
cially able to do this, be or she can even things out
by leaving the other children more in a will or trust.
If this is done, the reason for the discrepancy can be
explained in the will or trust, or in a separate letter.

E‘ﬁ For detailed information on gifts and the
k tax laws: See Plan Your Estate, by Denis
Clifford and Cora Jordan (Nolo).
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9. Supporters

As Mike McKeever points out in How to Write a
Business Plan (Nolo), many types of businesses
have loyal and devoted followers—people who care
as much about the business as the owners do. A
health food restaurant, a women’s bookstore, an
import car repair shop, or an art studio, for ex-
ample, may attract people who are enthusiastic
about lending money to or investing in the business
because it fits in with their lifestyle or beliefs.

Their decision to participate is driven to some extent
by their feelings and is not strictly a business proposi-
tion. These people can also be a source of great
ideas—ideas that can be as valuable as money—and
they’ll be happy to share these with you at no charge.

The rules for borrowing from friends and rela-
tives apply here as well. Put repayment terms in
writing—and don’t accept money from people who
can'’t afford to risk it.

10. Banks

Banks are in the money business, so it's natural to
look to them for startup funds. It’s hard to predict,
however, whether the banks you approach will be
willing to lend you money on reasonable terms.

Historically, banks were reluctant to lend sub-
stantial sums to a new business, even if the owner
was willing to pledge a house or other valuable as-
set as security for repayment (for example, by giv-
ing the bank a second mortgage). Often this reluc-
tance to lend was attributable to the fact that loan
officers were looking for an established record of
business profitability which, of course, a new busi-
ness couldn’t provide.

Fortunately, that standoffish attitude is starting to
crumble. Many banks, in fact, have departments
geared especially to the needs of small businesses—
and some are even eager to establish a banking re-
lationship with those just getting started. With a
little Tuck, you may be able to locate such an en-
lightened, small-business-oriented bank in your

community. As you might imagine, banks offer their
best terms to businesses that appear the least risky
and that are likely to maintain sizable deposits as
the business grows.

Banks tend to respond more favorably to loan
applications when the requested loan has been
guaranteed by the Small Business Administration
(SBA). Two SBA loan programs are particularly
worth a look:

e Basic 7(a) Loan Program. If you qualify, the
SBA will typically guarantee up to 85% of a
loan of $150,000 or less, and up to 75% of a
loan above $150,000. You can use the loan
proceeds for most sound business purposes,
such as working capital, equipment, and buy-
ing or renovating a building. You get the loan
from a commercial lender, and the SBA sup-
plies the guarantee.

¢ Microloans. These are short-term loans to let
you buy inventory, supplies, furniture, fix-
tures, and equipment. You can borrow up to
$35,000, but the average loan is about
$10,500. You apply through a local intermedi-
ary lender—a nonprofit organization with ex-
perience in lending and in giving technical
assistance. The funds are provided by the
SBA.

' Check out the SBA’s loan prequalification

<8 program. SBA-affiliated experis are available
to analyze your loan application, as long as you're
not applying for more than $250,000. The program
Jocuses on your character, credit, experience, and
reliability, rather than on your assets. The expert will
work with you to strengthen your loan application
and improve your chances of qualifying for an SBA
loan or guarantee.

78 Want more information on SBA loans?
Ql The best starting point is the SBA website,
www.sbha.gov.
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11. Other Commercial Lenders

If you can’t get a bank loan, consider applying to
other commercial lenders, such as Allied Capital
Corp., the Money Store, or GE Capital. More than
one third of the money loaned to small businesses
comes from these nonbank sources. They're often
less tightfisted than banks and may give more
weight to intangible factors like your business vi-
sion and personal integrity. You’ll be in an espe-
cially good position to borrow from a nonbank
lender if your loan qualifies for SBA backing.

The Five C’s of Credit

Bankers like to speak of the five C’s of credit
analysis—factors they look at when they evalu-
ate a loan request. When applying to a bank
for a loan, be prepared to address these points.

e Character. Bankers lend money to bor-
rowers who appear honest and who have
a good credit history. Before you apply for
a loan, obtain a copy of your credit report
and clean up any problems.

e Capacity. This is a prediction of the
borrower’s ability to repay the loan. For a
new business, bankers look at the business
plan. For an existing business, bankers
consider financial statements and industry
trends.

e Collateral. Bankers generally want a bor-
rower to pledge an asset that can be sold
to pay off the loan if the borrower lacks
funds.

e Capital. The borrower’s net worth—the
amount by which assets exceed debts—is
scrutinized.

e Conditions. The current economic climate
can influence whether a loan is given and
the amount of the loan.

12. Venture Capitalists

There are companies and individuals looking to in-
vest in extraordinary companies that will reward
them with large profits. See if your city has a ven-
ture capital club which helps introduce new busi-
nesses to venture capitalists. If so, get in contact
and find out how you can meet potential investors.

Often you’ll be afforded a chance to make a
short presentation which can make an impression
on someone with deep pockets. Your local or state
chamber of commerce should be able to direct you
to the closest club, or you can check with the in-
structor of a business school that offers courses in
entrepreneurship.

13. The Seller of
an Existing Business

If you’re buying an existing business, you may be
able to negotiate favorable payment terms—which
can reduce the amount of cash you have to come
up with. You have a number of variables to work
with. Try to keep the down payment low and see if
the seller will agree to below-market interest rates
or will even charge no interest for the first year or
two.

Try, too, to extend the payments over as many
years as possible. As with a bank loan, you can
always pay the debt off early if your business
prospers. (For more on buying a business, see
Chapter 10.)



RAISING MONEY FOR YOUR BUSINESS

9/15

C. Document All Money
You Receive

In raising money for your business, you should be
familiar with the basic paperwork and other legal
requirements, a number of which I've already men-
tioned in this chapter.

Chapter 4 of Legal Forms for Starting &

Running a Small Business contains sev-
eral promissory note forms and a security
agreement.

1. Gifts

If a family member gives you money for your busi-
ness, it’s smart to put it in writing. Strictly speaking,
this isn’t a legal requirement, but nevertheless I
highly recommend that you do so. For one thing, it
can help with taxes. An individual can make a gift
each year of up to $11,000 to any number of
people. These gifts won’t be subject to either the
federal estate or gift tax. (See “Gifts Can Save
Money,” in Section B8.) If the giver states in writing
that the money is a gift and not a loan, it will be
clear to the IRS that no tax is owed.

A second reason to document the gift is to avoid
possible future misunderstandings with other
people who eventually inherit from the giver. In-
credible as it may seem, brothers and sisters have
sometimes gone to court to argue that a sum of
money that a parent advanced to one child should
be treated not as a gift, but as a loan to be repaid to
the estate. And even where siblings haven’t resorted
to such drastic action, doubts about a parent’s in-
tentions can simmer beneath the surface for years,
hurting the relationship.

2. Loans Without Security

The way to document a loan is through a promis-
sory note. (See Section Al.)

Banks and other commercial lenders will have
their own forms for you to sign. The following
forms can be used if you borrow money from a
relative or friend.

SAMPLE PROMISSORY NOTE FOR INSTALLMENT
PAYMENTS THAT INCLUDE PRINCIPAL AND INTEREST

September 1, 20XX

For value received, I promise to pay to
Leo Lender

$10,000 and interest at the rate of 10%
per annum on the unpaid balance as fol-
lows:

1. I will pay 60 monthly installments of
$212.48 each.

2. I will pay the first installment on
October 1, 20XX, and a similar in-
stallment on the first day of each
month after that until principal and
interest have been paid in full.

3. Payments will be applied first on in-
terest and then on principal.

4. I will pay the entire amount of prin-
cipal and interest within five years
from the date of this note.

5. I may prepay all or any part of the
principal without penalty.

6. If I am more than 10 days late in mak-
ing any payment, Leo Lender may de-
clare that the entire balance of un-
paid principal is due immediately, to-
gether with the interest that has ac-
crued.

Bob Borrower
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SAMPLE PROMISSORY NOTE FOR ANNUAL
INTEREST PAYMENTS AND BALLOON PAYMENT
OF PRINCIPAL

September 1, 20XX

For value received, I promise to pay to
Leo Lender

$10,000 and interest at the rate of 10%
per annum on the unpaid balance as fol-
lows:

1. I will pay interest on September 1
each year for five years beginning in
20XX.

2. I will pay the principal five years
from the date of this note.

3. I may prepay all or any part of the
principal without penalty.

4. If I am more than 10 days late in mak-
ing any payment, Leo Lender may de-
clare that the principal is due imme-
diately, together with the interest
that has accrued.

Bob Borrower

SAMPLE PROMISSORY NOTE FOR LUMP
SUM REPAYMENT

September 1, 20XX

For value received, I promise to pay to
Leo Lender

$10,000 and interest at the rate of 10%

per annum on the unpaid balance on [Insert

date when the entire $10,000 plus interest

is due]. I may prepay all or any part of
the principal without penalty.

Bob Borrower

Eﬁ For additional promissory notes that cover
k several common transactions: See 101 Law
Forms for Personal Use (with CD-ROM), by Robin
Leonard and Ralph Warner (Nolo). You'll find
promissory notes that can be used for a loan repay-
able in a lump sum with no interest, a lump sum
with interest, installments without interest, install-
ments with interest, a lump sum secured by real or
personal property, and installments secured by real
or personal property.

3. Loans With Security

If you’re pledging property as security for a loan,
you can start with one of the sample forms given in
Section C2, above—but the promissory note should
also state that it’s a secured loan and that additional
documents have been prepared and are being signed
to fully protect the lender.

Commercial lenders will generally prepare these
additional documents. When you’re borrowing from
a friend or family member, however, and pledging
security for the loan, you and the lender will need
to follow through on these details.

a. Note Secured
by Personal Property

Personal property is property that's not real estate—
equipment and inventory, for example. If you're pledg-
ing personal property as security, here is sample
language to include in a promissory note:

SECURED INTEREST PROVISION

I agree that until the principal and
interest owed under this note are paid in
full, the note will be secured by a secu-
rity agreement signed today giving
(lender’s name) a security interest in the

equipment, fixtures, inventory, and ac-
counts receivable of the business known as
(name of borrower’s business) .
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You should prepare and sign a security agreement
that gives the lender the right to take the specified
assets if you don’t repay your loan as agreed. Also
prepare and sign a Uniform Commercial Code Fi-
nancing Statement—sometimes called Form UCC-1.
This form should be available at office supply stores
that serve lawyers.

Generally, there will be a statewide office where
the lender should file this form. In addition, in
many states, the lender should also file a copy at the
county office that keeps records of liens on personal
property. The form notifies future creditors that the
lender is a secured creditor and holds a lien on the
listed assets. When you pay off the loan, the lender
should release the lien—and, as with real estate
liens, the release should be filed at the same public
office where the Form UCC-1 was filed.

If you pledge a car or truck, check with the of-
fice in your state that handles motor vehicle titles to
learn how to record the fact that the lender is obtain-
ing a security interest in the car or truck.

b. Note Secured by Real Estate

Here is sample language to include in a note se-
cured by real estate:

SECURED INTEREST PROVISION

I agree that until the principal and
interest owed under this note are paid in
full, the note will be secured by a mort-
gage [or deed of trust] to real estate

commonly known as (address or other

description) , owned by

(name) signed on _(date)

(place recorded)

and recorded at

You'll probably need professional help in pre-
paring the mortgage or deed of trust. This is routine
stuff for an experienced real estate lawyer, so you
should be able to get it done by paying for a half-
hour or less of a lawyer’s time.

The mortgage or deed of trust will have to be wit-
nessed and notarized, and then get recorded for a
small fee at a government office that handles real
estate registrations. To learn the name and location
of the correct government office, call the county
clerk or inquire at a title insurance company.

m Be sure the security interest gets
canceled. You don’t want to face problems
ten years from now when you go to sell the real es-
tate. So when you pay off the loan, don’t forget to get
a paper signed by the lender that releases or dis-
charges the mortgage or deed of trust. The docu-
ment, which will need to be witnessed and nota-
rized, must be filed at the same place where the
mortgage or deed of trust was filed. Again, you'd be
wise to consult briefly with a lawyer or check with a
local title insurance company to make sure you're
doing this correctly.

4, Equity Investments

Equity investments in a limited partnership, corpo-
ration, or limited liability company are usually
treated as securities and may be regulated by fed-
eral and state laws. (See Section A2.) It's unlikely
that this will be a problem for a small business with
just a few owners and investors. Investments in
these businesses are usually exempt from the regu-
lations. If that’s so in your case, you won'’t have to
deal with the sometimes burdensome paperwork.

If, however, you decide to go public—make a
public offering of an interest in your business—then
you definitely need to seek detailed legal advice.

Whether or not you must meet special require-
ments under federal or state laws regulating securi-
ties, you should always have a written agreement
with an equity investor. The mechanics will depend
on the legal structure of your business.

e Sole Proprietorship. By definition, a sole
proprietorship is owned by just one person.
Anyone else who invests in your business and
acquires equity in it becomes a co-owner—
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which means that, legally, your sole propri-
etorship is converted into a partnership. It
makes sense to sign a partnership agreement
outlining your responsibilities and those of
the investor (see Chapter 2).

Partnership. An equity investor in a partner-
ship is a partner, so you should amend your
partnership agreement to include your new
partner and specify the financial relationships.
All partners—old and new—should sign it.
(Again, see Chapter 2 for help on partnership
agreements and consult The Partnership Book,
by Denis Clifford and Ralph Warner (Nolo).)
Limited Partnership. Assuming that the in-
vestor will play a passive role and won’t be
actively involved in running the business, he
or she will be a limited partner. The limited
partnership agreement will define how a lim-

ited partner gets money from the business.
The limited partner will receive a certificate
recognizing his or her interest in the limited
partnership.

Corporation. The equity investor will be a
shareholder. You, the equity investor and all
other shareholders should sign a sharehold-
ers’ agreement—or amend the existing agree-
ment if there is one—to spell out the corpo-
ration’s obligations to the investor. The corpo-
ration should issue a stock certificate in the
investor’s name.

Limited Liability Company. The equity in-
vestor will be a member. You, the equity in-
vestor, and all other members of the LLC
should sign an operating agreement—or
amend the existing operating agreement if
there is one. WM
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or those who would like to own their own

business, buying an existing business may be

a better approach than starting from scratch.
After all, there’s something attractive about letting
someone else find a location and sign a lease; test
the market and develop a customer base; buy furni-
ture, fixtures, equipment, and inventory; hire em-
ployees; and perform the countless other chores
that go with starting a business. In short, you’ll have
let someone else prove that the business works.

If you find yourself looking for an existing busi-
ness to buy, keep an open mind. It’s not always pos-
sible to buy a business you'll be happy with at a
price you can afford. Many people who buy exist-
ing businesses do very well, but others, having ex-
plored the opportunities and finding nothing to their
liking, return to the idea of starting their own busi-
ness. And some people pay too much money for a
poor business or one they may never really enjoy
operating.

This chapter first looks at how to find a business
to buy. Then it turns to the nuts and bolts of actu-
ally buying a business, including how to structure
the purchase, what to investigate before closing the
deal, and the legal documents needed for a busi-
ness to change hands.

Selling a Business. This chapter focuses on
buying a business, but a seller’s concerns are also
discussed briefly in Section 1.

A. Finding a Business to Buy

Before you look for a business to buy, narrow your
field of possible choices. First, decide whether you
want to be in a service, manufacturing, wholesale,
retail, or food service business. Once you make this
choice, consider the specific type of business you’re
interested in—perhaps a desktop publishing center,
a management consulting business, a direct-mail
processing business, a dance studio, a flower shop,
or a used book store.

Your choice of business should be motivated by
the type of work you've done in the past, courses

you've taken, special skills you've developed
through a hobby, or perhaps just a strong yearning
to work in a particular field. It's almost always a
mistake to consider buying a business you know
little about, no matter how good it looks. For ex-
ample, if you’re confused by mechanical and elec-
tronic equipment, buying an auto tune-up shop or a
business that installs security systems makes little
sense even if the business looks irresistible from a
financial point of view.

If you're currently employed by a small business
you like, what are the chances of that business be-
coming available to you? Maybe the current owner
wants to retire, is in bad health, is moving out of
the city, or is just getting bored. If you know the
inner workings of the business and are sure that it’s
doing well—or at least that it has the potential to
flower under your able leadership—that would be
an ideal place to start. Failing that, perhaps business
associates or friends can provide you with leads to
similar businesses that may be available.

Here are some other time-tested ways to search
for an available business:

e Newspaper ads. This is a traditional starting
point and can quickly put you in touch with
people who are actively seeking a buyer for
their business. Unfortunately, ads are only the
tip of the iceberg. Many of the best business
opportunities never get into the papers but
surface by word of mouth.

e Professionals who advise small businesses.
Bankers, lawyers, accountants, insurance
agents, and real estate brokers who regularly
work with small businesses often know about
available businesses before they go on the
market. Think about who you know who is
plugged into this network and get on the
phone. A few well-placed phone calls
may be enough to identify likely candidates
in your area.

e Business suppliers. Another great way to tap
into the grapevine is to contact the network
of suppliers for that business. For example, if
you’re thinking of opening a flower shop, a
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floral wholesaler in your area will probably
know who is thinking of retiring or selling
out for other reasons.

e Trade associations. Almost every business has
a local or regional trade association—for ex-
ample, the Northern California Booksellers
Association or the Michigan Pest Control As-
sociation. The secretary or a longtime em-
ployee of such a group may have heard about
a business owner who’s thinking of retiring.

e The direct approach. If there’s a business that
you’ve admired from afar, simply drop in and
politely ask if the owner has ever thought about
selling. Who knows? Maybe he or she has
been thinking about moving to another part
of the country or changing to a different type
of business. Once in a while, you’ll be in the
right place at the right time. A long shot? Prob-
ably—but you have nothing to lose by trying it.

e Business brokers. Finally, there are business
brokers—people who earn commissions from
business owners who need help finding buy-
ers. As is true in all endeavors, not all busi-
ness brokers are created equal. A few are
honest, ingenious, and hardworking. Many
more are adequate but nothing special when
it comes to competence, energy, and integ-
rity. More than a few are sleazy, incompetent,
and interested almost exclusively in earning a
commission. In short, before working with a
broker, it pays to carefully check out his or
her reputation. Several glowing recommenda-
tions from a banker, accountant, or fellow
small business person should raise your confi-
dence level. On the other hand, if the feedback
you get is lukewarm, look for someone else.

It's foolish to rely on a broker—who gets paid
only if the deal goes through—for advice about the
quality of the business or the fairness of its price. If
you do, he or she is almost sure to paint an unreal-
istically rosy picture. Also, because the seller typi-
cally pays the broker, the broker’s loyalty will be to
the seller—not to you. Use a broker only to find a
business, not to negotiate the purchase price and

other terms. See Section G on drafting the docu-
ments involved, particularly the purchase agree-
ment.

B. What's the Structure of the
Business You Want to Buy?

If you find a business you're interested in, one impor-
tant question is: What kind of legal entity owns the
business—a sole proprietorship, partnership, corpora-
tion, or limited liability company (LLC)?

1. Buying From a Sole Proprietor
or Partnership

When you buy a business from a sole proprietor or
a partnership, you never acquire the old legal struc-
ture of the business, only its assets (and possibly its
liabilities, depending on how your deal with the
seller is structured).

Legally, it's simplest to buy a business from a
sole proprietor, because one person owns the busi-
ness and the assets are in his or her name. Buying
from a partnership is almost as simple, although a
partnership agreement typically requires the consent
of all owners before the business can be sold. If
you're dealing with only one partner in a partner-
ship, to avoid disappointment, promptly ask to see
the partnership agreement. Then make sure that the
person negotiating the deal has received proper au-
thority from the other owners. Beyond that, get a
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clear understanding early on about whether you’ll
only be buying the assets of the business, or
whether the seller is also trying to get you to as-
sume responsibility for all liabilities.

It's best to avoid assuming business

liabilities. A major issue in buying any busi-
ness is whether you’ll be purchasing only its assets,
or if, as part of the deal, you’ll also be taking on its
liabilities. You'll avoid mawny potential legal and
debt entanglements if you insist on buying the assets
only (even if this means you pay a bigher price). But
whatever you and the seller decide, it’s vital that you
clearly record your understanding in the purchase
documents.

Changing a business’s structure. 4 new

owner is free to change the legal form of a
business. For example, you can buy a business from
a sole proprietor and then operate it through a part-
nership or corporation.

2, Buying From a Corporation

When you buy a business owned by a corporation,
you run into a special problem: figuring out the
best way to structure your purchase. You can buy
the corporate entity itself (the stock) or you can buy
only its assets, leaving the seller still owning the
corporation minus the assets you purchased.

In almost any purchase of a business, you'll be
much better off buying the assets rather than the
corporate stock (but see Subsection ¢, below). Most
sales of small businesses—a whopping 94%—in-
volve the sale of assets rather than corporate stock.
Buying assets has four distinct advantages:

e It helps you avoid the liabilities of the exist-
ing business.

e It gives you significant tax advantages.

e You can avoid acquiring unwanted assets
from the corporation.

e You generally can get a higher tax basis for
depreciable assets, which means there’s less
taxable gain to report if you later sell the assets.

Brown
Manufacturing Inc. is a small corporation
owned by Joseph Brown and his two sons. The
company, which makes specialized computer
circuit boards, owns a small factory, several ma-
chines, raw materials, an inventory of com-
pleted items, office furniture and equipment,
and two delivery trucks. The corporation owns
all of the assets of the business. In a stock pur-
chase, you’d buy 100% of the stock of the cor-
poration from Joseph Brown and his sons. As
the new owner, you’d elect yourself (and any-
one else you choose) to the board of directors;
the board would then typically appoint you to
the office of president.

You want to
buy the business operated by Brown Manufac-
turing Inc., but instead of buying the corporate
stock, you have the corporation sell you all or
most of its assets, such as the factory, the ma-
chines, the trucks, and several patents and trade
secrets associated with circuit board assembly.
The seller would continue to own Brown Manu-
facturing Inc. minus its assets. You would use
these assets to run the manufacturing business
as a sole proprietorship or partnership (if you
have one or more business associates), or per-
haps you would choose to place the assets in a
new corporation of your own.
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Get the Consent of Shareholders When

You Purchase Corporate Assets

Remember that a corporation is a separate legal
entity from its owners—the shareholders. When
you purchase the assets of a small corporation,
you want to avoid the possibility of having to
deal with disgruntled minority owners. Even
though the corporation’s bylaws or sharehold-
ers’ agreement may permit the sale of its assets
with the consent of a majority (or more) of the
shareholders, it’s legally far safer for you if you
insist that all shareholders agree with the sale of
the corporation’s assets. Get this consent in writ-
ing by following a two-step process:

e Require that all shareholders sign the pur-
chase contract.

e Ask that all of the corporation’s sharehold-
ers and directors sign and give you a copy
of an official Corporate Resolution Autho-
rizing Sale of Assets.

A big bonus that comes with insisting that all
shareholders sign the purchase contract is that
they then become personally liable for the war-
ranties and representations in the contract. With-
out their signatures, should things go wrong,
your only recourse would be against the corpora-
tion, which by that time would probably be with-
out funds. You can also include language com-
mitting each shareholder to any noncompetition
clause in the agreement—but as with other
noncompete covenants, you must pay the signer
something to make the covenant legally binding.

a. Liabilities of the Corporation

If you buy the stock of a corporation, you're buying
not only the assets but any liabilities as well. This is
fine if there aren’t any, but this can be difficult to de-
termine. Maybe the corporation owes federal income
taxes that you don’t know about or has a huge bal-
ance to pay on a bank loan. Or maybe a customer
slipped in the entryway of the business three months

ago, broke his leg, and is right now visiting a lawyer
to prepare a million-dollar lawsuit. Or maybe there’s
an underground storage tank quietly leaking into the
earth below the corporation’s main office. Hidden

liabilities can surface for injuries caused by defective
products, discrimination against employees, or envi-
ronmental or safety violations, to name but a few.

In addition, the business may have contracts that
you don’t want to assume. For example, the corpora-
tion may have a five-year maintenance contract for ser-
vice on the computers it owns—and there may be four
more years to go, at a rate you consider exorbitant.

You can protect yourself against some unknown
liabilities. A good investigation will uncover many
(though not all) potential liabilities. And personal
warranties from the seller guaranteeing payment of
any liabilities not disclosed can give you someone
to turn to if unknown or undisclosed liabilities sud-
denly surface. Insurance may cover some of these
risks, such as claims for injuries caused by defective
products. But the point remains—if you buy a cor-
poration, it’s almost impossible to get 100% protec-
tion from its obligations.

In contrast, by buying the assets of the corpora-
tion rather than the corporate stock, you can avoid
virtually all of these liability problems as long as
you notify creditors of your purchase under the
terms of your state’s bulk sales statute (see Section
G10) and you don'’t lead creditors to believe that
you're picking up the liabilities of the corporation.

It's important to realize, however, that under
some circumstances, if you continue the business of
the prior corporation, you or your new corporation
may still be subject to some liabilities incurred by the
old corporation even if you only purchase assets.
Known in legal lingo as “successor liability,” the most
common area of concern is product liability—Iliability
to a person injured by a defective product.

This is particularly likely to arise if you buy the
assets of a corporation that manufactured a poten-
tially hazardous consumer product and you directly
continue the business. Each state has its own legal
rules governing what constitutes a sufficient link (of-
ten called continuity) between the first manufacturer
and the second to hold the second liable. One court
ruled that there may be such a link if:
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e There is a continuation of the management,
personnel, physical location, assets, and general
business operations of the selling corporation.

e The selling corporation quickly ceased its or-
dinary business operations and then liqui-
dated and dissolved.

e The purchasing company assumed the liabili-
ties and obligations of the seller ordinarily
necessary for continuing the business opera-
tions of the selling corporation.

In addition, depending on state law, a company
that’s just a continuation of an earlier corporation
may be liable for other legal problems of the earlier
corporation—for example, a wrongful discharge case
brought by an ex-employee—or even for contractual
obligations such as a union contract.

The good news is that if you're fully informed
about the law in your state, you can usually antici-
pate any successor liability problems and structure
your purchase to avoid them. Or you may be able
to buy insurance—often called “tail coverage”—to
protect you from the long tail of the old corpora-
tion’s liabilities.

b. Tax Advantages

You may be able to get several kinds of tax advan-
tages in an asset purchase because you can allocate
the purchase price among various assets you buy.
As long as this allocation is based on an arm’s-
length negotiation between you and the seller, it’s
likely to be upheld by the IRS.

You want to allocate the greater portion of the
purchase price to assets you can quickly write off or
depreciate on your tax returns. These include things
like the inventory of the business, supplies, machin-
ery, equipment and vehicles, furniture, and fixtures.

Normally, you'll also want to assign some value to
the seller’s noncompetition agreement. The value of
the promise not to compete is spread over its dura-
tion (often three to five years), and an equal amount
is deducted each year.

On the other hand, you’ll want to assign mini-
mally reasonable values to assets that can’t be de-
ducted as current expenses, depreciated, or amor-
tized. This includes such assets as goodwill, trade-
marks, customer lists, and trade names. (How to allo-
cate purchase price to different assets you’re buying
is discussed in Section G.)

In addition, by buying assets rather than corpo-
rate stock, you can depreciate assets that the seller
has already fully depreciated.

Arthur is buying a dry cleaning busi-
ness. The business has dry cleaning equipment
that’s ten years old but in excellent condition.
The owner has fully depreciated it. Arthur and
the seller allocate $30,000 of the purchase price
to the equipment. That way, Arthur can start to
depreciate it a second time. If Arthur bought
the corporate stock, he wouldn'’t be able to take
any depreciation for this equipment.

c. Exceptions: When You Must or
Should Purchase Stock

In some situations you may not be able to swing a
deal in which you buy only corporate assets. This
can occur, for example, if the seller insists on a
stock sale—perhaps because he or she believes
there’s a tax advantage in going this route. If you
agree to this, see Subsection d, below, “How to Pro-
tect Yourself If You Buy Corporate Stock.”

In some limited circumstances where the corpora-
tion has a uniquely valuable asset that can’t be trans-
ferred, it may actually be better to buy the stock of
the corporation rather than its assets. For example,
the corporation may have tax benefits such as a net
operating loss carryover (NOL) that you want to take
advantage of. The NOL carryover would be lost if
you purchased the assets rather than the corporate
stock. Also, if a store had a favorable five-year lease
with a five-year option to renew that wasn’t freely
assignable, that could provide an incentive to you to
buy the corporate stock. Or suppose a computer re-
tail business had a hard-to-get distributorship for a
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particular brand of popular computers. If the distribu-
torship contract couldn’t be assigned to you and you
weren’t sure you could qualify for a similar contract
yourself, you might consider buying the corporate
stock because the corporation would likely continue
to have the rights to be a distributor.

N

tributorship documents carefully and check with the

Investigating distributorships. Fven in
a stock purchase, you’d want to read the dis-

manufacturer to confirm that the manufacturer
didn’t reserve the right to cancel the distributorship if
the corporate stock changed hands.

d. How to Protect Yourself
If You Buy Corporate Stock

If you do decide to purchase a corporation’s stock
instead of its assets, protect yourself to the maximum
extent possible. Conduct an in-depth investigation of
the corporation’s financial affairs. Try to get a strong
personal guarantee from the shareholders that things
are as stated.

You could also get a warranty from the seller that
he or she will pay for certain types of problems such
as tax liabilities, obligations to former employees, or
damage claims by the landlord. Then arrange to pay
for the business in installments spread over a number
of years. Most liabilities will come to light in the first
few years after you purchase the business. If the
seller fails to make good on his or her warranty, you
can pay for these liabilities and then withhold the
amounts from the balance you owe the seller.

Also, as mentioned earlier, insurance may be in
place or obtainable to protect against product liability
and other personal injury claims.

3. Buying From an LLC

In buying a business from an LLC, you'll have to start
by making the same decision as when buying from a
corporation: Should you purchase the whole entity
(the LLC) or just its assets? In my opinion, you're
much better off buying the assets rather than the en-

tity, for the reasons I listed in Section B2, above,
“Buying From a Corporation.”

Buying the Entity. If you buy the LLC entity, you
won’t be buying shares of stock as you would with a
corporation. An LLC doesn’t issue stock. Instead,
you’'ll purchase the membership interests of all the
LLC members. By doing so, you'll wind up owning
the LLC, which in turn owns the company’s assets.

Buying the Assets. If you simply buy the
business’s assets, the LLC will transfer the assets to
you, leaving the current LLC members with owner-
ship of the LLC shell. (The shell is a company with-
out any assets, except possibly your promissory
note for the balance of the purchase price.) To
avoid possible problems with dissatisfied LLC mem-
bers, I recommend that you require all members to
sign the sales agreement.

C. Gathering Information
About a Business

Buying a business takes weeks or months. During
that time you'll need to diligently gather informa-
tion—Ilots of information—about the business so
that you don’t get stung on the purchase price or
have surprises later about income, expenses, or un-
disclosed liabilities. Eventually, this information will
help you structure a sound sales agreement.

In most small business purchases, the buyer
learns everything possible about the business before
signing the sales agreement. By contrast, business
brokers sometimes advise making a quick formal
offer to purchase with a number of contingencies
that allow you to terminate the deal if all the facts
don’t turn out as represented by the seller. T recom-
mend against this approach.

Why invest your time, effort, and money in a
complete investigation of the business if the pre-
liminary review of records convinces you that this
isn’t the business for you or that the price is too
high? Better to request early access to financial
records that will help you decide whether you're
really interested in the business. Then if you're sat-
isfied with the finances you can sign a sales agree-
ment with appropriate contingency clauses or wait
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until closing (Iegal lingo for the transfer of the busi-
ness) to sign.

If you and the seller are strangers to one another,
however, the seller may be reluctant to turn over sen-
sitive business information until he or she is confident
that you're a serious buyer. The seller may suspect
you have some secret plan in mind, like using the in-
formation in a competitive business or some other im-
proper purpose. To allay these fears, consider giving
the seller a confidentiality letter like the one below.

SAMPLE CONFIDENTIALITY LETTER

Carlos Mendez, President
Mendez Furniture Company Inc.

Dear Mr. Mendez:

As you know, I am looking into the pur-
chase of your furniture business. Our con-
versations have been helpful but I'm now at
the stage where I would like to see your
company’s financial records, including your
tax returns, for the past five years.

I know that the information that I'm
requesting is confidential and that im-
proper use of the information could damage
your business. Consequently, I will use
this confidential information only to help
me decide whether I want to purchase your
business and the terms of that purchase. I
will disclose this confidential informa-
tion only to my co-investors, my lawyer,
and my accountant. I’1ll make sure that each
of these people knows that this information
is confidential, and I’11l ask them to sign
confidentiality agreements before I re-
lease the information to them.

If T don’'t buy your business, I will
return all of the confidential informa-
tion, including any copies, to you and
will continue to treat in confidence the
information you have disclosed to me.

I look forward to receiving this infor-
mation.

Sincerely yours,

Suzanne Gerstein

That kind of letter will satisfy many sellers. But a
few sellers may prefer a longer, more formal confi-
dentiality agreement drafted by a lawyer. That's okay,
but you (and perhaps your lawyer as well) should
make sure that the proposed document contains no
binding commitment to buy the business. It should
be limited to your agreement to treat the information
as strictly confidential and use it only to investigate
the purchase of the business, and to the other terms
set out in the letter. If the proposed agreement goes
farther than that, find out why and get legal advice.

Don’t be surprised if the seller wants to learn
about your own financial status, job, or business
history. Remember that most purchases of a small
business are usually done on an installment basis,
where the seller receives a down payment and pay-
ments over a period of time. The seller is interested
in your financial stability, your reputation for integ-
rity, and your general business savvy because the
seller, in effect, will be extending credit to you.

D. Valuing the Business

Does it sound impossibly demanding to determine a
fair purchase price for a business? It’s really not—es-
pecially if you take the sales price with a grain of salt.
Most sellers ask for way too much, and far too many
inexperienced buyers don’t bargain aggressively
enough. Lots of little businesses are worth no more
than the fair current value of inventory and equip-
ment. Goodwill, over and above the value of the con-
tinuing hard work of the owner, is commonly a myth.

1. What Are You Buying?

Generally, the assets of a business consist of inven-
tory, fixed assets (furniture, fixtures, equipment),
and intangible assets (such as a lease, trade name,
customer list, and goodwill). The most important
factor in establishing the fair market value of these
assets is this: Given the realities of the business and
the industry in which it operates, what kind of re-
turn would a buyer reasonably expect on his or her
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investment? To arrive at this number, an appraiser
will look both at the business’s earnings and what
similar businesses typically earn.

2. Goodwill Can Be a Myth

Be very careful about what you pay for goodwill—the
portion of the purchase price attributed to such intan-
gible factors as the reputation of the business, its loca-
tion, and the loyalty of its customers. Despite what
sellers will almost surely tell you, many small busi-
nesses have little or no value beyond the value of the
hard assets such as furniture, fixtures, and equipment.

How can this be, if a business earns a good
yearly profit? Easy. Most of the profit is commonly
attributable to the hard work, clear vision, and good
judgment of the owner, not to the inherent value of
the business. Think of it this way: Most rug cleaning
businesses, hardware stores, print shops, and res-
taurants don’t make a substantial profit. Those that
do are usually run by uniquely talented people.
When these people move on, many of those busi-
nesses quickly lose their luster.

Joe and Monte own Caretti Brothers, a
highly successful produce store that they’ve oper-
ated for 20 years. They sell the business to Anna
Marie, who pays $200,000, including $100,000 for
goodwill. Anna Marie continues to run the busi-
ness as Caretti Brothers and does her best to pre-
serve the store’s distinctive atmosphere. Neverthe-
less, in her first year she earns only one-third the
profits generated by the former owners.

Unhappily, she realizes that Joe and Monte
succeeded because customers valued their ex-
troverted personalities and their rare ability to
select only the freshest and tastiest tomatoes
and grapefruit. Too late, she understands that
she should have paid little or nothing for good-
will, which was largely personal to the Carettis
and couldn’t be transferred to her.

Goodwill isn’t always a myth. Some profitable
businesses—usually those that have been established

for years and have strong name recognition—are
worth significantly more than the value of their tan-
gible assets, because they have a good reputation.
Even if the owner retires or sells out, this reputation
will continue to bring in business.

Unfortunately, deciding that a business has
goodwill is easier than deciding how much. One
approach is for buyer and seller to try to agree on a
multiplier—the number by which earnings (or some-
times sales) must be multiplied to determine the
value of the business.

Where does the multiplier come from? In some
industries, there are rough norms. For example, cer-
tain types of businesses typically sell for five times
earnings, while other often sell for ten or more.
Construction companies, retail stores, and restaurants
are examples of businesses where you can often
obtain standard multipliers from business evaluators
or appraisers who specialize in that industry.

Be critical of all multipliers. Never accept
m a multiplier without loads of caution. The facts
of a particular business, the state of the local economy,
and industry trends change so quickly that last year’s
sensible multiplier can be completely off base this year.

3. Evaluating the Business’s
Financial Health

To properly evaluate the business, ask for access to
the following documents:
e tax returns, profit and loss statements, and
balance sheets for the last five years
e loan documents, if you're going to assume
any obligations of the business
e papers relating to specific assets; for example,
the lease if you're taking over seller’s space
or title documents if you're purchasing the
seller’s building
e patents, trademarks, copyrights, and licenses
e documents that relate to lawsuits, administrative
proceedings, and claims against the corporation
e all accountants’ reports, including compilation
reports, reviews and audit reports. (See “Types
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of Accountants’ Reports,” below.) A full-fledged
audit report is the best, but not all small busi-
nesses have one available. Whatever type re-
port the business has, specifically ask for a list
of all assets and the depreciation schedules.
In addition, if you're purchasing corporate stock,
ask for:

e corporate contracts with major suppliers, as
well as contracts obligating the corporation to
deliver goods or services

e employment agreements, union contracts, and
any other documents concerning wage levels
and fringe benefit obligations.

Types of Accountants’ Reports

Reports from Certified Public Accountants

come in three basic varieties:
Compiled. The CPA compiles the balance
sheet of the company and the related state-
ments of income and retained earnings and
cash flows for a specified year. The compi-
lation simply presents, in the form of a fi-
nancial statement, the information gathered
by the owners of the company. The ac-
countant doesn’t audit or review the infor-
mation or offer an opinion about it.
Reviewed. The CPA goes a step farther by
asking questions of company personnel and
analyzing the financial data presented by the
owners. Short of a full-scale audit, the CPA
certifies only that he or she isn’t aware of any
material modifications that should be made
to the financial statements to conform to
generally accepted accounting principles.
Audited. Here, the CPA examines, on a test
basis, evidence supporting the amounts and
disclosures in the financial statements. For
example, the CPA may visit the warehouse
to see if it really contains the inventory that’s
claimed. Also, the accountant assesses the
accounting principles used by the owners
and evaluates the overall financial statement.
If everything is in order, the CPA signs an
opinion that the financial statements are ac-
curate and maintained in conformity with
generally accepted accounting principles.

Once the books are in your hands, have an expe-
rienced small business accountant study them. You
and your accountant should look especially hard at
the years before the last one. It's relatively easy for a
business owner to pump up earnings and depress
expenses for a year or two, so assume that the re-
sults for the last year at least have been manipulated.

Tips for spotting exaggerated earnings:

One way to see if earnings have been exagger-
ated. is to see if there are fewer employees now than
previously—almost any business can operate short-
banded for a limited time. Also, check to see whether
equipment maintenance or replacement has been de-
Sferrved by comparing maintenance and replacement
costs for the last year with those of the years before.

4. Expert Help

Consider hiring an experienced appraiser to ap-
praise the business as a whole as well as the indi-
vidual assets. Check references and be sure the per-
son you pick understands the type of business you
are entering.

For example, if you’re thinking of buying a tradi-
tional typesetting business, work with someone
who thoroughly understands the mostly negative
implications that the rapid improvement of desktop
publishing techniques holds for this business. Ap-
praisals do cost money, but it’'s money well spent if
it saves you from overpaying for the business.

Where can you turn for an accurate assessment
of the value of a business? Here are three suggestions:

e Consult a member of the American Society of
Appraisers who specializes in business valua-
tions. For a list of such appraisers, call 800-
ASA-VALU or visit www.appraisers.org.

e Check with a respected firm of certified pub-
lic accountants. Many CPA firms offer busi-
ness valuation services.

e Seek guidance from an experienced business
broker. But use caution. Brokers are best at
making deals. They often lack the technical train-
ing needed for placing a value on a business.
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E. Other Items to Investigate

Now let’s look at some other items that are worth in-
vestigating before you close on the purchase of a
business.

1. Title to Assets

If real estate is included in the sale, ask to see the
deed and the title insurance policy. The title should
be rechecked to make sure no new encumbrances
appear, and the title insurance policy will need to
be updated. Also ask to see ownership documents
for any cars and trucks.

It’'s a good idea to check with the appropriate
county or state offices to see if there are liens on any
of the vehicles or other equipment or merchandise.
Lenders who have taken a security interest in the
business or suppliers who have extended credit may
have filed a UCC (Uniform Commercial Code) financ-
ing statement with the appropriate state agency to
record the fact that they have a security interest in
some assets of the business.

Any bank lending officer, small business lawyer,
or accountant should be able to tell you where and
how to check in your state.

2. Litigation

Ask to see copies of any lawsuit papers and letters
from any people threatening lawsuits. Also check
with the court clerk in the main counties in which
business is conducted. What you’re looking for are
actual or threatened lawsuits involving injuries or
claimed breaches of contract.

This type of investigation is particularly impor-
tant when you’re buying the stock of a corporation,
but you may also turn up information that will be
valuable to an asset purchase. For example, if the
business manufactures or distributes aluminum step-
ladders, finding product liability lawsuits pending
will help you determine whether the ladders are
safe or need to be redesigned. Also, remember that
in a few circumstances even those who purchase
assets of a corporation may be held liable for the
existing business’s liabilities. (See Section B2.)

3. Warranties and Guarantees

If you buy the stock of a corporation, you want to
know what types of warranties the corporation has
extended to its customers so you can anticipate
claims. For example, if you buy a business that
writes customized computer software, you’ll want to
know what promises have been made should bugs
be discovered in already-installed programs.

4. Workers’ Compensation Claims
and Unemployment Claims

Check with the workers’” compensation insurance
carrier to learn the claims history of the business
and current insurance rates. Also check with the state
office handling unemployment affairs to learn what
rate is currently applied to the payroll of the business.
These facts will be primarily of concern if you're plan-
ning to purchase the stock of a corporation, because
they’ll indicate how much you’ll probably have to pay
for workers’ compensation insurance or unemployment
coverage. But in some states, even purchasers of cor-
porate assets may have their future workers’ compen-
sation insurance rates affected if it looks like the new
business is simply a continuation of the old one.

5. Employee Contracts and Benefits

This is a concern primarily if you’re buying the
stock of a corporation and will be subject to its con-
tracts. However, if you intend to keep the same em-
ployees, you need this information for other pur-
chases as well so that you’ll know the employees’
expectations when they come to work for your new
business entity. They won’t be happy campers if
you offer them less pay or benefits than they’re cur-
rently getting.

If it’s a concern, ask the seller for permission to
talk to key employees to see if they’ll stick with you
after you buy the business. (Strictly speaking, per-
mission isn’t required, but being polite helps bring
about a smooth transition.)
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6. Maintenance of Trade Secrets

Not every business has trade secrets, but if the one

you’re purchasing does—and those secrets are a valu-
able asset for which you're paying—you want to be
sure they’ve been properly safeguarded. Ask what the
business has done to protect its trade secrets and other
proprietary information such as customer lists. Has

this information been disclosed only to key employees?
Have those employees signed confidentiality agree-
ments and covenants not to compete? If not, and key
employees leave and set up a competing business,

you may be buying a lot less than you bargained for.

7. Taxes

Again, this applies primarily to a purchase of corporate
stock because you want to know what tax liabilities
are hanging over the head of the corporation. But
whatever kind of purchase you’'re making, you can
gain valuable information about the income and ex-
penses of the business, including the kinds of items
that have been tax-deductible in the past. Check on
state and local property taxes and sales taxes, federal
and state income taxes, and any special taxes levied
by federal and state governments.

8. Leases

Look carefully at all space and equipment leases.
How long does the lease have to run? Is it renewable?
And, most important, if you're purchasing the assets,
is it transferable? If the lease isn’t clearly assignable,
check with the landlord or equipment lessor about
taking over the lease. If they respond favorably, get
a commitment in writing. (For more on real estate
leases, see Chapter 13.)

9. Other Contracts

If the business has contracts with suppliers or custom-
ers, become familiar with their terms. In the case of
an asset sale, the important question is whether or

not the contracts are assignable by the seller. Often,
you need the consent of the supplier or customer.
For example, if you're buying a gas station, does the
oil company have to approve your taking over the
contract for that brand of gasoline? Where a contract
is freely transferable if all the conditions have been
met, make sure the seller isn’t in default or otherwise
in noncompliance. If he or she is, you may not be
able to enforce the contract.

10. Patents and Copyrights

Many small businesses don’t own patents or copy-
rights, but as information becomes a more and more
valuable part of many businesses, they are cropping
up fairly often. Of course, if you're interested in buy-
ing a book, software, or music publishing company,
you can be pretty sure that the business’s most valu-
able assets will be its intellectual property.

If patents or copyrights are involved, get hold of
the basic registration documents and any contracts
that give the business the right to exploit these
rights. If you’re not fully familiar with these matters,
have the documents and contracts reviewed by a law-
yer who specializes in this area of law. These law-
yers are usually listed in a separate category in the
Yellow Pages under “Patent and Trademark.”

11. Trademarks and Product
Names

Trademarks, service marks, business names, and
product names may be important business assets. If
so, make sure that you’ll have the continuing right to
use them. Ask about the extent of any searches for
conflicting marks and names, and what has been
done to register or otherwise protect the marks and
names you’ll be taking over. (See Chapter 6 for more
on business and product names.)

12. Licenses and Transferability

Check into any special licenses that you’ll need to
continue the business. For example, if you’re buying
a restaurant with a liquor license, is the license trans-
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ferable? Has the existing business obtained an envi-
ronmental permit for disposal of its wastes? If so,
what about transferability? (If not, look into your
potential liability.) The same goes for other special
permits the existing business has, such as a health
department license, or a federal license for trucking
or broadcasting. (For more on licenses and permits,
see Chapter 7.)

13. Zoning

The existing business may be operating under a
temporary zoning variance or a conditional use per-
mit that has important limitations. Learn exactly
what the requirements and conditions are and
whether you can continue operating under the vari-
ance or conditional use permit.

Also, if you buy the business assets rather than
corporate stock, you may find that you’re no longer
covered by prior zoning or building preferences;
you may, for example, need more parking, better
access, and different signs. (See Chapter 7, Section
D, and Chapter 14, Section A, for more on zoning
and related requirements.)

14. Toxic Waste

If the business must dispose of toxic waste, or if its
activities have any possible adverse impact on the
purity of water and air, look into what licenses or
permits are needed. Also, especially if your pur-
chase involves real property, check carefully to see
how toxic waste has been handled in the past. You
could find yourself stuck with liability for past impro-
prieties.

15. Franchisor Approval

If you're looking at a business that’s operating un-
der a franchise, the seller undoubtedly will need the
approval of the franchisor before assigning the fran-
chise to you. Look at the franchise agreement to see
exactly what’s involved in obtaining the franchisor’s
approval and then speak directly to the franchisor
to see how the approval process can be expedited.
(For more on franchises, see Chapter 11.)

16. Availability of Credit

Find out whether banks and major suppliers will be
willing to extend credit to you. Credit may mean
the difference between success and failure.

17. Scuttlebutt

Never rely entirely on documents and public
records. You can learn a lot simply by talking to
people who have had contact with the existing busi-
ness—bankers, key customers, suppliers, neighbor-
ing businesses, and former employees. When talk-
ing to key people, take your time and pay attention
to subtleties. Many people may be reluctant to talk
frankly until they’ve sized you up, and others will
have ties of friendship to the seller or be worried
about their own possible legal liability if they di-
vulge unfavorable information about the business.

F. Letter of Intent to Purchase

If all goes well, you and the seller may eventually
agree on most major aspects of the purchase. But
you still may not be quite ready to put together a for-
mal sales agreement. Perhaps you need time for ad-
ditional investigation, or maybe your lawyer, busi-
ness advisor, or key lender is out of town for a week
or two.

One device that can be helpful to keep momen-
tum is a nonbinding letter of intent to purchase. The
same objective can be accomplished through a more
formal “memorandum of intent to purchase”—but a
memorandum usually turns out to be more legalistic
and, therefore, more threatening to a seller.

Giving the seller a modest, earnest money de-
posit along with the letter of intent is also helpful,
because it shows you’re sincerely interested in pur-
suing the purchase and are not wasting the seller’s
time. But because details of the purchase have not
solidified at this point, be sure to provide that the
deposit is to be refunded if the purchase falls
through.

A sample nonbinding letter of intent is shown
below.
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LETTER OF INTENT TO PURCHASE

Robert Tower, President
The Tower Mart Inc.

25 Glen Blvd.

Arlington Heights, IL

Dear Bob:

Thanks for meeting with me again last week. I continue to be interested in purchasing the
assets of the Tower Mart Inc. If we reach an agreement regarding my purchase, I plan to transfer
these assets to a new corporation that I'm forming. My new company would then run a conve-
nience store similar to what you’re currently operating.

I'm interested in purchasing the following assets: the inventory, fixtures, equipment,
leasehold improvements, and business name. In addition, I will need all necessary licenses
and permits transferred to me. I will expect you to give me a covenant not to compete stating
that for three years, you won’t open a similar store in our city. The purchase price for all
of the assets as well as the goodwill and your covenant not to compete would be $150,000, as
we have already discussed.

[Before referring to a covenant not to compete, see the discussion of such covenants in
Section G5, below]

As an indication of my good faith in pursuing this matter, I am enclosing a check for
$1,000 as earnest money. I would pay an additional $49,000 in cash at closing. The balance
of $100,000 would be amortized in equal monthly installments over a period of 10 years with
interest at the rate of 10% per annum.

Regarding the inventory, we will check this at the time of closing. If the inventory is
valued at less than $45,000, the purchase price would be reduced accordingly. Also, as you
and I discussed, your corporation would remain responsible for all liabilities of the present
business and these would not be assumed by my new corporation.

Before I have my lawyer draft a sales agreement, there are some things I need to investigate:

1. I want to meet with your landlord to make sure that I can take over the existing lease
and that I can get an option to extend it for another five years.

2. I need to have my accountant review all of your tax returns and business records for
the past five years so that I can satisfy myself regarding the financial condition of your
business.

3. I want to make sure that the state liquor board will approve a transfer of the beer and
wine retail license to my new corporation.

Assuming that I'm satisfied with these items and all other aspects of the proposed purchase,

I will have my lawyer draft a sales agreement and then we can close approximately 45 days from now.

This letter states my intent but it is not a legally binding contract or commitment on either
my part or yours. Upon further investigation I may change my mind. If the deal doesn’t go
through for any reason, I’'d be entitled to my earnest money back.

If my letter has captured the essence of what we talked about and you’re still interested
in pursuing the sale, please let me know. I believe that we are moving toward a transaction
that can be advantageous to both of us.

Sincerely,

Mary Beyer
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m Don’t commit yourself. Make it clear in

a letter of intent that it is not intended to be a
binding contract. You may or may not need your
lawyer’s assistance in writing a letter of intent, but [
do recommend that you call your lawyer to at least
check on the adequacy of the language you use to
describe the nonbinding nature of the letter.

G. The Sales Agreement

The sales agreement is the key legal document in
buying business assets or an entire corporation or
LLC. You should create a written outline of the
terms that you and the seller have agreed on. Next,
you may want to have your lawyer review it and
help draft the next version of the agreement. Once
you and your lawyer are satisfied, present the agree-
ment to the seller.

Why take on the document drafting yourself,
rather than letting the seller do it? Because even
though it's more time consuming, this approach will
almost surely give you more control over the overall
shape of the transaction. By seizing the initiative,
you may well wind up with 95% or more of what
you want.

This section briefly reviews the principal types of
clauses in a business sales agreement. Remember,
as discussed earlier (Section B2), it’s almost always
better to buy the assets from the corporation than to
buy its stock. Accordingly, these clauses are geared
primarily to an asset purchase. If for some reason you
decide to buy corporate stock, make corresponding
changes in your sales agreement.

Chapter 5 of Legal Forms for Starting &

Al

Running a Small Business contains vari-

ous forms for buying a business.

1. Names of Seller,
Buyer, and Business

Your sales agreement will start with the name and
address of the seller and the buyer. It will also iden-
tify the business by its current name.

e Purchase from or by a sole proprietor. Name
the sole proprietor, adding the business name
if it’s different from the individual’s. Example:
Mary Perfect doing business as Perfect Word
Processing Service.

e Purchase from or by a partnership. Use the
partnership’s legal name and the names of all
partners. Example: Ortega Associates, a Colo-
rado partnership of William Ortega and Henry
Cruz.

e Purchase from or by a corporation. Simply
use the corporate name and identify it by the
state where it’s registered. Example: XYZ En-
terprises Inc., a Massachusetts corporation.

e Purchase from or by an LLC. Just use the LLC
name and the state where it’s registered. Ex-
ample: ABC Associates LLC, an Illinois limited
liability company.

If you're going to operate the business you're
purchasing as a new corporation or LLC, I recom-
mend either of two procedures: Set up the new cor-
poration or LLC before signing the purchase agree-
ment and name the new entity as the purchaser. Or
list the purchaser as yourself as the agent of a cor-
poration or LLC to be formed. Using either of these
methods, the assets can go directly into your new
corporation or LLC rather than having a two-stage
process in which you receive the assets and then
transfer them to the new entity.

If you're going to be putting the assets into a
corporation or LLC, the seller undoubtedly will want
you (and probably your spouse as well) to person-
ally guarantee the payment of any part of the pur-
chase price that's being paid on an installment ba-

sis.
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2. Background Information

Often, before a sales agreement gets into the terms
of the transaction, it outlines some background
facts. For example, the sales agreement might state
that “Mildred Johnson currently owns a business in
Cincinnati that produces ice cream, sorbet, and
other dessert products” and that the sales agreement
“applies only to the portion of the business oper-
ated at seller’s west side location at 123 Maple
Street.”

You can also include some statements about the
buyer; for example, “The buyer is a building contrac-
tor licensed under the laws of the state of Maine.”
These statements aren’t usually a key section of a
purchase agreement, but if they are included, it’s
important to be accurate.

3. Assets Being Sold

This is where you list what you’re purchasing. You
can put the details, such as lists of equipment, on a
separate page, which is sometimes referred to in the
body of the agreement as a schedule or exhibit and
specifically made part of the contract. Here’s an ex-
ample of how a sales agreement might list assets
being sold:

a. All furniture, trade fixtures, equipment, and mis—
cellaneous items of tangible personal property
owned by seller and used in the business, listed
and described in Exhibit A, which is hereby

made a part of this agreement.

b. Customer lists and all other files and records of

the business.

c. Assignment of the seller’s interest (as tenant) in
the lease dated March 1, 2005 for the
building located at 123 Main Street owned by

Central Property Associates (landlord).

d. Assignment of the seller’s interest (as lessee) in
the computer equipment lease with

Compulease dated March 1, 2005.

e. All telephone numbers of the business and the
right to use the business name, “The Tower
Mart.” Seller will cease using that name on the
day of closing.

If you have so agreed, also include a statement
that you're not acquiring any of the liabilities of the
business or that you’re acquiring only those that are
specified.

Except as otherwise specified in this agreement,
buyer is not assuming responsibility for any liabilities
of the business. Seller will remain responsible for all
liabilities of the business not specified in this

agreement, and will indemnify buyer and save

buyer harmless from and against such liabilities.

4. Purchase Price
and Allocation of Assets

After stating the purchase price, allocate the price
among the different categories of assets. Some typi-
cal allocations are shown below.

Allocation for a Retail Business

Merchandise on Hand $ 75,000
Tangible Personal Property $ 30,000
Assignment of Lease Agreement $ 4,000
Trade Name and Goodwill $ 8,000
Allocation for a Small Computer Company

Inventory (Computers and Software) $100,000
Trade Name and Goodwill $ 20,000
Patents and Copyrights $ 5,000
Building Owned by Seller $100,000
Land $ 30,000
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For tax reasons, as a buyer, you want most of
the price assigned to the assets that give you the
fastest recovery of your investment. You want the least
allocated to items like goodwill, which can’t be depre-
ciated and gives you no tax benefits until you sell the
business. Here’s a summary of the write-off rules:

Type of Asset Normal Write-Off Period
Inventory As sold

Furniture, Fixtures,

and Equipment 5 to 7 years

Trade Name and Goodwill 15 years

Buildings 39 years

Patents and Copyrights Remaining Term of

Patent or Copyright
Lease Assignment Remaining Term

of Lease
Land No Write-off

Because you and the seller will have differing
tax priorities, you may have to negotiate the alloca-
tion of the purchase price. The seller will want the
bulk of the purchase price to be assigned to catego-
ries that are taxed at long-term capital gains rates
rather than ordinary income rates—for example,
buildings and goodwill. You’ll be more interested in
tilting the allocation toward items you can start to
write off or depreciate—like equipment. If you
wind up allocating the price in a way that saves you
a ton of taxes but costs the seller a fair bit of
change, you may need to raise the purchase price a
little to help even things up. Similarly, if the alloca-
tion favors the seller, it’s reasonable to work out a
modest price reduction. A tax pro can help you
crunch the numbers.

In the first example above, inventory and mer-
chandise on hand are given as high a value as can
be reasonably supported. In the second example,
the seller’s building and land could reasonably be
valued at anywhere from $130,000 to $160,000 de-
pending on whose appraisal is used. I've assigned
the lowest reasonable value to the building and
land because, under IRS guidelines, the building
must be depreciated over a period of 39 years and
the land can’t be depreciated at all.

If the seller is going to provide consulting ser-
vices to you for a year or so, consider assigning a
portion of the purchase price to those services so
that you can write off that amount quickly as a busi-
ness expense. Better yet, remove an appropriate
amount from the purchase price and put it in a
separate agreement for consulting services.

5. Covenant Not to Compete

Especially if the seller is well known and would be
a threat to your business if he or she opened a rival
outfit, you want a covenant (promise) not to com-
pete. In such a covenant, the seller agrees not to
compete directly or indirectly with you in the op-
eration of the type of business that you've pur-
chased. If the seller violates the covenant, judges or
arbitrators will usually enforce it unless it unreason-
ably limits the seller’s ability to earn a living.

To increase chances that your agreement will be
enforced, it’s wise to place a reasonable geographic
limitation on the seller’s right to run a similar busi-
ness (for example, within 25 miles of your business)
and also a reasonable time limit (for example, three
years). If you're purchasing a business from a cor-
poration, have the individual operators of the busi-
ness sign their own personal promises not to com-
pete.

Obviously, whatever geographic limitations you
and the seller agree on should fit the area. In New
York City, a 25-mile zone would take in a huge
chunk of New Jersey and some 15 to 20 million
people—probably an unreasonable restraint on the
seller’s future ability to earn a living. In drafting a
covenant not to compete, get help from a savvy
lawyer who knows what the state courts enforce.

An example of a covenant not to compete is
shown below.

Covenant Not to Compete

Seller shall not establish, engage in, or become
interested in, directly or indirectly, as an
employee, owner, partner, agent, shareholder,

or otherwise, within a radius of ten miles from
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the city of , any business, trade, or

occupation similar to the business covered by
this sales agreement for a period of three
years. At the closing, the seller agrees to sign

an agreement on this subject in the form set

forth in Exhibit B.

LAW IN THE REAL WORLD

Why You Need a Covenant Not to Compete

Sid is buying a travel agency from Mary Jones,
who has been in the travel business for 25
years and is well known in the community.
Part of the reason Sid is buying her business is
the excellent reputation and following her
business has earned.

Two months after Sid takes over the busi-
ness, Mary—who quickly tired of retirement—
opens a new travel agency four blocks away.
Inevitably some, perhaps many, of her old cus-
tomers will abandon Sid and patronize Mary’s
business. Sid should have included a covenant
not to compete in the sales agreement to pro-
tect himself against this possibility.

6. Adjustments

You'll probably need to adjust the sales price
slightly at closing. For example, you should reim-
burse the seller for payments the seller has made
for such items as rent, utilities, or insurance for peri-
ods after you take over. On the other hand, if sala-
ries and wages are paid every two weeks and you
take over the business halfway through that period,
the purchase price should be reduced at closing to
reflect the fact that you’ll be paying salaries for a
period when the seller still owned the business.
Adjustments may also be made for license fees,
maintenance contracts, equipment leases, and prop-
erty taxes. Your sales agreement should contain a

clause spelling out what items will need to be ad-
justed at closing and the method for making the ad-
justments.

7. Terms of Payment

Nearly 80% of small business purchases are handled
on an installment basis, with the seller extending all
or most of the credit. Typically, a buyer puts down
about one third of the purchase price and pays the
balance over four or five years. For example, in the
purchase of a $250,000 business, you may negotiate
a contract that requires you to make a $50,000
down payment at closing with the balance paid in
five annual installments of $40,000 each plus inter-
est at 10% per year.

At the closing, you’ll sign a promissory note for
the unpaid portion of the purchase price. The seller
generally will want to retain an ownership (security)
interest in the equipment and other assets of the
business until the purchase price has been paid.
Sometimes called a “lien,” this is akin to a mortgage
on your home. Just as the bank could sell your
home to pay off your loan if you fell behind in your
payments, the seller of a business who retains a lien
on or security interest in your business assets could,
if you were delinquent in making payments, take
possession of those assets and sell them to cover
the balance owing.

Here’s a sample terms of payment clause:

Purchaser will pay seller $ at closing

and will pay the balance of $_ accord-
ing to the terms of a promissory note purchaser
will sign at the closing, in the form set forth in
Exhibit __. The promissory note will provide for
monthly payments of $ each. The
payments will include interest on the unpaid
balance at the rate of ____% per annum from
and after the date of closing. The first install-

ment will be due on the first day of the month

following the closing and the remaining
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installments will be due on the first of each
month after that until the principal and interest
is fully paid. Payments will be applied first on
interest and then on principal. The unpaid
principal and interest shall be fully paid no
later than ____ years from the date of the note.

There will be no penalty for prepayment.

Until purchaser has paid the full balance of
principal and interest on the debt, seller will
retain a security interest in the business assets
being purchased. As evidence of such security
interest, purchaser, at closing, will sign a
security agreement in the form set forth in
attached Exhibit __ and will also a sign a
Uniform Commercial Code Financing State-
ment, to be recorded at the appropriate county
and state office.

It's a good idea to attach the proposed promis-
sory note as well as the proposed security agree-
ment as exhibits to the sales agreement.

Tax and Usury:

Charge Reasonable Interest

The IRS will accept the interest rate agreed to
by the seller and buyer if it is reasonable in
terms of the current financing market and the
risk involved in extending credit. If the interest
rate is outside the reasonable range, the buyer
may not be able to deduct the excess interest
paid. To avoid this, stick close to prevailing
interest rates.

Also be aware that state usury laws limit the
rate of interest that can be charged. Here, it’s
the seller rather than the buyer who runs the
risk of running afoul of the law. Not only may
the seller not be able to collect excessive interest,
but he or she may also face criminal penalties.

8. Inventory

Because the inventory of salable merchandise is
likely to fluctuate between the time you sign the
sales agreement and the closing, consider putting a
provision in the sales agreement that allows for ad-
justment. For example, you might say that you’ll
pay up to $75,000 for merchandise on hand at the
closing based on the seller’s invoice cost. You might
also provide that if there’s more than $75,000 worth
of merchandise on hand when you close, you have
the right to purchase the excess at the seller’s cost,
or to choose $75,000 worth and leave the rest in the
hands of the seller.

Here’s another way to handle this problem. Sim-
ply provide that a physical count of all merchandise
will be made on the day of sale or another mutually
agreeable date. You might define the word merchan-
dise to include only unopened and undamaged
merchandise. In a retail business, you can agree to
value the merchandise at its current wholesale cost,
or at the seller’s current retail price less a certain
percentage.

If you don’t have experience doing an inventory,
you might also put in the sales agreement that you
and the seller will split the cost of hiring an inven-
tory service company to determine the amount of
the purchase price of the merchandise.

In a manufacturing or service business, you may
have the analogous problem of placing a value on
work in progress.

9. Accounts Receivable

The business you're buying may have sold goods to
or performed services for customers who haven'’t
yet paid. These unpaid sums are called “accounts
receivable.” Usually the accounts receivable of an
existing business remain the property of that busi-
ness and aren’t transferred to the buyer. But a seller
who prefers to be free of collection problems may
want to include them.
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Be very careful. When a business changes hands,
accounts can be hard to collect. A considerable per-
centage will probably never be collected, so you
should get a substantial discount. How much de-
pends on how collectable these accounts are. By
now you should know this through your close ex-
amination of the seller’s books and, if most of the
money is owed by only a few accounts, by check-
ing with them personally.

10. Bulk Sales Compliance

If the business you're buying involves the sale of
merchandise from a stock you’ll keep on hand, you
may have to comply with a “bulk sales” law. Every
state used to have such a law, but today only a
handful still do. These laws apply to transfers of a
major part of the seller’s materials, supplies, mer-
chandise, or other inventory. Generally, they don’t
apply to transfers where the seller’s business con-
sists primarily of selling personal services rather
than merchandise.

Typically, a seller covered under the bulk sales
law must give you a list (sworn to under penalty of
perjury) of all business creditors and tell you the
amounts due each one. Also, the seller must tell
you about any claims made by potential creditors,
even if the claims are disputed. Then you send no-
tice to the creditors so that they’ll know that the
business is changing hands.

If these things are not done, the creditors of the
old business will continue to have a claim against
the merchandise that you're buying. Sending proper
notices protects you from such claims.

Sometimes, to avoid the need to comply with the
bulk sales law, a contract will say that the seller will
pay all outstanding debts of the business before the
closing, or out of the proceeds of the sale at the time
of closing, and will furnish an affidavit to that effect
at closing.

For more information on your local bulk sales
law and the legal forms used to comply with it, the
best place to look is a legal newspaper or other ma-
jor newspaper that publishes legal notices.

11. Seller’s Representation
and Warranties
In the sales agreement, the seller should guarantee

the basic facts of your transaction. Here’s an example
of the guarantees when the seller is a corporation:

Seller and seller’s shareholders represent and

warrant that:

1. Andover Corporation is in good standing

under the laws of Wisconsin.

2. Andover Corporation’s board of directors has
authorized (through board resolutions to be
delivered to buyer at closing) the signing of this
sales contract and all of the transactions called

for in the contract.

3. Andover Corporation has good and market-
able title to the assets that are being sold and
will convey them to buyer free and clear of all
encumbrances, except for the assets listed in
Exhibit A, which will remain subject to the

encumbrances listed there.

4. The balance sheet that Andover Corporation
gave buyer correctly reflects the assets,
liabilities and net worth of the business as of
October 31, 2005, and there will be no
material changes between the balance sheet

date and the closing.

5. The income statement that Andover Corpora-
tion gave buyer accurately reflects the income
and expenses of the company during the
period covered, and no significant changes in
the level of income or expense will occur

between the contract date and the closing.
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6. The lease under which Andover Corporation
occupies space at 789 Oak Avenue is in full
effect and is assignable to buyer. Andover
Corporation will take all necessary steps to

assign the lease to buyer.

7. Between the contract date and the closing, And-
over Corporation will operate the business as

usual and will take no action out of the ordinary.

8. Andover Corporation has complied with all
applicable laws and regulations of the federal,

state, and local governments.

9. There are no lawsuits or claims pending or
threatened against Andover Corporation other
than those listed in Exhibit __, and Andover
Corporation does not know of any basis for

any other lawsuit or claim against the business.

10. Andover Corporation has disclosed to buyer all
material facts that would reasonably affect a
prudent investor’s decision to purchase the

assets covered by this agreement.

In addition, if the seller made specific statements
to you about the business and these influenced
your decision to buy it, have the seller reiterate
these statements in writing in this section of the
agreement.

Don’t rely on the seller’s promises.

Never use the seller’s warranties and represen-
tations as an excuse for not thoroughly checking all
important facts yourself, as discussed in Section C,
above. Enforcing a warranty against the seller or
suing for a misrepresentation can involve a long
and expensive lawsuit.

If you're buying a business or the assets from a
corporation, have the principal owners sign the war-

ranties as individuals in addition to signing them as
officers of the corporation. That way, you'll be able
to go after their personal assets if theyve misrepre-
sented facts or if their warranties are violated.

The contract should also say that the warranties
survive the closing. This gives you the right to sue if
you discover some unpleasant facts about the busi-
ness several years after you purchase it. Here'’s some
wording to consider:

The representations and warranties of the
parties to this agreement and those of the
seller’s shareholders shall survive the closing.
The act of closing shall not bar either party
from bringing an action based on a representa-

tion or warranty of the other party.

12. Buyer’s Warranties
and Representations

The seller may expect the buyer to sign representa-
tions and warranties as well. For example:

Buyer represents and warrants that:

1. Buyer is a corporation in good standing
under the laws of Wisconsin.

2. Buyer has the authority to enter into and
perform the buyer’s obligations under the
sales agreement.

3. Buyer has had an opportunity to inspect the
assets of the business and agrees to accept
the assets as is, except for the items referred

to in Exhibit C.

The first representation in this example assumes
you've established a corporation. You wouldn’t in-
clude this statement if you were buying as a sole
proprietor or signing on behalf of a partnership.

In the second representation, a corporate buyer
would agree to furnish the seller with a board of
directors’ resolution approving the terms of the
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sales agreement and authorizing the signing of the
purchase documents.

The third representation says that you're accept-
ing the assets “as is.” If it turns out that some of the
assets are defective, that will be your problem and
not the seller’s—unless the seller knew about and
failed to disclose some hidden defect that you
couldn’t be expected to discover through an inspec-
tion. Before signing a sales agreement, make sure
you have actually inspected all the assets. If there
are some that you haven’t looked at carefully or
which you’re not willing to take as is, list them in
an exhibit that specifically excludes them from the
“as is” clause.

13. Access to Information

By the time you sign the sales agreement, you
should have seen a lot of financial information in-
volving the business, but you may still want to see
more to verify that everything is as promised. So it’s
a good idea to include a paragraph or two in the
sales agreement covering your right to get full infor-
mation. In exchange, the seller will probably want
to include language assuring that you’ll deal with
the information in a responsible manner—that is,
that you won’t make unnecessary disclosures. (For a
discussion of sellers’ concerns about confidentiality,
see Section C, above.)

Here’s some language you might place in the
sales agreement:

Before the closing, seller will provide to buyer
and buyer’s agents, during normal business
hours, access to all of the company’s proper-
ties, books, contracts, and records, and will
furnish to buyer all the information concerning
the company’s affairs that buyer reasonably

requests.

Buyer acknowledges that the company’s books,
records, and other documents contain confiden-

tial information, and that communication of

such confidential information to third parties
could injure the company’s business if this
transaction is not completed. Buyer agrees to
take reasonable steps to assure that such
information about the company remains
confidential and is not revealed to outside
sources. Buyer further agrees not to solicit any
customers of the company disclosed from such

confidential information.

The confidential information that may become
known to buyer includes customer lists, trade
secrets, channels of distribution, pricing policy
and records, inventory records, and other
information normally understood to be confi-

dential or designated as such by seller.

14. Conduct of Business Pending
Closing

Unless the sales agreement is signed at the closing,
be sure that the seller doesn’t make any detrimental
changes in the business between the time you sign
the sales agreement and the time you close. We
considered some commitments along this line in
Section G11 dealing with the seller’s warranties and
representations.

In addition, if you're purchasing the stock of a
corporation, get a commitment that no change will
be made in the Articles of Incorporation or in the
authorized or issued shares of the corporation. Also,
if you're dealing with a corporation, get a commit-
ment that no contract will be entered into by or on
behalf of the corporation extending beyond the
closing date, except those made in the ordinary
course of business.

Finally, have the corporation agree that it won’t
increase the compensation paid to any officer or
employee and won’t make any new arrangements
for bonuses.
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15. Contingencies

A contingency clause is a safety valve that lets you
walk away from the transaction if certain things
don’t pan out. For example, if the location of the
business is a crucial part of your decision to buy,
you’ll want to reserve the right to cancel the deal if
you find out that the lease can’t be assigned to you.
The same thing might be true of a required license;
if you're buying a bar, you would make the deal
contingent on the state transferring the liquor li-
cense to you. If you plan to expand the business or
move to a new location, make the deal contingent
on your being able to get approval from the local
zoning and building officials.

Here’s a sample contingency clause:

This agreement is contingent upon buyer
receiving approval, by ,
20____ from the landlord and the city’s
building and safety department for a remodel-
ing of the premises leased by the business as
shown in the plans and specifications attached

as Exhibit __.

16. Seller to Be a Consultant

Sometimes it pays to have the seller stay on for a
few months as a consultant or employee to help ease
your transition into the business and reassure long-
time customers and suppliers that the business is in
good hands. If you make these kinds of arrangements
with the seller, be sure to capture them in the sales
agreement, using language such as the following:

, as an independent

contractor engaged by buyer, will provide
consultation, customer relations, general
assistance, and information to buyer pertaining
to the company for up to 20 hours per week as

requested by buyer for a period of eight weeks

following closing. For such services, buyer will

pay $ per week.

The consulting fees are tax deductible as current
business expenses.

17. Broker Fees

If a business broker is involved, specify who is re-
sponsible for paying the fee, unless you indepen-
dently hired the broker to help you locate the busi-
ness. Normally, the seller is responsible.

18. Notices

It’s customary to state addresses for both the seller
and the purchaser where any notices and demands
can be sent—for example, if a payment is late or
another contract term is not met. Typically, sales
agreements provide that notices can be given by
first-class mail, but it is appropriate to require notice
by registered mail with a return receipt requested.

19. Closing Date

Include a date for the closing. That’'s when you’ll
make your down payment, and both parties will

sign any documents that are necessary to transfer
the business to you.
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H. The Closing

Finally, the big day has arrived—you’re about to
become the owner of a business. In an ideal world,
you’d simply give the seller a check and the seller
would give you the keys. Unfortunately, there’s lots
of additional paperwork involved.

There’s also a certain amount of stress and pres-
sure at a closing (after all, it's not every day that
you buy a business). Working with your lawyer or
other advisor, make a checklist in advance listing all
documents to be signed and other actions to be
taken at the closing. Review this carefully a couple
of days before the closing and be sure you have all
your paperwork ready to go. If anything is unclear
or doesn’t make sense to you, ask your lawyer to
redraft the language in plain English so that you and
everyone else can understand it.

Checklist for a Typical Closing

L1 Adjust purchase price for prorated items such
as rent payments or utilities, or changes in the
value of inventory.

[ Review documents promised by seller—for ex-
ample, a corporate board resolution authoriz-
ing the sale or an opinion of the seller’s lawyer
stating that the corporation is in good legal
standing and that the sale has been properly
approved by the shareholders and/or directors.

[ Sign promissory note if you’re not paying all
cash for the business. The seller may require
your spouse’s signature as well so that your
joint bank account will be a source of repayment
if the business doesn’t produce enough income.

[ Sign security agreement giving the seller a
lien on the business assets if you don’t pay
the full price in cash at closing. (If you fail to
keep up your payments as promised, the
seller can take back the assets subject to the
security agreement.)

L] Sign assignment of lease if you're taking over
an existing lease. If the landlord’s approval is
required, be sure it has been obtained before
the closing.

Transfer vebicle titles if cars or trucks are
among the business assets.

Sign bill of sale transferring ownership of
other tangible business assets.

Sign transfer of patents, trademarks, and
copyrights if included in the sale.

o o o o

Sign franchise transfer documents if you're

buying a business from a franchisee. This

should include the signed approval of the
franchisor.

[ Sign closing or settlement statement listing all
financial aspects of the transaction. Ideally,
everything in the closing or settlement state-
ment should be based on clear language in
the sales agreement so that nothing need be
negotiated at the closing table.

Sign covenant not to compete if seller agreed
to one.

L1 Sign consultation or employment agreement if
the seller has agreed to stay on as a consult-
ant or employee.

L] Complete IRS Form 8594, Asset Acquisition

Statement, indicating how the purchase was

allocated among the various assets. You and

the seller will attach a copy of the form to
your respective income tax returns.

I. Selling a Business

Obviously, when you’re just starting out in business,
selling it isn’t at the forefront of your mind. But
there’s a good chance that, sooner or later, you’ll
need to or want to sell. The reasons can vary widely—
from not liking working for yourself, to a need to
relocate, to one spouse selling to the other as part
of a divorce, to retirement.

Let’s look at some things you can do get a good
price for your business and protect your legal position.
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For in-depth guidance on how to sell a
10 business: Sece Sell Your Business: A Step-by-
Step Legal Guide, by Fred Steingold (Nolo). The CD-

ROM that accompanies the book contains a full set
of forms.

1. Valuing Your Business

When you contemplate selling all of a business or
only part (which might occur if you take in a part-
ner or sell out to your co-owner spouse as part of a
divorce), your first task is to determine the value of
your business.

Pauline has built a thriving retail
business with three locations and 24 employees.
Now she’s getting divorced. She and her husband
have agreed that she’ll keep the business rather
than liquidate it. Pauline must put a value on
the business so that she and her husband can
arrive at a reasonable property settlement.

You can get help from an appraiser (see Section
D, above) or a business broker. If you do use a bro-
ker to sell your business, carefully read the listing
agreement. Consider these issues:

e Does the broker have the exclusive right to
sell your business or can you sell it directly
without paying a commission?

e Do you have the right to reject a proposed
purchaser because of the purchaser’s credit
history or for other reasons without having to
pay the broker’s commission?

e If there’s an installment sale, will the broker
receive his or her total commission out of the
down payment or in installments as you’re
paid?

If you do business through a corporation, you'll
probably be selling only the assets the corporation
owns—not the corporation itself—although, from a
tax and liability standpoint, it’s more advantageous
for you to sell the corporate stock.

Timing of a sale can be critical to getting the
best price. Suppose your company has had earnings
of $400,000 per year for the past three years. And
suppose, too, that you have good reason to believe
you'll jump to $600,000 next year. You can, of
course, tell a prospective buyer why you expect an
increase in profits. But there’s often a better tactic:
hang on to the business for another year so that
you have actual numbers to point to—not just a
theory.

Would-be buyers will have much more confi-
dence in your figures if you can show them several
years’ worth of financial statements audited or re-
viewed by a CPA. (The distinctions between the
types of CPA reports are discussed in Section D,
above.) Also, keep detailed schedules of expenses
so that buyers can compare your business with oth-
ers in your industry.

Getting a Good Price for Your Business

e Show steadily increasing profits at or above
the industry average. Plan ahead. To show
strong profits, you may need to give up
some hidden perks. Don'’t fret; you'll be
handsomely rewarded at sale time.

e Put your business in good general condi-
tion. Everything should be neat, tidy, and
in good working order. Machinery should
be in good repair; your inventory should
be well balanced and current.

*  Maintain adequate personnel. A buyer will
be put off—and discount the price—if the
first chore in running the business is to re-
cruit and train new employees.

e Gel a written appraisal supporting your
sales price. This can help persuade the
buyer that the price is right.

These suggestions are from Valuing Small
Businesses and Professional Practices, by Shan-
non Pratt (Dow Jones—Irwin).
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2. Read Your Lease

Your lease may say that a new business owner can’t
take over your space without the landlord’s consent.
If so, such consent will be needed if you signed the
lease as a sole proprietor or partner. It will also be
needed if the purchaser is buying the assets of your
corporation or LLC rather than its stock or member-
ship interests. Find out early whether your landlord
will be an obstacle to selling the business and, if so,
how you can get his or her support.

3. Protect Your Privacy

A prospective purchaser will want to investigate your
business thoroughly before signing a purchase agree-
ment. To protect your privacy, use a confidentiality
or nondisclosure agreement in which the potential
purchaser promises not to use or disclose confiden-
tial information about your business—unless, of
course, he or she decides to buy it. (A sample agree-
ment is shown in Section C, above.) A prospective
purchaser who violates this agreement can be sued
for damages and injunctive relief.

4. Sign a Letter of Intent

In Section F, we looked at the nonbinding letter of
intent from the standpoint of a buyer. There’s no rea-
son why such a letter can’t be drafted by a seller
who wants to summarize the terms of the proposed
transaction as part of testing whether a potential
buyer is serious.

5. Draft a Sales Agreement

To understand the elements of a sales agreement,
read the previous sections of this chapter, particu-
larly Section G. Here are some points to consider
from the seller’s viewpoint:

a. Structure of the Sale

The sales agreement structures the sale. As noted in
Section B1, if you're doing business as a sole propri-
etor or partnership, the structure of the sale is a fore-
gone conclusion: You'll sell the assets of the business
to the buyer. But if you're doing business as a corpo-
ration or LLC, the matter is more complicated. It’s al-
most always better for you to sell your corporate
stock or LLC membership interests than to have your
business sell its assets. But for tax and liability rea-
sons, buyers prefer to buy assets rather than stock or
membership interests.

b. Excluded Assets

If you're selling the assets of the business or the busi-
ness itself—whether it be a sole proprietorship, a
partnership, a corporation, or an LLC—the purchase
agreement lists the assets being transferred. Typically,
this includes furniture, fixtures, equipment, inventory
and vehicles, and the business name. Equally impor-
tant, specify any items excluded from the sale, for
example: cash, accounts receivable, life insurance
policies, or your personal desk or computer.

¢. Allocation of Purchase Price

In Section G, we focused on the allocation of the
purchase price from the buyer’s standpoint. The
buyer typically wants to assign a relatively high
value to items that can be quickly written off or de-
preciated for tax purposes. The seller generally pre-
fers to place a high value on assets that will provide
long-term capital gain treatment; the tax on such
gain is lower than the tax on ordinary income. A tax
pro can help size up your particular sale and rec-
ommend how to allocate the purchase price. Also, a
tax pro can suggest ways to adjust the purchase
price up or down to reflect whoever takes the tax
hit.
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d. Adequate Security
for Installment Sales

When a small business is sold on an installment pay-
ment basis, the buyer typically makes a down pay-
ment of 20% to 40% of the purchase price and pays
the balance in monthly installments over three to
five years. Plan ahead in case the buyer doesn’t
keep up the payments as promised. Insist that the
buyer’s spouse sign all closing documents jointly
with the buyer. That way, if you need to sue the buyer
because of nonpayment, you have a chance of col-
lecting the judgment out of a house owned jointly
by the buyer and spouse, or from bank accounts in
their joint names. If the couple’s credit is weak, in-
sist that the documents be signed by an outside
guarantor.

The purchase agreement should require the buyer
to give you a security interest (also called a lien) in
the business assets. A financing statement that’s filed
with county or state officials will give public notice
that you have a claim on the business assets.

If you're doing business as a corporation and are
selling your stock, consider placing the stock certifi-
cates in escrow. That way, the buyer won'’t receive the
certificates until the purchase price has been paid in
full.

e. Looking to the Future

The buyer may want to hire you for several months
or years as a consultant or employee. If so, spell
this out in the sales agreement or in a separate
document signed at the same time. Be specific
about the types of services you’ll be expected to
render, the amount of time you’re committing, and
the amount you’ll be paid. Sometimes, compensation
for a seller’s post-sale services is simply folded into

the purchase price so the seller receives no addi-
tional payment.

If you've agreed not to compete with the buyer,
the terms should be specified in a covenant not to
compete. Cover such matters as precisely what busi-
ness or activities you won’t engage in, being careful
not to burn all of your bridges. Think carefully
about how long you're willing to refrain from work-
ing in a competing enterprise and how large a geo-
graphical area should be barred during the noncom-
petition period. (See Section G5.)

f. Warranties

Sales agreements typically contain numerous war-
ranties and representations by the seller and a few
by the buyer. (See Sections G11 and G12 for ex-
amples.) Read your warranties and representations
carefully to make sure they don’t go too far.

For example, suppose the proposed warranty
language says: “Seller warrants that the business
name does not conflict with the name of any other
business.” What happens if, the day after the sale, a
business that you didn’t know about surfaces and
complains that it had the name first? With the war-
ranty wording given here, you could be liable for
damages whether or not you knew about the other
company.

If you see a warranty that’s too far-reaching,
have it rewritten. In our example, you might say
something like “Seller warrants that, to the best of
seller’s knowledge, . . .” Or perhaps you could say:
“Seller warrants that it has received no notice that
its business name conflicts with that of any other
business.” W
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merica’s landscape is dotted with franchises:

Take the first exit off any freeway, and

you're likely to spot familiar ones offering
fast food, gasoline, groceries, lodgings, and more.
So, you might conclude, they must be making
money, or they’d pack up and disappear. And why
shouldn’t you buy into an established chain to get a
jump on the learning curve and tap into an existing
customer base?

Not so fast. For most people hoping to own a
small business, buying a franchise is a poor idea.
Most of the franchises you see on the road—or on
Main Street or at the mall—are just barely eking out
a profit beyond the percentage they must pay to the
franchise vendor (the “franchisor”). Worse yet, some
of their owners would like to sell, but can’t. Be-
cause of the legal and economic rules exerted by
the franchisor, you may end up feeling more like an
indentured servant than an entrepreneur. In my
view, you’ll be happier and farther ahead financially
if you start a business from scratch or buy an exist-
ing one.

In this chapter, I'll explain how franchises work,
and delve deeper into their pitfalls. Then I'll intro-
duce you to the two most important legal docu-
ments that are involved in the purchase of a fran-
chise: the Uniform Franchise Operating Circular
(UFOCQ) and the Franchise Agreement.

For more insight into the perils of franchise
@j ownership: Read the chapter titled “Don’t

Buy a Franchise” in How to Run a Thriving Busi-
ness, by Ralph Warner (Nolo). Also see The Fran-
chise Fraud: How to Protect Yourself Before and
After You Invest, by Robert L. Purvin, Jr. (Jobn Wiley
& Sons, Inc.). You'll find additional information on
the websites of two organizations dedicated to pro-
moting the rights of franchises: The American Fran-
chisee Association (www.franchisee.org) and The
American Association of Franchisees & Dealers
(www.aafd.org). Both contain valuable information
to help you protect your legal and financial interests.
Also, the website of the U.S. Small Business Adminis-

tration (www.sba.gov) offers a helpful download,
“Evaluating Franchise Opportunities.”

Get professional advice before you
E plunge in. Don’t wait until you find yourself
trapped in a costly and frustrating relationship with
a franchisor—at which time you may have little le-
gal recourse. It’s worth paying for some sound legal
and financial advice before you get locked into a
contract or pay the franchisor a cent.

A. What Is a Franchise?

The most convenient analysis and definition of a
franchise comes from the Federal Trade Commis-
sion (FTC)—the one government agency that has
nationwide regulatory power in this field. The FTC
recognizes two types of business relationships that
qualify for regulation as franchises:

e The Package Franchise. The franchisor li-
censes you to do business under a business
format it has established. The business is
closely identified with the franchisor’s trade-
mark or trade name. Examples include car
washes, fast food outlets, motels, transmission
centers, tax preparation services, and quick
copy shops.

e The Product Franchise. You distribute goods
produced by the franchisor or under the
franchisor’s control or direction. The business
or goods bear the franchisor’s trademark or
trade name. Examples include gasoline sta-
tions and car dealerships.

This chapter deals primarily with package fran-
chises, which are more common.

The FTC definition is broad. It covers all of the
businesses that you and I would ordinarily think of
as franchises. Generally, the FTC (and many state
agencies that regulate franchises) will classify your
business relationship as a franchise if three condi-
tions exist:


http://www.nolo.com/product.cfm/ObjectID/33304970-4C3C-4B83-AA93A235C332790C/111/
http://www.nolo.com/product.cfm/ObjectID/33304970-4C3C-4B83-AA93A235C332790C/111/
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e You have the right to distribute goods or ser-
vices that bear the franchisor’s trademark, ser-
vice mark, trade name, or logo.

e The franchisor significantly assists you in op-
erating your business or significantly controls
what you do. For example, your franchisor

Munchin Donuts, and each month she must pay
Munchin 8% of her gross sales, plus a hefty fee

for participation in Munchin’s co-op advertising
program. She must keep the shop open from 7

a.m. to 9 p.m., six days a week, as required by

the Munchin Donuts operating manual.

might assist in site selection, train you and
your employees, or furnish you with a de-
tailed instructional manual. A franchisor might

B. The Downsides of Franchise
Ownership

exercise control by telling you where your

business must be located and how your shop
must be designed, or by dictating your hours,
accounting and personnel practices, and ad- During your negotiations to buy a franchise, while
vertising program. everyone is still smiling, the franchisor is likely to
e You pay a fee to the franchisor of more than assure you that you won'’t be in business all by
$500 for the first six months of operations. (In yourself, but will be part of a team selling a recog-
the real world, you're going to be paying a nized product or service. Franchisors typically also

franchisor much more—probably anywhere tout three other supposed benefits:

from $10,000 or $20,000 to $1 million.)
All of this can add up to a complex and expen-

sive relationship between you and the franchisor.

Lila loves the idea of selling dough-
nuts, and buys a franchise from Munchin Do-
nuts International. She pays Munchin Donuts
$50,000 as a franchise fee plus an additional
$5,000 for training for herself and an assistant.
Lila and her assistant must travel to the
Munchin Donuts headquarters in another state
for the training. Munchin Donuts helps her find
a suitable location for a doughnut shop, then
prescribes the store layout and décor. Lila
makes the necessary improvements, but can’t
use her favorite contractor—she must use one
on Munchin Donuts’ approved list. She buys the
doughnut-making equipment and shop furnish-
ings directly from Munchin Donuts, as required
by her franchise contract. Munchin Donuts pro-
vides Lila with a 500-page operating manual
called Making Donuts the Munchin Way. Lila is
also given the right to use the Munchin Donuts
logo in her signage and advertising. Lila must
buy all of the doughnut mixes directly from

e A proven plan for running the business. The
franchisor will furnish an operations manual
that can serve as a roadmap to get you
started.

e Help from the franchisor if you run into prob-
lems. The franchisor promises to make people
available who are experienced in real estate,
personnel policies, accounting, and day-to-
day operations.

e A national or regional marketing program to
attract customers. The franchisor promises to
advertise in print and on radio and TV so that
the brand will become famous and customers
will flock to your door.

)
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Even if the franchisor makes good on all of these
commitments—and many won’t—the price you’ll
pay to get these benefits may be backbreakingly
high. Do you really need to pay a company month
after month, year after year, in order to master the
fundamentals of making pizza or cleaning houses?
As for business help from the franchisor, can’t you
simply hire advisors on an as-needed basis to help
you with real estate, marketing, or accounting is-
sues? (As a matter of fact, you can probably learn
the basic management skills you’ll need by taking a
course or two at a nearby community college.) And
will the franchisor really invest enough money to
build the kind of brand recognition that translates
into huge profits for you? It’s highly unlikely.

It's true that some small business people have
signed on for a franchise and found prosperity and
happiness, but many more have lost their shirts and
feel bitter about their franchise experiences. So be-
fore you're seduced by the glitter of the franchisor’s
glib promises, take a hard look at the downsides of
investing in a franchise.

It takes money to make money. Some

Sfranchises may bave a high profit potential—
but the better ones tend to be well beyond the reach
of the small operator. As Ralph Warner convincingly
explains in How to Run a Thriving Business: Strate-
gies for Success & Satisfaction (Nolo), national hotel
and motel groups may offer fine franchise opportu-
nities, since they provide a real service through their
800 phone numbers and reservation booking ser-
vices. Ditto for auto rental franchises since they, too,
offer something of value. And franchises with fa-
mous and respected brands such as McDonald’s and
Pizza Hut may be worth the high cost. But these
blue-chip opportunities are expensive to buy into. If
you're an ordinary entrepreneur with possibly
$50,000 or $75,000 to invest, you'll probably be
looking at lesser-known franchises for which the
prospects are not nearly so bright.

Let’s look at some reasons why franchises are usu-
ally a worse option than starting your own business
or buying an existing one.

1. The Franchisor Gets a Huge
Chunk of the Pie

The franchisor will almost certainly insist on getting
a thick slice of your financial action—often the
lion’s share. Franchisors have figured out many
ways to make money on your business, including:

e Franchise fees. You must always pay up front
for the right to be a franchisee. These buy-in
fees can verge on the astronomical, especially
for a successful, nationally established fran-
chise.

e Royalties. Commonly, the franchisor gets a
percentage of the income your franchise
earns. Income usually means gross sales, not
profits. If your franchise takes in $200,000
from gross sales and your contract calls for a
10% royalty, the franchisor will be entitled to
receive $20,000 whether or not your business
earns a profit. Other operating expenses can
easily eat up the remaining $180,000 of gross
income, leaving nothing—or even less.

o Markups on equipment, goods, and supplies.
The franchisor may add dollars to the cost of
equipment, goods, and supplies that the
franchisor furnishes. Many franchise agree-
ments require you to buy certain items from
the franchisor rather than from outside suppli-
ers; others let you buy through outside
sources if the items meet the franchisor’s
specifications. If, for example, you're required
to purchase cooking equipment from the
franchisor, you may pay a bundle more than
you’d pay a restaurant supply store.

e Training fees. Often you must pay the
franchisor to train you and your employees—
whether or not you need the training.

e Co-op ad fees. These fees cover advertising for
the entire group of franchises or a regional
group. For example, you may have to contrib-
ute to a fund for national advertising or for
advertising for all the franchisees in your met-
ropolitan area—whether or not any of your
customers are likely to see the ads.


http://www.nolo.com/product.cfm/ObjectID/33304970-4C3C-4B83-AA93A235C332790C/111/
http://www.nolo.com/product.cfm/ObjectID/33304970-4C3C-4B83-AA93A235C332790C/111/
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e [Interest on financing. You may have to pay
for deferring payment of a portion of the
franchise fee, the cost of improving your busi-
ness premises, or buying equipment.

e [eases. Your franchisor may charge you rent
on real estate or equipment. Typically, the
franchisor does not lease real estate or equip-
ment to you at the franchisor’s cost but adds
on a profit factor. But because relatively few
franchisors own the premises where their
franchisees do business, real estate lease
charges are relatively uncommon.

If it appears that I'm painting a grim picture, I
am. After you've made all the required payments to
the franchisor, there may be very little left for you.

LAW IN THE REAL WORLD

Going It Alone

Phil, a real estate broker, wanted to open his
own shop. He first considered going it alone,
but then decided he might do better by pur-
chasing a franchise from one of the national
organizations. He contacted several and was
amazed to find that he couldn’t buy a one-of-
fice franchise directly from them. Instead he
was told that in his region a “master” franchise
had already been sold and that he would have
to contact this company to purchase a sub-
franchise.

When he did, he learned that his region had
been divided into hundreds of subregions or
territories, each of which was for sale through
a local real estate office. All training, quality
control, and recruiting was done by the master
franchise holder, not the national organization.

Eventually, Phil decided not to purchase
any of the local franchises he was offered, con-
cluding that the territories had been divided
too narrowly. In the meantime, he has opened
his own office and is doing fairly well. He
might still affiliate with a franchise organiza-
tion, but only if he can find one that sells
good-sized territories at a reasonable price.

2. The Franchisor Can Tell You
What to Do

If you're like many entrepreneurs, part of the attrac-
tion of owning a business is that you're free to
make your own business decisions, test new ideas,
and change and improve the products and services
you offer. Unfortunately, when you’re a franchisee,
you give up a great deal of that freedom. The
franchisor typically prescribes a formula for running
the business and, for the most part, you're locked
into using it. Don’t be surprised if you soon become
frustrated and bored.

But the consequences of signing on as a franchi-
see can go much farther than just stifled creativity.
There’s a real chance that your bottom line will be
affected. Small businesses normally enjoy a huge
advantage over multistate giants: they’re nimble
enough to respond quickly to local conditions.

By contrast, large organizations can’t react nearly
as fast, meaning that opportunities for adding prof-
its—or avoiding losses—can be missed. For ex-
ample, if you own a pizza franchise and notice that
everyone in town is going crazy for fresh shiitake
mushrooms, you could wait years before your
franchisor lets you put any mushroom atop your
pizza that isn’t straight from a can. You're just a cog
in a huge machine.

3. The Franchise Contract Will
Favor the Franchisor

When you buy a franchise, you’ll need to sign a
contract with the franchisor. Contracts aren’t bad in
and of themselves—they’re useful tools for spelling
out all the terms and conditions of the relationship.
However, the contract that you’ll be handed will
have been drafted by a team of skilled lawyers
hired by the franchisor and will most likely contain
dozens of clauses aimed at giving the franchisor ev-
ery conceivable advantage. And you’ll probably be
told to “take it or leave it,” with no opportunity to
negotiate any of the contract terms.
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To give you an idea of how one-sided these
contracts can be, here are some clauses you're
likely to find in the typical franchise contract.

e Competition. The franchisor will usually pro-
tect its freedom to grant additional franchises
without restriction. This means that if your
operation is successful, the franchisor may
decide to sell a franchise to someone else
right down the street, cutting into your mar-
ket share. By contrast, you’ll be required to
agree that after the franchise relationship
ends, you won't compete with the
franchisor—either directly or indirectly. This
stops you from working or investing in a
similar business. While it's reasonable for the
franchisor to want to protect its trademarks
and trade secrets, the franchisor already has
plenty of legal protection in this area. The
franchisor has no solid justification for inter-
fering with your ability to earn a living doing
similar work after you’ve stopped being a
franchisee—but it has superior bargaining
power. It can usually force even unreason-
able restrictions on you as part of the price of
buying the franchise.

e Selling Your Franchise. When you own your
own business, you're free to sell it to whom-
ever you wish. Not so with a franchise. Typi-
cally, you can't sell your franchise unless the
franchisor approves of the buyer. This means
that if you want to retire or move to another
state or shift to a different line of work,
you're at the mercy of the franchisor. If the
franchisor is picky, you may be left with
few—if any—prospective buyers, and you
may have to settle for a fraction of what the
business is worth. Worse yet, the buyer will
have to sign a new franchise contract, which
may call for even higher royalty charges than
you've been paying, making it all the more
difficult to sell the business.

e Disputes. The contract may require you to
resolve any disputes with the franchisor in the
courts of the franchisor’s home state. If you
do business in Oregon and the franchisor’s
headquarters are in New Jersey, that’s a long
and expensive trip.

e Goods and Services. The contract may force
you to buy all your goods and services from
the franchisor. If you have to buy your
milkshake mix from the franchisor, and your
marketing services as well, you’ll probably
end up paying much more than if you were
free to buy from vendors of your choice.

For more on franchise agreements, see Section E.

4. The Government Won't
Protect You

Franchisors become very adept at selling fran-
chises—but aren’t known for following through on
what they promise in the sales presentations. Some
franchisors are notorious for misrepresenting key
facts about their organization. Many deftly inflate
your expectations of the profits you'll bring in. And
some are fly-by-night outfits operating entirely by
smoke and mirrors.

Don’t assume you can go running to the govern-
ment for help if the franchisor’s promises turn out
to be puffery. Neither the state nor the federal gov-
ernment is going to thoroughly investigate the accu-
racy of information in the offering circular or bail
you out if things go wrong. True, you may get lim-
ited help from a government agency to close down
or even prosecute an operator whose actions consti-
tute outright fraud. But even in the case of blatant
dishonesty by the franchisor, you’ll be pretty much
on your own in trying to get back your money.

The time to be cautious is at the beginning,
while you listen to the sales banter from the fran-
chisor. Remember that you're almost surely not re-
ceiving a balanced, objective point of view. No mat-
ter what they say about peace, brotherhood, and all
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prospering together, most franchisors look at their
job as simply to sell as many franchises as possible,
as fast as possible, at the highest price possible.

Some Sobering Statistics

Benefits touted by the franchise industry may
be overblown. Timothy Bates, an economics
professor at Wayne State University, studied
the numbers for a four-year period. Here’s his
comparison of what happened to those who
started an independent business from scratch
versus those who started a franchised business:

Started an Started a

Independent  Franchised

Business Business
Maintained Ownership 62% 54%
Shut Down 32% 38%
Gave up Ownership 6% 8%

Professor Bates also found that after four
years, people who bought an independent on-
going business were doing better than those
who bought an ongoing franchise business. He
cites these figures:

Bought Into  Bought
an Independent  Into an
Business Ongoing
Franchise
Business
Maintained Ownership 68% 52%
Shut Down 18% 32%
Gave up Ownership ~ 16% 15%

Professor Bates concluded that whether
someone starts a new business or buys one
that’s already in existence, the risk of having to
shut down is greater if the owner takes the
franchise route.

Source: Inc. Magazine, July 1995

C. Investigating a Franchise

If you’ve done your research and have identified a
few businesses in which you believe you could be
successful as a franchisee, investigate the franchi-
sors. A good track record counts. Find out how
many franchises each franchisor has in actual op-
eration—information that's readily available in
the offering circular. (See Section D20.)

Next, carefully evaluate whether the specific
franchise operation you're thinking about makes
economic sense. Is there really a demand out there
for the product or service that you'll be selling? Can
you make a decent profit given how much you can
charge and your cost of doing business?

Don't forget to count all those franchise fees. The
franchisor may give you actual or hypothetical pro-
jections of how much money a typical franchisee can
earn. Distrust these. Chances are they’re full of hype.
Ask for financial details about individual franchise
operations that are geographically and demographi-
cally similar to the one that you're considering.

Most important, speak to a number of other fran-
chisees. The names and addresses of those in your
state will be listed in the offering circular. (Again,
see Section D20.)

The more you know about the franchisor, the
better. Visit the home office, even if it’s in another
city or state. Get to know the people you’'ll be deal-
ing with if you buy. What's the background of the
owners, officers, and management staff of the
franchisor? Do they have the experience and com-
petence to give you the promised technical support?

Be especially suspicious of franchises that prom-
ise big profits for little work and offer a money-
back guarantee. Rarely do you get something for
nothing in this world and almost never do you get
your money back when business deals go awry.

Learn how much help you can expect from the
franchisor in:

e selecting a site

e negotiating a lease

e writing and placing help wanted ads for em-
ployees
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e interviewing prospective employees
e getting the necessary business licenses, and
e ordering equipment.

Make sure all key promises are in writing. Oral
statements don’t count: Often they’re not legally en-
forceable, but even where they are, proving in court
what someone said years before may be impossible.
One good way to get things in writing is to take
notes when you talk to the franchisor. Then write
up your notes, review them with the franchisor, and
ask for the signature of someone in authority.

With a larger franchisor, many of your contacts
will be with a district or regional manager. Meet
these people and find out what they’re like.

Ask about whether any franchise operations
have closed. Obviously, this is a sensitive topic for a
franchisor. Ideally, the franchisor will be honest in
discussing failures with you, but you can’t count on
this. If the franchisor seems to be stonewalling, try
to get the names of franchisees whose operations
failed from existing franchisees and talk to them di-
rectly.

Investigate the area where your franchise will be
located. Talk to people who work or live nearby to
learn more about the behavior and tastes of poten-
tial customers. What do other business owners have
to say about your customer base? How do they
think your franchise will fit into the community?

D. The Uniform Franchise
Offering Circular

The Federal Trade Commission requires franchisors
to give prospective franchisees an offering circular
containing details about the franchise. In addition,
the franchisor must give you a copy of the pro-
posed franchise agreement and related documents.
But FTC rules don’t dictate the terms of the deal
you and the franchisor agree to. As long as there’s
full disclosure, the deal can be very one-sided in
favor of the franchisor and still be legal.

The FTC does list the items that a franchisor
must include in an offering circular and provides a

format for the franchisor to follow. Most states that
regulate franchise sales prefer a slightly different
format called the “Uniform Franchise Offering Circu-
lar.” Since the FTC says it’s okay for a franchisor to
use that format, practically every national franchisor
does.

Although the FTC requires the disclosure, it
doesn’t verify or vouch for the information the
franchisor discloses. It's up to you to check out any-
thing you don’t understand or that sounds too good
to be true.

Under FTC rules, if you're a prospective franchi-
see, the franchisor must give you the offering circu-
lar at the earliest of either:

e your first in-person (face-to-face) meeting
with the franchisor, or

e ten working days (not counting Saturdays and
Sundays) before you sign a contract or pay
money to the franchisor.

If a franchisor violates these or other FTC rules,
it may face heavy civil penalties. Also, the FTC may
sue the franchisor, on your behalf, for damages or
other relief, including cancellation of a franchise
contract and refunds.

State laws often provide other avenues of relief
for violation of disclosure and other requirements.
For example, in some states, you may have the right
to sue a franchisor who fails to make disclosures
properly. In other words, you won’t have to rely on
the state to make your case for you.

Knowing that these legal avenues are open to
you may give you some peace of mind—but don’t
relax your guard too much. If the franchisor be-
comes insolvent or goes into bankruptcy, chances
are you’ll recover only a minuscule part of your
loss, or maybe nothing at all.

Here are the 23 items included in the Uniform
Franchise Offering Circular and brief comments
about how to think about each:
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1. The Franchisor, lts Predecessors
and Affiliates

Here you’ll learn the name of the franchisor and its
predecessors and affiliates, as well as the name un-
der which the franchisor does business. You’ll also

find out if the franchisor is a corporation, a partner-
ship, or some other type of business.

The franchisor then describes its businesses and
the franchises being offered, and lists the business
experience of the franchisor and its predecessors
and affiliates. You can find out how long the
franchisor has operated the type of business you'd
be franchising. You can also learn whether the
franchisor has offered franchises in other lines of
business and the number of franchises sold.

Finally, the franchisor must describe any regula-
tions that are specific to the industry in which the
franchisee operates.

2, Business Experience

The franchisor must list its principal officers. For
each officer, his or her job for the past five years
must be disclosed.

3. Litigation

This is where you learn the legal history of the
franchisor. If the franchisor or its associated people
have a history of legal problems, watch out. If the
franchisor follows the FTC rule, you’ll discover, for
example, whether or not there are administrative,
criminal, or civil cases alleging:

e violation of any franchise, antitrust, or securi-

ties law

e fraud

e unfair or deceptive trade practices, or

e comparable misconduct.

If any such actions are pending, the offering cir-
cular must provide full information.

Furthermore, the franchisor must disclose whether,
in the past ten years, the franchisor or its people have
been convicted of a felony, pleaded no contest to a
felony charge, or have been held liable in a civil ac-
tion involving any of the offenses listed above.

And there’s more: If the franchisor or associated
person is subject to an injunction (court order) re-
lating to a franchise or involving any laws on secu-
rities, antitrust, trade regulation, or trade practice,
the franchisor must disclose this information. This
can provide an early warning of potential problems.

Don’t rely on the franchisor’s explanations of
lawsuits involving the company. You can look at
the court files, which are open to the public and
will name all of the participants on both sides. Call
the people on the other side and get their version
of events.

4. Bankruptcy

The franchisor must state whether the franchisor or
its officers have gone through bankruptcy or been
reorganized due to insolvency during the past ten
years. The information required is far-reaching. The
franchisor must disclose if any officer or general
partner was a principal officer of any company or a
general partner of any partnership that went bank-
rupt or was reorganized due to insolvency within
one year after the officer or general partner was as-
sociated with the company or partnership.

5. Initial Franchise Fee

Read this section carefully to learn how much you’ll
be charged before you open for business and
whether you’ll have to pay it in a lump sum or in-
stallments. The franchisor must also explain under
what conditions your money will be refunded.

If the franchisor doesn’t charge identical initial
fees to each franchisee, the franchisor must tell how
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fees are determined, or state the range of fees
charged in the past year.

6. Other Fees

Here’s where you get detail about any required
fees. Using a simple chart, the franchisor must tell
you the formula used to compute fees and the con-
ditions for refunds.

When any fees are set by the vote of a coopera-
tive organization of franchisees—for advertising, for
example—the franchisor must disclose the voting
power of franchisor-owned outlets. If franchisor
outlets have controlling voting power, the
franchisor must disclose a range for the fees.

7. Initial Investment

These are estimates (or a high-low range) of ex-
penses you'll be responsible for. You'll be told who
the payments must be made to, when the payments
are due, and the conditions for refunds. If part of
your initial investment may be financed, you’ll learn
the details, including interest rates.
Listed expenses include those for:
e real estate, whether it’s bought or leased
e equipment, fixtures, other fixed assets, con-
struction, remodeling, leasehold improve-
ments, and decorating costs
e inventory required to begin operation
e security deposits, utility deposits, business li-
censes, other prepaid expenses, and working
capital required to begin operation, and
e any other payments you must make to start
operations.

Don’t invest everything in a franchise.

These fees can add up to far more than you
[first expected and dangerously stretch your budget.
Never put every last cent into a franchise. Even with
an honest franchisor, there’s a good chance you
won’t make any money the first year. Keep enough

money in reserve to live on during the startup phase.
And always be wary about pledging your house for a
loan needed to buy a franchise. It’s one thing to risk
your savings; it’s quite another to risk the roof over
your family’s head.

8. Restrictions on Sources of
Products and Services

Here, the franchisor states whether you’re required
to purchase or lease from the franchisor—or from
companies designated by the franchisor—any of the
following: goods, services, supplies, fixtures, equip-
ment, inventory, computer hardware and software,
or real estate.

The franchisor also must say if and how it may
earn income from these required purchases or
leases. As mentioned in Section B, many franchisors
mark up the products they require their franchisees
to buy from them.

9. Franchisee’s Obligations

In a simple table, the franchisor lists each of your
obligations and tells you where each is spelled out
in the franchise agreement and offering circular.

10. Financing

Look for the terms and conditions of any financing
arrangements offered to help franchisees afford the
purchase. Also review the statement of your liability
if you can’t make the payments.

As you review these, bear in mind that after
signing onto a promissory note or financing contract
requiring you to make payments to the franchisor,
you may find that some other company has ac-
quired the right to collect the debt from you. This
can happen if the franchisor sells or assigns (trans-
fers) the promissory note or financing contract to
the other company.
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In the offering circular, the franchisor needs to
state whether or not it plans to handle the financing
arrangement this way. It may seem like a minor de-
tail, but it can affect you down the road. Here’s
why: If you're dealing directly with the franchisor in
making your payments, you may be able to with-
hold payment if the franchisor isn’t meeting its obli-
gations to you. By contrast, if the note or financing
contract has been transferred to somebody else,
you’ll probably be obligated to pay regardless of
how poorly the franchisor is performing.

Beware of finance charges. Paying finance

charges and interest on notes held by the
[franchisor is a real financial burden. If you can’t
afford to pay all of the franchise fees up front,
maybe you shouldn’t buy the franchise. Think long
and bard before you pledge your house as security
Jfor these obligations—and before you ask your
spouse or a relative to be a cosigner or guarantor of
the debt.

11. Franchisor’s Obligations

What are the franchisor’s obligations to you before
you open your franchise business? For example,
will the franchisor select a location for your busi-
ness? Will the franchisor help you:
e negotiate the purchase or lease of the site?
e make sure the building you’ll occupy con-
forms to local codes?
e obtain required building permits?
e construct, remodel, or decorate the premises?
e purchase or lease equipment, signs, and sup-
plies?
e hire and train employees?

And what kind of assistance will the franchisor
give you once your business is operating?

Look for detailed answers to these questions as
well as a description of the training program the
franchisor will provide, including: the location,
length, and content of the training program; when
the training program will be conducted; experience

that instructors have had with the franchisor; any
charges for the training; the extent to which you’ll
be responsible for travel and living expenses of
people enrolled in the training program; and
whether any additional training programs or re-
fresher courses are available or required.

12. Territory

Here the franchisor describes whether or not you
have any territorial protection. Check to see
whether the franchisor has established another fran-
chisee or company-owned outlet in your territory,
or has the right to do so in the future. Obviously,
your business will be in trouble if the franchisor de-
fines your exclusive territory very narrowly and
then floods the market with outlets offering similar
products or services.

Even if you have exclusive rights within a terri-
tory, you may not be safe from direct competition.
Some franchisors require you to achieve a certain
sales volume or market penetration to keep those
exclusive rights. Make sure you understand under
what conditions your area or territory can be al-
tered.

13. Trademarks

Most likely your franchise will require you to use
the franchisor’s trademarks, service marks, trade
names, logos, or other commercial symbols. Fine. In
many ways, these represent much of the value of a
franchise. In fact, you’ll want to research whether
the franchisor itself has an ongoing right to use
these marks and symbols.

For starters, the franchisor must tell you in the
offering circular whether or not the franchisor’s
trademarks and symbols are registered with the U.S.
Patent and Trademark Office. The franchisor must
also describe any agreements, administrative pro-
ceedings, or court cases that may affect your right
to use these trademarks and symbols.
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Franchisors should stand behind their trade
names and trademarks. Even if a trademark is prop-
erly registered, it can still be challenged in court by
a company that used it before the franchisor used it
or registered it. Make sure that your franchisor is
obligated in writing to defend any challenges
against its names and trademarks and to indemnify
you against any damage awards for using them. The
franchisor should also agree to reimburse you for
out-of-pocket expenses if you have to replace signs
and print new supplies because of an adverse court
ruling regarding names or trademarks.

14. Patents, Copyrights, and
Proprietary Information

The franchisor must give full details about any pat-
ents or copyrights that relate to the franchise and the
terms and conditions under which you can use them.
Let’s say, for example, that a tire store franchisor has
published an excellent copyrighted booklet telling
consumers how to choose the right tires for their
cars. The franchisor needs to disclose whether there
have been any administrative or other claims filed
that might affect the continued use of the booklet.
And the franchisor needs to state whether it can re-
quire its franchisees to discontinue use of the booklet
in running their franchisees.

Also, the franchisor must state if it claims propri-
etary rights in confidential information or trade secrets.

15. Obligation to Participate in the
Actual Operation of the
Franchise Business

Some franchisors permit someone to own a fran-
chise without actively participating in the operation
of the business. Other franchisors want the owner
to be fully involved. The franchisor must state
whether or not it will obligate you to participate

personally in operating the franchise business. It
must also state whether or not it recommends that
you participate.

If the franchisor doesn’t require you, as a fran-
chise owner, to personally be present and run the
business, it may require that you employ an on-site
manager who has successfully completed the
franchisor’s training program.

16. Restrictions on What the
Franchisee May Sell

If you're going to be restricted in the goods or ser-
vices you can offer or the customers you can sell to,
this must be spelled out in the offering circular.
Find out if you’ll be required to carry the full range
of the franchisor’s products. For example, with a
food franchise, do you have to offer the full menu?
Can you add items to the menu?

Also, check whether the franchisor has the right
to change the types of goods and services you're
authorized to sell.

17. Renewal, Termination,
Transfer, and Dispute
Resolution

You're entitled to know the conditions under which
you may renew, extend, or terminate your franchise
and also the conditions under which the franchisor
may refuse to deal with you. (See Section E8 for
more on termination.)

Look, too, for information on whether disputes
must be submitted to mediation or arbitration in
place of going to court.

Mediation or arbitration is usually a plus.

Fighting a franchisor in court can be probibi-
tively expensive for a franchisee. The franchisor usu-
ally has very deep pockets and can better afford to
Sinance—or even drag out—the litigation. If a legal
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dispute can’t be settled through negotiation, it’s al-
most always better for you to submit the matter to
mediation or arbitration rather than go to court.
Mediation and arbitration proceedings are much
less expensive than lawsuits—and speedier to boot.
There’s a trade-off, however: In a lawsuit you can
compel the franchisor to show you key documents
and to answer questions under oath (in what’s
called a pretrial deposition). Mediation and arbitra-
tion offer only very limited opportunities for this type
of information gathering. For more on resolving le-
gal disputes, see Chapter 22.

18. Public Figures

Some franchisors use celebrities to promote franchise
operations. The franchisor must disclose any com-
pensation or other benefit given or promised to any
public figures for using their names or endorsements.
You also need to be told the extent to which celebri-
ties are involved in the actual management or control
of the franchisor and how much—if anything—they
have invested in the franchise operation.

19. Earnings Claims

The franchisor has a choice. It can disclose the ac-
tual or potential sales, profits, or earnings of its
franchisees. Or it can say nothing on the subject—
which is what most franchisors choose to do. If the
franchisor does make any earnings claims, the offer-
ing circular must describe the factual basis and ma-
terial assumptions that underlie these claims.

For earnings claims to make sense, you need to
know the franchise locations that the numbers are
based on and the number of years that they have
been in operation. Actual figures are, of course,
more helpful than hypothetical projections. Before
you buy a franchise, have your accountant go over
the numbers with a fine-tooth comb. Also check
with a number of existing franchisees to see how
they’re doing.

20. List of Outlets

The information in this part of the circular can be a
gold mine if you take advantage of it. The franchi-
sor must list the total number of franchise locations
and state how many of them were in operation
when the offering circular was prepared, as well as
how many are covered by franchise agreements but
are not yet in operation. The franchisor must also
list the names, addresses, and telephone numbers of
all its franchises in your state.

A company with a hundred franchises up and
running has had a chance to test its business for-
mula and has experience in helping franchisees get
started. A company with only eight or ten units in
operation is relatively young and still has a lot to
learn. But be leery of a franchise that’s merely on
the drawing board and isn’t yet in actual operation.
It may never open and, even if it does, may not
prosper. Obviously, a franchise that’s not yet open
can’t give you hard information about sales or prof-
itability.

The franchisor must also tell you how many
franchises it has canceled or terminated in the last
three years; how many it has not renewed; and how
many the franchisor has reacquired.

Contact franchisees in your state or in nearby
states. Ask questions: “How’s it working out? Was it
a good deal? Would you do it again? Are you mak-
ing a profit? How much?” Franchisees sometimes
feel locked in and are reluctant to admit that they
made a mistake in buying a franchise, but they
might level with you if you ask, “Would you feel
comfortable recommending that I put my life sav-
ings into this deal?”

Ask franchisees whether they get help and sup-
port from the home office and how often they see
someone from headquarters. Spend a day or two at
a few franchises. Picture yourself in that setting.
How does the system seem to be working? If there’s
a franchisee organization, see if you can attend
meetings and get old newsletters. Don’t rely on
what one or two franchisees tell you—they could
have unrevealed ties to the franchisor or be unreal-
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istically positive because they’re trying to unload
their own franchise or will be paid a commission if
they help reel you in.

21. Financial Statements

The franchisor must file audited financial statements
showing the condition of the company. Unless you
have experience in interpreting financial statements,
get an accountant with experience with franchises
to interpret the figures and help you develop tough
questions. You want a franchisor to be financially
strong enough to follow through on training com-
mitments, trademark protection, and support ser-
vices. If a franchisor is financially weak—many
are—and folds overnight, your franchise may not be
worth much.

To find an accountant with the right experience,
seek recommendations from owners of successful
local franchises who have been in business for a
while.

22. Contracts

The franchisor must attach to the offering circular a
copy of all agreements that you’ll sign if you pur-
chase the franchise. This includes lease agreements,
option agreements, and purchase agreements. Read
them carefully and don’t sign until you understand
everything.

23. Receipt

The last page of the offering circular is a detachable
receipt, which you sign as evidence that you re-
ceived the offering circular.

E. The Franchise Agreement

If you buy a franchise, you and the franchisor will
sign a long document called a franchise agreement.
There probably will be other documents to sign at
the same time, but the franchise agreement is far
and away the most important. Whether or not any
terms of the agreement are negotiable depends on
whether the franchisor is new or long established
and on prevailing market conditions. A new
franchisor eager to penetrate the market may be
more flexible and willing to make concessions than
an established franchisor whose franchises are in
high demand.

Again, if the franchisor has made any promises
to you, make sure that they’re in the franchise
agreement. Otherwise, chances are you won'’t be
able to enforce them.
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LAW IN THE REAL WORLD

Talk to Someone Who’s Been There

Joan, a legal secretary, inherited $200,000. To
achieve her goal of financial independence,
she decided to start a business. Drawing on the
experience of her cousin Max, who had done
very well running several franchised taco
stores, Joan decided to look at franchise op-
portunities.

Because she couldn’t afford a major fran-
chise, she narrowed her search to small outfits.
One, a Belgian walffle shop, particularly in-
trigued her. When she expressed interest and
her solvency was documented, she was
quickly:

e flown to corporate headquarters

e assigned to two enthusiastic “vice presi-
dents”

e shown an exciting video featuring a waffle
shop overflowing with happy customers

e taken on a tour of a “typical” waffle fran-
chise outlet, and

e told there were only a few franchises left
and she had to decide quickly.

It almost worked. But at literally the last
minute before signing she decided she had
better call her cousin Max. He yelled “stop” so
loudly that she told the franchise she wanted a
few days to investigate, even if it meant losing
out on the deal.

The investigation showed that the franchise
was almost broke, three lawsuits from disap-
pointed franchisees were pending, and the
supposedly successful franchise was owned by
the parent company and looked successful be-
cause prices were kept artificially low to bring
in customers. And, oh yes, the “vice presi-
dents” who dealt with Joan were really sales
reps working on commission.

Let’s look at a few sensitive areas of a franchise
deal that you must be aware of before you plunk
down your money and sign an agreement.

1. Franchise Fee

The extent of your personal liability for the fran-
chise fee and other franchise obligations is a crucial
consideration for you in making this deal.

Does the franchise agreement allow you to avoid
personal liability for franchise-related debts by
forming a corporation to serve as the franchisee? Or
does the franchisor require you (and perhaps your
spouse as well) to be personally responsible for all
franchise obligations?

At the risk of being repetitive, I strongly recom-
mend against pledging your house or other assets
as security for payment of the franchise fee. (See
Section D5 for how the franchise fee is dealt with in
the offering circular.)

2. Advertising Fees

If the franchise agreement requires you to pay an
advertising fee to the franchisor, make sure that part
of that fee is earmarked for local advertising over
which you’ll have some control. Perhaps the fran-
chisor will agree to match any money you spend on
local advertising. This is especially important if your
franchise will be in an area where there are only a
few other franchise locations. Otherwise the
franchisor may spend all the advertising money
1,000 miles away where there are more franchi-
sees—and you’ll essentially be paying to support
someone else’s business.

Be alert for arrangements that allow the franchisor
to reap profits from the advertising fees it charges
you. In one case, a federal court said it was legal for
Meineke Mufflers to set up its own in-house ad
agency and hire it to handle franchise system adver-
tising—a scheme that profited Meineke to the tune of
millions of dollars in fees. (Broussard v. Meineke Dis-
count Muffler Shops, 155 F.3d 331 (4th Cir. 1998).)
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3. Royalty Fees

Typically, the royalty fees you pay the franchisor
are a percentage of your gross sales. (See Section
B.) They may, however, be a flat weekly or
monthly charge. Be cautious about a franchisor who
charges a small initial franchise fee but then charges
you a high percentage of monthly sales.

Compare two fast food operations.
Franchisor A charges an initial fee of $5,000 and
monthly royalties of 8% (in addition to advertis-
ing fees). Franchisor B charges a franchise fee
of $20,000 and monthly royalties of 5% (not in-
cluding advertising). Let’s say that each fran-
chise has annual sales of $500,000. In the first
year, each franchisee will pay $45,000 to the
franchisor. But look at succeeding years. Fran-
chisee A will pay $40,000 each year to its
franchisor, while Franchisee B pays only
$25,000.

m Franchise royalties are costly. Remember
that many franchises simply are bad business
deals. In a world where it’s very hard for any small
business to make a 10% profit, giving a huge chunk
of money to the franchisor as a royalty rarely makes
sense.

4, Hidden Costs

Read the franchise agreement carefully to uncover
any hidden costs—many of which are mentioned
earlier in this chapter. (See Section B1.) It’s to your
advantage if the income received by the franchisor is
primarily based on royalties. That way, the franchisor
has a direct interest in making your business profit-
able. The franchisor’s incentive to promote your
profitability is somewhat reduced if the franchisor
begins to see itself as primarily your landlord or sup-
plier rather than as a business partner.

If you must buy equipment, supplies, or inven-
tory from the franchisor, make sure that the prices
you’ll pay are competitive with those charged by
outside sources. You don’t want to sign up with a
franchisor who plans to gouge you on these items—
especially if they’re of iffy quality.

Yes, the franchisor has a legitimate interest in
seeing that all franchisees run standardized opera-
tions, and this can require that certain items such as
food supplies be exactly the same. But this need for
specialization should be balanced against your need
to make a decent profit. Franchisors often allow you
to buy equipment and goods through an approved
supplier, as long as the franchisor’s specifications
are met.

5. Quotas

Some franchise agreements require you to meet
sales quotas. For example, your agreement might
state that if you don’t maintain a certain volume of
business, you’ll no longer have the right to an ex-
clusive territory. In some cases, the franchisor may
also reserve the right to terminate your franchise if
quotas aren’t met.

Watch out for this one. If the quotas aren’t realis-
tic or if it takes you longer than you expected to
master the business, you face the horrible prospect
of losing some or all of your investment.

6. The Franchise Term

Typically, a franchise agreement provides for a term
of five to 15 years. Beware of an agreement that
states that the franchise can be terminated “at will”
by the franchisor upon written notice. See Section E8
for a further discussion of termination provisions.
Also carefully study your renewal rights. Is re-
newal entirely in the hands of the franchisor? If you
do renew, will a renewal fee be charged? Will you
have to sign a new franchise agreement containing
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whatever terms are in effect when you renew? This
could change the whole ball game, because ten
years from now, when you go to renew, a new
franchise agreement could have higher royalties or
advertising fees.

Under some franchise agreements, the franchisor
can require a franchisee to install expensive im-
provements in the business premises—even beyond
the startup installations. If the franchise agreement
doesn’t grant you the automatic right to renew your
franchise on the same terms, seek language limiting
the franchisor’s right to force you to put expensive
improvements into the business beyond the initial
alterations. You want to be sure that if you're forced
to put more money into the premises, you have
enough time to recover that investment.

7. Assignment

Usually, a franchise agreement says that you must
get the written approval of the franchisor before
you transfer or assign your franchise agreement to
someone else. But what happens if you have a seri-
ous health problem that prevents you from running
the franchise? Could you transfer the franchise to a
family member? Or, if you were to die, would your
spouse automatically be able to continue the busi-
ness for you?

And if you die, is there a deadline (such as 90
days or six months) during which the franchise
must be transferred to a new owner to avoid termi-
nation of the franchise by the franchisor? Find out
how long it takes, if someone wants to buy your
franchise, to learn whether the franchisor approves
or disapproves of the sale.

One way of dealing with your possible death as
an owner of a franchise is a clause allowing your
survivors a period of time to elect to keep and op-
erate the business, as long as they meet the franchi-
sor’s training requirements.

Assuming you remain hale and hearty, but want
to be able to get out of the franchise, some franchi-
sors may be willing to give you the right to sell,

subject to the franchisor’s right to match any bona
fide offer (called a right of first refusal). For ex-
ample, if someone comes to you with an offer to
buy your franchise, you would have to give the
franchisor 30 or 60 days to meet the terms of the
purchase.

8. Termination

Study carefully what the franchise agreement says
about the franchisor’s right to terminate the fran-
chise. If the franchisor can terminate your franchise
because you have supposedly defaulted upon or
breached the agreement, you want to be notified in
writing of the franchisor’s intent and given at least
30 days in which to clear the defaults or correct the
breaches. On the other side of the coin, you may
want to have the right to terminate the agreement
yourself if the franchisor is in default.

Commonly, the franchisor has the right to termi-
nate the franchise if you either fail to operate the
business, understate your gross revenues, don’t pay
royalties when due, or participate in a competing
business.

m Termination without good cause. Waich
out for franchise agreements that give the
JSranchisor the right to terminate the franchise
whether it has a good reason or not. Such clauses
are harsh and unfair—so much so that several states
bhave enacted statutes limiting the right of a
Sranchisor to unilaterally terminate a franchisee.
Typically, under such statutes, the franchisor would
have to show “good cause” before terminating you.

9. Competition

It’s critical to know where you stand in terms of
competition with other franchisees. Typically, the
franchisor grants you a protected territory for your
franchise operations. Within your territory, your
franchisor agrees not to grant another franchise or
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to operate its own competing business. If you don’t
have a protected territory, will the franchisor at least
give you first crack at buying any proposed new
location near yours?

A franchise agreement also usually restricts you
from competing in a similar business during the
term of the franchise and for several years after its
termination. Generally, courts enforce these restric-
tive covenants if they’re reasonable as to time and
geographic scope. Franchisors want to make sure
their trade secrets aren’t misused. You, on the other
hand, don’t want to give up your right to earn a liv-
ing in the field that you know best. So take a close
look at the noncompetition language and make sure
that it doesn’t restrict you too severely. Maybe you
can live with a provision that says that you won’t go
into a competing business in the same county as
your franchise for two years after a termination; but
maybe you can't.

F. Resolving Disputes With
Your Franchisor

If you do opt for a franchise, try to keep the lines of
communication with your franchisor open. Talk
about problems as soon as they begin to emerge. If
you wait until a lawsuit is your only option, you’ll
discover how expensive, time-consuming, and often
frustrating or even hopeless litigating with a franchi-
sor can be.

A better option may be for you to band together
with other franchisees to try to work out your mu-
tual grievances with the franchisor. You’'ll gain ne-
gotiating power by presenting your concerns as a
group.

Some franchisees even form a separate fran-
chisee’s organization to negotiate on their behalf. If
such negotiation doesn’t work, look into whether
the FTC—or perhaps the attorney general who en-
forces the franchise laws in your state—will take up
the cudgels for you.

As a final resort, hire a lawyer familiar with fran-
chisee rights to evaluate your prospects of winning
a lawsuit. Be aware that franchise law is a relatively
specialized area; not all business lawyers are experi-
enced in this field. W
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well-designed insurance program can pro-
tect your business from many types of
perils. Consider the following:

A fire destroys all the furniture, fixtures, and

equipment in your restaurant.

e Burglars steal $75,000 worth of computer
equipment you use in your book publishing
business.

e A customer visiting your yogurt store slips on
the just-washed floor and shatters her elbow.

e On the way to an office supply store to pick
up some fax paper, one of your employees
runs a stop sign and injures a child.

e A house painter has a severe allergic reaction
to a solvent that your company manufactures
and distributes.

e One of your employees is hospitalized for
four weeks with a severe back injury she re-
ceived while trying to lift a heavy package.

e The building where you're located is severely
damaged by a windstorm. You're forced to
close your doors for two months while re-
pairs are made. In addition to having to pay
$35,000 for continuing business expenses,
you lose the $25,000 of profits you expected
for that period—a total loss of $60,000.

e A client installs a lawn sprinkling system

based on specifications you recommended as

a landscape architect. Because you hadn’t

checked soil conditions carefully, the system

malfunctions, flooding your client’s basement

and ruining the antique furniture stored there.

Your client sues you for professional negli-
gence.
Maybe none of these will happen to your busi-

ness—but unless you consider yourself permanently

exempt from Murphy’s Law (“If anything can go
wrong it will”), don’t bet on it. Fortunately, insur-
ance is available to cover each of these events and
for many, if not most of them, is reasonably cost-
effective.

Not every small business needs every type of
coverage. In fact, a business that tried to buy insur-
ance to cover all insurable risks probably wouldn'’t

have money left over to do anything else. Deciding
on insurance coverage usually involves some diffi-
cult choices. Here are some general rules to start with:

e Get enough property and liability coverage to
protect yourself from common claims. These
are the most important kinds of insurance for
a small business.

e Buy insurance against serious risks where the
insurance is reasonably priced.

e Keep costs down by selecting high deduct-
ibles.

e Self-insure if insurance is prohibitively expen-
sive or the particular risk is highly unlikely.

e Adopt aggressive policies to reduce the likeli-
hood of insurance claims, particularly in areas
where you're self-insured.

Sections B, C, and D look at the standard types
of insurance available to small businesses and how
you can put together a reasonable insurance program.

A. Working With
an Insurance Agent

Find and work with a knowledgeable insurance
agent—one who takes the time to analyze your
business operations and to come up with a sensible
program for your company.
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Generally, it’s best to work with a single insur-
ance agent for all your business needs so that cov-
erages can be coordinated. But be sure to find out
whether any agent you're speaking to is locked into
one insurance company. If so, it may be wise to
look elsewhere. The agent you choose should be
willing to obtain quotes from several companies so
that you don’t pay more than is necessary.

To find a competent insurance agent or broker,
talk to local business people, particularly those in
your line of work. Other people in the same field
should be able to give you good leads on insurance
agents. Working with an agent who knows your
business is advantageous because that person is al-
ready a fair way along the learning curve when it
comes to helping you select an affordable and ap-
propriate package.

Louisa, who owns a plant nursery,
wants insurance coverage for risks associated
with bugs and toxic substances. She finds an
insurance agent who already works with similar
businesses. The agent knows what insurance is
available for a plant nursery and how to tailor
the coverage to Louisa’s business so that it will
be affordable.

Insurance Terminology

In some parts of the country, the term “insur-
ance agent” refers to a person who represents
a specific company, and “insurance broker”
refers to a person who is free to sell insurance
offered by various companies. Elsewhere, the
term “insurance agent” is used more broadly to
cover both types of representatives—and that’s
how it’s used in this chapter.

Steer clear of an agent who, without learning the
specifics of your business, whips out a package
policy and claims it will solve all your problems.
Yes, the insurance industry has developed some ex-
cellent packages that cover the basic needs of vari-
ous businesses. For example, there are packages
offered for offices, retail sales operations, service
businesses, hotels, industrial and processing compa-
nies, and contractors. One of these may meet your
needs, but neither you nor your insurance agent
will know for sure until the agent asks you a lot of
questions and thoroughly understands your busi-
ness. If the agent is unable or unwilling to tailor
your coverage to your particular business, find
someone else.

Be frank with your agent when discussing your
business. Reveal all areas of unusual risk. If you fail
to disclose all the facts, you may not get the cover-
age you need or, in some circumstances, the insur-
ance company may later take the position that you
misrepresented the nature of your operation and,
for that reason, deny you coverage for exceptional
risks.

Make sure you have a clear understanding of
what your insurance policy covers and what’s ex-
cluded. Does the policy exclude damage from a
leaking sprinkler system? From a boiler explosion?
From an earthquake? If so, and these are risks you
face, find out if they can be covered by paying a
small extra premium.

Also ask how much the agent will help in pro-
cessing claims if you do have a loss. Ideally, the in-
surance company should have a local or regional
office that’s readily accessible to you. That’s nor-
mally a better arrangement and more personal than
dealing with an insurance company that hires an
independent claim service to investigate and deal
with claims.

It's a good idea to talk to several agents before
making a final selection. Ask for written recommen-
dations on comparable coverage and what the cost
will be. There should be no charge for providing
this information, because the agents will be eager to
get your business.



12/4

LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

B. Property Coverage
Is the Company Solvent? perty 9

In recent years, many insurance companies
have become insolvent. If you wind up with a
company that goes broke and you have a loss
covered by a policy, you may receive only a
paltry portion of the coverage that you paid for
or none at all. The best way to minimize this
risk is to work with a company that appears in
good financial shape.

You can check out insurers in these stan-
dard reference works, which rate insurance
companies for financial solvency:

e Best’s Insurance Reports (Property-Casualty
Insurance Section)

e Moody’s Bank and Financial Manual
(Volume 2)

e Duff & Phelps (Insurance Company Claims-
Paying Ability Rating Guide)

o Standard & Poor’s.

Each publication has strengths and weak-
nesses. In my opinion, the best overall sources
on the list are Moody’s and Duff & Phelps.
Some commentators think that Best’s is too le-
nient in its ratings. And Standard & Poor’s is
sometimes incomplete because some compa-
nies prefer not to pay the huge fee it takes for
a listing. Your insurance agent should be able
to give you the latest ratings from these publi-
cations. You can also check the reference de-
partment at a public library.

Also consider the services offered by Weiss
Inc., which is reputed to be tougher (more
conservative) in its ratings. Weiss offers a vari-
ety of low-cost reports on the solvency of an
insurance company. You can call Weiss toll-
free at 800-289-9222 or go to its website at
WWwWWw.weissratings.com.

In considering property coverage, there are four
main issues to think about:

e What business property should you insure?

e What perils will the property be insured
against? In other words, under what condi-
tions will you be entitled to receive payment
from the insurance company?

e What dollar amount of insurance should you
carry? (Obviously, the higher the amount, the
higher the premiums. You don’t want to
waste money on insurance but you do want
to carry enough so that a loss wouldn’t jeop-
ardize your business.)

e Should you buy coverage for replacement
cost or for the present value of the property?

Section B6 outlines property insurance from

a renter’s point of view. Renters may want
to skip abead, then return bere and read the general
information on bow property insurance works.

1. Property Covered

Your insurance policy will contain a section called
Building and Personal Property Coverage Form,
which lists exactly what property is covered. If you
own the building you’re occupying, be sure the
building is covered, including:
e completed additions
e permanently installed fixtures, machinery, and
equipment
e outdoor fixtures (such as pole lights)
e property used to maintain or service the
building (such as fire extinguishing equipment).

The policy may also cover additions under con-
struction as well as materials, equipment, supplies,
and temporary structures on or within 100 feet of
the main building.

Be sure that your business personal property is
also covered. A typical policy covers the following
items located on the business premises:

e furniture and fixtures
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e machinery and equipment

e inventory

e all other personal property used in the busi-
ness (such as technical books and cassette
tapes)

¢ leased personal property, if you’re contractu-
ally obligated to insure it

e personal property of others that’s in your cus-
tody.

m Be sure that everything is covered.

Check carefully to be sure the policy covers all
the types of personal property that you own or expect
to own: furniture, equipment, goods that you sell,
products that you manufacture, and raw materials
used in the manufacturing process.

Typically, various items are excluded, such as
accounting records, currency, deeds, and vehicles
held for sale. If you need coverage on excluded items,
you can usually arrange it, for an additional premium.

2. Perils Covered

More than 90% of the time, property insurance for
small businesses is written in one of three forms:
Basic Form, Broad Form, and Special Form. Special
Form coverage is the most common and affords the
best protection.

Whichever policy you decide on, read it care-
fully before you pay for it—not just when you've
suffered a loss. You may discover that some cover-
age is narrower than it first seemed. For example,
smoke loss may refer only to loss caused by a faulty
heating or cooking unit; it may not cover smoke
damage from industrial equipment. Similarly, an ex-
plosion may not include a burst steam boiler.

Fortunately, most insurance policies today are
written in plain English so you should have little
problem in understanding what’s covered and what
isn’t. If you need coverage not provided in the
policy, talk to your agent about how to add it on.

Basic Form coverage includes losses caused by
tire, lightning, explosion, windstorm or hail, smoke,
aircraft or vehicles (but not loss or damage caused
by vehicles you own or operate in the course of
your business), riot, vandalism, sprinkler leaks,
sinkholes, and volcanoes. The policy defines these
perils—and also lists some exclusions, such as
nuclear hazards, power failures, or mudslides.

Broad Form coverage contains everything that’s
in the Basic Form and adds protection from a few
more perils, including breakage of glass (that is part
of a building or structure), falling objects, weight of
snow or ice, and water damage. Again, these terms
are defined in the policy and, again, exclusions are
listed.

Special Form policies are constructed differently
than Basic and Broad Form policies and offer wider
and slightly more expensive coverage. Instead of
listing specific perils such as fire and lightning, Spe-
cial Form policies simply say that your business
property is covered against all risks of physical loss
unless the policy specifically excludes or limits the
loss. This type of policy offers the most protection.
For example, it’s a convenient way to insure against
loss by theft, which isn’t covered by Basic and
Broad Form policies. (Section D2 discusses theft in-
surance.)

If you need additional coverage. [/
m you're concerned about property loss caused
by perils not covered or, in the case of a Special
Form policy, excluded from an insurance policy,
you can often get the additional coverage through
an endorsement (add-on page) to the policy by pay-
ing an additional premium. For example, such cov-
erage is usually available for losses due to earth-
quakes and floods.

Consider getting insurance coverage for

damage caused by terrorists. 7he Terror-
ism Risk Insurance Act of 2002 requires insurance
companies to offer such coverage. True, you'll be



12/6

LEGAL GUIDE FOR STARTING & RUNNING A SMALL BUSINESS

charged an additional premium, but it should be
relatively small. The law that requires insurers to of-
[fer this coverage will be in effect through 2005, but
Congress may extend it beyond that. If your business
had an insurance policy in effect on November 20,
2002, and the policy excluded damage caused by
terrorists, that exclusion has been temporarily sus-
pended—in other words, the insurance company
must pay for such damage. But the insurer can rein-
state the exclusion if you don’t pay the increased
premium for terrovism coverage within 30 days after
the insurer bills you for it.

Earthquake and Flood Insurance

Earthquake insurance can be handled through
a separate policy or an endorsement to Basic,
Broad, or Special Form coverage. Deductibles
in an earthquake endorsement are typically
stated as a percentage—such as 10%—rather
than as a dollar amount. This means that the
higher your policy limit, the bigger the deduct-
ible. As a result, some business people choose
a $200,000 policy with a $20,000 deductible
rather than a $400,000 policy with a $40,000
deductible. They reason that the deductible on
the latter policy is so high they’re unlikely to
ever collect anything.

Flood insurance, by contrast, is usually
handled through a separate policy called “Dif-
ference in Conditions.”

Combining property and liability insur-
ance in one policy. You can purchase property
insurance as a stand-alone and buy a separate
stand-alone policy for liability coverage (discussed
in Section C), or you can buy a policy that com-
bines both coverages. It's often—but not always—
cheaper to buy a combination policy. Here’s where
comparison shopping definitely pays off.

3. Amount of Coverage

Be sure to carry enough insurance on the building
to rebuild it. But there’s no need to insure the total
value of your real property (the legal term that in-
cludes land and buildings), because land doesn’t
burn. Especially if you’re in an area where land is
very valuable, this is a big consideration.

If you're in doubt as to how much it would cost
you to rebuild, have an appraisal made so you
know that your idea of value is realistic. Because
the value of the building and other property may
increase, it’s wise to get a new appraisal every few
years. Your insurance agent should be able to help
you do this.

Usually it’s best to insure your property for 100%
of its value. If doing this is prohibitively expensive,
consider a policy with a higher deductible rather
than underinsuring.

Underinsuring to get a reduced premium is a
false economy for several reasons. Not only are you
not covered if you suffer a total loss, but it may also
reduce your ability to recover for a smaller loss.
This is because most insurance policies carry a co-
insurance clause which states that to recover the full
policy amount, you have to carry insurance to cover
at least 80% (this percentage may vary) of the
property’s replacement cost or actual cash value. If
you don’t, you become a coinsurer if there’s a loss,
even if it’s less than the policy maximum; the policy
will only pay off a percentage of its face value.

Fluoro Corporation owns a
$100,000 building. If Fluoro carries $80,000
worth of insurance or more, the insurance com-
pany will pay Fluoro for the full amount of any
loss up to the policy limit. For example, if the
loss is $50,000 Fluoro will get the full $50,000.
If the loss is $90,000, Fluoro will receive only
$80,000, the policy limit.

Pluto Associates owns a similar
$100,000 building. To get a reduced premium,
the partners decide to carry only $40,000 worth
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of insurance. If there’s a fire and Pluto has a
loss of $20,000, its insurance company will pay
only $10,000. Because Pluto carried only half of
the 80% figure mentioned in the policy, it’s en-
titled to only a proportional payment.

4. Replacement Cost vs.
Current Value

Historically, in case of a loss, a basic fire insurance
contract covered the actual current value of the
property, not its full replacement value. Today, poli-
cies are routinely available with replacement cost
coverage. This is the coverage you want.

Sure-Lock Corporation owns a 20-
year-old building. The current cash value of the
building (the amount someone would pay to
buy it) is $150,000. But if the building burned
down, Sure-Lock would have to pay $200,000
to replace it. If Sure-Lock buys insurance based
on the building’s cash value and the policy has
an 80% coinsurance clause, the company will
need to insure the building for $120,000. If
Sure-Lock buys insurance based on replacement
cost, it will need to insure for $160,000, which
is 80% of $200,000.

The real cost of insurance is reduced when you
consider that insurance premiums for a business are
a recognized business expense—which means they
are tax deductible.

5. Ordinance or Law Coverage

If you're purchasing insurance for an older build-
ing—either because you own it or your lease re-
quires it—understand that a normal Basic Form,
Broad Form, or Special Form policy designed to re-
place your existing building should it be destroyed
probably won’t be adequate. The problem is that
legal requirements adopted since the building was

constructed will normally require that a stronger,
safer, more fire-resistant building be constructed. Do-
ing this can cost far more than simply replacing the
old building. To cope with this possibility, you want
a policy that will not only replace the building but
pay for all legally required upgrades. This coverage is
called “Ordinance or Law Coverage.”

Time Warp Inc. sells antique furni-
ture and building materials removed from old
homes. In keeping with its image of days gone
by, Time Warp does business in a 100-year-old
building in a historic part of town. Time Warp
carries insurance for the full replacement cost,
$100,000. One day a fire destroys 50% of the
building. The insurance pays $50,000 toward re-
construction, but the Time Warp owners learn to
their dismay that rebuilding will cost much more
and that the additional costs are not covered by
their insurance policy. The items excluded by
their typical property insurance policy include
the following:

e The cost of meeting current health and safety
codes. The old building was of wood frame
construction and lacked an elevator and sprin-
kler system. That was okay before the fire.
The building predated the health and safety
ordinances and was “grandfathered”—specifi-
cally exempted from the new construction re-
quirements. After the fire, it’s a whole new ball
game. In rebuilding, Time Warp must spend an
additional $100,000 for masonry construction,
an elevator, and a sprinkler system required
by current health and safety codes.

e The cost of rebuilding the undamaged portion
of the building. The local ordinance requires
that if a building built before current codes is
destroyed by fire to the extent of 50% or more,
the entire building must be replaced. The cost
of replacing the undamaged 50% of the build-
ing is another $200,000.
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e The cost of demolition. The local ordinance
requires that, because of the extent of dam-
age, the entire building—both the damaged
and undamaged portions—must be torn
down before reconstruction begins. That will
cost another $25,000.

“Ordinance or Law Coverage” would pay for all
of these items.

6. Tenant’s Insurance

If you're a tenant, read the insurance portion of
your lease. You may have agreed to insure the
building and protect the landlord against any liabil-
ity suits based on your activities, in which case
you’ll need the type of coverage an owner would
carry. This is available through a renter’s commer-
cial package policy, which also provides routine
product liability coverage for businesses not in-
volved in hazardous activities and allows you to
name your landlord as an additional insured.

Even if you haven’t agreed to provide insurance
coverage in your lease, a renter’s commercial policy
can make excellent sense. Not only will it cover any
of your “leasehold improvements,” such as paneling
and partitions, but it will also cover damage to the
premises caused by your negligence.

For example, if the building you rent suffers fire
or water damage as a result of an employee’s negli-
gence (a fire in an area where food is prepared
spreads and damages the walls and ceiling), you
may be liable. This is true even if the building
owner is insured and recovers from his or her insur-
ance company, because the owner’s insurer has the
right to try to recover.

What the insurer will pay you for loss to lease-
hold improvements is based not on replacement
value but on what’s called the “use interest” in the
improvements. Basically, the insurance company
looks at how long you would have had the use of
the improvements and reimburses you for the use
you lose.

Court Reporting Associates (CRA)
installs $20,000 worth of paneling in their
rented offices. They have a five-year lease with
an option to renew for five more years—which,
for insurance purposes, is treated as a ten-year
lease. Two years into the lease, a fire destroys
the paneling. Because CRA used up 20% of the
lease before the fire, it will receive payment for
only 80% of value of the paneling.

Insurance clauses in leases vary widely. (See
Chapter 13, Section D13, for more on such clauses.)

C. Liability Insurance

The second major category of insurance coverage
for a small business is liability insurance. Your busi-
ness can be legally liable to people injured and for
property damaged because you or your employees
didn’t use reasonable care. For example, if a cus-
tomer falls on a slippery floor and then sues you,
you may be liable because you negligently failed to
provide safe premises.

As you probably know, when it comes to per-
sonal injuries, judges are broadening the scope of
what people can sue for—and juries are increas-
ingly generous in awarding damages. Because an
injured person can collect not only for lost wages
and medical bills but also for such intangibles as
pain, suffering, and mental anguish, a single per-
sonal injury verdict against your business has the
potential to wipe it out. For that reason, unless you
have a very unusual business that has no personal
contact with customers, suppliers, or anyone else,
your insurance program should include liability cover-
age.

Some intentional acts not involving bodily injuries
are also usually covered under the liability portions
of an insurance policy. Examples are libel, slander,
defamation, false imprisonment, and false arrest.
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Toxic Waste Cleanup

Suppose the government orders your company
to clean up a toxic waste problem on your
property. This can and regularly does occur
even if the pollution occurred years before you
bought the property. Will your liability insur-
ance policy cover the cleanup costs (called the
“response costs”)?

Most courts that have considered this ques-
tion ruled that response costs are covered by a
liability insurance policy, but a significant mi-
nority have ruled otherwise. If you have a
business or own property that by any stretch of
the imagination could become involved in a
toxic waste or pollution problem, try to find
out exactly how far your liability coverage ex-
tends in environmental situations. You may
need to buy supplementary coverage (if avail-
able and affordable) to cover this risk.

Keep yourself informed on this subject. It’s
likely that, faced with court decisions saying
that general liability coverage requires insur-
ance companies to pay for response costs un-
der cleanup orders, insurance companies will
tighten up their policy language to exclude
these expenses. You may need to buy special
coverage if your business faces the possibility
of a cleanup order.

1. General Liability Policies

Liability policies are designed to protect you against
lawsuit judgments up to the amount of the policy
limit plus the cost of defending the lawsuit. They
provide coverage for a host of common perils, in-
cluding customers and guests falling and getting
mangled by your front door or otherwise being in-
jured.

Liability policies usually state a dollar limit per
occurrence and an aggregate dollar limit for the
policy year. For example, your policy may say that
it will pay $500,000 per occurrence for personal in-
jury or a total of $1 million in any one policy year.

Excluded claims. Punitive damages—

damages intended to punish your business for
willful or malicious bebavior rather than compen-
sate the injured person—are not covered by the typi-
cal general liability policy. And liability coverage
won’t protect your business if an employee intention-
ally assaults a customer. In addition, a general li-
ability policy doesn’t cover injuries caused by defec-
tive products or motor vebicles, or by an employer’s
liability for injuries received by workers on the job.
Special coverage for these types of liability is dis-
cussed in the next three subsections.

As noted, both building owners and tenants may
purchase liability coverage separately or as part of a
package policy that also provides a number of other
types of insurance, including fire insurance for the
building itself.

2. Product Liability Insurance

Product liability insurance covers liability for injuries
caused by products you design, manufacture, or
sell. You may be liable to a person injured by a de-
fective product or one that came without adequate
instructions or warnings.

Product liability insurance can be very expen-
sive, but if your business manufactures, distributes,
or sells a product that may injure people, you
should seriously consider buying it. For example, if
you manufacture medical instruments or chemicals,
you'll probably want this coverage. If you're a re-
tailer and sell products in their original packages
and provide no product assembly or service or ad-
vice, your exposure is drastically reduced; the
manufacturer is primarily liable and the product li-
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ability coverage provided by standard renter’s com-
mercial policies should be adequate.

The amount of product liability insurance that
you need depends on the nature of your product
and not on your gross sales. Obviously, a company
that sells $2 million of paper clips a year will need
less coverage than a firm that manufactures gauges
critical to the safe operation of heaters and also has
$2 million worth of sales annually.

3. Vehicle Insurance

Make sure your business carries liability insurance
not only on its own cars and trucks but also on em-
ployees’ cars and trucks when those vehicles are
used for business purposes. This coverage is known
as Employer’s Non-Owned Automobile Liability and
is relatively inexpensive—a premium of $65 to $100
may buy you coverage of $1 million for one year.
Vehicle insurance isn’t provided under general li-
ability policies.

It wouldn’t hurt to check your employees’ driv-
ing records before you entrust company vehicles to
them or send them on business errands using their
own cars, but failure to check won't be a problem
under most vehicle policies unless the insurance
company has listed that employee as an excluded
driver. To do this, insurance companies periodically
ask businesses for the names of employees who are
driving on company business. They then check the
names against state driving records. If this results in
the discovery of a poor driving record for a particu-
lar employee, the insurer will likely exclude that
driver from coverage and notify you.

Coverage for injury or property damage while
using leased vehicles can be added to either your
motor vehicle policy or your general liability
policy—which is what a company would do if it
owned no vehicles. This is known as Hired Vehicle
coverage.

Most vehicle policies also cover physical damage
to the car or truck caused by collision, fire, or theft.

4. Workers’ Compensation
Insurance

As the name implies, workers’ compensation insur-
ance covers your liability for injuries received by
employees on the job. All businesses with employ-
ees are required to provide for some kind of work-
ers’ compensation coverage.

Usually, an injured worker can’t sue your busi-
ness for negligence. But as a trade-off, he or she
can collect specified benefits from your business for
work-related injuries whether or not the business
was negligent. All the worker must prove is that the
injury came about in the course of employment—a
concept that has a very broad definition in many
states. For example, an employee injured at a com-
pany picnic may have a valid workers’ compensa-
tion claim.

The amount of money that the employee can
recover is limited. The worker can recover for medi-
cal treatment and lost wages and, in serious cases,
for impaired future earning capacity. But there are
no awards for pain and suffering or mental anguish.
A growing portion of workers’ compensation
claims, however, result from mental or emotional
stress.

As a sole proprietor, you usually can’t be per-
sonally covered by workers’ compensation insur-
ance for any work-related injuries you sustain; only
your employees can be covered. Workers’” comp
coverage of a partner or of an officer of a small cor-
poration usually isn’t required but can be obtained
if you choose.

Each state has a law setting out what an em-
ployer must do to provide for workers’ compensa-
tion benefits. Sometimes an employer can self-in-
sure. Usually, that isn’t practical for small businesses
because they can’t afford the type of cash reserve
required by state law. Most small businesses buy
insurance through a state fund or from a private in-
surance carrier. Insurance rates are based on the
industry and occupation, as well as the size of the
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