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Small Business Corporation FAQ

Choosing the right business structure is an important step for any small business. This article contains frequently asked
questions about organizing as a small business corporation. Read on to find out what a small business corporation is, how
it wor ks, and how to decide if this is the right organization structure for your business.

What exactly is a corporation?

Unlike many other types of business structures, a cor poration stands by itself as its own legal entity. This means that a
cor poration is separate, legally, from its owners and the other people that make decisions about the business. To put it in
different terms, both corporate and tax laws view a cor poration as its own "person" that can for m contracts, incur debt and
pay its own taxes. There are other important differences that a corporation enjoys apart from other business structures.
For instance, because a corporation is its own legal entity, it does not dissolve or vanish if the original owners or share-
holders die. In addition, the owners of a corporation enjoy limited liability, meaning their personal assets are shielded from
the liabilities of the small business corporation.

I’ve heard of "limited liability." What is it and why is it impor tant?

"Limited liability" is the term that is generally used to describe the limited personal liability that corporation owners enjoy.
To give a brief description, limited liability means that an owner of a corporation cannot be held personally responsible for
the debts and liabilities of a corporation. As an example, if a cor poration is sued for failing to pay off a debt it owes, the
creditor that wins the lawsuit can only seek compensation from the corporation itself. The creditor cannot "reach through"
the corporation to touch the personal assets (bank accounts, homes) of the owners of the corporation. However, in order
to maintain this limited liability, the owners of the corporation must ensure that the business complies with certain corpo-
rate for malities. In addition, the owners must provide adequate funding for the corporation and the owners cannot use the
cor poration merely as an extension of their own persona.

When small business owners consider for ming a small business corporation, limited liability is often at the forefront of their
thoughts. How ever, if you are considering a corporation merely for the limited liability that it offers, you should be sure to
look at other business structures, like limited liability companies, that also offer limited liability. Keep in mind that business
str uctures like par tnerships and sole proprietorships do not offer their owners limited liability.

Are corporations different from partnerships, sole proprietorships or LLCS?

For small businesses, cor porations are somewhat unique in that they offer their owners a for m of limited personal liability.
Unlike a par tnership or sole proprietorship, the small business corporation structure shields the personal assets of their
owners for m the liabilities of the corporation. This generally means that if a creditor or another person with a claim goes
after the corporation to get paid, they generally cannot reach through the corporation to take the personal assets of the
cor poration owners. How ever, it is wor thwhile to keep in mind that partnerships and sole proprietorships require much
less for mality and paperwor k than do corporations.

However, much like cor porations, limited liabilities companies (LLC) also offer their owners limited personal liability. In
addition, although for mal paperwor k is generally required to start a LLC, LLCs are normally less complicated than corpo-
rations to keep running once they are for med. Owners of LLCs do not have to hold regular meetings for owners, nor do
they have to follow str ict cor porate for malities.

For a small business, understanding how a small business corporation is taxed is important in helping evaluate this busi-
ness structure. The way that corporations are most unique and different from other business structures is in the way that
the corporations are taxed. Because corporations are considered to be their own legal entities, they are taxed as separate
legal entities. Taxable corporate income is calculated as any profits that are left in the corporation once salaries, bonuses,
overhead and other expenses are paid out. Unlike cor porations, the profits from LLCs, par tnerships and sole proprietor-
ships are passed through to the owners of those businesses. As such, those businesses are not separately taxed.
Instead, the owners of LLCs, par tnerships and sole proprietorships are personally taxed on their own respective shares of



the business profits.

Who would benefit from forming a corporation?

You should always keep in mind that for ming a cor poration can be quite a bit of wor k. There are many for malities that
need to be followed when for ming a cor poration. First, you must file the necessary paperwor k with your state government.
Then, you will have to establish corporate by-laws and issue stock to the original owners of the corporation. If your sole
reason for for ming a cor poration is to gain the limited liability that comes with it, you may want to consider for ming a LLC
instead. However, here are some situations in which for ming a small business corporation could benefit both you and your
small business:

• You feel that you need the option of issuing stocks (shares in your business) to attract or retain good employees.

• Your business is already ver y profitable and you would save money by keeping some of your profits inside of your
business. Cor porate taxes can be lower than personal income taxes.

• Your business is a family business and you want to start making gifts of shares of your business for estate planning
reasons. You will be able to give away shares of your business while still maintaining ownership and control of your
business.

• You are getting pressure to incorporate your small business from others. As an example, if you are an independent
contractor, the people you want to wor k for may insist that you first incorporate before they give you their business.

I want to form a small business corporation. How do I do it?

Depending upon the state that you are in, there are generally several steps that you have to take to incor porate your small
business. First, you will have to file your "articles of incorporation" with the office in your state government that deals with
cor porations (generally this is part of the secretary of state’s office). You will have to pay a filing fee when you file your arti-
cles of incorporation. This fee can range from about $100 to $800. The articles of incorporation must generally include:

• The name of your corporation,

• Your corporation’s legal address,

• The name and address of your corporation’s "registered agent." This person is the person of record that will be con-
tacted by any member of the public that needs to sue or speak about your corporation, and

• Depending on the laws of your state, the names of all of your corporation’s owners.

In addition, when you for m a cor poration, you must also create your "corporate by-laws." This document will set out the
rules that will govern how your corporation will be run and will also lay out the decision making process that your corpora-
tion will use.

Lastly, before your small business corporation gets up and running, you must hold a meeting with all of the directors of the
cor poration where you will need to issue stock to the initial owners of the corporation.

Do corporations require more paperwork than other types of businesses?

In short, yes. This is because corporations must abide by laws and rules that unincorporated business do not. As one
example, cor porations must hold annual meetings for shareholders and take minutes for any impor tant decisions that are
made. In addition, corporations must file their own taxes, which mean that you must keep a ver y detailed financial record
that includes a double-entr y bookkeeping system.

Is corporate income taxed differently that other types of income?

Yes. Unlike other unincorporated small businesses, small business corporation owners do not pay taxes on any business
profits that are kept within the corporation. Instead, the owners of corporations only pay taxes on any salar ies, bonuses or
dividends that they are paid in return for their services to the business. The corporation itself must pay taxes on any profits
that are left inside of the corporation from year to year.

You should be aware that this tax scheme does not apply to S-type corporations. An S-type corporation is one where the
owners of the corporation elected to be taxed as if the business were a partnership. Under an S-type corporation, all of the
business profits are passed through to the business owners, who will report these profits as income on their personal tax
retur ns.

I’ve heard of double taxation. What is it and does corporate income really get taxed twice?

Many people are anxious to for m a small business corporation because they have a fear of "double taxation," meaning
cer tain income is taxed twice, once on the corporation and once when the money is paid out to the owners. How ever, dou-
ble taxation only applies to income that is paid out to owners in the for m of dividends. A dividend is a corporate profit that
is paid by the corporation to its shareholders in return for their investment in the business.

Double taxation really only occurs when a corporation pays out money to people that do not wor k for the business. This is
because any money that is paid out to people that wor k for the corporation can be classified as a salary or a bonus.
Salar ies and bonuses can be deducted from the corporate tax as reasonable and necessary business expenses and the
cor poration does not have to pay taxes on them. However, if money is paid out to people that do not wor k for the business,



it can really only be classified as a dividend, which is then double taxed.

What are professional corporations?

A professional corporation is a special type of corporation where only members of a certain profession can create. Profes-
sional corporations are often for med by lawyers, doctors and other healthcare wor kers. Professional corporations have the
advantage of providing its owners a limited personal liability for malpractice of their associates.

Should I worr y about securities laws when I decide to issue stock in my corporation?

Generally speaking, securities laws are designed to protect investors from the bad acts of business owners. Secur ities
laws provide requirements for corporations to follow before they can accept investment in exchange for shares in the com-
pany. Generally, a cor poration is required to register the sale of stock with the Securities Exchange Commission (SEC)
and the relevant state securities agency before granting any stock to the original shareholders. This registration can take
some time and will also cost a bit of money.

However, if you have a small business corporation, you may be able to skip this registration process because of some
exemption laws. As an example, the SEC does not require a corporation to register a "private offer ing" (a non-adver tised
sale of stock) to either:

• A small number of people, nor mally less than 35, or

• Those who are in a financial situation where they can take care of themselves in any investment proceedings.

Most states also have similar versions of these SEC exemptions.

If you are planning on setting up a small business corporation with yourself and a few associates, you will most likely qual-
ify for an exemption and will you not have to file paperwor k for your first sale of stock.
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