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Family businesses often start small with simple business and tax structures. However, as businesses
expand, they sometimes outgrow their initial structures. It is important for business owners to understand
the different structures available. It is important to distinguish between business structures and tax
structures. Below is an overview of the different business and tax structures and some of the pros and cons

of each.

Business Structures

Business structure is generally a matter of state law. The most
common business structures include sole proprietorships,
partnerships, corporations, and limited liability companies (LLCs).
Businesses that do not file a document with a secretary of state or
similar office to be organized, incorporated, or registered to do

business are treated as sole proprietorships (if there is only one

owner) or general partnerships (if there are multiple owners). These
businesses are created simply by engaging in a business activity (i.e., a lemonade stand) there are no state
filing requirements and no legal entity separate from the owners themselves. The major downside to a sole
proprietorship or general partnership is that they offer no liability protection. The owners are personally

responsible for all the business’s debts and liabilities.

Corporations and LLCs are formed by filing articles of incorporation or organization with a secretary of state
or similar office. The benefit of a corporation or LLC is that it provides liability protection. If structured
correctly, the owner of a corporation or LLC is not liable for the business’s liabilities and can only lose what
they have invested in the business. A corporation is owned by shareholders who elect directors to oversee

the business and appoint officers (i.e., a CEQO) to handle the day-to-day operations. For small corporations
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the shareholders, directors, and officers are often the same individuals. The downside of a corporation is
the detailed record keeping and reporting that is required. An LLC is owned by its members who typically
elect one or more managers to run the business. Like corporations, the members of a small LLC are often

the managers. The benefit of an LLC is that it offers liability protection with minimal reporting requirements.

A small, very low-risk business with sufficient liability insurance may be ok as a sole proprietorship or general
partnership, but most businesses should be structured as a corporation, LLC, or similar business structure

that limits the owners’ personal liability.
Tax Structures

From a tax perspective, businesses are treated as either corporations or pass-through entities. For
corporations, income is generally taxed at both the corporate level when earned, and at the shareholder
level when distributed in the form of a dividend. Pass-through entities are not themselves subject to tax,
instead, the income and tax liability pass through to the owners. Pass-through entities may however be
required to file an informational tax return. A partnership, for example, does not pay tax but must file a return

showing its income and how much each of the parthers must report on their individual tax return.

As mentioned above, corporations are formed by filing articles of incorporation with a secretary of state or
similar office and are taxed as corporations as would be expected. Other types of business entities formed
by filing with a secretary of state, such as LLCs, are treated as pass-through entities by default but can elect
to be taxed as corporations. Sole proprietorships and general partnerships are always treated as pass

through entities because nothing is filed to create a legal entity that is separate from the owners.

Because corporations are subject to double taxation (at the corporate and shareholder level), small business
owners are generally better off with a pass-through tax structure. However, there are business reasons for
being structured as a corporation and there can also be tax reasons. The 2017 Tax Cuts and Jobs Act
permanently reduced the corporate tax rate to 21%. This combined with a top tax rate of 20% on qualified
dividends (most dividends are qualified) can make a corporate tax structure more advantageous for
business owners who intend on keeping the majority of the business’s earning in the business rather than

taking them as a dividend.

Certain corporations with no more than 100 shareholders and only one class of stock may also elect to be

treated as S-corporations which are taxed very similarly to pass-through entities. However, S-corporations
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can provide an additional tax benefit to owners who are employed by the business. Only wages are subject
to FICA tax for Social Security and Medicare. Other earnings that pass through to the owners may be treated

as dividends not subject to self-employment tax.

There are numerous business and tax issues that a family business owner must consider in deciding the
best structure for their business. It is important for business owners to reevaluate the structure of their
business as the business changes and as new laws go into effect. Your financial advisor can provide

additional information about the different business and tax structures available.

If you have any questions or would like to discuss your contingency plan further, please reach out to your

client service team, or call 404.264.1400. You can also visit us on the web at HomrichBerg.com.
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