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When starting a new business, you must choose a legal entity for it – whether it be sole proprietorship, partnership, corporation, or limited liability company.  Decisions about your legal structure can be complex with far-reaching consequences, such as paying thousands of dollars more in taxes than is necessary.
There is no one choice that fits every business, but there is usually one choice that best meets the needs of a particular business or owner. Several of the most important factors involved in picking the right legal structure for your business are:

1. potential risks and liabilities of the business; 
2. formalities and expenses involved in establishing and maintaining the business structure; 
3. owner’s income tax situation;
4. owner’s investment needs.

Listed below are some pros and cons of each organizational structure. This is only a brief and admittedly incomplete overview of the options. Your accountant, attorney, and the SBDC can help you determine and set up the best option for your business. 
Sole Proprietorship: A one-owner business.  Legally, a sole proprietorship is inseparable from its owner – the business and the owner are one and the same.
Pros: Simple and inexpensive to create and operate; flexibility in way business is run; profit/loss reported on owner’s personal tax return; easy to dissolve.
Cons:  Owner is personally liable for the business’s debts and claims; creditors can target personal assets to obtain payment.

Partnership: A business owned by two or more people. It is advisable to draw up a partnership agreement to establish what each partner will bring to the business – and what each will take away. 
Pros:  Simple and inexpensive to create and operate; owners/partners report their share of profit or loss on personal tax returns. 

Cons:  Owners/Partners are personally liable for business’s debts and claims; creditors can target personal assets to obtain payment.

C Corporation: An independent legal and tax entity, separate from the people who own, control and manage it. 

Pros:  No limit on number of shareholders or classes of stock; owners have limited personal liability for business debts and court judgments; fringe benefits of employee-owners can be deducted as business expense.
Cons:  Profits subject to “double taxation”; that is, corporate income is taxed and then stockholder dividends are taxed as part of the individual’s income; more expensive to create than other entities; more paperwork. 
S Corporation: A general corporation with special IRS tax status. 

Pros:  Owners have limited personal liability for business debts and judgments; owners report their share of corporate profit/loss on personal tax returns; the corporation is not considered a taxable entity so no “double taxation.”  
Cons:  More expensive to create and more paperwork than other entities; income is allocated to owners according to ownership interests; limited to 75 owners, all of whom must be US citizens or permanent residents.

Limited Liability Company (LLC): This structure works fine when you have few investors, especially those who will be active in day-to-day operations of the business.
Pros:  Owners/Members have limited personal liability for business debts and claims; owners report their share of profit/loss on personal tax returns; profit/loss can be allocated differently than ownership interests; can have an unlimited number of owners with greater flexibility in the management of the business (like a partnership). 
Cons:  Tax and liability benefits vary from state to state; more expensive to create than sole proprietorship or partnership; only a portion of fringes provided to members can be deducted; no stock; may have higher self-employment taxes; state laws may not reflect the latest federal tax changes.  

For assistance in starting or growing your business, contact the Shenandoah Valley Small Business Development Center, with offices in Harrisonburg (540-568-3227) and Verona (540-248-0600) or visit our web-site at www.jmu.edu/sbdcenter.

