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Types of Partnerships 

Partnership 

In a Business Partnership,, two or more people share ownership of a single business. Like sole proprietorships, the laws do not distinguish between the business and its owners. The Partners should have a legal agreement that sets forth how decisions will be made, profits will be shared, disputes will be resolved, how future partners will be admitted to the partnership, how partners can be bought out, or what steps will be taken to dissolve the partnership when needed;. Its difficult to think about a "break-up" when the business is just getting started, but many partnerships split up at crisis times and unless there is a defined process, there will be problems. They also must decide up front how much time and capital each will contribute. 

Advantages of a Partnership 

· Partnerships are relatively easy to establish; however time should be invested in developing the partnership agreement. 

· With more than one owner, the ability to raise funds may be increased. 

· The profits from the business flow directly through to the partners' personal tax returns. 

· Prospective employees may be attracted to the business if given the incentive to become a partner. 

· The business usually will benefit from partners who have complementary skills. 

Disadvantages of a Partnership 

· Partners are jointly and individually liable for the actions of the other partners. 

· Profits must be shared with others. 

· Since decisions are shared, disagreements can occur. 

· Some employee benefits are not deductible from business income on tax returns. 

· The partnership may have a limited life; it may end upon the withdrawal or death of a partner. 

General Partnership 

Partners divide responsibility for management and liability, as well as the shares of profit or loss according to their internal agreement. Equal shares are assumed unless there is a written agreement that states differently. 

Advantages 

· Simple and inexpensive to create and operate 

· Owners (partners) report their share of profit or loss on their personal tax returns 

Disadvantages 

· Owners (partners) personally liable for business debts 

Limited Partnership 

Limited Partnership and Partnership with limited liability
"Limited" means that most of the partners have limited liability (to the extent of their investment) as well as limited input regarding management decisions, which generally encourages investors for short term projects, or for investing in capital assets. This form of ownership is not often used for operating retail or service businesses. 

Advantages 

· Limited partners have limited personal liability for business debts as long as they don't participate in management 

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

Disadvantages 

· General partners personally liable for business debts 

· More expensive to create than general partnership 

· Suitable mainly for companies that invest in real estate 

Federal Tax Forms for Partnerships
· Form 1065: Partnership Return of Income 

· Form 1065 K-1: Partner's Share of Income, Credit, Deductions 

· Form 4562: Depreciation 

· Form 1040: Individual Income Tax Return 

· Schedule E: Supplemental Income and Loss 

· Schedule SE: Self-Employment Tax 

· Form 1040-ES: Estimated Tax for Individuals 

Types of Corporate Structures 

Corporation 

A corporation, chartered by the state in which it is headquartered, is considered by law to be a unique entity, separate and apart from those who own it. A corporation can be taxed; it can be sued; it can enter into contractual agreements. The owners of a corporation are its shareholders. The shareholders elect a board of directors to oversee the major policies and decisions. The corporation has a life of its own and does not dissolve when ownership changes. 

Advantages 

· Shareholders have limited liability for the corporation's debts or judgments against the corporations. 

· Generally, shareholders can only be held accountable for their investment in stock of the company. (Note however, that officers can be held personally liable for their actions, such as the failure to withhold and pay employment taxes.) 

· Corporations can raise additional funds through the sale of stock. 

· A corporation may deduct the cost of benefits it provides to officers and employees. 

· Can elect S Corporation status if certain requirements are met. This election enables company to be taxed similar to a partnership. 

· A corporation pays 15% federal income tax on taxable income up to $50,000; 25% tax on income from $50,001 - $75,000; 34% tax on income from $75,001 - $100,000; 39% tax on income from $100,001 - $335,000; and 34% tax on income over $335,000. 

· A sole proprietor who filed a federal income tax return under the status of married, filing jointly, would pay 15% federal income tax on taxable income up to $35,800; 28% tax on income from $35,801 to 86,500; and 31% tax on income over $86,501. 

Disadvantages of a Corporation 

· The process of incorporation requires more time and money than other forms of organization. 

· Corporations are monitored by federal, state and some local agencies, and as a result may have more paperwork to comply with regulations. 

· Incorporating may result in higher overall taxes. Dividends paid to shareholders are not deductible form business income, thus this income can be taxed twice. 

Federal Tax Forms for Regular or "C" Corporations
· Form 1120 or 1120-A: Corporation Income Tax Return 

· Form 1120-W Estimated Tax for Corporation 

· Form 8109-B Deposit Coupon 

· Form 4625 Depreciation 

Subchapter S Corporation 

A tax election only; this election enables the shareholder to treat the earnings and profits as distributions, and have them pass thru directly to their personal tax return. The catch here is that the shareholder, if working for the company, and if there is a profit, must pay herself wages, and it must meet standards of "reasonable compensation". This can vary by geographical region as well as occupation, but the basic rule is to pay yourself what you would have to pay someone to do your job, as long as there is enough profit. If you do not do this, the IRS can reclassify all of the earnings and profit as wages, and you will be liable for all of the payroll taxes on the total amount. 

Advantages 

· Owners have limited personal liability for business debts 

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

· Owners can use corporate loss to offset income from other sources 

Disadvantages 

· 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 to their ownership interests 

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

Federal Tax Forms for Subchapter S Corporations
· Form 1120S: Income Tax Return for S Corporation 

· 1120S K-1: Shareholder's Share of Income, Credit, Deductions 

· Form 4625 Depreciation 

· Form 1040: Individual Income Tax Return 

· Schedule E: Supplemental Income and Loss 

· Schedule SE: Self-Employment Tax 

· Form 1040-ES: Estimated Tax for Individuals 

Professional Corporation 

Advantages 

· Owners have no personal liability for malpractice of other owners 

Disadvantages 

· More expensive to create than partnership or sole proprietorship 

· Paperwork can seem burdensome to some owners 

· All owners must belong to the same profession 

Nonprofit Corporation 

Advantages 

· Corporation doesn't pay income taxes 

· Contributions to charitable corporation are tax deductible 

· Fringe benefits can be deducted as business expense 

Disadvantages 

· 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 Structures 

Limited Liability Company(LLC) 

The LLC is a relatively new type of hybrid business structure that is now permissible in most states. It is designed to provide the limited liability features of a corporation and the tax efficiencies and operational flexibility of a partnership. Formation is more complex and formal than that of a general partnership. 

The owners are members, and the duration of the LLC is usually determined when the organization papers are filed. The time limit can be continued if desired by a vote of the members at the time of expiration. LLC's must not have more than two of the four characteristics that define corporations: Limited liability to the extent of assets; continuity of life; centralization of management; and free transferability of ownership interests. 

Advantages 

· 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 now allow Limited Liability Corporation (LLC) to choose between being taxed as partnership or corporation 



Disadvantages 

· More expensive to create than partnership or sole proprietorship 

· State laws for creating Limited Liability Corporation (LLC) may not reflect latest federal tax changes 

Professional Limited Liability Company 

Advantages 

· Same advantages as a regular limited liability company 

· Gives state-licensed professionals a way to enjoy those advantages 

Disadvantages 

· Same as for a regular limited liability company 

· Members must all belong to the same profession 

Limited Liability Partnership 

Advantages 

· 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 

Disadvantages 

· 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. 

The LLC is a distinct business entity. An LLC offers an alternative to partnerships and corporations by combining the corporate advantages of limited liability with the partnership advantage of pass-through taxation. An attorney is not a legal requirement to incorporate and LLCs offer numerous advantages:
1. Limited Liability: For the members of an LLC, liability is limited to the amount of capital which the member has invested in the LLC. Therefore, members of an LLC are offered the same liability protection as a corporation's shareholders.
2. Pass-Through Taxation: LLC's allow for pass-through taxation. That is, the earnings of an LLC are only taxed once.
3. Flexible Management Structure and Flexible Ownership: LLC's are generally free to establish any organizational structure agreed on by its members.
An LLC is owned by its members. An LLC may be managed by its members (owners) or by selected a manager. If an LLC is managed by its members, it operates similar to a partnership. Each member has an equal say in the management of the LLC. If the members choose, they may elect a manager to oversee the affairs of the LLC. Member management, however, is the normal default rule of state law.
Advantages of incorporating in the state of Nevada:
	
	No Nevada state corporate income tax.
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	No Nevada personal income tax.
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	No Nevada franchise tax.
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	No Nevada taxes on corporate shares.
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	Minimal Nevada reporting and disclosure requirements.
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	Nominal annual fees.
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	No I.R.S. information sharing agreement.
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	Stockholders are not public record.
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	Stockholders, directors and officers need not live or hold meetings in Nevada.
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	Stockholders, directors and officers do not have to be US citizens.
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	Officers and directors of a Nevada corporation can be protected, under certain circumstances, from personal liability for lawful acts of the corporation.

	[image: image11.png]



	Directors need not be stockholders.
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	Nevada corporations may issue stock for capital, services, personal property, or real estate, including leases and options. Furthermore, the directors may determine the value of any of these transactions.
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	Nevada corporations may even purchase, hold, sell or transfer shares of its own stock.


How much will it cost to form and operate an LLC?

Each state charges some type of annual fee to maintain an LLC. In many states, you must also submit an "annual report" or "statement of information," which is a one-page form sent by the state. Some states also have state taxes. Total annual fees for three popular states – California, Nevada and Delaware – are as follows: 

· California: A reporting fee of $20, along with a statement of information, is required 90 days after formation and then every two years. An annual LLC tax of $800 is due 75 days after formation and every year thereafter. If the LLC's net income exceeds $250,000, there is a minimum annual LLC fee of $865. 

· Nevada: An Initial List of Managers and Members is due 30 days after formation with a $165 fee. The annual report filing fee is $85. There is no state income tax or franchise tax. 

· Delaware: There is an annual LLC tax of $100 due each June 1, beginning the year following formation. There is no state income tax. 

· Every Other State: Contact a local accountant.

Online references for Nevada showed costs from $265 to $1,565 including filing fees and “their” fees.

The LLC is a relatively new form of business organization which is now widely recognized in the US.  It has unique attributes that make it the best entity to use in many, but not all, situations.  Formed under state law, the LLC can shield the owners (known as "members") and the management (who may be the members or "managers") from personal liability for the debts and liabilities of the company.

History of LLC's
Wyoming was the first state to authorize LLCs in 1977.  It wanted to provide an organization that had the tax benefits of a partnership and the limited liability benefits of a corporation.  Over the next 12 years, only one other state, Florida, enacted LLC laws because there was too much confusion over the tax consequences of using an LLC.

Naturally, the IRS was of little help.  During the early 1980's, the IRS proposed and withdrew regulations on LLC taxation.  Finally, in 1988, the Treasury announced that an entity could be taxed as a partnership even if none of the owners were personally liable.  Later that year, it issued a ruling that Wyoming LLCs would be classified as a partnership for federal tax purposes.

As other states enacted LLC laws, the distinction between LLCs and corporations became blurred.  So, the Treasury issued regulations in 1996 that permitted almost all LLCs with two or more members to be classified as partnerships.  These regulations are referred to as "check-the-box" regulations because they permit LLCs and other unincorporated entities to choose tax classification as a proprietorship, partnership, or corporation by checking the applicable box on an IRS form.

Uses

LLCs are suited for entrepreneurial businesses with a small number of active investors.  All members can enjoy limited liability protection while participating in the business. The LLC is also useful for family businesses that want to maintain control within the family, obtain the liability protection ant tax benefits of a limited partnership, and restrict the transfer of voting rights outside the family.

The state tax treatment of LLCs in states where the LLC will conduct business should be considered, since a few states impose franchise or other taxes on LLCs.  Nevada and Wyoming, however, impose no state taxes on LLC income.
Benefits
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	An LLC is designed to incorporate the best aspects of corporations, general partnerships, limited partnerships and other entities.   
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	It provides a single tax at the ownership level.   
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	Losses pass through to the owners 
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	The LLC may make special allocations of income, gain, loss, credit and deductions to members. 
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	A member may increase his basis in the membership interest by the amount of LLC debt. 
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	The members, owners, and managers of the LLC receive the same limited liability protection as shareholders, officers, and directors of a corporation. 
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	No Personal Holding Company tax.  
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	The LLC is, overall, the most flexible vehicle for business. 


Drawbacks
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	Some states prohibit single member LLCs. 
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	Many states prohibit professional LLCs or place restrictions on professional LLCs. 
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	Venture capitalists normally prefer a corporation rather than an LLC because a 51 percent ownership of a corporation gives them control, while it may not in an LLC.  Also, VC's normally provide funding on the hope that they can take the business public, and LLC membership interests may not be publicly traded. 
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	Corporations give more certainty, due to the large body of case law on the record for corporations. 
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	Most businesses, lenders, investors are comfortable with a corporation, but may be unfamiliar with an LLC or how it operates. 
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	A corporation may accumulate profits at a lower graduated tax rate without pressure to distribute profits.  LLCs, on the other hand, have more pressure to distribute profits to investors since they are taxed on profits whether they receive distributions or not. 


An LLC usually terminates and dissolves upon the following events:
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	A Fixed Period.  An LLC may terminate after the expiration of a fixed period of time, as provided in the articles of organization and as required by state laws.  A common statutory requirement is 30 years.  Nevada, however provides for perpetual existence of an LLC. (See NRS 86.155) 
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	Consent of Members.  An LLC may dissolve by the consent of the members.  In some states the consent must be unanimous, in others, it must be by a majority in interest.  In Nevada, the consent must be unanimous. (See NRS 86.505) 
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	Withdrawal of a Member.  An LLC normally dissolves at the death, retirement, resignation, expulsion or bankruptcy of a member unless the remaining members agree to continue the LLC.  The consent to continue is made by a majority in interest. 
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	Involuntary Dissolution.  An LLC may be terminated involuntarily in most states.  There are several different grounds for this, including: 
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Failing to pay annual fee required by the state 
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Failing to maintain a resident agent 
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Obtaining a certificate of organization through fraud 
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Abusing its authority or powers 
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Carrying on illegal activities 
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Undergoing judicial dissolution where it is no longer practical for the LLC to carry on its business in accordance with its operating agreement 



LLC members have limited liability for the actions of the company, similar to that of shareholders of a corporation.  Members are not personally liable for the debts and obligations of the LLC.  Agents and managers of the LLC are also protected.  However, various states have established laws that may hold members liable for the following activities:
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	Debts personally guaranteed by the member. 
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	Wrongful acts committed by the member, including malpractice claims in states that permit professional LLCs. 
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	Amounts a member has promised to contribute to the LLC.  In Nevada and Wyoming, members are liable to creditors who extend credit after the articles of organization are filed in reliance on promised contributions. 

	[image: image41]
	Amounts treated as wrongful distribution under state laws.  These distributions are those made while the LLC is insolvent. 
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	Sales taxes not remitted or the trust fund portion of employment taxes not paid. 


Articles of Organization.  The articles of organization are filed with the Secretary of State in order to form the LLC.  This document is analogous to the articles of incorporation for corporations or the certificate of limited partnership for limited partnerships.

Certificate of Formation.  Some states refer to the articles of organization as the certificate of formation.

Economic Interest.  An economic interest is the right of a member or nonmember to receive an allocable share of income, gain, loss, deductions, and credits in the LLC.  An economic interest does not usually include the right to vote or participate in management.  A member may normally transfer an economic interest in an LLC without the consent of the other members unless the organizational documents provide for limitations for such transfers.  But, the transfer of an economic interest only transfers the right of the member to receive distributions and profit/loss allocations.  It does not transfer the member's voting right and management rights.

Managers.  Managers are the persons designated by the members to manage the LLC.  Most state laws allow members to designate managers.  If there are no designated managers, all members normally manage the LLC in accordance with their proportionate interests in the LLC.  Managers are analogous to corporate officers and directors, and to the general partner of a limited partnership.

Members.  Members are the owners of an LLC, analogous to stockholders in a corporation.

Membership Interest.  A membership interest is all of a member's ownership rights in an LLC, which includes the right to vote and participate in management as well as the economic interest of the company. 

Operating Agreement.  The operating agreement establishes the rules regarding the operation of the LLC and the rights and obligations of the members.  It is similar to the bylaws of a corporation or partnership agreement of a partnership.

Regulations.  Texas and Florida refer to an operating agreement as the regulations of the company.


Saving Corporate Taxes In Nevada
There is a virtual myth surrounding the use of Nevada corporations as publicized by many of the Nevada corporation promoters (the state of Nevada has dozens, if not hundreds, of private businesses that promote the formation of Nevada corporations). It is true that there is no personal or corporate income or capital gains tax in Nevada. For businesses operating in that state and generating income or gains for Nevada residents this is a real bonus. Many promoters tout an "upstreaming" strategy for moving some of your non-Nevada business profits into a Nevada corporation. However any income or gains earned by a Nevada business and paid to a resident of another state will technically and legally be subject to the taxation of that other state. If you form a Nevada S corporation all the income must pass through to the shareholders each year, and that income will then be taxed at both the federal level and in the state where the shareholder lives. The same thing applies to an LLC when it has a partnership tax classification (the usual choice). 
Using a Nevada entity would make it easy to hide the income from your local state's tax authorities, by merely not reporting the income to your state. In other words, if your Nevada entity issues to you either a 1099 (dividend tax statement) or a K-1 (income tax statement), you could simply neglect mailing a copy to your local state, neglect to report it on your state tax return, and it is unlikely that anyone would be the wiser. The State of Nevada has no income tax authorities to receive a copy of the 1099s and K-1s, so no one in Nevada would know about the dividends or income. Only the IRS would. But, this failure to report the income to your local state is illegal. And, it is possible that your state obtains 1099 and K-1 information from the IRS. If your state finds out about the unreported income, they would be able to charge penalty and interest on any unpaid amounts.
So the promoters' state income tax avoidance schemes with Nevada corporations cannot legally work for S corporations and LLCs, and one of those will be the entity of choice for most small businesses. You may be able to get the strategy to work legally to a certain degree if you form a C corporation in Nevada (but there are several legal hurdles). However, if you are not presently using a C corporation in your home state, you should not form a Nevada C corporation to use the upstreaming strategy. Doing so will cause the profits to be subject to double taxation at the federal level. This will cost you more than you gain.
The one legal and workable aspect of upstreaming is this: If you presently have a C corporation in your home state, and you do not plan to change it to S status, you already have double taxation and are stuck with that problem. If you formed a C corporation in Nevada and upstreamed profits to it you still have double taxation at the federal level, but the profits could be held in Nevada to grow free of state taxes for a period of time. Several years of that growth could have significant added value. Eventually when the profits are repatriated to your home state they will be taxed there, though the tax free growth still could have considerable benefit. In addition, it may be possible that you will retire to Nevada and take your profits then, with no income taxes owed to the state.
Generally, the upstreaming tax strategy that Nevada promoters publicize works as follows: You form a Nevada corporation in addition to the business entity that you presently have. You then arrange for the Nevada corporation to perform some service for your business, such as: (1) Running your field sales operation and employing the sales people from the Nevada corporation, (2) accounts receivable management, (3) research and development labor and other costs, etc. The Nevada corporation bills your home state business for these services and builds in a hefty profit. The charge from the Nevada corporation is deductible by your business. The normal cost of these services are deductible to your business anyway, but the profit that is tacked on by the Nevada corporation causes additional sums to be deductible to your business. The hefty profits which are moved to Nevada are still subject to federal taxes, but there is no Nevada state tax on them. For this upstreaming to work legally in your home state, that is in order to pass a tax audit in your home state, there are two important things that must be done: (1) There must be a Nevada based employee(s) who does the work or supervises it in a Nevada location (the supervisory work cannot be done in your home state) and (2) the corporation must be formed as a C type.
Conclusions

The benefits are quit clear of creating a practice as a limited liability company versus a partnership when two people are involved.  The opportunities for growth and establishing further “partners” are necessary for the growing area we looked into opening practice.  

A great deal of information was available using Wyoming as the state through which to file as an LLC with practice out of the state.  It is similar to using Nevada as the same; however, Wyoming’s regulations on outside practice were less stringent.  This won’t be necessary seeing the benefits of Nevada policies.  We will open a practice in Nevada filing through the state as an LLC with the accompanying tax and liability benefits.

