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Business Bureau FAQ 

The following are questions commonly asked by individuals who are considering doing business in Montana.  

Q. Do I have to register my business name with the Secretary of State's Office if I'm conducting business under my own name?
A. No, under state law you do not need to register your business name if you plan to transact business under your own full legal name. 

Q. Does filing an Application for Registration of an Assumed Business Name protect the name so that no one else may use it?
A. When you file the application, the Secretary of State's Office will search its database to make sure no other registered business in Montana is using that name. If the name is unclaimed, the Secretary of State's Office will issue you a certificate giving you exclusive legal right to use the name for five years. At the end of five years, you must renew your registration.

Q. What are the benefits of incorporating? 
A. These vary depending on the individual business. The Secretary of State's Office recommends that you consult an attorney or accountant to determine which type of business structure best suits your needs. For more information, also see Organizational Structures. 

Q. What is the difference between a for-profit and a nonprofit corporation? 
A. The primary difference is that a for-profit corporation has shareholders who "own" the business and share in the profits. Nonprofit corporations do not have shareholders. They must reinvest their earnings in the business or use them to benefit the public. 

Q. How do I change my registered office and registered agent? 
A. File a Statement of Change form with the Secretary of State's Office. 

Q. What is the difference between a "foreign" business and a "domestic" business? 
A. For most people, the word "foreign" conjures images of Japan, Europe, or Canada. However, for business purposes, the term means "not a Montana" entity. If you formed your business in another state or country, you are considered a "foreign" entity. If you incorporated or filed your original registration in Montana, you are a "domestic" entity. 

Q. If I'm a "foreign" business, do I have to register with the state of Montana? 
A. If you have an office and employees in Montana and are paying payroll or income taxes, you need to file an Application for Certificate of Authority with the Secretary of State's Office. 

How to Launch a New Business  

Small businesses are critical to the economic vitality and stability of the Montana economy. The Secretary of State's Office is here to serve you as you launch your new business venture.

Step One: Determine Your Business Structure
The first decision you need to make as you launch your business is what kind of organizational structure it should have. Should it be a sole proprietorship? A partnership? A corporation? The answers to these questions should be based on several factors:

· The degree of control you want to have over the business. 

· The degree of formal organization you need. 

· The need to protect against liability for business actions. 

· The ability to attract investors. 

· Tax considerations for both you and your investors (if any). 

While it is not necessary to engage an attorney to file business documents, we strongly recommend that you consult with an attorney, accountant, financial adviser, and/or banker to help you determine which business structure is most suitable for you.

Click organizational structures for more information.

Step Two: Reserve a Business Name (optional) 
Once you have selected a name for your business, you need to find out whether you can use it. Under state law, you may not adopt a business name that is the same as or indistinguishable from that of another business. To find out whether a business name may be available, call the Business Services Bureau of the Secretary of State's Office, (406) 444-3665. The reservation is effective for 120 days and cannot be renewed. 

Reserving a name is necessary only if you are not yet prepared to file the organizational documents discussed in Step Three. You can reserve a name for 120 days as you set up your business. 

Specifically, you need to file the Application for Reservation of a Business Name and pay a $10 filing fee. The form requires that you list the name, type, and location of your business, as well as the date you intend to start business. When you have completed the form, return it to the Secretary of State's Office with the filing fee.

You do not need to submit an Application for Reservation of a Business Name unless you need extra time to prepare and submit your documents of organization. You can simply list your business name on your organizational documents and avoid the $10 filing fee associated with reserving a name.

It is a good idea to wait to order stationery, forms, business cards, and advertising until you get final approval that your documents have been filed and your business name is approved. 

Step Three: File Organizational Documents  
Depending on the type of organizational structure you have chosen, you will need to file: 

· An Application for Registration of an Assumed Business Name. File this form with the Secretary of State if you plan to start a sole proprietorship, general partnership, or association. Once approval is given, your business name will be registered with the state for five years.

· A Certificate of Limited Partnership. Both domestic and foreign limited partnerships must file in order to do business in Montana.

· Registration of Limited Liability Partnership.

· Articles of Incorporation. These are required of corporations or individuals who wish to do business in Montana through a corporation. Nonprofit corporations must also file Articles of Incorporation.

· Articles of Organization. File these with the Secretary of State's Office if you want to form a limited liability company. 

Step Four: Apply for Tax ID Numbers
The Internal Revenue Service requires every business that hires employees, or is a partnership or corporation have a federal tax identification number. To obtain one, call the IRS toll-free at 1-800-829-4933. 

To apply for a state withholding tax ID number contact Department of Revenue at (406) 444-6900. 

To apply for a state unemployment insurance tax ID number contacts the Montana Department of Labor and Industry at (406) 444-3834.  

Step Five: Apply for Professional Licenses
Under state law, some professions -- such as architects, barbers, chiropractors, and dentists -- must be licensed. To determine whether you need a professional license, contact the Business and Occupational Licensing Bureau of the state Department of Labor and Industry at (406) 841-2333.

Step Six: Apply for Local Licenses
Every city and county has specific requirements about doing business within its jurisdiction. Call or visit your county courthouse or city offices to find out what particular requirements exist in your area. 

Step Seven: Apply for Workers' Compensation
If you are planning to hire employees, find out what kind of insurance coverage you are required to provide under state Workers' Compensation laws. You can get this information from Montana State Fund at (406) 444-6500 and the state Department of Labor and Industry.  

If you have questions on workers' compensation please contact the Department of Labor (406) 444-6532. 

Step Eight: File an Annual Report
If you have a corporation or limited liability company, you must file an Annual Report to stay in good standing with the Secretary of State's Office. The report is due each year by April 15 and must be accompanied by a $15 filing fee. Businesses that file after that date will be charged a penalty.

If you have a Montana corporation or limited liability company and fail to file an Annual Report by December 1, your company will be involuntarily dissolved. You will have the option of filing an Application for Reinstatement for up to five years after dissolution.

If you have a foreign corporation or limited liability company (located outside Montana), you must file your Annual Report by November 1 or your Certificate of Authority will be involuntarily revoked with no possibility of reinstatement. You would need to register again to do business in Montana.

Throughout the life of your business, it may become necessary to change your business name, ownership information, registered agent, or registered address, or to amend your articles, or to merge with another entity. It is very important that you notify the Secretary of State's Office of any changes. You can get forms and fee information from the Business Services Bureau, (406) 444-3665.

In your Annual Report, you can report changes in your principal officers or directors, as well as information about shareholders. However, if you need to remove a member from a Montana limited liability company, you must file a Statement of Dissociation.

 

Sole Proprietorships FAQ:

1. What is a sole proprietorship and how do I create one?

A sole proprietorship is a company with one owner that is not registered with the state as a limited liability company (LLC) or corporation.  In some state, a sole proprietorship is referred to as a DBA (doing business as), as in “Jose Smith, DBA Smith Heating and Air Conditioning.”

Establishing a sole proprietorship is cheap and relatively uncomplicated. You don’t have to do anything special or file any papers to set it up – you create a sole proprietorship just by going into business.  In other words, if you’ll be the only owner of the business you’re starting; your business will automatically be a sole proprietorship, unless you incorporate it or organize it as an LLC.

2. How are sole proprietorships taxed?

Unlike a corporation, a sole proprietorship is not considered separate from its owner for tax purposes.  This means the sole proprietorship itself does not pay income tax; instead, the owner reports business income or losses on her individual income tax return.  Note that all business income is taxed to the owner in the year the business receives it, whether or not the owner removes the money from the business.

3. Are sole proprietors personally liable for business debts?

Legally, a sole proprietorship is inseparable from its owner – the business and the owner are one and the same.  As a result, the owner of a sole proprietorship is personally liable for the entire amount of any business-related obligations, such as debts or court judgments.  This means that if you form a sole proprietorship, creditors of the business can come after your personal assets – your house or your car, for example – to collect what the business owes them. 

Sole Proprietorship Basics:

If you are going into business on you own, the simplest legal structure is the sole proprietorship.

A sole proprietorship is a business that is owned by one person (and sometimes his or her spouse) and that isn’t registered with the state as a corporation or a limited liability company (LLC).

Sole proprietorships are so easy to set up and maintain that you may already own one without knowing it.  For instance, if you are a freelance photographer or writer, a craftsperson who takes jobs on a contract basis, a salesperson who receives only commissions or an independent contractor who isn’t on an employer’s regular payroll, you are automatically a sole proprietor.

However, even though a sole proprietorship is the simplest of business structures, you shouldn’t fall asleep at the wheel.  You may have to comply with local registration, license or permit laws to make your business legitimate.  And you should look sharp when it come to tending to your business, because you are personally responsible for paying both income taxes and business debts.

Personal Liability for Business Debts:
A sole proprietor can be held personally liable for any business-related obligation.  This means that if your business doesn’t pay a supplier, defaults on a debt or loses a lawsuit, the creditor can legally come after your house or other possessions.

By contract, the law provides owners of corporations and limited liability companies (LLC’s) with what is called “limited personal liability” for business obligations.  This means that, unlike sole proprietors and general partners, owners of corporations and LLC’s can normally keep their house, investments and other personal property even if their business fails.  If you will be engaged in a risky business, you may want to consider forming a corporation or an LLC.

Paying Taxes on Business Income:

In the eyes of the law, a sole proprietorship is not legally separate from the person who owns it.  The fact that a sole proprietorship and its owner are one and the same means that a sole proprietor simply reports all business income or losses on his individual income tax return – IRS from 1041 with Schedule C attached.

As a sole proprietor, you will have to take responsibility for withholding and paying all income taxes, which an employer would normally do for you.  This means paying a “self-employment” tax, which consists of contributions to Social Security and Medicare, and making payments of estimated taxes throughout the year. 

Registering Your Sole Proprietorship;

Unlike an LLC or a corporation, you generally don’t have to file any special forms or pay any fees to start working as a sole proprietor.  All you have to do is declare your business to be a sole proprietorship when you complete the general registration requirements that apply to all new businesses.

Most cities and many counties require businesses – even tiny home-based sole proprietorships – to register with them and pay at least a minimum tax.  In return, your business will receive a business license or tax registration certificate.   You may also have to obtain an employer identification number from the IRS, a seller’s permit from your state and a zoning permit from your local planning board.

And if you do business under a name different from your own, such as Custom Coding, you usually must register that name – known as a fictitious business name – with your county.  In practice, lots of businesses are small enough to get away with ignoring these requirements.  But if you are caught, you may be subject to back taxes and other penalties. 

How sole Proprietors are Taxed
Sole proprietors pay taxes on business income on their personal tax returns.  As a sole proprietor you must report all business income or losses on your personal income tax return; the business itself is not taxed separately.  (The IRS calls this “pass-through” taxation, because business profits pass through the business to be taxed on your personal tax return).

Here is a brief overview of how to file and pay taxes as a sole proprietor – and an explanation of when incorporating your business can save you tax dollars.

Filing a Tax Return

The only difference between reporting income from your sole proprietorship and reporting wages from a job is that you must list your business’s profit or loss information on Schedule C (Profit or Loss from a Business), which you will submit to the IRS along with Form 1040.

You will be taxed on all profits of the business – that’s total sales minus expenses – regardless of how much money you actually withdraw from the business.  In other words, even if you leave money in the company’s bank account at the end of the year – for instance, to cover future expenses or expand the business – you must pay taxes on that money.

You can deduct you business expenses in the same manner as any other type of business. You are allowed to write off any money you spend in pursuit of profit, including start-up costs, operating expenses and product and advertising costs, as well as business-related meals, travel and entertainment expenses.  But you’ll need to keep accurate records for your business that are clearly separate from your personal expenses.  One good approach is to keep separate checkbooks for your business and personal expenses – and pay for all of your business expenses out of the business checking account.  For information about allowable expenses and deductions see publication 535 @ http://www.irs.gov/pub/irs-pdf/p535.pdf.
Estimated Taxes

Because you don’t have an employer to withhold income taxes from your paycheck, it’s your job to set aside enough money to pay taxes on any business income you bring in over the year.   To do this, you must estimate how much tax you will owe at the end of each year and make quarterly estimated income tax payments to the IRS and, if required, to your state tax agency.

Self-Employment Taxes

Sole proprietors must make contributions to the Social Security and Medicare systems; taken together, these contributions are called “self-employment taxes.”  Self- employment taxes are equivalent to the payroll tax for employees of a business.  But while regular employees make contributions to these two programs through deductions from their paychecks, sole proprietors must make their contributions when paying their other income taxes.

Another important difference between employees and sole proprietors is that employees only have to pay half as much into these programs because their contributions are matched by their employers.  Sole proprietors must pay the entire amount themselves.

The self-employment tax rate is 15.3% of the first $94,200 of income and 2.9% of everything over $94,200.  Self-employment taxes are reported on Schedule SE, which a sole proprietor submits each year with his/her 1040 income tax return and Schedule C.

Incorporating Your Business May Cut Your Tax Bill

Unlike a sole proprietorship, a corporation is considered a separate entity from its owners for income tax purposes.  Owners of corporations don’t pay tax on money earned by the corporation unless they receive the money as compensation for services (salaries and bonuses) or as Dividends.  The corporation itself pays taxes on all profits left in the business.
While more complicated, corporate taxation can offer business owners some tax advantages.  Corporate owners who need or want to leave some profits in the business can benefit from lower corporate tax rates, as least for the first $75,000 of profits.  For example, if your Web design company wants to build up a reserve to buy new equipment or your small label manufacturing company needs to accumulate valuable inventory as it expands, you may choose to leave money in the business – let’s say $50,000.  If you operate as a sole proprietor, those “retained” profits would be taxed at your marginal individual tax rate, which is probably over 27%.  But if you incorporate, that $50,000 would be taxed at the lower 15% corporate rate.

To Learn more about how incorporating can reduce your tax bill, see “How is corporate income taxed.
Running a Business with your Spouse

Your spouse can be an informal owner of your sole proprietorship. 

If you are going into business for yourself and your spouse will help out, you don’t need to hire your husband or wife as an employee or independent contractor, nor do you need to form a partnership, LLC or corporation.  If you follow certain guidelines, you can continue to operate as a sole proprietorship (a one-owner business).

Filing a Joint Return

If your spouse will participate in your business, you can maintain your sole-owner status by filing a joint tax return at the end of the year.  On your joint return, you simply list all of your business income on Schedule C.  The IRS then treats all of your business income as belonging to both of you, and you will have just one tax bill.  While technically, the IRS expects sole proprietorships to have just one owner, it is quite common for mom and pop businesses to work this way.

Filing a joint return allows you and your spouse to own a business without forming a partnership – and dealing with more complicated partnership taxes.  Also, it permits your spouse to provide services for the business without being classified as an employee, freeing the business from the expense of payroll taxes.  This set-up not only saves you money but, if you have no other employees, it also allows you to avoid the time-consuming recordkeeping that comes with being an employer.

When you use a joint tax return, your business still has just one formal owner for the IRS purposes – that is, whoever is listed on Schedule C and on the business registration forms you file with your city or county.  But keep in mind that, in most states, you and your spouse each own part of the company because marital property laws give your spouse a share in your business.

Filing Separate Tax Returns

If you and your spouse file separate tax returns, your spouse can still participate in your sole proprietorship.  Your spouse simply does “volunteer” work (without pay) for your business.  But be advised that volunteers don’t rack up credit in their Social Security accounts for the time they spend working without pay.

Choosing Equal Ownership
If you and your spouse both want formal ownership of your company, each with an official say in management and a distinct share of the business’s profits and losses, you should create a business that allows two formal owners – such as a Partnership, LLC or Corporation – even though this will mean filing more complicated tax returns and other business paperwork. 

Partnership FAQ’s:  http://www.irs.gov/ 
1.  What is a partnership and how do I create one?

A partnership is a business owned by two or more people that haven’t filed papers to become a corporation or a limited liability company (LLC).  You don’t have to complete any paperwork to create your partnership – the arrangement begins as soon as you start a business with another person.

Although the law doesn’t require it, many partners work out the detail of how they will manage their business in a written partnership agreement.  If you don’t create a written agreement, the partnership laws of your state will govern your partnership.

2. Are there special rules for running partnerships?
Unlike corporations, partnerships are relatively informal business structures.  Partnerships aren’t required to hold meetings, prepare minutes, elect officers or issue stock certificates.  Generally, partners share equally in the management of the partnership and its profits and losses, and assume equal responsibility for its debts and liabilities.  These and other details are typically described in a Partnership Agreement.
3. Is a written partnership agreement required for every partnership?
No law requires partners to create a written partnership agreement, but it is smart to do so.  If you don’t make a partnership agreement, you run the risk that the default rules in your state’s partnership laws will govern your partnership in ways you and your partners won’t like.

Creating a written partnership agreement will also give you and your partner (s) a chance to discuss your expectations of each other, define how each of you will participate in the business and help you work out any sticky issues before they become major problems.

You don’t have to spend a fortune on lawyer’s fees to create a valid agreement – you and your partner (s) can easily put together a simple, clear agreement yourselves.

4. How are partnerships taxed?
A partnership is not considered separate form its partners for tax purposes.  Generally, this means the partnership itself does not pay any income taxes; instead, partnership income “passes through” the business to each partner, who then reports their share of business profits or losses on their individual federal tax return.  Each partner will need to estimate the taxes he or she will owe at the end of the year and make four quarterly estimated tax payments to the IRS.  For more on reporting and paying partnership taxes, see Partnership Taxes.
5. Are owners of a partnership personally liable for business debts?
Legally, a partnership is inseparable from its owners.  As a result, each partner (with the exception of the limited partners in a limited partnership) is personally liable for the entire amount of any business-related obligations.  This means that if you form a partnership, creditors can come after your personal assets (such as your house or your car) to make sure any partnership debts get paid.
In addition, you are legally bound to any business transactions made by you or any of your partners, and you can be held personally liable for those actions.  For example, if your partner takes out an ill-advised high-interest loan on behalf of the partnership, you can be held personally responsible for the debt.

In contrast, owners of limited liability companies (LLC’s) and corporations are not personally liable for business debts.

6. What happens if one partner wants to leave the partnership?
Before you go into business together, you and your partners should decide what will happen to the partnership when one partner retires or dies, or wants to leave the partnership for some other reason, such as a divorce or bankruptcy.  You might feel like you are being overly cautious or pessimistic, but it almost always makes sense to include “buy-sell” provisions in your partnership agreement to deal with these issues.  It is the best way to prevent resentments and serious problems (including messy lawsuits) from cropping up later on.  

7. What are the differences between a partnership and a limited liability company (LLC)?
When two or more people go into business together, they have automatically formed a partnership; they don’t need to file any formal paperwork.  By contrast, to form a limited liability company (LLC), business owners must file formal articles of organization with their state’s LLC filing office (usually the Secretary or Department of State) and comply with other state filing requirements.  For more information and registration instruction: http://sos.mt.gov/ 
Aside from formation requirements, the main difference between a partnership and a LLC is that partners are personally liable for any business debts of the partnership – meaning that creditors of the partnership can go after the partners’ personal assets – while members (owners) of and LLC are not personally liable for the company’s debts and liabilities. 

There is one similarity between LLS’s and partnerships, however.  They both offer “pass-through” taxation, which means that the owners report business income or losses on their individual tax returns; the partnership or LLC itself does not pay taxes.

8. What is the difference between a general partnership and a limited partnership?
Usually, when you hear the term “partnership,” it refers to a general partnership – that is, one where all partners participate to some extent in the day-to-day management of the business.  Limited partnerships are very different from general partnerships, and are usually set up by companies that invest money in other businesses or real estate.

While limited partnerships have at least one general partner who controls the company’s day-to-day operations and is personally liable for business debts, they also have passive partners called limited partners.  Limited partners contribute capital to the business (investment money) but have minimal control over daily business decisions or operations.  
In return for giving up management power, a limited partner’s personal liability is capped at the amount of his/her investment.  In other words, his/her investment can go toward paying off any partnership debts, but his/her personal assets cannot be touched – this is called “limited liability.”  However, a limited partner who starts tinkering with the management of the business can quickly lose her limited liability status.
Doing business as a limited partnership can be just as costly and complicated as doing business as a corporation.  For instance, complex securities laws often apply to the sale of limited partnership interests.  Consult a limited partnership expert if you are interested in creating this type of business.
Partnership Basics

A business with more than one owner that is not incorporated or organized as an LLC us by default, a partnership

By definition, a partnership is a business with more than one owner that has not filed papers with the state to become a corporation or LLC (Limited Liability Company).  There are two basic types of partnerships – general partnerships and limited partnerships.  This article discusses only general partnerships – those in which every partner has a hand in the management of the business.

The partnership is the simplest and least expensive co-owned business structure to create and maintain.  However, there a few important facts you should know before you begin.

Personal Liability for all Owners

First, partners are personally liable for all business debts and obligations, including court judgments.  This means that if the business itself can’t pay a creditor, such as a supplier, a lender or a landlord, the creditor can legally come after any partner’s house, car or other possessions. 

Second, any individual partner can usually bind the whole business to a contract or other business deal.  For instance, if your partner signs a year-long contract with a supplier to buy inventory at a price your business can’t afford, you can be held personally responsible for the sum of money owed under the contract.

There are just a few limits on a partner’s ability to commit the partnership to a deal – for instance, one partner can’t bind the partnership to a sale of all of the partnership’s assets – but generally, unless an outsider has reason to know of any limits the partners have placed on each other’s authority in their partnership agreement, any partner can bind the others to a deal.

Third, each individual partner can be sued for – and be required to pay – the full amount of any business debt.  If this happens, an individual partner’s only recourse may be to sue the other partners for their shares of the debt.

Because of this combination of personal liability for all partnership debt and the authority of each partner to bind the partnership, it’s critical that you trust the people with whom you start your business.

Partnership Taxes

A partnership is not a separate tax entity from its owners; instead it is what the IRS calls a “pass-through entity.”  This means the partnership itself does not pay any income taxes on profits.  Business income simply “passes trough” the business to each partner, who reports his share of profit – or his losses – on his individual income tax return.  In addition, each partner must make quarterly estimated tax payments to the IRS each year.

While the partnership doesn’t pay taxes, it must file Form 1065, and informational return, with the IRS each year.  This form sets out each partner’s share of the partnership profits/losses, which the IRS reviews to make sure the partners are reporting their income correctly.

Creating a Partnership

You don’t have to file any paperwork to establish a partnership – just agreeing to go into business with another person will get you started.

Of course, partnerships must fulfill the same local registration requirements as any new business, such as applying for a business license (also known as a tax registration certificate). Most cities require businesses to register with them and pay at least a minimum tax.  You may also have to obtain an employer identification number from the IRS, http://www.irs.gov/, a seller’s permit from your state and a zoning permit from your local planning board, http://www.irs.gov/. 
In addition, your partnership may have to register a fictitious or assumed business name.  If your business name doesn’t contain all of the partners’ last names, as in London Landscapes, you usually must register that name – known as a fictitious business name – with your county. Go to: http://sos.mt.gov/.
While the owners of a partnership are not legally required to have a written partnership agreement, it makes good sense to put the details of ownership, including the partners’ rights and responsibilities and their share of profits, into a written agreement. 

Ending a Partnership

One disadvantage of partnerships is that when one partner wants to leave the company, the partnership generally dissolves.  In that case, the partners must fulfill any remaining business obligation, pay off all debts, and divide any assets and profits among themselves.

If you want to prevent this kind of ending for your business, you should create a “Buy-Sell Agreement,” which can be included as part of your partnership agreement.  A buy-sell agreement helps partners decide and plan for what will happen when one partner retires, dies, becomes disabled or leaves the partnership to pursue other interests.  One way a buy-sell agreement helps avoid this situation is by allowing the partners to buy out a departing partner’s interest so business can continue as usual.  
Corporations FAQ’s:
1. What is a Corporation?
A corporation is a type of business structure created and regulated by state law.  What sets the corporation apart from all other types of businesses is that a corporation is an independent legal entity, separate from the people who own, control and manage it.  In other words, corporation and tax laws view the corporation as a legal “person,” meaning that the corporation can enter into contracts, incur debts and pay taxes apart fro its owners.  And there are other important characteristics that result from the corporation’s separate existence:  a corporation does not dissolve when its owners (shareholders) change or die, and the owners of a corporation are not personally responsible for the corporation’s debts; this called limited liability.  http://sos.mt.gov/BSB/Business_Models.asp#Corporation 

2. What is “limited liability” and why is it important?
If a business owner has “limited liability,” it means that he or she is not personally responsible for business debts and obligations of the corporation.  In other words, if the corporation is sued, only the assets of the business are at risk, not the owners’ personal assets, such as their houses or cars.  Corporate owners must comply with certain corporate formalities and keep up with paperwork to maintain this limited liability privilege.  
Limited liability has traditionally been associated with corporation, and is the main reason that most people consider incorporating.  However, other business structures, such as LLC’s, now offer this limited personal liability to business owners.  Sole proprietorships and general partnerships do not.

3. How are corporations different from partnerships, sole proprietorships and LLSs?
Unlike corporations, partnerships and sole proprietorships do not provide limited personal liability for business debts.  This means that creditors of those businesses can go after the owners’ personal assets to collect what is due.  However, organizing and operating a partnership or sole proprietorship is much easier than forming a corporation, because no formal paperwork is required.

A limited liability company (LLC), on the other hand, does offer limited personal liability, like a corporation.  And while formal paperwork is required to form an LLC – also like a corporation – running an LLC is less complicated.  LLC owners do not have to hold regular ownership and management meetings or follow other corporate formalities.

In addition, corporations differ from other business structures in the way they are taxed.  The corporation itself must pay corporate income taxes on profits – that is, whatever is left over after paying salaries, bonuses and other deductible expenses.  In contrast, partnerships, sole proprietorships and LLCs are not taxed on business profits; instead, the profits “pass through” the business to the owners, who report business income or losses on their personal tax returns.

4. How do I form a corporation?
There are several steps required to legally create a corporation.  The first is filing a short document called “Article of Incorporation” with the corporations division of your state government. http://sos.mt.gov/BSB/forms/ , filing fee is $70.00 in the state of Montana.  Articles of incorporation contain:

· The name of your corporation,

· the corporation’s address,

· a “registered agent” (the person to be contacted by any member of the public who needs to speak to someone about the corporation), and

· In some states, the names of the corporation’s directors.

When forming your corporation, you must also create “corporate bylaws,” a longer document that sets out the rules that govern your corporation, including necessary decision-making procedures and voting rights.

Finally, before you start doing business, you must hold an initial meeting of your board of directors to take care of some formalities, and you need to issue shares of stock to the initial owners (shareholders).

5. Who should form a corporation?
Because of the expense and formalities involved in setting up a corporation and issuing stock (share in the corporation), you should form a corporation only if you have good reason to do so.  If you merely want to limit your personal liability for business debts, forming a limited liability company (LLC) is probably smarter, because LLCs are both less expensive to form and less complex to run.  But here are some situations in which incorporating your business instead of forming an LLC may make sense:

· Your business needs the ability to issue stock or stock options to attract key employees or outside investment capital.
· Your business is so profitable that you can save significant income tax dollars by keeping some profits in the corporation each year.  This strategy is called “income splitting” because profits are essentially split between the individual owners and the corporation itself.

· You own a family business and you want to begin making gifts of ownership to your family as part of your financial or estate plan or to plan for the next generation of owners.  With a corporation you can easily make gifts of shares in your company without necessarily giving up management control and, if it is done correctly, without paying gift tax.

· Others insist that you incorporate you business.  For example, if you are an independent contractor, companies you want to work for may ask you to incorporate before they will sign contracts for your services.  This is because if you form a corporation, the IRS is more likely to view you as an independent contractor than an employee – a less-risky proposition for those who want to hire you.

6. Does running a corporation involve a lot more paperwork than running other types of businesses?

Corporations must comply with statutory rules that unincorporated businesses, such as limited liability companies (LLCs), partnerships and sole proprietorships, don’t have to bother with.  For instance, corporations must observe corporate formalities such as holding (and taking minutes) annual shareholder and director meetings and documenting important directors’ decisions.  Also, corporations must file and pay taxes on separate corporate tax returns and must set up a double-entry bookkeeping system to record business transactions, complete with daily journals and general ledger.

7. How is corporate income taxed?
Unlike sole proprietors and owners of partnerships and LLSs, a corporation’s owners do not pay individual taxes on all business profits.  The owners pay taxes only on profits paid out to them in the form of salaries, bonuses and dividends.  (Dividends are portions of profits that large corporations sometimes pay out to shareholders in return for their investment in the company).  The corporation pays taxes, at special corporate tax rates, on any profits that are left in the company from year to year (called “retained earnings”).
Note that this taxation scheme does not apply to “S” Corporations,” which are corporations that have elected partnership-style taxation.  (Regular Corporation, discussed above, is called “C” Corporations).  If your corporation elects to be taxed as an S corporation, all of the corporation’s profits and losses will “pass through” to the owners, who will report them on their individual income tax returns. 

8. Is corporate income taxed twice?
Many people have heard that corporate income is taxed twice:  once to the corporation itself and then again a second time when earnings are paid out to the corporation’s owners (shareholders).  This is TRUE only for earnings paid out to shareholders in the form of dividends – that is, profits paid by large corporations to their shareholders in return for their investment in the company.

In practice, this sort of double taxation seldom occurs in a small corporation.  The reason is simple:  shareholders rarely pay themselves dividends.  Instead, they work for the corporation and pay themselves salaries and bonuses as ordinary and necessary business expenses, it doesn’t have to pay corporate tax on them.  (Dividends, on the other hand, are not a tax-deductible corporate expense, so both the corporation and the share holder must pay tax).  As long as you work for your corporation, even in a part-time or consulting capacity, you can take home profits in the form of a salary and bonuses, avoiding double taxation.
9. What is a professional corporation?
A professional corporation is a special kind of corporation that only members of certain professions, such as lawyers, doctors and other healthcare workers, can create.  By forming a professional corporation, professionals can limit their personal liability for the malpractice of their associates.

    10.  I need to worry about security laws when I issue stock in my    
 corporation?
Securities laws are meant to protect investors from unscrupulous business owners.  These laws require corporations to jump through some hoops before accepting investments in exchange for shares of stock (the “securities”).  Technically, a corporation is required to register the sale of shares with the federal Securities and Exchange Commission (SED) and its state securities agency before granting stock to the initial corporate owners (shareholders).  Registration takes time and typically involves extra legal and accounting fees.

Fortunately, many small corporations get to skip the registration process because of exemptions provided by both federal and state laws.  For example, SEC rules don’t require a corporation to register a “private offering,” which is a non-advertised sale of stock to either:
· A limited number of people (generally 35 or fewer), or

· Those who, because of their net worth or income earning capacity, can reasonably be expected to take care of themselves in the investment process.

Most states have enacted their own versions of this popular federal exemption.

If you and a few associates are setting up a corporation that you’ll actively manage, you will no doubt qualify for an exemption, and you will not have to file any paperwork.  For more information about federal exemption, visit the SEC website- http://www.sec.gov/ .
Limited Liability Company FAQ

1. What is a limited liability company?

A limited liability company, commonly called an “LLC,” is a business structure that fits somewhere between the corporation and the partnership or sole proprietorship.  Like owners of partnerships or sole proprietorships, LLC owners report business profits or losses on their personal income tax returns; the LLC itself is not a separate taxable entity.

Like a corporation, however, all LLC owners are protected from personal liability for business debts and claims – a feature known as “limited liability.”  This means that if the business owes money or faces a lawsuit for some other reason; only the assets of the business itself are at risk.  Creditors can’t reach the personal assets of the LLC owners, such as a house or car.
For these reasons, many people say the LLC combines the best features of both the partnership and corporate business structures.  To learn more about limited liability companies, see LLC Basics.
2. How many people do I need to form an LLC?
You can be the sole owner of your LLC in all states except Massachusetts, which is expected to allow the formation of one-person LLCs in the future.  Until it does, married business owners in Massachusetts can form an LLC with their spouse to satisfy the current two-owner requirement.

3. Who should form an LLC?
You should consider forming an LLC if you are concerned about personal exposure to lawsuits arising from your business.  For example, if you decide to open a store-front business that deals directly with the public, you may worry that your commercial liability insurance won’t fully protect your personal assets from potential slip-and-fall lawsuits or claims by your suppliers for unpaid bills.  Running your business as an LLC may help you sleep better, because it instantly gives you personal protection against these and other potential claims against your business.

Not all businesses can operate as LLCs, however.  Businesses in the banking, trust and insurance industry, for example, are typically prohibited from forming LLCs.  In addition some states, including California, prohibit professionals such as architects, accountants, doctors and other licensed healthcare workers form forming LLCs.

4. How do I form an LLC?
In most states, the only legal requirement is that you file “articles of organization” with your state’s LLC filing office, which is usually par of the Secretary of State’s office.  Most states provide a fill-in-the-blank form that takes just a few minutes to prepare.  You can obtain the form by mail or download it from your state’s website.  http://sos.mt.gov/index.asp
A few states (including Arizona and New York) require an additional step:  Prior to filing your articles or organization, you must publish your intention to form an LLC in a local newspaper.

You will also want to prepare and LLC operating agreement, though it isn’t legally required in most states.  Your operating agreement explicitly states the rights and responsibilities of the LLC owners.  If you don’t create a written operating agreement, the laws of your state will govern your LLC.

5. Do I need a lawyer to form an LLC?
No.  All states allow business owners to form their own LLC by filing articles of organization.  In most states, the information required for the articles of organization is non-technical – it typically includes the name of the LLC, the location of its principal office, the names and addresses of the LLCs owners and the name and address of the LLCs registered agent (a person or company that agrees to accept legal papers on behalf of the LLC).

Now that most states provide downloadable fill-in-the-blank forms and instructions, the process is even easier.  An LLC filing offices are becoming more accustomed to dealing directly with business owners; they often allow business owners to email questions to them directly. 

Of course, if you are trying to decide whether the LLC is the right structure for your business, you may want to consult an expert.  You may also want an expert to review your operating agreement and set up your bookkeeping and accounting systems.

6. Must every LLC have an operating agreement?
Although most states’ LLC laws do not require a written operating agreement, you should not consider starting business without one.  Here is why an operating agreement is necessary:

· It helps to ensure that courts will respect your personal liability protection by showing that you have been conscientious about organizing your LLC>
· It sets out rules that govern how profits will be split up, how major business decisions will be made, and the procedures for handling the departure and addition of members.

· It helps to avert misunderstandings between the owners over finances and management.

· It keeps your LLC from being governed by the default rules in your states’ LLC laws, which might not be to your benefit.

7. How are LLCs taxed?
Like sole proprietorships (one-owner businesses) and partnerships, an LLC is not considered separate from its owners for tax purposes.  This means that the LLC does not generally pay any income taxes itself; instead, each LLC owner pays taxes on her share of profits (or deducts her share of business losses) on his/her personal tax return.

LLC owners can instead elect to have their LLC taxed like a corporation.  This can reduce taxes for LLC owners who will regularly need to retain a significant amount of profits in the company.  http://www.irs.gov/ 

8. How do LLCs operate?
Informally, unlike corporations, LLCs are allowed to operate without holding regular ownership and management meetings.  You can hold formal meetings that are documented by written minutes whenever you wish, but doing so is normally voluntary under state LLC laws.  You may wish to call a meeting only when you want to create a paper trail of an important LLC decision, such as the admission or expulsion of a member or the approval of a sizable loan or purchase of real estate.
9. What are the differences between a limited liability company and a partnership?
The main difference between and LLC and a partnership is that LLC owners are not personally liable for the company’s debts and liabilities.  This means that creditors of the LLC cannot go after the owners’ personal assets to pay off LLC debts.  Partners, on the other hand, do not receive limited liability protection.

Also, owners of LLCs must file formal articles of organization with their state’s LLC filing office, pay a filing fee and comply with certain other state filing requirements before they open for business.  By contrast, people who form a partnership do not need to file any formal paperwork and don not have to pay any special fees.

LLCs and partnerships are almost identical when it comes to taxation, however, in both types of businesses, the owners report business income or losses on their personal tax returns; the business itself does not pay tax on this money.  In fact, LLC and partnerships file the same informational tax return with the IRS (Form 1065) and distribute the same schedules to the business’s owners (Schedule K-1, which lists each owner’s share of income).

10. Can I convert my existing business to an LLC?

Yes.  Converting a sole proprietorship or a partnership to an LLV is an easy way for sole proprietors and partners to protect their personal assets without changing the way their business income is taxed.
Some states provide a simple form for converting a partnership to an LLC (often called a “certificate of conversion”).  Sole proprietors and partners in states that don’t provide a conversion form must file regular articles of organization to create an LLC.

In some states, before a partnership can officially convert to an LLC, it must publish a notice in a local newspaper that the partnership is being terminated.  And in all states, you will have to transfer all identification numbers, licenses and permits to the name of your new 
LLC, including:

· Your federal employer identification number

· Your state employer identification number

· Your sales tax permit

· Your business license (or tax registration), and 

· Any professional licenses or permits.

11. Do I need to know about securities laws to set up an LLC?
If you will be the sole owner of your LLC and you don’t plan to take investments from outsiders, your ownership interest in the LLC will not be considered a “security” and you don’t have to concern yourself with these laws.  For co-owned LLCs, however, the answer to this question is not so clear.
First, let’s consider the definition of a “security.”  A security is an investment in a profit-making enterprise that is not run by the investor.  Here is another way to think about it:  If a person invests in a business with the expectation of making money from the efforts of others, that person’s investment is generally considered a “security” under federal and state law.  Conversely, when a person will rely on his or her own efforts to make a profit (that is, he/she will be an active owner of an LLC), that person’s ownership interest in the company will not usually be treated as a security.

How does this apply to you?  Generally, if all of the owners will actively manage the LLC – the situation for most small start-up LLC’s -- the LLC ownership interest will not be considered securities.  But if one or more of your co-owners will not work for the company or play an active role in managing the company – as may be true for LLCs that accept investments from friends and family or that are run by a special management group – your LLCs ownership interest may be treated as securities by your state and by the federal Securities and Exchange Commission (SEC).

If your ownership interest is considered securities, you must get an exemption from the state and federal securities laws before the initial owners of your LLC invest their money.  If you don’t qualify for an exemption to the securities laws, you must register the sale of your LLCs ownership interests with the SEC and your state.
Fortunately, smaller LLCs, even those that plan to sell memberships to passive investors, usually qualify for securities law exemptions.  For example, SEC rules exempt the private sale of securities if all owners reside in one state and all sales are made within the state; this is called the “intrastate offering” exemption.  Another federal exemption covers “private offering.”  A private offering is an unadvertised sale that is limited to a small number of people (35 or fewer) or to those who, because of their net worth or income earning capacity, can reasonably be expected to be able to take care of themselves in the investment process.  Most states have enacted their own versions of these popular federal exemptions.

For more information about SEC exemptions, visit their website:  http://www.sec.gov/.

LLC Basics

Limited liability companies combine the best aspects of partnerships and corporations.

A limited liability company (LLC) combines attributes from both corporations and partnerships (or for one-person LLCs, sole proprietorships):  the corporation’s protection from personal liability for business debts and the simpler tax structure of partnerships.  And while setting up an LLC is more difficult than creating a partnership or sole proprietorship, running one is significantly easier than running a corporation.

Number of Members

Contrary to what you may have learned just a few years ago, you can now form an LLC with just one person in every state except Massachusetts, which requires and LLC to have two owners (technically called members).  If you want to form a one-member LLC in Massachusetts and you are married, you can make your spouse your LLCs second member.

While there’s no maximum number of owners that an LLC can have, for practical reasons you will probably want to keep the group small.  An LLC that’s actively owned and operated by more that about five people risks problems with maintaining good communication and reaching consensus among the owners.
Limited Personal Liability

Like shareholders of a corporation, all LLC owners are protected from personal liability for business debts and claims.  This means that if the business itself can’t pay a creditor – such as suppliers, a lender or a landlord – the creditor cannot legally come after any LLC member’s house, car or personal possessions.  Because only LLC assets are used to pay off business debts, LLC owners stand to lose only the money that they have invested in the LLC.  This feature is often called “limited liability.”

Exceptions to Limited Liability

While LLC owners enjoy limited personal liability for many of their business transactions, it is important to realize that this protection is not absolute.  This drawback is not unique to LLCs, however – the same exceptions apply to corporations.  An LLC owner can be held personally liable if he/she:

· Personally and directly injures someone

· Personally guarantees a bank loan or a business debt on which the LLC defaults.

· Fails to deposit taxes withheld from employees’ wages

· Intentionally does something fraudulent, illegal, or clearly wrong-headed that causes harm to the company or to someone else, or

· Treats the LLC as an extension of his or her personal affairs, rather than as a separate legal entity.

The last exception is the most important.  In some circumstances, a court might say that the LLC doesn’t really exist and find that its owners are really doing business as individuals, who are personally liable for their acts.  To keep this from happening, make sure you and your co-owners:

· Act fairly and legally.  Do not conceal or misrepresent material facts or the state of your finances to vendors, creditors or other outsiders.
· Fund your LLC adequately.  Invest enough cash into the business so that your LLC can meet foreseeable expenses and liabilities.

· Keep LLC and personal business separate.  Get a federal employer identification number, open up a business-only checking account, and keep your personal finances out of your LLC accounting books.

· Create an operating agreement.  Having a formal written operating agreement lends credibility to your LLCs separate existence.

Business Insurance

A good liability insurance policy can shield your personal assets when limited liability protection does not.  For instance, if you are a massage therapist and you accidentally injured a client’s back, your liability insurance policy should cover you.  Insurance can also protect your personal assets in the event that your limited liability status is ignored by a court.

In addition to protecting your personal assets in such situations, insurance can protect your corporate assets from lawsuits and claims.  Be aware, however, that commercial insurance usually does not protect personal or corporate assets from unpaid business debts, whether or not they are personally guaranteed.

LLC Taxes
Unlike a corporation, an LLC is not considered separate from its owners for tax purposes.  Instead, it is what the IRS calls a “pass-through entity,” like a partnership or sole proprietorship.  This means that business income passes through the business to each LLC member, who reports his share of profits or losses on his/her, individual income tax return.  Each LLC member must make quarterly estimated tax payments to the IRS.

While an LLC itself doesn’t pay taxes, co-owned LLCs must file Form 1065, and informational return, with the IRS each year.  This form, the same one that a partnership files, sets out each LLC member’s share of the LLCs profits or losses, which the IRS reviews to make sure the LLC member’s are correctly reporting their income.

LLC Management

The owners of most small LLCs participate equally in the management of their business.   This arrangement is called “member management.”  

The alternative management structure – somewhat awkwardly called “manager management” – means that you designate one or more owners (or even and outsider) to take responsibility for managing the LLC.  The non-managing owners (sometimes family members who have invested in the company) simply sit back and share in LLC profits.  In a manager-managed LLC, only the “named manager (s)” is able to vote on management decisions and act as agents of the LLC.  Choosing manager management, however, can complicate securities issues for your LLC.  For more information see the SEC website, http://www.sec.gov/.

Forming an LLC

To create an LLC, you begin by filing “articles of organization” with the LLC division of your state government.  This office is often in the same department as the corporations division, which is usually part of the Secretary of State’s office.  Filing fees may apply.

Many states supply a blank one-page form fro the articles of organization, on which you need only specify a few basic details about your LLC, such as its name and address and contact information for a person involved with the LLC (usually called a “registered agent”) who will receive legal papers on its behalf.  Some states also require you to list the names and addresses of the LLC members.
In addition to filing articles of organization, you must create a written LLC operating agreement.  While you do not have to file your operating agreement with the state, it is a crucial document because it sets out the LLC members’ rights and responsibilities, their percentage interest in the business and their share of the profits.

Finally, your LLC must fulfill the same local registration requirements as any new business, such as applying for a business license and registering a fictitious or assumed business name.

Ending an LLC

Under the laws of many states, unless your operating agreement says otherwise, when one member wants to leave the LLC, the company dissolves.  In that case, the LLC members must fulfill any remaining business obligations, pay off any debt, divide any assets and profits among themselves, and then decide whether they want to start a new LLC to continue the business with the remaining members

Your LLC operating agreement can prevent this kind of abrupt ending to your business by including “buy-sell” provisions, which set up guidelines for what will happen when one member retires, dies, becomes disabled or leaves the LLC to pursue other interests.
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