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Part One Text )

The three most common forms of business ownership are sole proprietorship, partnership,
and corporation. Corporations tend to be larger-scale operations, accounting for the lion’s share
of total receipts in all the economy’s industrial sub-sectors. However, proprietorships are more
numerous, particularly in the service sector. Each form of business ownership has a characteristic
internal slructure-, legal status, size, and field to which it is best suited.
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Sole Proprietorships

A sole proprietorship is a business owned by one person, although it may have many
employees. It is the easiest and least expensive forms of business to start. Many retail
establishments and small service business are sole proprietorships.

Advantages and Disadvantages of Sole Proprietorships

Sole proprietorship has a number of advantages. One is the ease of establishment. All you
have to do to launch a sole proprietorship is to obtain any necessary licenses and start your business
with your own decision about price charges, work time, and disposal of all profits at your own
will. A sole proprietorship also enjoys the advantage of privacy, which means you don’t have to
prepare any reports for outsiders as you would if you owned a corporation.

Most sole proprietorships are relatively small businesses. The small scale reflects their limited
financial resources. Therefore, it may have more difficulty to get a loan. In some cases, the sole
proprietorship’s independence may be a drawback because it often means that the business depends
on the talents and managerial skills of one person. The major disadvantage is the proprietor’s
unlimited liability. From a legal standpoint, the owner and the business are one and the same.
Any legal damages or debts incurred by the business are the owner’s responsibility. In that case,
the sole proprietor will have to sell personal assets to satisfy the business debt. A final
disadvantage is that sole proprietorships often have a limited life. The owner’s death may mean the
demise of the business, particularly if the owners’ skills are crucial to the operation.

» Partnerships

Partnership is a legal association of two or more people as co-owners of a business for profit.
You and your partners would share the profits and losses of the business and perhaps the
management responsibilities as well. Partnership might remain a small, two-person operation, or it
might grow into an international business with thousands of employees, as some accounting and
consulting firms have done.

There are two basic types of partnerships: general partnership and limited partnership. In
a general partnership, all partners are legally equal and are liable for the business’s debts. In a
limited partnership, however, one or more people act as general partners and run the business.
The remaining partners are passive investors who are not involved in managing the business. These
partnerships are called limited partners because their liability is limited to the amount of their
capital contribution. They cannot be sued for more money than they invested in the business.
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Advantages and Disadvantages of Partnerships

Like proprietorships, partnerships are easy to form, although it’s wise to reach a partnership
agreement — the legal document that spells out the partner’ rights and responsibilities. Partnerships
also have the same tax advantages as proprietorships, since profits are taxed at personal-income-
tax rates rather than corporate rates. In a couple of respects, partnerships are superior to sole
proprietorships, largely because there’s strength in numbers. With several people putting up their
money and pooling their talents, it will obtain financing more easily and increase the chances of
success. Finally, partnership organization will have longer life span since new partners can be
drawn into the business to replace those who die or retire.

A fundamental drawback of a general partnership arrangement is the unlimited liability of the
active partners. Faced with the risk of unlimited liability, many lawyers, doctors, and accountants
are forming professional corporations rather than partnerships. Another disadvantage of
partnerships is the potential for interpersonal problems. Partners may have conflicts in the
management of partnership organizations.

%

Corporations

A corporation is a legal entity with the power to own property and conduct business. It should
be recognized that a corporation is an artificial being, distinct and separate from the individuals
who create and operate it, unlike the case with sole proprietorships and partnerships. As a separate
legal entity, a corporation may acquire, own, and dispose of property in its own name. It may
also incur liabilities and enter into other types of contracts.

The ownership of a corporation is divided into units called shares of stock. The owners of the
shares of stock own the corporation and are called stockholders or shareholders. Because a
corporation has a separate legal existence, shares of stock may be bought and sold without
affecting the operations or continued existence of the corporation. This is in contrast to the
partnership form of organization, in which changes in the ownership dissolve the partnership. The
corporation’s unlimited life span, combined with its ability to raise capital, gives it the potential
for significant growth.

Types of Corporation

Corporations have evolved into various types. The first distinction is whether a corporation is
government-owned, quasi-government, or private. Government-owned corporations are formed by

the government for a specific public purpose. Quasi-government corporations are corporations
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chartered by the government as an approved monopoly to perform services to the general public.
Public utilities are examples of quasi-public corporations and they have a government-granted
monopoly to provide electricity, local phone service, water, and natural gas.

Corporations may be either not-for-profit corporations or for-profit corporations. Not-for-
profit corporations pursue goals other than economic ones, such as those targeted by charitable,
educational, and fraternal organizations. For-profit corporations are formed to earn money for their
owners.

Corporations also can be distinguished by whether it is publicly traded or not. Corporations
that are publicly traded ( called open corporations) actively sell stock on the open market. Private
(closed) corporations are companies whose stock are held by a few people and aren’t available to
general public, preferring to finance any expansion out of their own earnings or to borrow from
some other source. By withholding their stock from public sale, the owners retain complete
control over their operations and protect their businesses from unwelcome takeover attempts.
Professional corporations are not publicly traded, and their shareholders offer professional services
(such as medical, legal, and engineering services). Popular because of their ability to set up
beneficial pension and insurance plans, professional corporations are replacing partnerships in
some parts of the country. Limited liability companies ( LLCs) allow firms to pay taxes like
partnerships while protecting shareholders form personal liability beyond their investments.

Finally, not all corporations are independent entities. Subsidiary corporations are partially or
wholly owned by another corporation known as a parent company, which supervises the operations
of the subsidiary. A holding company is a special type of parent company that owns other
companies for investment reasons and usually exercises little operating control over these
subsidiaries.

Advantages and Disadvantages of Corporations

No other form of business ownership can match the success of the corporation in bringing together
money, resources and talent; in accumulating assets; and in creating wealth. The corporation has
certain significant advantages that make it the best vehicle for accomplishing these tasks.

One of these advantages is the stockholder of a corporation has limited liability. Although a
corporate entity can assume tremendous liabilities, it is the corporation that is liable rather than any
of the private shareholders. Therefore, a corporation’s creditors usually may not go beyond the
assets of the corporation to satisfy their claims. Thus, the financial loss that a stockholder may
suffer is limited to the amount invested. This limited liability feature contributes to the rapid
growth of the corporate form of organization.
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Private corporations also have the advantage of liquidity, which means that investors can
easily convert their stock into cash by selling it on the open market. A corporation’s unlimited life
span is another important advantage. It allows a firm to make long-range plans and to recruit,
train, and motivate the best employees.

Corporations are not without some disadvantages. Publicly owned companies are required by
the government to follow certain rules and to publish information about their finances and
operations. These reporting requirements increase the pressure on corporate managers to achieve
short-term growth and earnings targets in order to satisfy shareholders and attract potential
investors. Having to disclose financial information increases the company’s vulnerability to
competitors and to those who might want to take over the company.

In addition, corporations are subject to taxes. Unlike the sole proprietorship and partnership,
corporations must pay relatively high income taxes. And shareholders must pay income taxes on
dividends distributed to them. Thus corporate profits are taxed twice, whereas the profits in a sole
proprietorship or paftnership are taxed only once, and at a lower rate. This double taxation of
corporate earnings is a major disadvantage of the corporate form of organization.

» Corporate Structure and Governance

Although a corporation’s shareholders own the business, they are rarely involved in managing
it, particularly if the corporation is publicly traded. They exercise control over the management of
a corporation’s operations and activities by electing a board of directors. The board of directors
meets periodically to establish corporate policies. The board selects the chief executive officer
(CEO) and other major officers to manage the day-to-day affairs of the corporation. The board
also has responsibility for deciding when and how much corporate income to distribute to
stockholders in the form of dividends.

Exhibit 1.1 shows the organizational structure of a corporation.

E
Organizational Structure of a Corporate Enterprise

Stockholders

Board of Directors

Officers

Employees
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Shareholders

Theoretically, the shareholder (who can be individuals, other companies, nonprofit organizations,
funds) are the ultimate governing body of the corporation, but in practice, most individual
shareholders in large corporations — where the shareholder may number in the millions — accept
the recommendations of management. Institutional investors, such as pension funds, insurance
companies, mutual funds, and college endowment funds, have accumulated an increasing share of
the stock in the nation’s corporations. These large institutional investors want the value of their
stock to increase, and they are beginning to play a more powerful role in governing the
corporations in which they own shares.

Some shareholders own stock that carries no voting right, and some people (or organizations)
own more shares with voting rights than others do. At least once a year, all the owners of voting
shares are invited to a meeting to choose directors, select an independent accountant to audit the
company’s financial statements, and to attend to other business.

Board of Directors

As a practical matter, the board of directors, which supposedly represents the shareholders, is
responsible for guiding corporate affairs and selecting corporate officers. The board has the power
to vote on major management decisions, such as building a new factory, hiring a new president,
or buying a new subsidiary. In some corporations, several of the directors may be inside directors,
people who are also employees of the company. The outside directors are typically major
stockholders, executives of other firms, or influential people connected with the company’s
industry.

Officers

The real power in a corporation often lies with the chief executive officer, or CEO, who is
responsible for establishing the policies of the company at the direction of the board. The chief
executive officer may also be the chairman of the board, the president of the corporation, or both.
In many instances, the CEO picks a slate of directors that includes friends and business associates
and submits their names to the shareholders for approval. Since the directors in the companies owe
their position on the board to the CEO, they tend to be loyal.

Franchises

In addition to the three basic forms of business ownership, franchises are a special form of
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ownership. Basically a franchise agreement is an arrangement whereby someone with a good idea
for a business (the franchisor) sells the rights to use the business name and to sell a product or
service (the franchise) to others (the franchisee) in a given territory.

Some people are more comfortable not starting their own business from scratch. They would
rather join a business with a proven track record through a franchise agreement. A franchise can be
formed as a sole proprietorship, partnership, or corporation. Examples of the best-known
franchises are McDonald’s, Holiday Inn.

Franchising has penetrated every aspect of business life by offering products and services that
are reliable, convenient, and competitively priced. Franchising clearly has some advantages.
Compared with someone who starts a business from scratch, a franchisee has an established
product and can get management and marketing assistance from the franchisor. Secondly, a
franchisee can still enjoy much of the incentives, profits and pride of any sole proprietor. In
addition, it’s easy to get instant recognition and support from a product group with established
customers.

There are, however, some potential pitfalls. Most franchises will demand a fee just for the
rights to the franchise. Fees for franchises can vary considerably. The franchisor often demands
either a large share of the profits in addition to the start-up fees or a percentage commission based
on sales, not profit. This share demanded by the franchisor is generally referred to as a royalty.
What’s more, Management “assistance” has a way of becoming managerial orders, directives,
and limitations. Franchisees feeling burdened by the company’s rules and regulations may lose the

spirit and incentive of being their own boss with their own business.
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