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Selectmg a Form of
Business Ownershnp

»
When entrepreneurs establish a
business, they must decide on the
form of business ownership. There
are three basic forms of business
ownership: sole proprietorship,
partnership, and corporation. The
form thatis chosen can affect
the profitability, risk, and value
of the firm. :

Consider the‘ case of the Rugged
Bike Shop, which was recently cre-
ated by three entrepreneurs. The
entrepreneurs want to use a form
of business ownership that gives
each of them equal ownership.
They want to limit their liability
and would like easy access to
funding if they need it. They also
want to consider how they might
obtain the ownership of other bike
businesses if they decide to ex-
pand in other locations.

- The entrepreneurs creating the

Rugged Bike Shop must decide:

» What are the advantages and
disadVantages of a proprietor-
ship, a partnership, and a
corporation?

» How will the form of business
ownership they choose affect
their risk?

» What methods can they use to
obtain ownership of existing
businesses?

The business ownership decision
determines how the earnings of a

business are distributed among
the owners of the business, the de-
gree of liability of each owner, the
degree of control that each owner
has in running the business, the
potential return of the business,
and the risk of the business. These
types of decisions are necessary
for all businesses. This Part ex-
plains how the business owner-
ship decisions of the Rugged Bike
Shop or any other firm can be
made in a manner that maximizes
the firm’s value.

Business Access

to Funding

Form of Business
Ownership Decisions

of Business

Value

Control t
i of Firm

by Business

Taxes Paid

Sole Propricterehipys i
1

Describe the advahtagés
and disadvantages of a
sole proprietorship.

A business owned by a single owner is referred to as a sole proprietorship.
The owner of a sole proprietorship is called a sole proprietor. A sole pro-
prietor may obtain loans from creditors to help finance the firm’s opera-
tions, but these loans do not represent ownership. The sole proprietor is
obligated to cover any payments resulting from the loans but does not need

to share the business profits with creditors.



8 PART 1 SELECTING A FORM OF BUSINESS OWNERSHIP

sole proprietorship
a business owned by a single
owner

sole proprietor
the owner of a sole proprietorship

Typical examples of sole proprietorships include a local restaurant, a lo-
cal construction firm, a barber shop, a laundry service, and a local clothing
store. About 70 percent of all firms in the United States are sole propri-
etorships. But because these firms are relatively small, they generate less
than 10 percent of all business revenue. The earnings generated by a sole
proprietorship are considered to be personal income received by the pro-
prietor and are subject to personal income taxes collected by the Internal
Revenue Service (IRS).

Characteristics of Successful Sole Proprietors

Sole proprietors must be willing to accept full responsibility for the firm’s
performance. The pressure of this responsibility can be much greater than
any employee’s responsibility. Sole proprietors must also be willing to work
flexible hours. They are on call at all times and may even have to substi-
tute for a sick employee. Their responsibility for the success of the business
encourages them to continually monitor business operations. They must
exhibit strong leadership skills, be well organized, and communicate well
with employees.

Many successful sole proprietors had previous work experience in the
market in which they are competing, perhaps as an employee in a com-
petitor’s firm. For example, restaurant managers commonly establish their
own restaurants. Experience is critical to understanding the competition
and the behavior of customers in a particular market.

Advantages of a Sole Proprietorship

The sole proprietor form of ownership has the following advantages over .

other forms of business ownership:

1. All Eamings Go to the Sole Proprietor The sole proprietor (owner) does not
have to share the firm’s earnings with other owners. Thus, the rewards
of establishing a successful firm come back to the owner.

2. EasyOrganization Establishing a sole proprietorship is relatively easy. The
legal requirements are minimal. A sole proprietorship need not estab-
lish a separate legal entity. The owner must register the firm with the
state, which can normally be done by mail. The owner may also need
to apply for an occupational license to conduct a particular type of busi-
ness. The specific license requirements vary with the state and even the
city where the business is located.

3. Complete Control Having only one owner with complete control of the
firm eliminates the chance of conflicts during the decision-making
process. For example, an owner of a restaurant can decide on the
menu, the prices, and the salaries paid to employees.

4. LowerTaxes Because the earnings in a proprietorship are considered to
be personal income, they may be subject to lower taxes than those im-
posed on some other forms of business ownership, as will be explained
later in this part.

Disadvantages of a Sole Proprietorship

Along with its advantages, the sole proprietorship has the following
disadvantages:

L LY S SR
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1. SOLE PROPRIETORSHIP 9

1. The Sole Proprietor Incurs All Losses Just as sole proprietors do not have to
share the profits, they are unable to share any losses that the firm in-
curs. For example, assume you invest $10,000 of your funds in a lawn
service and borrow an additional $8,000 that you invest in the busi-
ness. Unfortunately, the revenue is barely sufficient to pay salaries to
your employees, and you terminate the firm. You have not only lost all
of your $10,000 investment in the firm but also are liable for the
$8,000 that you borrowed. Since you are the sole proprietor, no other

s owners are available to help cover the losses.
unlimited liability 2. Unlimited Liability A sole proprietor is subject to unlimited liability,
no limit on the debts for which which means there is no limit on the debts for which the owner is li-
the owner is liable able. If a sole proprietorship is sued, the sole proprietor is personally

liable for any judgment against that firm.

3. Limited Funds A sole proprietor may have limited funds available to in-
vest in the firm. Thus, sole proprietors have difficulty engaging in air-
plane manufacturing, shipbuilding, computer manufacturing, and
other businesses that require substantial funds. Sole proprietors have
limited funds to support the firm’s expansion or to absorb temporary
losses. A poorly performing firm may improve if given sufficient time.
But if this firm cannot obtain additional funds to make up for its losses,
it may not be able to continue in business long enough to recover.

4. Llimited Skills A sole proprietor has limited skills and may be unable to
control all parts of the business. For example, a sole proprietor may
have difficulty running a large medical practice because different types
of expertise may be needed.

Decision Making Deciding on the Sole Proprietor Form of Business

ecall that the Rugged Bike Shop (introduced at the beginning of the part) was cre-
R ated by three people. They considered an arrangement in which only one of them (Mia
Adams) would serve as sole proprietor. In that case, her two friends would be full-time em-
ployees, rather than owners, and would receive regular salaries. However, her friends al-
ready had other jobs and wanted partial ownership in the business. Therefore, they decided
that a sole proprietorship would not be an appropriate form of business ownership.

1. Explain how the income that Mia’s two friends would earn from the Rugged Bike Shop
would differ if they were employees of a sole proprietorship rather than owners.

2. Explain how the amount of funding provided by the owners would be different if Mia
had created a sole proprietorship, instead of having all three people be owners in the
business.

ANSWERS: 1. The income of Mia’s friends would be more certain if they were employees. It is uncertain if it is in the form of
profits because the profits are uncertain. 2. The amount of funding provided by the owners would be smaller if Mia had
created a sole proprietorship; the funding will be larger if Mia's friends are owners as well.
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Describe the adva tages
and disadvantages
of a partnership.

partnership
a business that is co-owned by two
or more people

partners
co-owners of a business

general partnership
a partnership in which all partners
have unlimited liability

limited partnership
a firm that has some limited
partners

limited partners

partners whose liability is limited
to the cash or property they con-
tributed to the partnership

general partners

partners who manage the busi-
ness, receive a salary, share the
profits or losses of the business,
and have unlimited liability

The firm Look-Look.com of
Hollywood, California, which
conducts online research on
trends of people between
ages 14 and 30, is a partner-
ship managed by the two
partners shown here.

SELECTING A FORM OF BUSINESS OWNERSHIP

A business that is co-owned by two or more people is referred to as a
partnership. The co-owners of the business are called partners. The
co-owners must register the partnership with the state and may need
to apply for an occupational license. About 10 percent of all firms are
partnerships.

In a general partnership, all partners have unlimited liability. That is,
the partners are personally liable for all obligations of the firm. Conversely,
in a limited partnership, the firm has some limited partners, or partners
whose liability is limited to the cash or property they contributed to the
partnership. Limited partners are only investors in the partnership and do
not participate in its management, but because they have invested in the
business, they share its profits or losses. A limited partnership has one or
more general partners, or partners who manage the business, receive a
salary, share the profits or losses of the business, and have unlimited lia-
bility. The earnings distributed to each partner represent personal income
and are subject to personal income taxes collected by the IRS.

Advantages of a Partnership

The partnership form of ownership has three main advantages:

1. Additional Funding An obvious advantage of a partnership over a sole
proprietorship is the additional funding that the partner or partners
can provide. Therefore, more money may be available to finance the
business operations. Some partnerships have thousands of partners,
who are all required to invest some of their own money in the busi-
ness. This type of partnership has much potential for growth because
of its access to substantial funds.

© AP/WIDE WORLD PHOTOS



S-corporation

a firm that has 100 or fewer own-
ers and satisfies other criteria. The
earnings are distributed to the
owners and taxed at the respective
personal income tax rate of each
owner.

limited liability

company (LLC)

a firm that has all the favorable
features of a typical general part-
nership but also offers limited
liability for the partners

2. PARTNERSHIP 11

Ed

2. Losses Are Shared Any business losses that the partnership incurs are
spread across all of the partners. Thus, a single person does not have to
absorb the entire loss. Each owner will absorb only a portion of the loss.

3. More Specialization With a partnership, partners can focus on their re-
spective specializations and serve a wide variety of customers. For ex-
‘ample, an accounting firm may have one accountant who specializes
in personal taxes for individuals and another who specializes in busi-
ness taxes for firms. A medical practice partnership may have doctors
with various types of expertise.

Disadvantages of a Partnership

Along with its advantages, the partnership has the following dis-
advantages:

1. ControllsShared The decision making in a partnership must be shared. If
the partners disagree about how the business should be run, business
and personal relationships may be destroyed. Some owners of firms do
not have the skills to manage a business.

2. Unlimited Liability General partners in a partnership are subject to un-
limited liability, just like sole proprietors.

3. Profits Are Shared Any profits that the partnership generates must be
shared among all partners. The more partners there are, the smaller
the amount of a given level of profits that will be distributed to any in-
dividual partner.

S-Corporations

A firm that has 100 or fewer owners and satisfies other criteria may choose
to be a so-called S-corporation. The owners of an S-corporation have lim-
ited ability (like owners of corporations), but they are taxed as if the firm
were a partnership. Thus, the earnings are distributed to the owners and
taxed at the respective personal income tax rate of each owner. Some state
governments also impose a corporate tax on S-corporations. Many ac-
counting firms and small businesses select the S-corporation as a form of
ownership.

Limited Liability Company (LLC)

A type of general partnership called a limited liability company (LLC) has
become popular in recent years. An LLC has all the favorable features of a
typical general partnership but also offers limited liability for the partners.
It typically protects a partner’s personal assets from the negligence of
other partners in the firm. This type of protection is highly desirable for
partners, given the high frequency of liability lawsuits. The assets of the
company (such as the property or machinery owned by the company) are
not protected. Although S-corporations may also provide liability protec-
tion, various rules may restrict the limited liability of some owners of
S-corporations. An LLC is not subject to such stringent rules.

An LLC must be created according to the laws of the state where the
business is located. The precise rules on liability protection vary among the
states. Numerous general partnerships (including many accounting firms)
have converted to LLCs to capitalize on the advantages of a partnership,
while limiting liability for their owners.
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Decision Making

Describe the adv
and disadva
of acor

corporation

a state-chartered entity that pays
taxes and is legally distinct from its
owners

charter

a document used to incorporate a
business. The charter describes im-
portant aspects of the corporation.

bylaws
general guidelines for managing
a firm

Relative Contributions to
Business Revenue of Sole
Proprietorships, Partnerships,
and Corporations

SELECTING A FORM OF BUSINESS OWNERSHIP

Deciding on the Partnership Form of Business

Reconsider the case of the Rugged Bike Shop. The three entrepreneurs all want ownership
of the business. They are all willing to accept liability, but they would prefer that their per-

sonal assets be protected from the possible negligence of the other partners. They decide
that a limited liability company would be the ideal type of general partnership to form.

1. Ifthe owners of the Rugged Bike Shop form a partnership, how can the business obtain
funding if it does not want to borrow funds?

2. Ifthe owners of the Rugged Bike Shop forma bartnership, why might the business
have insufficient funds to open additional bike shops in the future?

ANSWERS: 1. It can obtain funding if the partners increase their equity investment in the business. 2. It would have limited
access to equity because there are only three owners who can provide equity funding.

Corporation

A third form of business is a corporation, which is a state-chartered entity
that pays taxes and is legally distinct from its owners. Although only about
20 percent of all firms are corporations, corporations generate almost
90 percent of all business revenue. Exhibit 1.1 compares the relative con-
tributions to business revenue made by sole proprietorships, partnerships,
and corporations.

To form a corporation, an individual or group must adopt a corporate
charter, or a document used to incorporate a business, and file it with the
state government. The charter describes important aspects of the corpora-
tion, such as the name of the firm, the stock issued, and the firm’s opera-
tions. The people who organize the corporation must also establish bylaws,
which are general guidelines for managing the firm.

Since the shareholders of the corporation are legally separated from
the entity, they have limited liability, meaning that they are not held per-
sonally responsible for the firm’s actions. The most that the stockholders of
a corporation can lose is the amount of money they invested.

The stockholders of a corporation elect the members of the board of di-
rectors, who are responsible for establishing the general policies of the

Proportion of Existing
Businesses under Each Form
of Ownership

Proportion of Business Revenue
Generated by Each Form of
Ownership

Sole Proprietorships
6%+

Sole Proprietorships
70%

Corporations
90%

Corporations
20%

Partnerships Partnerships

10% . 4%




