SHOULD I INCORPORATE MY BUSINESS?

I. The Fundamental Purpose of a Corporation is to protect your Personal Assets and Income from the Liabilities of your Business.

When you form a corporation (or an LLC), you are creating a legal entity separate from yourself through which you can conduct business, instead of operating a business in your individual capacity as a “sole proprietor”.  This enables you (as long as you run your corporation properly) to protect your personal assets and income from the debts of the business.  If your corporation gets sued and loses its case in court, the winner or “judgment creditor” can only go after the assets of the corporation to satisfy the judgment.

II. What’s Required to Form a Corporation?

You will need to find a corporate name acceptable to the Secretary of State, file your Articles and obtain an Employer Identification Number (EIN) from the IRS.  You are then ready to open a bank account in the name of your corporation.  Keep this account separate from your personal assets.  If you comingle them, someone might be able to “pierce the corporate veil” and get to your personal assets because you were not treating your corporation as an entity separate from yourself.  The protection from personal liability discussed above will be lost.

A Corporation in California may be owned by one or more individuals.  To be a legitimate corporation, these individuals must buy some “shares” or “stock” in their own Corporation and thereby become its “shareholders.”  ”The shareholders of a small corporation often serve as its Directors and officers as well.  One person can hold more than one office at the same time (in a 1 person corporation the owner can be the President, Secretary and CFO at the same time).  The directors are elected by the shareholders and typically make the major decisions for the Corporation, while the officers handle the day to day operations.

III. You have to Practice good “Corporate Housekeeping” and Keep your Corporation Organized and Updated

In order to remain in good standing, a Corporation in California must meet certain requirements on an annual basis.  The basic requirements are 1) Timely filing of returns and paying the taxes owed by the Corporation; 2)  Holding annual meetings of the shareholders and directors and keeping a written record of those meetings called “Minutes”; and 3) Filing an annual “Statement of Information” with the Secretary of State listing the Corporation’s current address, directors and officers.  The identity of the shareholders need not be disclosed.  Failure to maintain these formalities may cause your corporation to have its powers “suspended” and be unable to prosecute or defend a lawsuit among other consequences.
IV. What’s the difference between a “S” Corporation and a “C” Corporation?
The only difference is in how the two types of corporations are taxed.  The IRS will automatically tax your corporation as a “C” corporation unless you file a form with the IRS called an “S Election”. If you timely file the form and the IRS accepts it, you will be taxed as an S Corporation instead.

A C corporation is taxed at the corporate income tax rate on its profits and has to pay taxes separately from its owners.  The owners also pay taxes when they file their individual Form 1040 tax returns.  Besides paying dividends, the only way to get money out of a C Corporation is to take a salary from your corporation.  After all its debts and taxes are paid, a C Corporation can retain any profits it makes in the Corporation.

On the other hand, an S corporation pays no taxes at the corporate level.  After you pay yourself a “reasonable” salary, if there are any profits left over they are passed through to the shareholders in proportion to their percentage of ownership, and each shareholder must report any profits received and pay the tax owed when they file their individual 1040 return.  There is no point in leaving any of the profits in the corporation since you will be taxed on them at the individual level whether or not they are taken out of the corporation’s coffers.

Forming a corporation is an important decision and should be well thought-out.  It’s not for everyone, but it could be the right decision for you and your business.

David Zeligs is the Legal Advisor at the Long Beach Small Business Development Center (SBDC).  Hosted by Long Beach City College, the SBDC is a group of successful small business owners helping fellow entrepreneurs start, sustain, and grow their business through low-cost workshops and free one-on-one consulting in business planning, finance, marketing, and various other specialty areas (Spanish speaking consultants available).  To make an appointment call:  (562) 938-5100, or email:  sbdcinfo@lbcc.edu.

