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BUSINESS ENTITIES: INTRODUCTION, OVERVIEW,
AND THE RIGHTS OF OWNERS
This course covers the major attributes of various entity forms. It includes the requirements for the
formation of various types of entities, an overview of recent changes, and the rights and obligations of
owners in multi-owner businesses.

LEARNING ASSIGNMENTS AND OBJECTIVES
As a result of studying each assignment, you should be able to meet the objectives listed below each
individual assignment.

SUBJECTS
Introduction
Choosing a Business Form: Introduction and Overview
Formation of Business Entities
Rights and Duties of Business Owners
Study the course materials from pages 1 to 58
Complete the review questions at the end of each chapter
Answer the exam questions 1 to 10
Objectives:
• Recall the major attributes of various entity forms.
• Recognize the requirements for the formation of various types of entities.
• Identify the rights as well as the obligations of owners in multi-owner businesses
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advice and assumes no liability whatsoever in connection with its use. Since laws are constantly changing, and are subject to
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EXAM OUTLINE
• TEST FORMAT: The final exam for this course consists of 10 multiple-choice questions
and is based specifically on the information covered in the course materials.
• ACCESS FINAL EXAM: Log in to your account and click Take Exam. A copy of the final
exam is provided at the end of these course materials for your convenience, however you
must submit your answers online to receive credit for the course.
• LICENSE RENEWAL INFORMATION: This course qualifies for 2 CPE hours.
• PROCESSING: You will receive the score for your final exam immediately after it is
submitted. A score of 70% or better is required to pass.
• CERTIFICATE OF COMPLETION: Will be available in your account to view online or
print. If you do not pass an exam, it can be retaken free of charge.
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INTRODUCTION

I. WHAT’S NEW
The Tax Cuts and Jobs Act of 2017 had two major provisions that affect the tax rate different types
of entities will pay. Pass-through entities are now able to deduct up to 20% of their profits, and C
corporations now have a flat tax rate of 21%. Below are the details.

A. PASS-THROUGH DEDUCTION FOR QUALIFIED TRADE OR BUSINESS IS NEW FOR
2018 - SECTION 199A
The TCJA provides for a deduction of up to 20% of a pass-through business’ qualified business income.
The deduction, depending upon the amount of qualified business income and other factors affecting it,
may reduce the taxpayer’s income tax liability significantly. However, the “other factors” that affect the
deduction include:
• Whether the business is a qualified trade or business;
• The taxpayer’s taxable income if the business is a specified service trade or business;
• The amount of W-2 wages paid; and
• The value of qualified property.
The amount of the pass-through deduction is equal to the lesser of A or B, where:
A.

Is 20% of qualified business income; and

B.

Is the greater of:
▫

50% of W-2 wages paid; or

▫

25% of W-2 wages paid + 2.5% of unadjusted basis of qualified property.

A pass-through business is a business organized and taxed as other than a regular corporation. The
term “qualified business income” means the net amount of qualified items of:
• Income;
• Gain;
• Deduction; and
• Loss.
with respect to any qualified trade or business of the taxpayer to the extent they—the income, gain,
deduction and loss—are effectively connected with the conduct of a trade or business within the United
States and included or allowed in determining taxable income for the taxable year.
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1. Qualified Trade or Business
A qualified trade or business, as the term is used with respect to the pass-through deduction, means any
trade or business other than:
• A specified service trade or business, (generally one in which the principal asset is the
reputation or skill of one or more of its employees); or
• The trade or business of performing services as an employee. (In other words, an
employee of a business would not be considered a “qualified trade or business” whose
income from such employment would qualify for the pass-through deduction.)
a. Exception for Specified Service Businesses Based on Taxpayer’s Income
The disqualification does not apply to individuals engaged in a specified trade or business whose taxable
income is less than the threshold amount1 ($315,000 for joint filers, $157,500 for all others in 2018) plus
$100,000 in the case of a joint return and $50,000 for all others.
The specified service business of an individual whose taxable income is less than the threshold amount
plus $50,000 or $100,000, as applicable, will be treated as a qualified trade or business for purposes of
the pass-through deduction. However, if the individual’s taxable income exceeds the threshold amount
but not the amount at which he or she would be disqualified for the deduction the qualified business
income is reduced by the ratio of the taxpayer’s taxable income in excess of the threshold amount to
$50,000 (or $100,000 in the case of a joint return). Realizing this could be confusing, let’s look at an
example.

B. C CORPORATION TAX RATE FOR 2018 AND BEYOND
The new law eliminates the graduated corporate rate structure, and instead taxes corporate taxable
income at 21 percent. The prior law had C corporation tax rates start at 15% and go up to 35%.
The new law repeals the maximum corporate tax rate on net capital gain as obsolete.
The new law reduces the 70 percent dividends received deduction to 50 percent, and the 80 percent
dividends received deduction to 65 percent.
In addition, for taxpayers subject to the normalization method of accounting (e.g., regulated public
utilities), the Act clarifies the normalization of excess tax reserves resulting from the reduction of
corporate income tax rates (with respect to prior depreciation or recovery allowances taken on assets
placed in service before the corporate rate reduction takes effect).

1. The threshold amount is adjusted for inflation for years after 2018.
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CHAPTER 1: CHOOSING A BUSINESS FORM:
INTRODUCTION AND OVERVIEW
Chapter Objective
After completing this chapter, you should be able to:
• Recall the major attributes of various entity forms.

I. INTRODUCTION
Deciding to start a business is just the first in a series of important decisions. One of the most important
questions the organizer or organizers must answer is “What is the best business form to choose?” The
answer depends on a number of factors, including, but not limited to, the number of participants, concerns
about taxes, and exposure to personal liability. Some issues will be more or less important to each
individual or group. Key issues in the choice of entity include the following:
• Taxation;
• State law treatment;
• Nature of the assets;
• Transferability of the business, both during life and upon death;
• Estate planning;
• Limited liability; and
• Retention of control.
Today, there are more choices than ever in selecting the appropriate business entity. Historically, there
were three choices: the sole proprietorship, the partnership and the corporation. Now there are a number
of hybrids that combine various characteristics of each traditional entity, such as the limited liability
company that combines the limited liability of a corporation with the flexibility and tax advantages of a
partnership. All states now offer limited liability companies as an option for most types of businesses.
Another option is the limited liability partnership.
State law can also play an important role in determining the best entity. State law governs many important
aspects of business entities, both tax and non-tax (i.e., in some states, an S Corporation is treated more
favorably than in others).
It is important for a practitioner offering advice to clients to understand both the tax and non-tax
consequences of each entity before opining on the best structure for any particular enterprise. This
chapter will provide an overview of the major attributes of each type of entity. The subsequent chapters
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will provide a detailed look at a number of these issues, including formation, management, dissolution
and taxation.

II. SOLE PROPRIETORSHIP
A sole proprietorship is an unincorporated business that is owned by one individual. It is the simplest form
of business organization to start and maintain. The business has no separate legal existence apart from
its owner. Its liabilities are the personal liabilities of its owner. The income and losses of the business are
included on the owner’s personal tax return.
Unlike partnerships and corporations – for which there are many, many statutory provisions – a sole
proprietor is not subject to any separate set of laws. General business and tax laws apply, including those
governing contracts and torts.

Major Attributes: Sole Proprietorship
• No requirements for formation; no franchise fee or license to obtain (unless local entity requires
business license or fictitious name filing)
• No formalities required for operation, i.e., no meetings or corporate filings
• Sole proprietor has complete management authority, may or may not utilize agents
• Owner personally liable for all debts and obligations of the business
• All profits and losses are included in the owner’s personal tax return; the entity is not recognized for
tax purposes
• Enterprise normally dies with the owner
• Business or assets thereof may be transferred or sold at the sole discretion of the owner
• Owner may decide to convert business to different type of entity, i.e., to form single-member LLC
• All judicial proceedings occur in the name of the owner
The major advantages and disadvantages of the sole proprietorship are based on its characteristics.
The major advantage is probably its simplicity: there are no papers to file, and no meetings to hold. A
sole proprietor may make decisions at any time about any matter. On the other side of the coin, the sole
proprietor is personally liable for all the debts and obligations of the business. If a sole proprietor elects
to engage agents in the operation of the business, including, but not limited to, employees, he or she is
also vicariously liable for all of the agents’ actions committed in the scope of the business.

III. PARTNERSHIPS
A partnership is the relationship existing between two or more persons or entities that join to carry on a
trade or business. Each person or entity contributes money, property, labor, or skill, and expects to share
in the profits and losses of the business.
There are now a number of different types of partnerships recognized by state law. The three major types
will be briefly described next. This overview provides a general understanding only; individual states may
have different rules.
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A. GENERAL PARTNERSHIP
At common law, this was the only type of partnership recognized. Aside from the sole proprietorship, the
general partnership is the easiest business entity to form. There are no legal requirements aside from
the agreement of two or more people or entities to operate a business for profit. Each general partner is
entitled to manage the enterprise and is jointly and severally liable for the debts and obligations of the
partnership.
There is no requirement that the partners execute a written partnership agreement or register with a state
agency. There are no other formalities required. This makes the general partnership the simplest type of
business entity where there is more than one owner.
A general partnership is a disregarded entity for purposes of federal income tax. Profits and losses flow
through to the partners. The partnership files an informational return only with the IRS.

Major Attributes: General Partnership
• Has some characteristics of a separate legal entity, i.e., can sue and be sued and hold property in
its own name
• All general partners entitled to manage the enterprise
• Partnership profits, losses and distributions (including return of capital) are shared in proportion to
the partners’ contributions, unless the partnership agreement provides otherwise
• Each general partner is jointly and severally liable for the debts and other obligations of the
partnership

B. LIMITED PARTNERSHIP
A limited partnership is comprised of one or more “general” partners and one or more “limited” partners.
The general partner or partners are responsible for managing the partnership and, like partners in a
general partnership, are jointly and severally liable for all partnership debts and obligations. The general
partner or partners need not be a natural person; a corporation, for example, may serve as the general
partner.
Limited partners are typically passive investors who are not involved in management of the partnership
and who, as a result, are generally not personally liable for the debts and obligations of the partnership
beyond their capital contributions.
Every state has a body of law governing limited partnerships, many modeled after the Uniform Limited
Partnership Act.
While not involved in day-to-day operations of the enterprise, limited partners are entitled to receive
information, including an accounting, regarding the partnership and likewise have a right to inspect
various partnership records.
Limited partners who become involved in the management of the partnership or involved in other ways,
including being employed by the partnership, risk losing their limited liability status. As with limited liability
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