Law for Small
Business
Owners
by Stephen M. Maple

Pearson USA, Inc.
201 West 103rd Street
Indianapolis, IN 46290
A Pearson Education Company

Copyright © 2000 by Stephen M. Maple
All rights reserved. No part of this book shall be reproduced, stored in a retrieval system, or transmitted by any means, electronic, mechanical, photocopying, recording,
or otherwise, without written permission from the publisher. No patent liability is assumed with respect to the use of the information contained herein. Although every
precaution has been taken in the preparation of this book, the publisher and author
assume no responsibility for errors or omissions. Neither is any liability assumed for
damages resulting from the use of information contained herein. For information, address Alpha Books, 201 West 103rd Street, Indianapolis, IN 46290.
THE COMPLETE IDIOT’S GUIDE TO and Design are registered trademarks of
Pearson USA, Inc.

International Standard Book Number: 0-7865-3441-9
Library of Congress Catalog Card Number: Available upon request.
02

01

00

8

7

6

5

4

3

2

1

Interpretation of the printing code: The rightmost number of the first series of numbers is the year of the book’s printing; the rightmost number of the second series of
numbers is the number of the book’s printing. For example, a printing code of 00-1
shows that the first printing occurred in 2000.
Printed in the United States of America
Note: This publication contains the opinions and ideas of its author. It is intended to
provide helpful and informative material on the subject matter covered. It is sold with
the understanding that the author and publisher are not engaged in rendering professional services in the book. If the reader requires personal assistance or advice, a competent professional should be consulted.
The author and publisher specifically disclaim any responsibility for any liability, loss,
or risk, personal or otherwise, which is incurred as a consequence, directly or indirectly, of the use and application of any of the contents of this book.

Making or distributing electronic copies of this book constitutes copyright
infringement and could subject the infringer to criminal and civil liability

Publisher
Marie Butler-Knight
Product Manager
Phil Kitchel
Managing Editor
Cari Luna
Acquisitions Editor
Renee Wilmeth
Development Editor
Suzanne LeVert
Production Editor
JoAnna Kremer
Copy Editor
Susan Aufheimer
Illustrator
Brian Moyer
Cover Designers
Mike Freeland
Kevin Spear
Book Designers
Scott Cook and Amy Adams of DesignLab
Indexer
Tonya Heard
Layout/Proofreading
Svetlana Dominguez
Mary Hunt
Ayanna Lacey
Heather Hiatt Miller
Stacey Richwine-DeRome
Gloria Schurick

Contents at a Glance
Part 1: Choosing Among the Business Entities

1

1 The Business for You
Begin your reading here for a preview of coming attractions. This chapter provides an overview of the kind of
legal issues and challenges small business owners face.

3

2 Partnership in Harmony
Partnerships may seem commonplace whenever two or
more gather to conduct business, but this chapter will
point out potential pitfalls, including the fact that all
partners are liable for the business debts.

15

3 The Inc. for You
Incorporation can protect your personal assets from business creditors, and you can choose to be taxed on the corporate income you receive or have the corporation itself
taxed.

29

4 The Limited Liability Company Limits Your Liability
The LLC is the new kid on the entity block and has the
advantage of partnership taxation without the members
being liable for the business debts.

39

5 Going Solo as a Sole Proprietor
It might seem like all you need to do is hang out your
business sign and begin, but keep in mind that the debts
and taxes are yours. This chapter will help you consider
all of the challenges and benefits awaiting you as a sole
proprietor.

49

6 Taxing Matters
Your business entity choice determines the income tax effect. We’ll show you the how it all should work.

59

7 Hiring a Lawyer, Accountant, and Other Advisors
You can’t do it alone, so we’ll show you why it makes
sense to pay a fair price for the advice you need, and also
take advantage of free resources.

71

Part 2: Beginning Your Successful Business

81

8 Buying an Existing Business: Traps for the Unwary
Spend time and seek advice on the best business that fits
you personally and financially, then negotiate the best
deal with the help of your advisors.

83

9 Franchising for Success
Franchising is big business for small businesses, but read
the fine print before you sign.

95

10 Raising Money When You Need More Than You Have
Borrowing to finance your operation requires good financial planning. Selling shares in your corporation may get
new money but at the price of diluting your control.
11 Finding the Right Location: Realty Bites in
Leasing or Buying
Read all the fine print on your proposed lease, then negotiate the best terms. If you buy, check the zoning and liens
before you close.

Part 3: Your Employees Matter

107

119

131

12 Selecting Employees Without Violating the Law
Recruiting and hiring employees requires you to be aware
of and avoid violations of employment anti-discrimination
laws.

133

13 Money and Other Matters in Employee Compensation
Salary counts most, but fringe benefits save your employees substantial taxes; medical insurance and a 401(k)
may be the best fringes, but beware of medical insurance
cost.

147

14 Keeping or Letting Go
Some employees just don’t seem to work out, but before
you fire, try to rehabilitate. If you must terminate, we’ll
show you how to avoid violating the employment laws.

161

Part 4: Running the Business
15 Insuring Your Business (and You) Against
Life’s Disasters
You need adequate insurance to protect against fire, theft,
and other natural disasters, as well as employees who run
red lights while on delivery.

175
177

16 Contracts That Are Binding
Your business contracts are your assets, so write them with
care.

189

17 Employee Negligence and Other Harmful Behavior
Your employees may be negligent or your product may injure a customer. You’ll find out here what you may be liable for.

205

18 Suing and Being Sued: Basics of Litigation
We live in a lawsuit-happy society, so you need to know
how to defend your company. You can also think of small
claims court as your collection agency.

221

Part 5: Protecting Your Business Assets
19 Consumer Rights and Your Responsibilities
Customers expect honest dealings, and though you’re fair,
you’ll need to know about the numerous consumer laws
you may inadvertently violate.
20 Extending Credit and Collecting from a Reluctant
Debtor
Protect yourself when you sell on credit by securing the
debt with the debtor’s collateral.

233
235

245

21 TMs, SMs, Copyright, Patents, and Trade Secrets
A name may say it all to your customers, so trademark
it. Copyrights and patents could be your most tangible
assets.

259

22 ABCs of Administrative Law
The alphabet soup of federal and state administrative
agencies may regulate your business, so you need to know
how to operate in their environment.

269

23 Wave of the Now: The Net or Home
E-commerce applies old laws to new situations; most
home-based businesses operate under the same rules as
any other business but there are exceptions worth noting.

279

Part 6: Looking Ahead and Closing Down

293

24 Insolvent: Coping with Bankruptcy Protection
Filing bankruptcy may not be the end, because Chapter
11 bankruptcy permits you to continue and work out an
arrangement with creditors.

295

25 Your Estate Plan Includes the Business
Writing your last will and testament is just the beginning
of estate planning for your retirement and for your heirs.

307

Appendixes
A Glossary of Legal Terms

325

B Basic Business Forms

332

Index

357

Contents
Part 1: Choosing Among the Business Entities
1 The Business for You

1
3

Choosing Your Entity ................................................................................4
Personal Liability ........................................................................................5
Taxing Matters............................................................................................5
Selecting Sage Advisors ..............................................................................7
Raising Cash to Grow ................................................................................8
Employing the Best Staff ............................................................................9
Contracts That Bind ................................................................................11
Protecting Your Intellectual Property ......................................................12
Leaving the Business in Good Hands ......................................................13

2 Partnership in Harmony

15

Choosing Among the Choices ................................................................15
Regular Partnership Is General ................................................................16
Drafting the Best Agreement for All ........................................................16
Registering to Limit Liability ..................................................................24
Limited Partnership Limits ......................................................................25
Taxes Matter ............................................................................................26
Helpful Sources ........................................................................................26

3 The Inc. for You, or Sharing with Others

29

Incorporating Your Business for Protection ............................................29
Shareholder Agreements to Agree............................................................31
Shareholders Share Almost Everything....................................................32
Board of Directors and Officers Control..................................................33
Acquisitions and Dissolution Mean Change ..........................................35
Taxes Matter ............................................................................................36
Helpful Sources ........................................................................................38

4 The Limited Liability Company Limits
Your Liability

39

LLCs: The Basics ......................................................................................39
Your Organizing Articles Is the Beginning ............................................40
Operating Instructions for the Business ..................................................41
Moving Forward ......................................................................................45
Taxes Matter ............................................................................................46
Helpful Sources ........................................................................................46

5 Going Solo as a Sole Proprietor

49

You and Your Choices ..............................................................................49
Financing for Now and the Future ..........................................................51
Closing Out for New Beginnings ............................................................52
Taxes Matter ............................................................................................53
Helpful Sources ........................................................................................57

The Complete Idiot’s Guide to Law for Small Business Owners

6 Taxing Matters

59

Taxing Choices for You to Make ............................................................59
IRS and You in Business ..........................................................................61
Operation: Making Tax Laws Work for You ............................................62
Sale of Ownership Interest ......................................................................65
All in the Family ......................................................................................65
IRS Looks at Your Business: Preparing for Your Appearance ..................65
States and Cities Want Their Share, Too..................................................67
Helpful Sources ........................................................................................69

7 Hiring a Lawyer, Accountant, and
Other Advisors

71

Your Lawyer’s Assistance ..........................................................................72
Accounting for Your Money ....................................................................73
Insuring Against the Risks........................................................................75
Banking on You to Succeed......................................................................76
Brokering the Realty ................................................................................76
Computer Sourcing ..................................................................................78
Investing the Cash ..................................................................................78
Retired Pros Playing for You ....................................................................79
Helpful Sources ........................................................................................80

Part 2: Beginning Your Successful Business
8 Buying an Existing Business: Traps for
the Unwary

81
83

Selecting the Right Business for You........................................................83
Using a Business Acquisition Team..........................................................85
Examining the Financials Closely............................................................86
Looking for Any Legal Problems That May Arise ....................................87
Making the Offer and Negotiating the Deal............................................90
Financing the Purchase ............................................................................93
Taxing Matters..........................................................................................93
Closing Means Beginning ........................................................................94
Helpful Sources ........................................................................................94

9 Franchising for Success

95

An Overview of Franchising Laws ..........................................................95
Choosing the Right Franchise..................................................................97
The Franchise Disclosures Duly Noted ..................................................100
Your Franchise Agreement ....................................................................103
Solutions to Franchisor Problems That Can Arise ................................106
Helpful Sources ......................................................................................106

10 Raising Money When You Need More
Than You Have

107

Figuring Out How Much You Need ......................................................107
Determining Your Assets ........................................................................109
The Risks of Borrowing from Family and Friends ................................110
The Cost of Bank Borrowing ................................................................110

viii

Contents
Small Business Administration Loan Guarantees..................................112
Investors and Securities Laws ................................................................113

11 Finding the Right Location: Realty Bites in
Leasing or Buying

119

Using a Broker to Find the Right Place..................................................119
The Way to Rent ....................................................................................120
Landlord Problems to Avoid ..................................................................126
Buying Real Estate from Acquiring to Zoning ......................................126
Purchase Agreement Terms That Benefit You........................................128
Helpful Sources ......................................................................................130

Part 3: Your Employees Matter

131

12 Selecting Employees Without
Violating the Law

133

All the Major Employment Laws ..........................................................133
Recruiting New Employees ....................................................................137
Before You Hire ......................................................................................140
Testing and Passing ................................................................................142
Hiring the Best That You Can Get ........................................................143
Independent Contractors Instead of Employees ..................................143
Helpful Sources ......................................................................................145

13 Money and Other Matters in Employee
Compensation

147

Compensation Overview........................................................................147
Minimum Wage and Overtime Requires Punching the Clock..............149
Pay Practices to Avoid Lawsuits ............................................................151
Your Pay Package: Salary and Fringes ....................................................152
Pensions and Deferred Compensation to Delay Taxes..........................157
Helpful Sources ......................................................................................159

14 Keeping or Letting Go

161

Put It in Writing ....................................................................................161
Review Performance Periodically ..........................................................164
Employee Files ........................................................................................166
When Employees Go Bad ......................................................................167
Sexual Harassment Is Serious Business ..................................................169
Safety on the Job ....................................................................................171
Workers with Disabilities ......................................................................172
Labor Unions..........................................................................................173

Part 4: Running the Business
15 Insuring Your Business (and You) Against
Life’s Disasters

175
177

Insurance Basics from A to Z ................................................................177
Property Coverage That Is Adequate ....................................................180

ix

The Complete Idiot’s Guide to Law for Small Business Owners
Liability Protection That Can Save Your Business ................................181
Business Interruption and Other Worries..............................................182
Life and Health Insurance to Protect Your Employees..........................184
Taxing Matters........................................................................................186
Saving Premium Costs ..........................................................................187
Helpful Sources ......................................................................................187

16 Contracts That Are Binding

189

In Search of a Solid Contract ................................................................189
Forming a Solid Contract ......................................................................190
Interpreting the Vague and Ambiguous ................................................196
On Time and It Works ..........................................................................198
Drafting Checklist ..................................................................................201
Remedies for Breach of Contract ..........................................................202
Your Agent May Bind You to a Contract ..............................................204

17 Employee Negligence and Other
Harmful Behavior

205

Employee Torts and Your Liability ........................................................205
Negligence Can Hurt..............................................................................208
Defenses to Negligence ..........................................................................210
Products Liability: Defects That Cause Harm ........................................211
Intentional Torts from Battery to Libel ................................................212
Remedies for the Injured........................................................................218
Helpful Sources ......................................................................................219

18 Suing or Being Sued: Basics of Litigation

221

Where to File Your Lawsuit ..................................................................221
Civil Procedure: Complaint to Trial ......................................................223
Small Claims Court ................................................................................230
Alternatives to Litigation ......................................................................231
Helpful Sources ......................................................................................232

Part 5: Protecting Your Business Assets
19 Consumer Rights and Your Responsibilities

233
235

Advertising Without Misleading............................................................235
Deceptive Sales Practices to Avoid ........................................................238
Consumer Safety Laws ..........................................................................240
Credit Where Credit Is Due ..................................................................241
Helpful Sources ......................................................................................243

20 Extending Credit and Collecting from a
Reluctant Debtor

245

Getting Paid: The Options ....................................................................245
Securing the Loan with Collateral ........................................................248
Collection Process: Letter to Collecting the Judgment ........................252
Debtor Bankruptcy ................................................................................253
Helpful Sources ......................................................................................257

x

Contents

21 TMs, SMs, Copyrights, Patents, and
Trade Secrets

259

Making Your Mark..................................................................................259
Copyrighting Printed or Recorded Work ..............................................262
Patents for Useful Things ......................................................................264
Trade Secrets Kept ..................................................................................266
Helpful Sources ......................................................................................268

22 ABCs of Administrative Law

269

Agency Authority from Statutes ............................................................269
Agency Rules Are the Law ......................................................................271
Adjudicating Rights and Wrongs ..........................................................273
Agency in Action: The Zoning Board ....................................................275
Small Business Rights ............................................................................277

23 Wave of the Now: The Net or Home

279

Your Domain Is Your Kingdom..............................................................279
E-Commerce: Your Dot.Com ................................................................283
Cyberlaw: New Wine in Old Skins ........................................................284
Your Home Is Your Office ......................................................................289
Helpful Sources ......................................................................................291

Part 6: Looking Ahead and Closing Down

293

24 Insolvent: Coping and Bankruptcy Protection 295
Protecting Your Personal Assets ............................................................295
Arrangements with Creditors ................................................................298
Making the Tough Decisions ................................................................301
Bankruptcy: 7 or 11................................................................................302
Taxes and Bankruptcy ............................................................................304
Helpful Sources ......................................................................................305

25 Your Estate Plan Includes the Business

307

Business and Other Assets......................................................................307
Avoiding Probate ....................................................................................310
Estate and Gift Taxes for Life Planning ................................................313
Wills and Trusts: Documents You Need ................................................316
Marriage and Divorce Has Its Effect ......................................................320
Business Successor Planning ..................................................................323
Helpful Sources ......................................................................................324

Appendixes
A Glossary of Legal Terms

325

B The Forms You’ll Need

333

Index

357

xi

Foreword
Owning your own business is an exciting, confusing, and often terrifying experience.
It’s something you don’t want to do alone. Enlisting the help of professionals, such as accountants, lawyers, and other small business owners, is essential to the success of any business startup. And having The Complete Idiot’s Guide to Law for Small Business Owners is like
adding another professional to your business support circle.
From starting your entrepreneurial endeavor to creating a business successor plan, this is the
handbook to make you feel at ease as you manage your own small business. When choosing
the type of business you want to start—a partnership, corporation, limited liability company,
sole proprietorship, or limited partnership—and the professionals who will help you every
step of the way, discovering your insurance needs, answering your tax questions and liability
fears, and addressing your needs for obtaining startup cash, The Complete Idiot’s Guide to Law
for Small Business Owners is an invaluable tool.
The in-depth discussions on employment law, ins and outs of contract negotiation,
protecting intellectual property—from copyrights to patents to trademarks and trade
secrets—and the distribution of your income are essential topics you won’t want to miss. The
clear and concise explanations of tax implications, allocating income among owners, timing
of taxes, and dealing with the IRS will all help allay your fears and arm you with the knowledge you need to be a prepared and forewarned business owner.
I find choosing financial and other professional advisors stressful, so the sections on
hiring professional advisors were particularly helpful to me. The tips on interacting with
lawyers; the detailed list of services you should expect your accountants, lawyers, insurance
brokers, and others to provide; and the advice on computer sourcing were also extremely useful. The book is also full of common sense pointers, such as avoiding those who speak a language only other consultants would understand and sticking with a
financial planner who concentrates on planning and not selling.
This book is easy to understand and chock full of funny and thought-inspiring quotes and
tips. Some of the quotes made me laugh out loud, and I tacked one up on the wall next to
my computer for inspiration. I even found myself reading the chapters that did not apply to
me, such as the sections on franchising. (One can dream big, right?)
Owning your own business is a dream come true. Don’t let it turn into a nightmare by being
unprepared and making unwise business decisions. Read The Complete Idiot’s Guide to Law for
Small Business Owners and fortify your dream with the facts, resources, and priceless information it provides.
—Jacky Sach, Cofounder of BookEnds, LLC
Jacky Sach is the cofounder of BookEnds, LLC, an editorial services and book packaging company. She and her partner, Jessica Faust, left their corporate publishing jobs to make a new
start in book packaging. Together with the BookEnds staff, they offer an array of professional
editorial services, including book producing, book doctoring, copyediting, developmental editing, rewriting, and proofreading. They can be reached through their Web site at www.bookends-inc.com.

Introduction
If you’re just starting out to create a new business, you’ll need a guide through the laws that
can cause more than a little consternation. I wrote this book to help you, the small business
owner, who can’t afford to call an attorney every time trouble appears. This book is not intended as a substitute for legal advice, but it does help you know when to ask for advice and
what to ask.
Consider this book to be a preventive maintenance law manual. Scan the chapters. All of
them may not pertain to your business right now, but most will be relevant at some point in
the future. Read what applies, then shelve the book next to your personnel manual. Pick it
up the next time you have a question of law.
Keep in mind that laws change and state laws vary so I can provide you with only a general
understanding of the law. Often this is enough to protect you from being ensnared in legal
traps. Fortunately, the Internet often will provide you with updates for free.
I admire small business owners for their hard work and enterprise. I hope that this book will
help you avoid legal problems that could inhibit your success. Thank you for reading it.

What You’ll Find in This Book
Part 1, “Choosing Among the Business Entities,” permits you to review your business
choices. You can choose to become a sole proprietor, limited liability company, or corporation, even though there is just one of you, or if two or more of you are in business, then a
partnership, LLC, or corporation may be appropriate. Your personal liability for business
debts and taxes depend on your choice.
Part 2, “Beginning Your Successful Business,” discusses buying a going business or becoming a franchisee. Since you may need to rent or buy a building, my chapters take you
through these transactions step-by-step. Then you must come up with the capital, so this
part shows you how to do so.
Part 3, “Your Employees Matter,” helps you traverse your way through the maze of hiring, managing, compensating, and firing employees.
Part 4, “Running the Business,” covers insurance, contracts, torts, and lawsuits—the basic
challenges you’ll face when you operate your own business.
Part 5, “Protecting Your Business Assets,” leads you through the numerous consumer protection laws. This part discusses selling on credit, getting collateral, and collecting from reluctant debtors. You may want to begin an e-commerce business or a home-based business, both
of which are included in this section.
Part 6, “Looking Ahead and Closing Down,” is frankly a potpourri of legal subjects, including business bankruptcy, business taxation, and estate planning.

Extras
As you go through this book you will note several boxes that provide you with various
types of helpful information. Let’s take a look at them.

The Complete Idiot’s Guide to Law for Small Business Owners

Legal Eagle

Shark Attack!

This box provides legal advice for
free (except for the price of this
book).

This box alerts you to potential
pitfalls so that you can avoid
troubled waters.

Notes & Quotes

Legalese

Statistics can inform us, and
quotes entertain us. That’s what
you’ll find here.

Legal terms demand definition.
This box provides you with what
you need to understand them.
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Part 1

Choosing Among the Business
Entities
To be or not to be was Hamlet’s dramatic dilemma. Yours is more prosaic—to be a
partnership, a corporation, a limited liability company, or a sole proprietor.
The choice of entities is yours to make, with the minor exception being that one person alone can’t form a partnership. Your choice determines certain legal and tax consequences. If, for example, you and your co-owners create a partnership, then each one
of you may be personally liable for the business debts, and each of you must report on
your 1040 your share of the partnership’s income or loss.
In this part, you will learn about the various entity choices, how you create the entity,
and the consequences of each choice. You will be able to gain a thorough understanding of partnership, corporation, limited liability company, and sole proprietorship law.
Taxes matter, so I discuss the tax results of your choice, which may help you to keep
Uncle Sam from digging too deeply into your pocket.
You always can use some help, so I suggest ways of obtaining that help, some of
which comes at little cost. Attorneys aren’t cheap, but you can read this book and
reduce your costs by doing some of the work yourself.

Chapter 1

The Business
for You

In This Chapter
➤ What business entity is right for you
➤ How to get the money you need
➤ Contracts from A to Z
➤ Thinking of the end at the beginning

Since you’re reading this book, chances are, you’re an entrepreneur or want to become
one. Owning and/or running your own business can be exciting and rewarding, but it
is also a demanding master. For one thing, relatively complicated but essential legal
matters are an integral part of any business, and without some knowledge of the law,
you risk making potentially devastating decisions that can undermine your financial
livelihood. This book won’t get you past the bar exams, but it can help you make
good business decisions based upon the law.
This chapter provides a brief overview of the book. It is somewhat like a movie teaser.
You get a feel for business law without having to absorb too many details. Once
you’ve seen what the book has to offer, you should feel free to skip ahead to read the
chapters that are most relevant to your business, or read straight through. I’ve tried to
make this book as comprehensive as possible, a working manual for business owners.
Enjoy!

Part 1 ➤ Choosing Among the Business Entities

Choosing Your Entity
The first decision you’ll need to make when you create a new business is just what
type of new business you want to create. Here are your choices:
➤ Sole proprietor. This is a one-owner model; the owner receives all the income
and is liable for the debts. It’s easy to form and dissolve. The owner is taxed on
the income.
➤ Corporation. One or more shareholders own the business, which is liable for its
debts. It’s formed and dissolved by filing documents with the state Secretary of
State. Small business corporations may be taxed or elect to have the shareholders personally taxed.
➤ Partnership. Two or more persons establish this business and they are personally liable for its debts. Usually the partners enter into a partnership agreement
that governs their rights and duties. Each partner is taxed on his or her share of
the business income.
➤ Registered limited liability partnership. The basic features are the same as the
partnership, but the partnership, not the partners, is liable for the business
debts. The partnership has to register itself with the state Secretary of State.
➤ Limited partnership. One or more general partners and one or more limited
partners form this business by filing an agreement with the state Secretary of
State. Only the general partner is personally liable for the business debts. Each
partner is taxed on his or her share of the business income.
➤ Limited liability company. One or more members may establish this business
by filing its articles of organization with the state Secretary of State. The business, not its members, is liable for its debts. Each member is taxed on his or her
share of the business income.
Going into business for yourself, with no partner, limits your choices to sole proprietorship or corporation (although some states recognize a one-member limited liability company). Co-owners have every choice except the
sole proprietor.
When you select the entity that best fits your needs,
you should ask at least three basic questions:
➤ Are you personally liable for the business debts?

Notes & Quotes
“Being good in business is the
most fascinating kind of art.”
—Andy Warhol, artist
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➤ Who pays the taxes on the business income?
➤ How easy and expensive is the business to
form?
The answers to these questions will determine the best
entity choice for your business.

Chapter 1 ➤ The Business for You

Personal Liability
Because bad things happen to good businesses,
you’ll want to limit your personal liability for business debts as much as possible. Corporate shareholders, partners in a registered limited liability
partnership, and members of the limited liability
company do not have any personal liability for
business debts.
If you are a sole proprietor, I would suggest switching to a corporation, particularly if you have employees. Negligent employees cause damage. If
they are on the clock when negligent, you as their
employer will be liable. Insurance can cover only
so much risk; after that, the business assets are
subject to creditors’ claims, and then you personally as the sole proprietor are liable (but not if you
were a corporate shareholder).

Shark Attack!
Your guaranty of a business
debt—for example, cosigning a
promissory note—could result in
personal liability if the business
defaults on the loan. Try not to
mix personal and business finances; however, many business
lenders insist on a personal guaranty from a partner or officer of
a corporation.

If you are a co-owner, and concerned about liability, choose the registered limited liability partnership, limited liability company, or corporation.
Personal liability is limited to your own negligence
in these entities.

Taxing Matters
Needless to say, you should not pay any more
taxes than absolutely necessary. The Sixteenth
Amendment to the Constitution allows the federal
income tax, but it doesn’t require you to be generous to Uncle Sam. Choosing the right business entity can save cash that you can put to better use
than Congress can.

Notes & Quotes
“What is the difference between
a taxidermist and a tax collector?
The taxidermist takes only your
skin.”
—Mark Twain, author

Sole proprietors report business income and deductions on their personal returns (1040 Schedule C).
Partners and limited liability company members report their share of the business income on their personal returns (1040 Schedule E). Corporations with 75 or fewer
shareholders may elect to be treated the same as partnerships under Subchapter S of
the tax code and report their share of the business income on their personal returns
(1040 Schedule E). Or a corporation can be taxed on its income, and then the shareholders are taxed on dividends received (1040 Schedule B).
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