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Disclaimer

All that we do is submitted and performed with the understanding that we are
not engaged in rendering legal, accounting or other such professional ser-
vice. If legal advice or other expert assistance is required, the services of a
person in those professions should be sought.

The information, ideas, and suggestions contained herein have been devel-
oped from sources including publications and research that are considered
and believed to be reliable, but cannot be guaranteed insofar as they apply to
any particular individual, corporation or taxpayer. Moreover, because of the
technical nature of this material and the fact that laws and statutes are never
static, but ever changing, the assistance of a competent, qualified lawyer or
accountant is recommended when implementing the strategies discussed
in this book.

Laughlin Associates, Inc., its employees, and agents specifically disclaim
any liability, loss or risk, personal or otherwise, that is incurred as a conse-
quence of the use and/or application of the information in this material.
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DEDICATION
This book is dedicated to those who dare to strike out on their
own and create their own opportunities. It is dedicated to the
rare breed of people who take the risks, take the lead and take
charge. It is dedicated to the extraordinary—the entrepreneur!
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Lower Your Taxes, Secure Your Assets
And Protect Your Loved Ones As You
“Incorporate And Grow Rich!”

FORWARD

This book was written for people who wish to learn how to structure
their business and personal affairs so that they are able to properly
implement little known strategies. You are probably one of those people.
This book can greatly reduce your personal liability in any enterprise,
protecting your assets from the risk of lawsuits or judgments, provide
you with a vehicle to obtain financial privacy, and reduce your taxes.

You will learn that it is not what you do in business, but how you do
it, that determines the amount of success you ultimately enjoy.

These strategies, usually reserved for only the richest and most pow-
erful, have been successfully used by thousands of small business
people all across the country.

There are only three things that you must keep in mind when imple-
menting any business strategy.

1. You must have a sound and legitimate business purpose for
implementing the strategy.

2. You must completely document the purpose, the action and the
timing of the strategy.

3. You must insure that all criteria necessary to allow you to imple-
ment the strategy are met and maintained.

It is our privilege to bring you this information and we look forward
to helping you in any way we can in your pursuit of lower taxes,
greater privacy and stronger asset protection.

You should never “buck city hall,” as the saying goes. Instead, we
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believe (and strongly advocate) that everyone should be armed with
the information that heretofore was solely the domain of the rich
and powerful. Properly implemented, these strategies work and usu-
ally pay for themselves many times over from the multitude of ben-
efits they can provide you.
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INTRODUCTION

Incorporating represents an exciting opportunity for many to protect
their personal assets from the perils that exist in doing business
today. Incorporating is also an excellent way for many to gain
substantial tax savings and many other benefits.

All you need to do is read the
newspapers to determine that we
live in a very dangerous environ-
ment for conducting business—
or doing much of anything. The
risk of getting sued today, es-
pecially when conducting
your own business, is greater

than it’s ever been. There

are now more practicing
attorneys in the United

States than anywhere

else in the world. While

the United States has

barely 5% of the
world’s population,
we have 70% of'the
world’s lawyers.
American attor-
neys work under
asystem which

is not found
anywhere else

in the world,

and thatis
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the contingency fee system. Under the contingency fee rules, attorneys
will file lawsuits without their clients having to put up any money. The
successful attorney then takes a percentage of anything he is able to get
from a defendant. This percentage, or contingency fee, will typically
run in an area of 30% to 47% of everything that is collected. Isitany
wonder then that attorneys press for very high awards in lawsuits? Only
a few years ago, a jury award of a million dollars or more was unusual.
Now, a jury award of a million dollars is the norm. Lawsuits are be-
coming more and more common, as a result making this a very danger-
ous climate in which to do business.

Incorporating your business is certainly a good answer to protect your-
self from business lawsuits. You cannot wait until you’ve been notified
of an impending lawsuit. The time to incorporate is while your legal
seas are calm. In the following pages we will discuss the protection that
incorporating can provide.

Another problem business people experience is ever increasing taxes.
Sometimes it seems that just when you make a profit, the tax man is
there to take it away from you. No one is required to pay more taxes
then the law requires, and it is through incorporating that you can take
advantage of many of the deductions and advantages that the law pro-
vides for.

Inthis book you will investigate strategies that, when properly implemented,
can afford you these basic benefits and much more.
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In this book you now have the solutions to many of the problems
we face in our search for fulfillment of the American dream. Read
about the possibilities, form an action plan, and get started be-
fore it’s too late—or just hope you 're really lucky!
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Security In Your Future

B Real World Corporations and
What the Textbooks Say

Ifyou’ve ever been to a college accounting class you
were probably told the reason corporations were formed
was to allow people to pool their resources and to pro-
vide centralized management of those resources. People
who learn about incorporating in college think the rea-
son to incorporate is as simple as a bunch of people
getting together, putting their money into a business, and
hiring centralized management toruniit. In the real world
it doesn’t quite work that way.

The theory of pooling resources and centralized man-
agement really only relates to larger, more sophisti-
cated corporations. Most corporations formed to-
day are small businesses. In fact, many only have
one person as the sole shareholder, director, and of-
ficer. The main reasons for people to incorporate
today are liability protection and tax advantages, which
can best be gained through the corporate entity. In
this section we will look at the liability protection in-
corporating can offer. We’ll also take a look at why
many accountants, and even lawyers, give fatally
flawed advice like, “Don’t incorporate until you’re
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making at least $50,000 a year.” Then we’ll look at
the myths and misconceptions such advice is founded
upon. When you are through with this information,
you’ll know why it’s so important to incorporate.
Plus, you’ll know how to get protection and savings
most people only wish for.

B Incorporating: The Key
to Limited Liability and
Personal Protection

As you probably know by now, a corporation is a legal
person. As alegal person it is separate from its stock-
holders, its officers, its directors, and its employees. This
means if'a corporation is sued, all it can lose is what it
has. People who sue the corporation cannot attach the
assets of the individual stockholder(s). The corporation
limits the liability of the individual persons who are asso-
ciated with it to the extent of their actual investment in the
company.

Let’s say you set up a corporation, a legal person and
you put $10,000 into the corporation exchange for
stock. You now own stock in the corporation and
the corporation has $10,000. Now let’s say the cor-
poration you formed takes $7,000 and buys a ve-
hicle to use in the corporate business and it takes the
rest of the money and hires an employee. You tell
your corporate employee to take the corporate ve-
hicle and go run an errand. Your trusty employee
goes out with the corporate vehicle and proceeds to
run over someone.
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Now you have a problem because the negligence of
that employee will be imputed to the corporation. It
almost always is, and yours will probably be no ex-
ception. But you incorporated so all you have at risk
is the $7,000 car and a couple of thousand dollars in
cash. If'you were a sole proprietor all your business
and personal assets would be on the line.

A wrongful death lawsuit such as the one that would
result in our example could easily run into millions of
dollars, exceeding insurance policy limits and cover-
age. Alawsuit like this would ruin most people; in-
corporation can provide the needed protection. I
cannot urge people strongly enough to be prepared.
Prepare for the worst, and hope for the best.

There are also lawsuits from employees to consider,
such as wrongful termination, discrimination, or sexual
harassment. There are customers who could sue for
service failures, lost profits, damage to reputation,
slander, and more. There are suppliers who could
sue, not to mention people who just walk across your
yard and slip or step into a hole. The possibilities go
on and on.

B Do These Lawsuits Happen
In The Real World?

According to the Public Citizen Group more than

(6)] |
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19.7 million civil lawsuits were filed in the United
States in 2000 alone. According to Jack Farls, Presi-
dent of the National Federation of Independent Busi-
nesses, in an article printed in 7he Chronicle of Cen-
tral Washington on May 19, 1995, “The toll of just
one lawsuit can be so great that, guilty or innocent,
many firms shut their doors, lay off their employees,
and vanish into legal graveyards.”

Everyone knows about the famous multi-million dollar
McDonald’s “hot coffee’ suit. In the months following
that jury award, dozens of similar suits were filed against
restaurant owners. Sexual harassment is more and
more a danger faced by small businesses. Several
years ago, Wal-Mart was on the receiving end of a
$50 million sexual harassment verdict from a Jefferson
City, Missouri jury.

Still other outrageous lawsuits fill today’s newspapers.
According to an article in the Harrington, Texas Val-
ley Morning Star, from August 7, 1995, a Texas Wal-
Mart store was charged with a $5.5 million jury ver-
dict because it allegedly sold .22- caliber bullets to a
19 year-old, who put them into a pistol that was acci-
dentally discharged on a fishing trip.

Evenmore outrageous is the case involving an Alabama
physician who purchased a brand-new black BMW.
The physician took the BMW into a body shop to have
it “gussied up” and the body shop discovered that the
car had been previously painted.
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Since it had been slightly damaged in shipment,
BMW repainted the car. The physician, doing what
seems to be all the rage, sued BMW and as a result
won $4,000 in compensatory damages and $4 mil-
lion in punitive damages because his car had been
painted twice. Instances of ridiculous and outrageous
lawsuits go on and on. The fact of life in the begin-
ning of the new century is that this trend is real, and
it could happen to you.

The courts are full of real-life examples of huge
lawsuits. If you fire an employee, or just get one
upset, you could be facing a lawsuit for wrongful
termination and/or intentional infliction of emo-
tional distress, emotional damage, breach of cov-
enant of good faith and fair dealing, and on and
on. The lawsuit could not only take business as-
sets but your personal assets as well. Incorpora-
tion would limit your liability and protect you.

Our nation’s founding fathers would turn over in
their graves if they heard about this one. Recently,
Pete Van de Punte, a San Antonio, Texas man
who owned the Dixie Flag Manufacturing Com-
pany, found himself a defendant in a lawsuit in
which he wasn’t even involved. It seems the al-
leged victim in the case had stopped to help em-
ployees of a business lower a large American flag
on a windy day. A gust of wind allegedly whisked
the flag and the passer by 70 feet into the air. The
flag then ripped and dumped the airborne person
to the ground. The resulting lawsuit claimed se-
vere injuries were incurred because the flag was
unreasonably dangerous without warning labels,
and that the flagpole was defectively designed to

~i
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allow consumers to become airborne. Pete was
sued, even though he neither manufactured nor
sold the flag in question. He was sued because he
was a manufacturer of flags and happened to be
in San Antonio. Like many small business own-
ers innocently dragged into such cases, Van de
Punte settled out of court, rather than face the high
legal bills and immense waste of time involved in
fighting the lawsuit. Unfortunately, many small
business owners surrender to out-of-court settle-
ments to protect their businesses from the brutal
financial beatings inflicted by today’s expensive
and lopsided legal system. “Even if an entrepre-
neur goes to court and wins, his legal fees and
court costs could still mean bankruptcy,” accord-
ing to Farls.

Another example is the one about the people who
made the mistake of thinking that the English lan-
guage was sufficient for use in the United States.
Several Spanish-speaking farmhands in Texas acci-
dentally killed their boss’s prize bull by using pesti-
cide that was lethal to livestock. There was appar-
ently a warning label on the pesticide that told them
that the pesticide could kill livestock, but it wasn’t
in Spanish. The farm workers could not read the
label so they used the pesticide and the bull died.
Their employer, instead of figuring that it was his
own negligence or the negligence of his employees,
sued the manufacturer of the pesticide instead. It
seems he thought that the warning label should have
been in Spanish as well. He was awarded $8.5 mil-
lion— including $7 million of puntitive damages.
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“No hablo Inglés!”

Pretty incredible, an $8.5 million bull! These so-
called “nuisance” lawsuits may seem ridiculous,
but they are dangerous and can ruin you.

You would think you would actually have to be at
fault to be sued and have a court rule against you.
We only wish that were the case. As Forbes re-
cently put it, “Defendants, particularly if they are
perceived to have deep pockets, have begun to find
that they run the risk of losing lawsuits, even if
their involvement is minimal.” Even the most
specific contracts to the contrary are ignored. “In
anutshell, the law now says be careless, get paid,”
summarizes Victor E. Schwartz, a partner with
Washington D.C.’s Crowell and Moring. “Not
only is it easy to get sued, jury awards and judg-
ments against unsuspecting defendants are going
up all the time.” Forbes stated that, “A rarity just
a decade ago, the million dollar plus award is now
merely average in San Francisco and Cook
County.” (Forbes, October, 1989).

It’s risky out there in the business world.
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Incorporating doesn’t eliminate lawsuits, but it re-
duces the depth of a person’s pocket. Generally,
all an incorporated business risks is what’s in the
corporation.

Why should a business person risk all of his own
assets that he has spent a lifetime building up?
Why should he risk his family’s welfare? There’s
no good reason, especially when he can do a simple
thing like incorporating to limit his exposure. It’s
such a simple, economical process and yet it’s so
often overlooked or put off until it’s too late.

10
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Your Basic Business
Structure And Strategy
Guide

Many of the strategies used by big business can be
used by the small entrepreneur to effect great ben-
efits in tax-planning, asset protection and privacy is-
sues.

You are about to learn how to set up and run your
business in a manner that will allow you to take ad-
vantage of the laws of our nation, rather than be en-
cumbered by them.

The United States government has no obligation to
show anyone how to run their business with the least
liability, least tax ramifications and most privacy. It is
the citizen’s responsibility to learn and properly use
strategies that can help them to take advantage of the
laws of our nation. Could you imagine a judge pre-
siding over a bankruptcy, or an IRS auditor, both
versed in the tax law of our great nation, pulling you
aside and telling you, “You know what, just because
you are a citizen, we feel you are entitled to know
that if you do this, this, or this, you would be eligible
for these deductions or rulings in your favor.”

You should also be advised that there are many Ameri-
cans in business who use these strategies but implement
the strategies incorrectly, implement them for the wrong
reasons, or fail to document the reasons.

11
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Whatever the cause, these people may unknowingly
be lowering their taxes fraudulently. When the gov-
ernment catches up to them, they are often hit with
such a tax liability that it ruins them financially. These
people may feel they have protected themselves
against the personal liabilities associated with busi-
ness, only to have their strategies crumble in a court
of law.

This is easily avoidable. There are three simple
steps that a business must have in place in order
to take advantage of any strategy, and they are as
follows:

1. You must have a sound and legal business
reason behind every decision you make.

2. You must document both the reason be-
hind a decision, and the plan you wish to
follow to implement that decision in a
timely manner.

3. You must implement that decision accord-
ing to the letter of the law and fully com-
plete all the steps necessary to give you
the right to implement that decision.

What if you could structure your business affairs so
that you enjoyed more perks and benefits, a better
lifestyle for you and your loved ones and yet, to all
appearances, you earned less income, owned less
assets, and your business was structured without any
personal liability whatsoever?

12
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Should your business produce less income due to
your ability to enjoy more deductible perks and
benefits, then there simply is less income tax!
Should your business be structured without per-
sonal liability, you have nothing to lose! Should
your business have less assets, there is less for that
business to lose in a lawsuit!

Privacy is another important issue. Privacy in busi-
ness will afford you more liability protection. The
less someone knows about your assets, the less
they will be inclined to sue you. In other words, if
you are successful in keeping your private affairs
private and everybody thinks you are broke, then
nobody will waste money trying to sue you for
what they believe you don’t have. An attorney re-
searching a case will first try to ascertain whether
or not you have assets that can be taken away from
you in a lawsuit. If you successfully keep this pri-
vate information away from the attorney’s discov-
ery process, he will turn to his clients and tell them
that as far as he knows, you have nothing to sue
for. If the clients still wish to pursue the lawsuit,
they would have to pay the lawyer on an hourly
basis. Most sane people give up at this point.

This is where you come in! Your job is to become
well versed with the strategies presented in this
book and the opportunities they open up for you.

13
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What Is A
Corporation?

I'wish I had a person whose thoughts I could control,
while having him hold title to my assets. Then I could
limit my exposure connected with these assets, yet
benefit from their use.

A corporation is a legal person, an entity unto itself,
with alife and identity all its own. The corporation is
not you, and you are not the corporation. A corpora-
tion is a person whose thoughts you can control, that
can and will defend you against lawsuits, protect all
your personal assets and hold title to property.

It’s not suprising that roughly a million corporations
are formed each year and the number is growing.

A corporation is a distinct legal entity that is separate
and apart from its employees, stockholders, direc-
tors, and officers. Although it’s a separate entity, it
can act only through its stockholders, officers, or
agents. A stockholder (owner or partial owner) is a
holder of shares of stock in the corporation and is not
in legal danger. A stockholder is not the employer of
those working for the corporation, nor is he the owner
of corporate property. His liability is limited entirely
to the money he has put into this separate legal per-
son.

14
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As an artificial person, a corporation’s rights, duties
and liabilities do not differ from those of a natural
person under similar conditions, except where the
exercise of duty would require the ability to compre-
hend, or think. That’s where the Board of Directors
comes in. They do the thinking for the corporation.
Proof that the directors thought on behalf of the cor-
poration is evidenced by minutes or corporate reso-
lutions. A corporation can buy, trade, sell and make
loans—literally anything you as a person can do.
These thoughts and actions simply need to be docu-
mented by a resolution. When you think it through,
the possibilities become fascinating. The key point
to remember here is that although you may own a
corporation, that corporation exists as a separate en-
tity or person.

You cannot properly deal with or understand any
item discussed from this point on until you com-
pletely understand this principle. Therefore, if
there is anything in this explanation that you do
not completely understand, we strongly suggest
you keep analyzing it until you do.

15
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A Business Entity Analysis

There are various forms of doing business. There are
proprietorships, partnerships, LLCs, and corpora-
tions. These different business entities and their use
can have a great impact on the way you conduct your
business, what your personal liability is, and the amount
of tax liability you incur.

B Proprietorships

The advantage of being a sole proprietor is that it is
the easiest and simplest form of doing business. As
an individual you simply start a business. You are
then a sole proprietor. The main disadvantage is the
individual proprietor is subject to full liability resulting
from his business acts. If the proprietor gets sued
because of a related activity, all of his personal assets
as well as his business assets are on the line. He
could lose everything in a lawsuit.

Sole proprietors are also subject to a 15.3% self-
employment tax on all income earned from the busi-
ness. Furthermore, they do not have available to them
benefits such as medical reimbursement plans, cer-
tain pension plans, nor full deductibility of business
related expenses.

16
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B Partnerships

A partnership is a form of business often used when
two or more people get together to conduct a busi-
ness enterprise. They are simple to form. The part-
ners simply get together and enter into a partnership
agreement. From that point on, the gain or loss of the
partnership is passed through to the individual part-
ners and is included on their individual tax returns.
This creates ease of doing business and simplicity in

figuring taxes.

The main disadvantage of a partnership is it provides
no liability protection to the partners. If, for example,
Joe and Don get together and form a business part-
nership, and the partnership gets sued and loses, then
both Joe’s and Don’s assets are on the line. Each of
them could lose everything. This disadvantage alone
is enough to compel those considering a partnership
to consider another form of doing business—usually
a corporation or a limited liability company.

Another disadvantage is that a partnership doesn’t
provide many of the tax benefits available to a corpo-
ration, such as medical reimbursement plans, pension
plans, and full deductibility of business- related ex-
penses. Further, in a partnership, the active partners
are subject to a 15.3% self-employment tax on the
income they receive from the partnership. This self-
employment tax is not an income tax. It is a separate
tax that must be paid by certain taxpayers. A corpo-
ration is not subject to self-employment tax on its in-
come.
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B Limited Partnerships

A limited partnership is taxed like a partnership yet it
has many of the liability protection aspects of a cor-
poration. There are two types of partners in a limited
partnership: the limited partners, who invest in the
partnership but have no control, and the general part-
ner (or partners), who controls the partnership. The
problem with the limited partnership is that the gen-
eral partner has personal liability for certain lawsuits
filed by the limited partners against him or in a lawsuit
filed against the partnership itself. Therefore, the li-
ability protection that a limited partnership provides
is by no means absolute. The general partner is at
risk and his personal assets are entirely on the line.

Another drawback to a limited partnership is that it is
complex and often expensive to form. Also, as with
partnerships and sole proprietorships, the general
partner in a limited partnership is subject to the self-
employment tax on his or her income. In addition,
limited partnerships do not allow for medical reim-
bursement plans, pension plans, nor the other ben-
efits a corporation offers.

The primary advantage of a limited partnership is it
affords the limited partners with limited liability and a
single level of taxation. The income that comes into
the limited partnership flows through to the partners
for tax purposes and is included on their personal tax
returns.

18
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B Limited Liability
Companies — LLCs

A Limited Liability Company, as its name implies, pro-
vides limited liability for its members-owners, like a
limited partnership provides for its limited partners or
a corporation provides for its shareholders.

Unlike a corporation, LLCs provide members the
power of controlling other members’ ability to trans-
fer the ownership or voting power of their member-
ship. Like a corporation, an LLC can be structured
to be taxed as either a “pass-through” entity or as an
association that pays its own taxes.

LLCs have far fewer restrictions on membership than
an S-corporation has on shareholders. LLCs also al-
low members to participate in management of the LLC
without losing their protection from liability, whereas
alimited partner in a limited partnership does not have
this benefit.

The main disadvantage of LLCs is that their use is
relatively new in the United States and there is no
uniformity in the laws governing LLCs between the
individual states. Also, because they are new, there
is little case law to help you make decisions based
on your state’s past decisions concerning LLCs.

19
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B Corporations

The main advantage of incorporating is that it pro-
vides limited liability for the owners. Ifthe business is
sued, then only the corporation’s assets are on the
line. If'you as a shareholder have only invested $100
in the business, that’s all you have at risk. Generally,
the shareholders’ liability in a corporation is limited to
their investment in the corporation, and does not in-
clude their personal assets. Ifthe corporation is sued,
it’s the corporation’s problem. Corporations also have
great tax advantages and other fringe benefits avail-
able to them, such as medical reimbursement plans,
pension plans, and full deductibility of business ex-
penses.

The main disadvantage of incorporating is that for-
mation can be complicated. Another disadvantage
to the corporate form of business is the so-called
“double taxation” problem. Double taxation only oc-
curs when a regular corporation declares a dividend.
A regular corporation pays taxes separately from its
shareholders and it can’t deduct a dividend payment.
The shareholders declare the dividend payment as
income on their taxes. The income is taxed once at
the corporate level and again at the shareholder level,
and thus it is taxed twice. Actually, there is no law
requiring a corporation to declare a dividend. The
corporation can, in fact, retain earnings up to
$250,000— even more if the corporation intends to
use the money for growth. In most cases since there
is no need to declare a dividend, you can avoid the
double taxation in a small, closely held corporation.
Further, a corporation can elect to be treated as an

20
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S-corporation for tax purposes. This means that with-
out first being taxed at the corporate level, all income
or losses are passed through to the individual share-
holders. Essentially, an S-corporation is treated like
a partnership for tax purposes, but it has all the lim-
ited liability protection of a regular corporation.

S-corporations, however, don’t have many of the
fringe benefits that regular corporations do, such as
certain pension plans and full deductibility of passive
losses against active income. An S-corporation can,
however, help you to reduce self-employment taxes
while avoiding double taxation.

In summary, a corporation is a legal person, an entity
unto itself, with a life and identity all its own. The
corporation is not you, and you are not the corpora-
tion. A corporation is separate and apart from its
employees, stockholders, directors or officers. Al-
though it is a separate entity, it can only act through its
officers or agents. A corporation can do anything,
except think for itself. The thinking process of a cor-
poration is done by its Board of Directors. Thus,
with the Board of Directors to do its thinking, a cor-
poration can do almost anything you as a person can
do.

Also, because corporations were the tools solely of
big business in America for so long, many perks, ben-
efits and tax loopholes have been made possible for
corporations that simply are not available to most
other forms of doing business. You as a small corpo-
ration owner can now enjoy these same benefits and
much more through the implementation of corporate
strategies.
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How A Corporation Works

B Who's Who and What They Do
STOCKHOLDERS/OWNERS

Stockholders are the owners of a corporation. As
such they are holders of stock certificates. Their pri-
mary function related to the corporation is that they
elect the Directors. Each share of voting stock is
entitled to one vote, which is where control of the
corporation comes in.

The Directors carry out the stockholders’ wishes and
run the corporation in the stockholders’ best interests.
The end result is to make a profit for the corporation for
the benefit of the stockholders.

When a person (or persons) has control of a corpora-
tion, they can always call a special meeting and remove
directors who are not performing according to their
wishes. Also, of no small consequence is the fact that
the stockholders may also elect themselves as directors,
which is what usually happens in small, privately-held
corporations. Italways happens in a one-person cor-
poration and is very common and totally acceptable in
many states.
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Directors work for the best interests of the stockhold-
ers. The directors are responsible for the general overall
management of the corporation. They are the ones who
really have the power to “wheel and deal” with the cor-
poration. They set policy to be carried out by the offic-
ers and make the major decisions affecting the corpora-
tion. They hire the officers, and the officers take orders
from them, usually funneled through the president of the
corporation. Like the stockholders, the directors make
decisions by voting. However, the directors do nothave
one vote per share of stock—as they are not necessarily
stockholders—they have one vote each. For example,
if there are three directors, the vote of any two would
make a majority or quorum.

OFFICERS

The officers carry out the instructions of the Board of
Directors in the matter of day-to-day operations. The
officers have the power to run the corporation on a
day-to-day basis and make decisions, as long as those
decisions are contained within the framework of policy
and instruction as handed down by the Board of Di-
rectors. The president is in charge of the officers and
is the one primarily responsible for reporting to the
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Board of Directors. The responsibilities of both the
directors and officers are usually spelled out in the
bylaws of the corporation as set down by the stock-
holders and/or directors.

The officers of the corporation also have consider-
able legal responsibility. They are, for example, re-
sponsible for seeing that the payroll taxes withheld by
the corporation are paid to the [.LR.S. In the event
that they fail to perform that responsibility, they are
held personally liable and responsible for those pay-
ments.

EMPLOYEES

Employees are hired by the officers to carry out their
instructions and perform duties consistent with those
instructions on a day-to-day basis.
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Running a Corporation
By The Book

M If It Looks Like A Duck
And Acts Like A Duck,
It Must Be A Duck

You can be a stockholder, a director, an officer and
an employee of the same corporation. The difficult
part of a one-person corporation is that you must re-
member at all times which function you are serving in.
When choosing yourself as director for the corpora-
tion, you are acting as a stockholder. When drafting
corporate resolutions, you’re acting as a secretary.
When signing contracts or other documents, you’re
acting as an officer. When sweeping the floor you are
acting in the capacity of an employee. In one-person
corporations such as this, corporate formalities be-
come the crucial element of proof that you are in fact
doing business as a corporation, rather than as a sole
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proprietor. “Corporate formalities” is a term which
encompasses certain functions within the operation
of'a corporation which prove that a corporation is
acting properly. Corporate formalities include annual
meetings of stockholders and directors, minutes of
meetings, Board of Directors resolutions (which docu-
ment the directors’ thinking), and proper appointment
of officers. Small, one-person corporations have the
greatest difficulty with corporate formalities. They ex-
perience difficulty, not because corporate formalities
are difficult, but rather because many business people
forget to observe them. The best way to avoid prob-
lems is simply to keep up with your corporate records,
hold your annual meetings, and stop and think which
role you are playing at any given time. Entrepreneurs
who do so seldom find this to be difficult or onerous.

B More on Corporate Formalities

Now let’s talk about the most important thing regard-
ing the operation of your corporation. What are cor-
porate formalities? They are, simply stated, the re-
sponsibilities of keeping your corporate records in
compliance with all laws and regulations.

You’ve probably heard about lawyers piercing the
corporate veil—going around the corporation to hold
the owners personally liable for its debts. This is tragic,
especially since it’s so easy to prevent.

In order for a corporation to be treated as a corpora-
tion, it must look and act like a corporation. Just like
the old saying, “If it looks like a duck, walks like
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a duck, and quacks like a duck, it’s a duck.” Well, if
a corporation looks like a corporation and acts like a
corporation, it’s a corporation. If not, it’s not a cor-
poration, and the courts won’t treat it like one.

How do you make sure a corporation looks and acts
like a corporation? Well, the first thing is to make
sure all of your letterheads, stationery, business cards,
statements, etc.—anything you write or say about your
business—should say “Inc.,” “Corp,” ““Co.,” or “Ltd.”
Then your business looks like a corporation and you
are presenting it to the public as being a corporation.

Furthermore, when you set up a corporation, you should
give it a reasonable amount of money to carry out its
purpose. You can do that by buying stock in your cor-
poration. This need not be a lot of money; in fact, in
most cases a few thousand dollars is sufficient.

As previously noted, a corporation can do everything
you can do, except think. The corporation’s thinking is
done for it by the Board of Directors. Therefore, when
the corporation has thought, those thoughts must be re-
duced to written form and contained in the corporate
records as proof'that it was, in fact, the corporation that
thought and acted. Each time a corporation makes any
major decision, it should be noted in the corporate record
book in the form of minutes or resolutions.
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When that is done, the corporate entity is preserved
and safe.

In fact, the fewer stockholders a corporation has,
the more important this becomes. Certainly in the
case of a one-person corporation, it is literally all
important!

You will often hear stories of outsiders “penetrating
the corporate veil.” We submit that this seldom hap-
pens and that a corporation cannot be penetrated if
the corporate formalities are properly followed—
assuming there is no fraud or wrongful intent. That
is why it is all important to observe corporate for-
malities. Courts look at the corporate records to de-
termine if the corporation acted as a corporation or
as an individual. Ifitacted as a corporation, all deci-
sions are documented as proof that it was the corpo-
ration acting, not the individual. Therefore, if the
corporation documents its acts by minutes or resolu-
tions, then the individual is insulated from the acts
of the corporation.

You may have heard of the Alter Ego theory. That
is where outsiders attempt to prove that the cor-
poration is not a corporation but simply another
instrument or charade of an individual. Whether
or not this allegation will stand up depends on
whether or not the corporate formalities have been
properly observed.

The bottom line is, to be treated and recognized
as a corporation, you must look and act like a cor-
poration and observe the corporate formalities
which are as follows:
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Required Meeting: Annual meetings are
not always required of the stockholders and
directors, but these meetings help to docu-
ment the actions of the corporation as well
as provide proof of the ongoing pursuit of
the purpose for the corporation to exist.
Therefore, they should be properly re-
corded in the corporation record book.

Minutes Of Meetings: When a meeting
is held for any purpose, it is important to
observe the corporate formalities and
document said meeting in the corporate
record book.

Resolutions: Aside from the required an-
nual meetings, the easiest way to govern and
observe corporate formalities in a small, pri-
vate corporation is by resolutions signed by
a quorum of its directors or stockholders (as
applicable). Put many resolutions in your
corporate record book concerning everything
you do, and you will be protecting both the
corporation and the individual stockholders.

Articles/Bylaws: The corporation must
comply with the rules and regulations set
forth by the corporation in these documents.
Study them closely, comply with them, and
again, you will be observing corporate for-
malities. Nothing about a corporation is ir-
revocable. If you as a majority do not like
either of those documents at any time, or you
think they should be changed, it’s very
simple—change them!
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Corporate Seal: In most states, the corpo-
rate seal is required on official documents of
the corporation. Though it is not required in a
few states, many people think it is, so it’s im-
portant no matter where your corporation is
domiciled.

Never commingle your personal funds or ex-
penditures with those of the corporation. The
corporation must have its own checking ac-
count for business purposes only. Do not pay
personal expenses out of the corporate check-
ing account. For instance, do not write a
corporate check for groceries. Do not write
a corporate check for cash, without an ex-
planation as to where the cash went. Keep
your accounts clean. Also, for tax reasons, it
is vital to put adequate explanations on the
corporate checks you write and to have re-
ceipts or cash tickets to back them up. For
example, in the case of a company car, the
corporation pays all the expenses, and the
checks must be made out so this is readily
ascertainable. You, as an individual, may be
reimbursed by the corporation for cash tick-
ets for gasoline, oil changes and so on. So,
when the corporation writes you a check for
those items, the check should be identified as
“Reimbursement for cash tickets attached”,
and they should be listed. This procedure
keeps personal and business monies sepa-
rate and helps to keep your accounts clean
and your records straight.
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g. Another important corporate formality is
proper signatures. When you sign anything
on behalf of the corporation, such as in-
voices, delivery receipts, contracts or other
items of indebtedness, always sign every-
thing “XYZ Corporation, by John Doe,
President” (or Secretary, or Treasurer, or
whatever your capacity is). This gives
public notice you are signing as an officer
of the corporation and not as an individual.
This is one of the formalities that prevents
piercing of the corporate veil.

If you sign as an individual, anyone can
say they thought that’s what you obviously
intended, because that is what you wrote.
By signing as an individual, you are stand-
ing alone.

In order to be treated like a corporation, your
corporation must look and act like one. If
you don’t treat it like a corporation, no one
else will. It’s so easy to do, just several pieces
of paper per year and it’s so important.




Incorporate The Road To Riches

When You Should
Incorporate

B Myth: “Don’t incorporate
until you’ve reached a
certain point in your
business, like making
$50,000 per year.”

Advice such as that totally ignores the possibility that
aperson could be sued. It only takes taxes into con-
sideration and taxes pale in comparison to the possi-
bility of losing everything. One should consider both
taxes and liability when thinking of incorporating. The
sad part about all of this is such advice isn’t even
good tax advice. It’s true that you have to earn some
revenue before you can reap all of the tax benefits of
incorporating but it’s only fair to mention that there
are tax benefits from losing money with the corpora-
tion too. When you look at the tax benefits available
to you through incorporating, even if you never make
aprofit, you will see that advice such as the above is
actually a disservice to the one receiving it. This is
especially true when you consider both taxes and the
urgent need for liability protection.

If you’re in business or going into business, the time
to incorporate is now. Actually, yesterday would not
have been too soon. Ifyou get sued tomorrow, the
amount of money you would have spent to incorpo-
rate will seem like peanuts.
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Further, you really don’t lose tax benefits by in-
corporating. Any advice to the contrary is simply
based on a lack of understanding and a failure to
consider all the facts.

When someone says don’t incorporate now, they
are generally coming from one of the following
positions:

First, if you incorporate and lose money, you lose
your personal tax loss deduction on your personal
return. The corporation would have the tax loss,
not you.

Second, you shouldn’t spend the money on incor-
porating until you are sure you are going to succeed.
If you don’t succeed, you won’t benefit from lower
corporate tax brackets, pension and medical reim-
bursement plans, and passive loss deductions avail-
able to corporations. Consider, however, these
points:

In the first situation, if you are worried about tak-
ing personal tax deductions for your business
losses, consider that the law allows you to create
what is commonly called an S-corporation. The
S-corporation will pass through the losses to you
and you can take advantage of personal tax losses.

Further, even if you don’t elect “S™ status for your
corporation and your business becomes worthless,
Section 1244 of the Internal Revenue Code allows
you to write off those losses on your personal tax
return. That’s up to $50,000 if you’re single and
up to $100,000 if you’re married and filing a joint
return.
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You simply do not lose personal tax loss benefits
if you do things right.

Now let’s consider the second position, which is
that you don’t benefit from corporate perks and
lower tax rates up to certain income levels if you’re
not making money. That may be true but you can
benefit from the losses now and the lower rates
later. Not only can you get the personal benefits
from losses like we’ve talked about above, but a
regular corporation, as contrasted to an S-corpo-
ration, can carry forward its losses for 15 years.
That’s right, if a corporation loses money this year
and goes into the hole, for say $20,000, then it has
a $20,000 loss going into next year. If it makes
$20,000 next year it pays no tax.

So, even if the corporation loses money, there are
tax benefits and this translates into benefits for
you. Even if you did not take advantage person-
ally under subchapter S of the corporation’s losses
while it was losing money, you still get to write
off the value of the money you put into the busi-
ness by claiming a stock loss under Section 1244,
Thus, you still get personal tax benefits from cor-
porate losses. In addition, while trying to make
money with the business, you’ve been doing it with
the personal protection of a corporation and your
personal assets have not been put in jeopardy.

a1
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Those who tell you that you must make at least
$50,000 a year are telling you that you’ll probably
fail. They’re telling you that because 90% of new
businesses do fail within the first five years. They
are presuming you’ll fail too. They’re saying your
corporation is going to lose money and you’ll not
gain any benefit from the loss. That’s just not true
if you do things right. It’s like what the successful
salesperson said when asked, “Why are you so
successful?” The successful salesperson simply
replied, “It’s all in knowing how.” So, when
should you incorporate? NOW !—for liability pro-
tection as well as probable tax advantages.
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B The $50K Myth

The following table shows how a family business that nets as little as
$30,000 a year can conceivably lower their taxes by as much as 50%
through using an S-corporation versus a sole proprietorship.

Family Business 1
(Proprietorship)

Wages $

Schedule C 40,000

Schedule E (from Form 1120S K-1)
Less: Personal Salary

Child No. 1

Child No. 2

Corporate Payroll Taxes

Adjusted Gross Income 40,000

Less 50% Self Employment Tax

Less: Itemized (10,000)
Exemptions (4 x $2,700) (10,800)

Taxable Income

Income Tax

Self Employment Tax

Corporate Payroll Taxes

W-2 - S.S./Medicare Tax Withheld

TOTAL TAXES $ 8,108

$12,000
0
40,000
(12,000)
(4,250)
(4,250)
(1,662)
29,838

(10,000)

(10,800)
9,038
1355

1,662
918

$ 3,935

Family Business 2
(S-corporation)

This is a savings of over 50%. Now let somebody tell you that incorporating is
not a good idea for businesses earning less than $50,000 per year.

13



Incorporate The Road To Riches

What Is An
S-Corporation?

An S-corporation is a regular corporation whose
stockholders elect to qualify it under Section 1361 to
Section 1379 of the Internal Revenue Code. A com-
mon misconception is that there is something special,
peculiar or extra to be done in forming an S-corpora-
tion. That is not true. An S-corporation is a regular
corporation, just like any other corporation at the
outset. The newly formed corporation may remain a
regular C-corporation or you, the stockholder(s), may
convert it to an S-corporation under the IRS Code.

Some rules do exist for corporations that wish to obtain
S-corporation status. There can be no more than 75
shareholders. There can only be one class of stock. Share-
holders can only be U.S. citizens, resident aliens, es-
tates, certain trusts, or certain qualified tax exempt orga-
nizations. There are a few more criteria that a corpora-
tion must meet to gain the S-corporation status but most
small, closely-held corporations will have no problem
doing so. Please seek professional advice should you
have more questions about the formation of S-corpora-
tions.

14
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Those who have not worked with S-corporations
often believe there is some horrendous procedure
to go through or some mysterious red tape that
must be dealt with in order to qualify as an S-cor-
poration. Not true! To elect S-corporation status
with the federal government, you simply fill out a
one-page form, front and back, and mail it to the
IRS. That’s it. In states that require income tax,
such as California, it may be necessary for the
corporation to file a form with the state in order to
be treated as an S-corporation for state income tax
purposes.

An S-corporation is one that generally pays no in-
come tax. Itis exempt from paying income tax by
virtue of its S-corporation election. Instead of the
corporation paying tax, the profit or loss of the
corporation flows through to the individual stock-
holders’ personal tax returns in the pro rata
amount of their stock ownership in the corpora-
tion. The corporation simply files an 1120-S and
issues K-1s to the stockholders.

An S-corporation election does have to be filed
according to certain time limitations. If your cor-
poration is newly formed, you should file Form
2553 within 75 days of your date of incorporation
unless you have done absolutely nothing with your
corporation, in which case you can wait longer
than 75 days.
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In other words, if you have purchased a newly-
formed corporation shell, you have 75 days from
the date that you issue the stock to the sharehold-
ers, commence doing business, or the corporation
acquires assets. Prior to that time, you cannot have
done any business as a corporation. You cannot
have transferred any assets to your corporation.
If you even so much as open a corporate bank ac-
count with $10, this avenue is not available to you.
Note that this does not mean that your corpora-
tion cannot elect S-corporation status. It simply
means that your corporation cannot elect S-cor-
poration status for the current tax year. It can elect
S-corporation status for the next tax year but if
you have an existing corporation, as opposed to a
new one, you can elect S-corporation status within
75 days after the beginning of any given corpo-
rate tax year.
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The Limiting Qualifications
Of An S-Corporation

B With an S-corporation, revenue and expenses flow
through to the shareholders in nearly the same fashion

as revenue and expenses of a partnership flows through
to its partners.

B S-corporations are limited to no more than 75 share-
holders.

B Shareholders of S-corporations can only be U.S. citi-
zens, resident aliens, estates, certain trusts, or certain

qualified tax-exempt organizations.

B S-corporations can only have one class of stock. (Note:
Warrants, options or certain debt instruments might

be deemed as a class of stock and cause the loss of S
treatment.)

B Members of an affiliated group are ineligible to be-
come S-corporations.

I An S-corporation can own a C-corporation but an S-
corporation may not have a C-corporation stock-
holder.
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B S-corporations must make and file an election
with the IRS to be an S-corporation.

B An S-corporation’s election is terminated
whenever the corporation has excessive pas-

sive income from prior C-corporation earnings
for three consecutive years.

Should any of these limitations appear to be a prob-
lem for your business structure, you should inves-
tigate using a limited liability company (LLC) in-
stead of an S-corporation. In fact, it may be a good
idea to use an LLC rather than an S-corporation if
you will be using it to hold investments or prop-
erty. See Section III for more information on LLCs.
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Money In Your Pocket

CORPORATE
SHIELD

Now that we’ve seen what a corporation is and how
it stacks up against other forms of doing business, a
natural question to ask would be who should incor-
porate. To decide whether or not incorporating is for
you, you need to ask yourselfa few questions. First,
you should ask, “What is my liability picture?”” Sec-
ond, you should ask, “Do I have assets that [ wish to
protect?” Third, ask yourself, “Will incorporating
benefit me from a tax perspective?”

Anyone in a business or profession who interacts with
people, clients, or other businesses should be incor-
porated. Ifabusiness deal goes sour or if a mistake is
made in handling a customer’s request, the first reaction
intoday’s world is to sue.
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Even nuisance lawsuits are dangerous. For example,
Forbes magazine published an article in October of
1986 which details the following story.

Ernest Canon, attorney, won $23 million for a five-
year-old client who was severely injured while riding
alawn mower. Canon convinced the jury that the manu-
facturer, Ariens Company, was grossly negligent. Pu-
nitive damages in the case were $13 million! As though
this child’s parents should have let a five-year-old ride
a lawn mower to begin with! At first glance, you’d
think, “What a ridiculous lawsuit!” The fact is that it
was worth $23 million.

Of course, anyone in a potentially hazardous business,
such as contracting, excavating, heavy equipment op-
eration or the like should incorporate. The potential to
claim personal harm on the part of people working for
the company or bystanders looking for a quick buck is
huge in these types of businesses.

People who are involved in joint ventures or partner-
ships should also consider incorporation. If'you are in
a partnership with a person and that person does some-
thing to get the partnership sued, your personal assets
as well as theirs are on the line. By contrast, if the
business were a corporation instead of a partnership,
only the corporation’s assets would be at risk.

From a liability protection standpoint, there is some-
thing else to consider as well. It’s hard to believe that
just owning something can get a person sued but it
can.
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Take the case of a person who owned several
pieces of real estate on which there was a light
pole. Anindividual was sleeping by the pole when
a truck came by and hit the pole. The pole fell on
the person sleeping under it. The truck had no
insurance and the person driving it wasn’t worth
very much. On the other hand, the property owner
was worth quite a bit. The injured individual sued
the property owner for failure to secure the pole
properly. The injured party took the position that
the owner of the property should have made sure
the pole was so secure that a truck could not knock
it down. Yes, it’s a ridiculous lawsuit but it shows
just how easy it is to get sued. Simply owning an
asset can create liability. Therefore, people who
own assets which could be associated with liabil-
ity should incorporate. This would limit their li-
ability and potential lawsuits to those assets.

What’s the bottom line? It is probably easier to
outline who should not incorporate than who
should. The people who should not incorporate
are simply those who don’t have a business and
are not going into business. They are people who
have no assets and have no plan or desire to accu-
mulate assets. Anyone in business, going into
business, anyone with valuable assets or working
to acquire valuable assets should consider incor-
porating.

Aside from the liability protection incorporating af-
fords, it can also provide many tax benefits for those
thinking of starting a business. For example, a couple
selling their own paintings on the side in addition
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to their primary employment may not conceive of
any liability problem. However, by using a corpora-
tion properly, they may see enormous tax savings,
which could more than justify incorporating.

When all is said and done, incorporating is ben-
eficial to most people in the area of liability pro-
tection, as well as tax savings. The next two sec-
tions of this book will outline how and why cor-
porations should be used in both these areas.

Many business people have received well-mean-
ing but inadequate advice from tax professionals
who tell them not to incorporate unless they’re
making $50,000 per year. Such advice might have
merit from a tax standpoint; but from a liability
standpoint, it is often catastrophic. As anyone in
business can tell you, you can be sued just as eas-
ily making $20,000 a year as you can making
$100,000 a year. Advice such as that mentioned
above has resulted in hundreds of thousands of
bankruptcies across America when people earn-
ing under a certain magic number have become
victims of a lawsuit.

The simple fact is any person now engaging in
business needs to be incorporated. This advice is
heard more and more frequently in today’s envi-
ronment. Experts, such as the well-known radio
business advisor Bruce Williams, say over and
over that they would never engage in business to-
day without being incorporated.
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When we find highly respected individuals such
as Mr. Williams giving this advice, we should re-
alize that this is not something to be taken lightly.

Anyone who is involved in a business where there
are employees should be incorporated. Lawsuits
against a business for the negligent acts of its em-
ployees are widespread.

As if that weren’t bad enough, lawsuits from em-
ployees are also very common today. Suits re-
garding wrongful termination and sexual harass-
ment are more and more frequent and judgment
awards for such suits are going higher and higher.
Steven A. Bokat, Vice President and General
Counsel of the U.S. Chamber of Commerce says,
“Work place litigation is causing unbelievable
problems for employers. You fully expect that
every time you discharge an employee, don’t pro-
mote an employee, or demote an employee, you’re
going to get a lawsuit. That was not true even 10
years ago.” This quote was taken from Nation's
Business, July 1989. Since then, the situation has
grown worse.
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Gain Ultimate Protection
By Using Two Corporations

If one corporation is good, are two corporations bet-
ter? Many times, yes! As the litigation explosion
heats up, many business people are finding that with
two corporations they can separate their risks and
minimize their lawsuit exposure. Let’s say you have
two business locations. Put them into separate cor-
porations and run each as a separate entity. This has
the desirable effect of limiting the potential for loss to
one location.

Other business people go even further when they set
up two corporations. The first corporation conducts
business, and the second corporation leases a great
deal of its assets to the first corporation. The chances
of the second corporation being sued are slim be-
cause its main customer is the first corporation which
youstill own. Ifthe second corporation is sued, while
there are some assets at risk, the bulk of the assets
are owned by the first corporation which is not sub-
jectto the lawsuit.

Another possibility is putting different assets into dif-
ferent corporations to spread out the risk. For ex-
ample, let’s say you own multiple apartment




Incorporate The Road To Riches

buildings. Ifa tenant living in one apartment building
sues, by putting each apartment building into a sepa-
rate corporation, that suit is brought against only the
corporation that owns the one apartment building.
Only one apartment building is at risk and the others
are secure. All things considered, this is a very inex-
pensive way of protecting your assets.

Corporations provide many exciting opportunities for
asset protection. When you consider the power avail-
able to you in being able to create legal people at will,
the benefits are numerous. You’ve probably heard
the old saying, “Don’t put all your eggs in one bas-
ket.” Well, we might say, “Don’t put all your assets
into one corporation.” By limiting the amount of as-
sets in each corporation, you limit your exposure to
liability, an enormous benefit if you are hit with a law-
suit.
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CHAPTER TWO
Lower Your Risk Of
A Tax Audit

M High Risk or Low Risk—It’s
Your Decision

Once there were two fellows, Jack and Roger. They
were sitting in their den having a conversation in front
ofthe window when a squad of police cars pulled up
outside the house.

Jack opened the window to see what was happen-
ing. Hordes of officers jumped out of their cars and
started shooting bullets through the window. Jack
quickly hit the floor while Roger merely sat there with
his arms crossed, gazing through the window. “Get
down!” Jack cried. “Why?”” Roger responded, “I
don’t have to protect myself, I didn’t do anything
wrong.”

This sounds pretty ridiculous but many taxpayers are
unknowingly acting the same as Roger. Just because
you get audited, doesn’t mean you’re at fault but who
wants to spend the time and money on an audit? Even
though you are an honest taxpayer, there is no reason
for you to stay in a position where you are likely to
get hit by an audit.
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The following, taken from the July, 1986 issue of
Tax Hotline, should be of great interest to you and
hopefully aid you in some of your business plan-
ning.

HOT: Lower auditrisk. Incorporating your busi-
ness lowers the chance of an IRS audit. Reason:
Only 1.12% of incorporated businesses that filled
in Form 1120 with less than $100,000 income were
audited as compared to 2.65% of unincorporated
businesses with incomes of $25,000 to $100,000
that were audited in the same year. It’s worse for
the unincorporated businesses as income gets
higher. Five percent of unincorporated businesses
with income over $100,000 were audited. Incor-
porated audits for the same income barely rose
from the 1.12% figure.

Don’t just sit there in front of the window—get
out of the line of fire! Even an audit that comes
out in your favor can cost you money and time.
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Tax Benefits That
Benefit Your Bottom Line

B More On Tax Benefits Of
Family Employment

Honey, I employed the kids! Are you married with
children? By incorporating a family business and em-
ploying family members, taxpayers can reduce their
taxes, while building an investment vehicle for their
children.

The following two tables show the difference in tax
consequences for a family with two children, under
the ages of 18, running a small business as a propri-
etorship versus a corporation.

Both businesses earn $150,000 and net $75,000 af-
ter expenses but before federal taxes. Both examples
have $10,000 in itemized deductions. Table 1 shows
that there are no tax consequences for the employed
children, who each receive $6,250 a year, $2,000 of
which is placed in an IRA.

Table 1
EACH CHILD’S 1040 FORM

Family Business 1 ~ Family Business 2
(Proprietorship) (Corporation)

Wages $0 $6,250
IRA 0 2,000
Standard Deduction 0 4,250
TAXABLE INCOME 0 0
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Table 2 compares the proprietorship to the corporation.
As president of the corporation, the father pays him-
self a salary of $18,000 a year. (We have assumed that
the corporation is an S-corporation).
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Table 2
PARENTS’ 1040 FORM
Family Business 1 Family Business 2
(Proprietorship) (Corporation)

Wages $0 $18,000
Schedule C 75,000 0
Schedule E (from Form

1120S K-1) 0 75,000
Less: Personal Salary (18,000)

Child No. 1 (6,250)

Child No. 2 (6,250)

Corporate Payroll

Taxes (2,493)

Adjusted Gross Income 75,000 60,007
Less: 50% Self-

Employment Tax (5,246)
Less: Itemized (10,000) (10,000)
Exemptions (4 x $2,700) (10,800) (10,800)
Taxable Income (48,954) (39,207)
Income Tax 8,208 5,884
Self-Employment Tax 10,491
Corporate Payroll Taxes 2,493
W-2 - S.S./Medicare

Tax Withheld 1,377
TOTAL TAXES $18,699 $9,754

A quick glance at the bottom line shows that the
incorporated family business ends up with a tax
bill $8,945 less than the proprietorship. In addi-
tion, the parents will see their children’s IRAs grow
untaxed. The children’s salaries would be used to
pay for their general expenses with pre-tax dollar
expenses that otherwise would come out of their
parent’s after-tax income.

By redistributing the money in a corporation, you
can legally cut the taxes you owe. This simple
illustration shows the power of what is called “in-
come-splitting.”
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The 1993 Tax
Reconciliation Act

B The Small Corporations
and You

The 1993 Revenue Reconciliation Act (the Clinton
Tax Plan) has been widely regarded as a tax increase.
While the top individual rate was increased to 39.6%
and the top corporate rate was increased to 35%,
that doesn’t necessarily have to mean a tax increase
for you. Through the proper use of corporations,
you can enjoy lower taxes and a sense of security
from knowing that your tax planning moves are legal
and aboveboard.

Let’s take a look at exactly what the Clinton Tax Plan
did to individuals and corporations with regard to the

new tax rates.
INDIVIDUAL TAX RATES FOR 1998
MARRIED FILING JOINTLY

$0 to $42,350 15% of taxable income

$42,351 to $102,300 $6,352 plus 28% on excess over $42,350

$102,301 to $155,950 $23,138 plus 31% on excess over $102,300

$155,951 to $278,450 $39,770 plus 36% on excess over $155,950

$278,451 and above $83,870 plus 39.6% on excess over $278,450
SINGLE TAXPAYER

$0 to $25,350 15% of taxable income

$25,351 to $61,400 $3,802.50 plus 28% on excess over $25,350

$61,401 to $128,100 $13,896.50 plus 31% on excess over $61,400

$128,101 to $278,450 $34,573.50 plus 36% on excess over $128,100

$278,451 and above $88,699.50 plus 39.6% on excess over $278,450
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As you can see, single individuals with incomes
over $128,100 and married couples filing a joint
return with incomes over $155,950, will pay sub-
stantially more in taxes because a 36% tax rate
applies to those groups. The picture doesn’t get
any prettier for singles or married people filing a
joint return who earn over $278,450 per year. In-
come amounts over $278,450 a year for singles
and married couples are taxed at a new 39.6% tax
rate. Prior to the Clinton Tax Plan, the highest tax
rate an individual would be hit with was 31%.
Now it’s over 40% due to the phase out of deduc-
tions in high income brackets.

Obviously, single individuals with incomes over
$128,100 and married couples with incomes over
$155,950 will need to take a hard look at their
taxes and make some planning moves. These are
the people who will be hit the hardest by the
Clinton Tax Plan.

If this is you, you need to do something.
Individuals and couples earning less than $128,100

or $155,950, respectively, can also take steps to
cut their tax liability.
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B Corporate Tax Rates for 2001

The table on page 68 shows you that the 15% bracket,
the lowest tax bracket for both corporations and in-
dividuals, is much more beneficial for a corporation
than an individual or married couple filing jointly. The
amount of income that the lowest rate applies is
$7,650 greater than it would be for a married couple
filing a joint return and $24,650 greater for a single
person. The corporation gets from $8,800 to $23,350
more income taxed at the lowest possible rate. In
addition to that, a corporation pays only 25% for in-
come levels between $50,000 and $75,000, whereas
amarried couple filing a joint return would pay 28%
and a single person would pay 31% on most income
over $61,400. In other words, compared to being
married filing a joint return or single, a corporation
comes out better because it gets more of its income
taxed at the lower 15% and 25% rates. The first
$75,000 of net income to a corporation is taxed at a
lower rate than if that same $75,000 were taxed to
you as an individual, regardless of whether you are
married filing a joint return or single.

When you reach $75,000, or greater, of net income
the corporate tax rate is 34%. For a married couple
filing a joint return, incomes between $75,000 and
$102,300 are taxed at 28%. The excess over that is
taxed at 31% until that couple’s income reaches
$155,950. It is then taxed at 36% up to $278,450
when the surtax rate of 39.6% applies.
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A single person finds a 31% tax bracket on in-
come between $61,400 to $128,100. At $128,100,
the 36% rate kicks in until income reaches a level
of $278,450. Then the 39.6% surtax kicks in.
What’s it all mean?

For a single person, it means that a corporation
with up to $173,583 in net taxable income will
pay less tax. For a married couple filing a joint
return, it means that by incorporating you’ll save
money on a net income of up to $102,223.
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Quick Reference Charts

Proprietorship vs. Corporation Tax

Demonstrates Self-Employment

Tax Impact
Taxable Amount of Proprietor Proprietor Corporate
Income S.E. Tax Effective Rate &I Tax Tax
in$ Included Marginal Tax | Total Total
Rate I
0-25,000 $3,825 $3,750 |  $7,575 $3,750
Rate I
25,001-50,000  $3,825 $6,733.50 | $18,133.50 $7,500
Rate !
50,001-75,000  $3,825 $7,283.50 | $29,242 $13,750
1
Rate i
75,001-100,000 $1,394 $7,750 | $38,386.60 $22,250
Rate i
100,001-125,000 $725 $7,750 | $46,861.60 $32,000
Rate |
125,001-150,000 $725 $8,412.50 | $55,999.10 $41,750
Rate |
150,001-200,000 $1,450 $18,000 | $75,449.10 $61,250
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Individual vs. Corporate Tax

Corporate I

Married Married  Corporate
Taxable Filing Jointly  Marginal |Filing Jointly  Total
Income Marginal Amount |Total Amount Amount
in$ Amount Of Tax  Of Tax | Of Tax Of Tax
Applicable Rate 15% 15%
0-25,000 $3,750 $3,750 | $3,750 $3,750
Applicable Rate 28% 15% |
50,000 $6,733.50 $3,750 |$10,483.50 $7,500
Applicable Rate 31% 25% I
75,000 $7,000 $6,250 | $17,767 $13,750
Applicable Rate 31% 34% I
100,000 $7,000 $8,500 | $25,517 $22,250
Applicable Rate 31% 39% i
125,000 $713 $9,750 | $33,267 $32,000
1
Applicable Rate 31% 39% |
150,000 $16,632 $9,750 | $41,379.50 $41,750
Applicable Rate 36% 39% |
200,000 $44,100 $19,500 | $59,679.50 $61,250
Applicable Rate 39.6% 39%
250,000 $22,394 $19,500 | $77,679.50 $80,750
Applicable Rate 39.6% 39% I
300,000 $3,827,340 $19,500 |$95,776.70 $100,250
Applicable Rate 39.6% 35% I
400,000 $1,980,000 $35,750 | $135,376.70  $136,000
1
Applicable Rate 39.6% 34% i
500,000 $1,320,000 $34,000 | $174,976.70  $170,000
T
Applicable Rate 39.6% 34% |
1,000,000 $660,000 $170,000 | $174,976.70  $340,000
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How To Save 41.7% Or More
In Taxes

Senator Bradley said, on the floor of the Senate while
debating passage of'a tax bill, “l am afraid if we pass
this bill, taxpayers will go to their lawyers and ac-
countants and they will show them how to spread
income.”

Spreading income, or income splitting, is an old strat-
egy that has been used ever since the income tax was
first instituted. It is a simple strategy that becomes
more attractive under current tax laws.

Let’s say, for example, that you are married and file a
joint return.

Taxation in our country is a graduated system based
upon your “net taxable income.” The more you earn,
the higher the percentage of taxation you must bear.
In other words, as you earn more income, the higher
the tax bracket you are taxed in.

Income splitting is possible because you can create a
separate taxpayer by forming a corporation. If your cor-
poration were to pay you for services you render, you
effectively split the total income realized from your busi-
ness endeavors. Of course, your goal in splitting in-
come is to position yourself and your corporation in
the lowest possible tax bracket.
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The tax brackets for you as an individual are different
from those of'a corporation. The most you can make
as amarried couple filing jointly and still remain in the
lowest possible tax bracket of 15% is $42,350. The
most a corporation can earn and still remain in the
lowest possible tax bracket of 15% is $50,000.

If you earned a taxable net income of $92,350 in 1998,
this would cause you to owe $23,407.50 in federal
taxes. That’s an overall tax percentage 0f 25.35%

If, instead, you earned the same $92,350 as a corpo-
ration and pay yourself $42,350 for services, this
leaves $50,000 in the corporation to be taxed at only
15% creating a tax of $7,500. The $42,350 that you
are paid by the corporation is also taxed at only 15%
creating a tax of $6,352.50, which equal a $11,505
savings when you combine the two. Now you may
not wish to leave this much in your corporation but
this example does show you the true power of spread-
ing or splitting income between multiple entities.

Additionally, corporations have more perks and de-
ductions under the Federal Tax Code than individu-
als. When you incorporate, your corporation can do
things like pay 100% of your medical insurance pre-
miums, as well as 100% of your medical expenses
within the framework of a medical reimbursement plan;
set up a pension plan for your
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retirement and deduct the money contributed to
it, while you continue to control and invest the
money and do it all tax free until you retire!

It is also note worthy that a corporation does not
pay the self-employment tax of 15.3% on its in-
come as does an individual. In addition, unlike an
individual, the corporation is not subject to the
2% to 3% of adjusted gross income exclusion for
itemized deductions or the 7.5% of adjusted gross
income exclusion for medical expenses. The cor-
poration gets to deduct 100% of these things right
from the start.

Because a corporation enjoys more deductible
expenses that you can pay for with pre-tax dol-
lars, it will take a corporation a lot more gross
income to reach a given net income. In other
words, the corporation can earn a lot more money
than you can as an individual and still have a lower
taxable net income.
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B What Happens With
Two Corporations?

Let’s say you have an S-corporation and hire your
children just as you did in the previous section but
you also have a marketing company that is a C-cor-
poration. This time, however, your S-corporation
grosses $175,000 and it pays the marketing corpo-
ration $110,000 for its services. This leaves you with
$65,000 gross income on your schedule E for your
S-corporation, instead of $75,000 as in the previous
example. Then pay yourself $8,000 instead of the
$18,000 as we did in the prior example. Your mar-
keting corporation pays you a $10,000 salary for your
services, which brings your salary back up to $18,000.

So far it’s all a wash except the marketing corpora-
tion (C-corporation) now has $100,000 in income to
pay taxes on. Or does it? Let’s say the marketing
corporation, like the S-corporation, has normal ex-
penses of $10,000 for office space, utilities, phone,
etc. That leaves $90,000 in gross income. To help
you earn this extra $100,000, you hire an assistant
who does anything you need done for $25,000 in
salary. Gross income is now down to $65,000.

After purchasing a company car for $28,000 cash,
you’re down to $37,000.
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You place $5,000 (half the amount of your salary)
into a non-qualified investment pension plan
which is a write-off for the corporation and grows
tax-free. This leaves $32,000.

You go one step further and also form a non-quali-
fied pension plan with your S-corporation. Invest-
ing half of your $8,000 salary from that corpora-
tion and paying the C-corporation $4,000 less for
its services, now leaves $28,000.

To ensure that you’ll never be out of touch with
your office, you invest $5,000 in a state-of-the-art
home computer networked to your business com-
puter. This leaves $23,000. Being prudent, you
place $5,000 in your Medical Reimbursement
Plan. (It’s good for whatever the doctor orders!)
This leaves $18,000. There is business growth to
think about, so you invest $9,000 in a system that
will double your business over the next few years.
(This could be equipment or a new marketing
plan.) This leaves $9,000.

With three trips to Disneyland, Disneyworld, and
that second honeymoon to Hawaii (I mean those
business trips to Los Angeles, Orlando, and Ho-
nolulu) which cost $6,000, you are left with
$3,000. You also spent $3,000 on those creative
retreats/seminars/workshops in Lake Tahoe and
Aspen last winter.

You’re thinking you’re broke and have no tax li-
abilities, until you remember you received $4,000
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in dividends from stocks you invested in with the
C-corporation (smart, the corporation only pays
taxes on 30% of these dividends)! That means
the marketing company you formed as a regular
C-corporation must pay $180 in taxes (30% of
$4,000 is $1,200, 15% tax on $1,200 is $180).

You decide to take the rest of your cash as a divi-
dend ($4,000 in dividends less the $180 in taxes).
That’s $3,820 added to your unearned income. You
have now brought home $42,167 which leaves you
in the 15% tax bracket and you only have to pay
$573 more in personal taxes.

Your C-corporation paid $180 in corporate taxes and
you paid $573 in personal taxes. This means you
actually paid less than 1% in income taxes on the
extra $100,000 of income you had beneficial use of.
You have $9,000 in a pension plan you can soon
borrow against tax-free, paid medical (if you need
it), a brand-new car, the best computer system money
can buy, trips galore, an assistant at your beck and
call, and the $753 in taxes you paid on all of this is
more than covered by the $3,820 you received as a
dividend.

The important thing to remember is that by using
two corporations you paid $8,192 less in taxes earn-
ing $175,000 than you paid when making $75,000
as a sole proprietor. Now that is food for thought!
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DUAL CORPORATION STRATEGY
CHART (LESS TAXES)

Sole Prop. vs.  You + S-Corp. and ~ C-Corp.

Gross Income $75,000 $ 65,000 $110,000
Salary $75,000 $ 8,000 $10,000
Dividend Received $ 3,820 $ 4,000
Expenses $10,000 $ 10,000 $100,000
Total Tax $18,699 $10,507
After-Tax Income $46,301 $68,493

You may not spend the money the same way as we
did in this example, but after reviewing the rest of
this book, you should be able to find expenditures
you would have chosen to make instead.

The idea is that a sole proprietor has to pay many
expenses with after-tax dollars. By using the regular
C-corporation, many of these expenses can be paid
for with pre-tax dollars. However you pay for them,
these expenses are necessary to run your business.
The question is, which way would you like to pay
for them? Could you afford them at all if you had to
pay much more in taxes as a sole proprietor?

You also could choose to pay the marketing corpo-
ration up to $30,000 less for its services out of your
S-corporation. You could bring that amount home
as unearned income and you would still pay less taxes
on $175,000 than you would have paid as a sole
proprietor on $75,000.
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DUAL CORPORATION CHART
(MORE INCOME)

Sole Prop. vs. You+ S-Corp.and  C-Corp.

Gross Income $75,000 $95,000 $80,000
Salary $75,000 $ 8,000 $10,000
Dividend Received $ 3,820 $ 4,000
Expenses $10,000 $10,000 $70,000
Total Tax $18,699 $18,334
After-Tax Income $46,301 $90,486

The advantages of incorporating under today’s tax laws
are clear. Incorporating gives you flexibility. It allows
you to structure income in such a way that it is taxed to
the least extent the law allows. It allows you to split in-
come, to take advantage of perks and deductions avail-
able only to corporations, to plan and save. Today’s tax
laws don’t have to increase your taxes or mean you will
pay the same taxes as everyone else. There are legal
loopholes, planning tools, and new opportunities in
this tax plan.

Take advantage of using corporations to reduce your
tax liability. I hope we’ve given you a clear idea of
some of the rules and that you will be able to take
advantage of them. When you take advantage of the
opportunities available to you, you will not only sur-
vive the 21st century, you’ll prosper.
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In the coming pages, we’ll discuss some of the
unique opportunities available to you for saving
tax dollars when you incorporate. We’ll discuss
some resources available to some corporations that
are not available to anyone else. When you are
finished reading this, you’ll know how to use cor-
porations successfully to put money in your pocket.
After all, isn’t that what business is all about,
making a profit?
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Income Splitting

Taxable No Corporation One Corporation Savings
Income Married, Filing Jointly* Married, Filing Jointly*
Total Income Tax Total Income Tax
$100,000 $22,124 $15,615 $6,509
$150,000 $37,347 $28,874 $8,473
$200,000 $54,524 $43,346 $11,178
$250,000 $72,524 $59,596 $12,928
$300,000 $90,621 $76,774 $13,847
$350,000 $110,421 $94,774 $15,647
$400,000 $130,221 $112,855 $17,366
$450,000 $150,021 $132,355 $17,666
$500,000 $169,821 $151,855 $17,966

* Assume standard deduction and total of two dependency exemptions.
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Income Splitting

Two Corporations

Married Married, Filing Jointly with
Total Filing Jointly* 2 Corporations that are not
Taxable  No Corporation part of a Controlled Group Savings
Income  Total Income Tax Total Income Tax Savings %
$100,000 $22,494 $13,125 $9,369 41.7
$150,000 $37,863 $20,625 $17,238 45.5
$200,000 $55,628 $32,640 $22,988 41.3
$250,000 $73,628 $46,938 $26,690 36.2
$300,000 $92,403 $62,658 $29,745 32.2
$350,000 $111,903 $77,977 $33,926 30.3
$400,000 $131,403 $95,628 $35,775 27.2
$450,000 $151,804 $113,628 $38,176 251
$500,000 $171,604 $131,900 $39,704 231

*Assume standard deduction and a total of two dependency exemptions.
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M 233 Corporate

Tax-Free Deductions

Accounting Fees

Advertising
Artwork
Booklets
Brochures
Business Cards
Calendars
Catalogs
Design Work
Fliers
Graphic Work
Leaflets
Matchbooks
Newspapers
Radio

Signs

Telephone Yellow Pages

TV
Typesetting

Air Conditioning

Airplanes
Leasing
Maintenance
Pilot (plus training)
Purchases

Ammunition
(corporate security)

Assistants
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Automobile (leased or owned)
Accessories
Anti-Freeze
Car Washes
Chains
Citizen Band Radios
Depreciation
Gasoline
Insurance
Interest
License Plates
Lubrication
Oil
Parking
Registration
Repairs and Maintenance
Snow Tires
Taxes
Tires
Tolls

Babysitting (business emergency)

Bad Debts
(also consider corporation’s debt to you)

Baseball Team Equipment
(business publicity)

Boat(s)
Bonuses
Bookkeeping Expense

Books
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Bowling Team Sponsorship
(publicity or public relations)

Burglar Alarm Systems

Business Awards and Prizes Given
to Customers

Business Consultants
Business Licenses
Business Seminars
Cables

Calendars

Carbon Paper
Carpentry

Cassettes

Certified Audits

Charitable Contributions
(your church, United Fund, etc.)

Cleaning
Club Memberships

Commission Paid to Salespeople
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Contract Labor

Contribution to Profit Sharing
Convention Expense

Copyrights

Courses

Decorating

70% Deduction Dividend Income from
Stock Owned by Corporation Instead of
Individual

Depletion

Depreciation

Directors’ Fees

Disability Plans

Discounts to Customers

Drawings

Dues to Professional Organizations
Electrical Bills

Electrical Repairs

Entertainment (80% deductible)
Ball Games
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Beverages
Breakfast
Cruises
Hotel Shows
Lunches
Night Club
Theatre

Entertainment at Home to Advance
Corporate Business

Factoring Cost of Receivables
File Cabinets

File Folders

File Hangers

Filing Expense

Financial Consultants
Finder’s Fees

Fire Arms (corporate security)
Fire Losses and Flood Losses
Fuel

Gas

General Business Insurance

Gifts as Business Incentives
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Gifts to Customers

Health and Accident Insurance
Heat

Helpers

Hurricane Losses
Incorporating Costs

Interest

Internet Service

Invoicing

Jumpsuits

Kitchen Repairs (corporate)
Kitchen Supplies (corporate)
Landscaping

Legal Fees

Life Insurance

Lighting

Limited Partnership Costs

Lobbying Expense
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Local Transportation
Logo(s)
Losses In Business

Losses on Sale or Exchanges of Capital
Assets

Machinery and Equipment
Magazines
Mailgrams
Maintenance
Masonry
Medical Reimbursement Plan
Acupuncture
Alcoholism Treatment
Ambulance
Anesthetist
Artificial Limb or Teeth
Blood Donor
Meetings at Resort or Luxury Hotels
Messenger Service
Miscellaneous Expenses

Moving Expense

Moving Expenses Paid to Employee
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Chiropodist

Chiropractor

Christian Science Practitioner Fees

Clinic

Contact Lenses and Upkeep

Crutches and Braces

Diathermy

Doctor (all types) and Dental Fees

Eyeglasses

Fees to Doctor

Gynecologist

Hearing Aids and their Upkeep

Heart Surgery

Legal Vasectomy

Midwife

Obstetrician

Oculist

Optometrist

Osteopath

Pediatrician

Podiatrist

Prescribed Birth Control and
Devices

Sanitarium

Surgeon

Hospital Expenses (not reimbursed)
Air Conditioning
Busses or Mileage if You Own a
Car
Drugs and Medicine
Health Clubs
Lab Fees
Nursing Services (including board)
Prescribed Items by Doctors
Psychiatric Fees
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Special Equipment
Special Foods
Taxis
Therapy
Transportation for Medical Care
Trips
Vitamins and Minerals
Wheel chairs
X-Rays

Newsletters

Newspapers

Office Construction

Office Expenses

Office Purchases

Office Rental

Pads

Paper

Paper Clips

Part-Time Help

Passport Fees

Patents

Payroll Taxes
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Pencils
Pens
Pension Plans
Planting
Plumbing
Postage
Printing
Ads
Books
Brochures
Business Cards
Stationery
Professional Fees
Public Relations Items
football teams,
bands, etc.
Professional Literature
Records

Refuse Collection

Retreats for Corporate Meetings,
Seminars or Bonuses

Roofing
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Sprinkler System

Staples

Safe Deposit Box Rental

Telegrams

Telephone Calls

Theft Losses

Tips and Gratuities

Tools

Trademarks

Training Programs and Compensation
(which can be for your children

and other family members if employed)
Travel (anywhere on business)

Trucks

Uniform Cost and Cleaning (Uniforms can
mean many variations of clothing not nor-
mally thought of as a uniform as long as it is
specifically required dress by the employer
and cannot be worn for everyday use.)
University (If required to maintain or im-

prove required skills or if required by corpo-
ration.)
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Victory Celebrations for Achieving Corpo-
rate Goals and Objectives

Wages and Consulting Fees (This can in-
clude members of your family.)

Water
Wires
Worker’s Compensation Insurance

Worthless Securities
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Lawsuit-proof Your
Business While You
Reduce State Income Taxes

Corporations are very valuable and flexible tools, yet
we have only scratched the surface so far. What if you
could limit your liability from lawsuits by judgment-proof-
ing your assets and significantly reduce or even elimi-
nate state income taxes?

The strategy discussed below takes advantage of two
powerful features of corporations:

1. Corporations are considered independent le-
gal entities, separate from their owners.

2. Corporations can be based in any state regard-
less of where their owners live.

By taking advantage of these two features, it is possible
to make yourself lawsuit-proof and/or legally eliminate
state income taxes.

The best liability insurance anybody could have is to be
completely poverty stricken and destitute. We also know
that if you never make a profit in your home state, then
you will owe no income tax to your home state

o
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—ifyour state defines taxable income as net earn-
ings and profit. (The exception is an income tax based
on gross income.) The principles behind this strategy
are two companies doing business together.

Here are the steps you need to take.

1. Incorporate the home state business you currently
derive income from. For purposes of this example,
we are going to call your home state corporation “Red,
Inc.” That’s because your home state operation will
have a lot of red ink. It will try to make a profit, but
when it ends up with red ink (losing money), there

“The best liability insurance
anyone could have is to be completely
poverty stricken and destitute.

2

will be no state income taxes to pay. Consider mak-
ing it an S-corporation and elect a tax year ending
December 31.

2. Setup another corporation in a state that has no
state income tax, such as Nevada. For purposes of
this example, we will call this corporation ‘““Warbucks,
Inc.” Elect a fiscal year ending June 30 for it.
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3. Operating in your home state, Red, Inc. de-
cides it would be a fine idea to buy some products
and/or services from Warbucks, Inc. Remember,
Red, Inc. and Warbucks, Inc. are separate corpo-
rations and therefore separate persons (a corpora-
tion is “an artifical person created by law”). There-
fore, if Red, Inc. writes a check to Warbucks, Inc.,
money is spent by Red, Inc. (your home- state-
based person) and money is received by Warbucks,
Inc. (your tax-free-state- based person). There is
an expense in your home state to Red, Inc. and
there is income to Warbucks, Inc. If Red, Inc.
spends all its profits, it makes no money for your
home state to tax—plus you have an excellent law-
suit-proofing tool which we’ll explain later.

Just what products and services can Warbucks, Inc.
sell to Red, Inc. from the tax-free state and still
not be liable for state taxes in your home state?
What we suggest as the most solid and workable
option is that Warbucks, Inc. simply loan money
to Red, Inc., which would simply be buying the
use of money from Warbucks, Inc. When you
borrow money, you generally pay interest. Red,
Inc. is no exception. You put money into
Warbucks, Inc., which uses the money that has
been invested in it to make money. It does this by
loaning money to Red, Inc. (and preferably others
as well).
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The condition of the loan to Red, Inc. is that the
money owed is due and payable whenever
Warbucks, Inc. asks for it (“calls the note™). This
kind of note is called a “demand promissory note.”

Also, as any good business does, Warbucks, Inc.
charges Red, Inc. (your home state operation) in-
terest on the money it has loaned. Be sure to check
the usury laws for the state Warbucks, Inc. is lo-
cated in. For this example, we’ll say the rate is
18%. The interest may be due monthly or annu-
ally and it may even be compounded monthly. This
will get Red, Inc. even further in debt to Warbucks,
Inc., which can be very beneficial as you’ll see
later.

To summarize so far, Red, Inc. borrows money
from Warbucks, Inc. with the principal balance
due upon demand (when Warbucks, Inc. calls the
note). The money owed to Warbucks, Inc. is evi-
denced by a promissory note written by Red, Inc.
(the debtor) at the offices of Warbucks, Inc. This
note shows that the money is borrowed in
Warbuck’s home state and, if worded correctly,
that it is governed by the laws of that state. How
much does Red, Inc. borrow from Warbucks, Inc.?
Well, at 18% simple interest (used only by way of
example), if Red, Inc. borrowed $100,000, this
would mean a business interest expense to Red,
Inc. in your home state of $18,000 in one year. It
could be more if the interest compounded monthly.
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Depending upon the amount of money borrowed and
the interest rate the two companies (which you own)
agree upon, the interest expense to Red, Inc. in your
home state could be higher or lower.

Note: This strategy works just as well if you sell prod-
ucts and/or services to Red, Inc. instead of lending it
money. Warbucks, Inc. sells the products and ser-
vices to Red, Inc. and takes back a promissory note.
Interest on the note is due monthly or yearly. The in-
terest is still an expense to Red, Inc. and the result is
the same; no profit for Red, Inc. in your home state.
The principal amount of the note may also be deduct-
ible to Red, Inc.

B Lawsuit-Proof

The stage is now set. All that remains are a few simple
steps to make your business operation lawsuit-proof.

Warbucks, Inc. is based outside of your home state
and it maintains a low profile. Its main client is Red,
Inc. which you own. The chances of Warbucks, Inc.
getting sued are slim to none.

The idea is to make Red, Inc. lawsuit-proof by turn-
ing it into a turnip that no one can bleed for money. At
the same time, you need to make sure it has the money,
equipment, fixtures, land, buildings, etc. to conduct
your business. Here are the steps.
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First, create a large debt. Red, Inc. borrows money
from Warbucks, Inc. every time it gets a chance.
It probably even finances part of its interest pay-
ments to Warbucks, Inc. because it can’t make
them all in cash. Therefore, each month the debt
keeps increasing. It would not be hard to establish
a debt so large to Warbucks, Inc. that it exceeds
the value of all the assets of Red, Inc.

Let’s say Red, Inc. has assets totaling $250,000
that you want to protect. Red, Inc. borrows and
borrows from Warbucks, Inc. getting deeper and
deeper in debt. The debt figure is limited only by
the principal amount Warbucks, Inc. and Red, Inc.
agree upon and the corresponding interest rate.

“If Red, Inc. spends all of its profits, it
makes no money for your home state to
tax...”

“Warbucks, Inc. is in first position on all
of the assets that Red, Inc. owns and those
assets can t be touched until Warbucks,
Inc. is paid.”
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Next, draw up a “security agreement.” Warbucks,
Inc. is going to make sure it gets paid. It will want
some collateral on the loan to Red, Inc. A secu-
rity agreement is a common, powerful tool that is
used to secure certain assets as collateral on a loan.
By this agreement, Warbucks, Inc. and Red, Inc.
agree that the assets, receivables, inventory and
everything belonging to Red, Inc. are collateral
for the loan. On any equity in real property, Red,
Inc. would issue a deed of trust (mortgage) to
Warbucks, Inc.

Then file a “UCC-1.” As notice to the world that
these assets are collateral for a debt owed to
Warbucks, Inc., Warbucks, Inc. will record what
is called a “UCC-1” financing statement with the
Secretary of State’s office and/or appropriate
County Recorders Office in your home state. The
UCC-1 form states that these assets are collateral
for a note that is owed. It gives notice to the world
that these assets are encumbered and no one can
touch these assets until the debt owed to Warbucks,
Inc. is paid.

Warbucks, Inc. is in first position on all of the as-
sets that Red, Inc. owns and those assets can’t be
touched until Warbucks, Inc. is paid. UCC-1 fil-
ings and the security agreement, which perfects a
security interest in the assets of Red, Inc., come
before everything else (except some tax claims).
In other words, this is correct unless other credi-
tors have filed liens or perfected their security in-
terests prior to your filing the UCC-1.
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What happens if Red, Inc. gets sued? When the law-
yer and the person suing Red, Inc. check on the as-
sets owned by Red, Inc., they get a very rude awak-
ening. They search to see what Red, Inc. is worth,
which includes looking for any real property it owns
along with any debt against it, and any UCC-1 fil-
ings encumbering the assets Red, Inc. may own. They
find a big debt. They find that all of the assets of
Red, Inc. are encumbered and that Red, Inc. is worth-
less. That’s probably the end of the lawsuit against
Red, Inc.

However, let’s say that person decides to sue and
files the lawsuit. He even gets a judgment against
Red, Inc.

Remember, Warbucks, Inc. is owed money by Red,
Inc., as evidenced by a promissory note due on
demand. Warbucks, Inc. decides it is time to get
paid and calls the note. Red, Inc. can’t pay such a
large debt. Warbucks, Inc. has no recourse except
to execute its security interest and/or deed of trust
on the assets of Red, Inc. by taking the assets of
Red, Inc. to satisfy the debt.

What happened? That’s the same question the at-
torney who sued you is asking. He’s got a judg-
ment against Red, Inc. but Red, Inc. has nothing
to execute that judgment on. In fact, you could
even call the attorney and tell him, “I’ll give you
the whole corporation. Come on down and pick
up the keys.” Even though Warbucks, Inc. has
taken the assets of Red, Inc., the debt owed to
Warbucks, Inc. may be so large that Red, Inc. still
owes money to Warbucks, Inc.
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In that case, the only thing your opponent would gain
is a large debt owed to Warbucks, Inc.— which you
own.

To reiterate what we’ve just discussed, here’s a sum-
mary of the steps to lawsuit-proof Red, Inc.

1. Warbucks, Inc. loans money to Red, Inc.

2. The money Red, Inc. owes Warbucks, Inc.
is evidenced by a promissory note due when
Warbucks, Inc. says it’s due.

3. Assecurity or collateral, Warbucks, Inc. and
Red, Inc. agree that the assets of Red, Inc.
will be collateral and security for the note.

4. Asnotice to the world and evidence that these
assets are collateral on the loan, a UCC-1
filing is done in Warbuck’s home state and
in your home state. A trust deed is executed
on any real property and filed in the county
in which said property is located.

5. Warbucks, Inc. is in first position on the as-
sets of Red, Inc. and no one who may sue
Red, Inc. can touch those assets until the debt
to Warbucks, Inc. is paid.

6. You are doing business “lawsuit-proof™ be-
cause even if there is a judgment against Red,
Inc., there is nothing to take.

Review the diagram on the following page. If you
have any questions or if you need assistance setting
up your Warbucks/Red, Inc. strategy, call us at 1-
800-648-0966 for a free consultation.

102



Incorporate The Road To Riches

"soxe] awooul alels InoA Buonpas Ag joid INoA seseauoul )| “Asuow noA 1s09 1,Usaop Jl puy

§i9S0| 1,uom noA sainsul JI — 8s0| NoA yeym 3oeq noA Aed jusaop |
‘a|ge|ieAe aoueinsul Alljiqel| 1seq ayl si ABajens siyy

"BPeABN 98i4-XB] Ul WOodU| ‘8lelS 8WOH JINOA Ul asuadxy

SyoNglep o}
sjuswihed isaleu|

y daig

@)0u 8y Jo) [RialE0D SB 2| ‘pay
ky |0 s1asse ay) Bunsy suonesodion B
oml 8wl usamaq Jupwasibe Alundeg =N

ONI"Y3d

uoljeiapisuon) sjewiba
1ayiQ Jo Aeuop §

| deig

ALVISIANOHHNOA ..~ VAVAIN 33H3-XVL

HBYD-MO| S0UEID) B 1Y
JOOId-1INSMET 8¢ PUB XB] 3WOodU| 3}elS JnoA ajeuiwi|3 0] MOH

103




Incorporate The Road To Riches

Which State Is
Right For You?

One of the first choices you have to make upon de-
ciding to incorporate involves selecting the proper state
of incorporation. Since you are not required to incor-
porate in the state where your business will primarily
operate, you can choose from any one of the 50 states.
A number of important factors must be weighed to

make the proper choice.

1. Thelocation of your physical facilities.

2. A costanalysis comparing incorporating in the
state of operation versus qualifying to do busi-
ness as a foreign corporation (out-of-state
corporation).

3. Determining the advantages and disadvan-
tages of each state’s corporate laws, tax struc-
ture and privacy orientation.

4. Your personal financial goals. What

benefits are you seeking? Are you primarily
concerned with liability protect- tion, tax
savings, privacy, or a combination of all
three?
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Let’s make it simple. If'your intention is to conduct
business in a specific state—usually the one where
you live or where your operating facilities are lo-
cated—that usually is the best state in which to incor-
porate. You’ll enjoy limited liability protection, re-
ceive benefits not available to sole proprietors or part-
nerships, and profit from a choice of tax situations.

If, on the other hand, you are already incorporated in
your home state or wish to create a second entity for
purposes of income splitting, protecting assets, build-
ing a firewall of financial privacy and want to signifi-
cantly reduce or completely eliminate your state in-
come taxes, you might consider incorporating in a
“preferred state” such as Nevada or Wyoming.

B When And Why To Incorporate In
Your Home State: Pros And Cons

When and under what circumstances do you want to
incorporate in your home state? Why would you want
to incorporate in a state that you don’t live in or do
business in? Those questions can seem complex. Like
most complex questions, the answers or solutions are
simple when the subject is understood and the facts
assembled.

Keep in mind that our purpose is to take the mystery
out of corporations and their use, to strip them of
unnecessary complexities, to make them simple so all
can benefit. So, where should you incorporate?
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Although there are many cases when you are bet-
ter off to incorporate in your home state, there are
also many times when you should incorporate
outside. You should know the pros and cons of
each alternative.

A corporation is a citizen of the state where it was
created. A corporation does not cease to be a citi-
zen of the state in which it is incorporated by en-
gaging in business or acquiring property in another
state.

For example, you are a citizen of the United States.
When you go into Mexico or Canada, you do not
lose your citizenship but you do become subject
to the laws and taxes in Mexico or Canada. How-
ever, since you are a United States citizen, you have
certain rights as a result of that citizenship and you
also have the right to return to the United States.

That is one valid, valuable reason why it is often
wise to incorporate in the state with the best cor-
poration and tax laws regardless of where you are
going to do business. If for any reason you ever
need to, you do have a safe haven to which you
can return, retreat or withdraw.

As a side note, one of the benefits to incorporat-
ing in a preferred state is that, regardless of where
the corporation does business, its inner workings
are governed by the state of incorporation.
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B When To Incorporate
In Your Home State

If, for example, you are starting a small retail business
in your home state and you never intend the business
to become involved in interstate operations or sales,
then you are probably well-advised to incorporate in
your home state.

Many people mistakenly believe that they can form a
corporation elsewhere and simply proceed to do busi-
ness wherever they are. That is usually not true be-
cause each state has exceptions to its legal definition
of “doing business within that state.” You should find
out what the legal definition and exceptions are in your
state.

Ifthe law in your home state legally defines your ac-
tivities as doing business within that state, then you
must either incorporate in your home state or qualify
your out-of-state corporation to do business in your
home state. Simply having formed a corporation
somewhere else does not necessarily permit you to
do business everywhere without either qualifying to
do business in each additional state or being legally
exempt from qualifying or registering.

You should ask your attorney or possibly your Sec-
retary of State’s office what constitutes doing busi-
ness in your state. You must determine what the ex-
emptions are in your own state in order to know
whether your activities constitute transacting business
within your state.
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For example, in most states, a corporation can own
property in any other state without having to
qualify there. Therefore, in owning or buying real
property, you are exempt from incorporating or
qualifying to do business in your home state.
When that circumstance exists, you may instead
want to incorporate in a preferred state and let that
corporation own the property.

If activities of your business require you to qualify
in your home state, then you must make the deci-
sion whether it is best to incorporate in your home
state or to incorporate in a more business friendly
state and qualify to do business in your state. It is
an important decision and you should consider it
carefully.
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Stock Dividends!
Save! Save! Save!

B What Is The Best Way?

By having your corporation own stock and receive
the dividends, you save money while maintaining total
control.

B How Does This Work?

A corporation is entitled to a deduction from its gross
income for the dividends it receives from domestic cor-
porations it owns an interest in. If'your corporation owns
less than 20% of the stock of the corporation paying the
dividends, the exclusion is 70% of the dividends that are
received. Only 30% of what is actually received is tax-
able. If your corporation owns at least 20% but less
than 80% of the stock of the corporation paying the
dividends, the exclusion increases to 80% of the divi-
dends received. You pay tax on only 20%. Finally, if
your corporation owns 80% or more of the shares of
the paying corporation, the deduction is 100%. No tax.
Asyou can see, this is a huge benefit for anyone who
owns dividend-producing stock. This little-known wealth
shelter can increase your yield substantially.
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How To Win A Losing
Proposition

There is a man who races go-carts. Each year, he
would spend money and not get a dime’s worth of
tax benefit out of it. Nowadays, he sells advertising
on his go-carts to businesses that pay him to race his
go-carts. Unfortunately, or as it turns out, fortunately,
he hasn’t made a profit yet. There is no law against
being stupid. He tries hard, because in order to be a
business you have to try to make a profit, but he just
can’t seem to do it. He’s made business expenses
out of what would otherwise be personal expenses.
Now he gets a tax refund check at the end of each
year.

An S-corporation can work well for people like this.
The reason is that an S-corporation really pays no
taxes. It passes through its losses to you, its share-
holder. Ifan S-corporation has net income, it also
passes through to its individual shareholder as well.
So if you incorporate a hobby and make it a for-
profit business and that S-corporation business loses
money, you get the benefit of a tax deduction that
could result in a refund check. Take a look at which
of'your personal expenses could be turned into busi-
ness expenses and you might save a bundle.
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B How to Make an
S-Corporation Work for You

Everybody hears a lot about S-corporations being
the tax haven of today. While no business exists solely
for the purpose of being a tax deduction, any busi-
ness trying to make a profit can lose money instead.
Here’s how it works.

1. First, you incorporate.

2. Then the corporation acquires for business
purposes, of course, various and sundry as-
sets such as a company car, yacht, and air-
plane. There is nothing new about any of this.

These assets cost a lot of money and they

3. cost a lot to license, insure, operate, main-
tain, garage, dock, and hangar. This expense
is all necessary to the conduct and pursuit of
the corporation’s business, in the judgment
of the corporation, and it is reflected in the
corporate record book in the form of resolu-
tions or minutes. That judgment may be good
or bad, successful or unsuccessful, profitable
or unprofitable, and it may go on for up to
five years.

The corporation continues trying to make a
profit.
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If it is unprofitable and the corporation
loses money, the corporation obviously has
aloss. That loss, under S-corporation sta-
tus, is a direct deduction from your per-
sonal 1040 federal income tax return, up
to whatever amount you have invested in
the corporation! You have just made or
saved money!

That’s why the law is there. Congress cre-
ated subchapter S to eliminate certain un-
fairness they saw to small business people
under the old rules. Don’t fail to take ad-
vantage of the opportunity the government
has created for you.

4. There are many other expenses the corpo-
ration may have which can also result in
more losses to the corporation and more
personal tax deductions for you. Some ex-
amples are office rent, telephone bills, and
travel expenses.

5. By now you are probably thinking, “Very
good, that’s all great but where does this
newly-formed corporation get the money
it needs to spend on these expenses?

You use the money you otherwise would
have spent for those items to purchase stock
in the corporation. That money is not tax-
able to the corporation and it is money you
have invested in the corporation.
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The corporation can then use the money to
purchase the assets we talked about in Step
2. Ifthe corporation loses money, then that
loss is a deduction for you instead of just
money out the window.

6. Under tax regulations, the loss deduction
you take from the S-corporation cannot ex-
ceed the investment (basis) you have in the
ownership (stock) of the S-corporation.
So, we suggest you stick to investing
money in the corporation’s stock through
equity investment instead of loaning
money to the corporation. By the same
plan, lawyer and legal expenses can often
be handled through the corporation as cor-
porate expenses instead of personal ex-
penses and thereby become further tax de-
ductions for you.

These are just a few ideas and examples hope-
fully to stimulate your thinking and show you how
to operate an S-corporation. Keep in mind that
under S-corporation status, the corporation itself
is not taxed. In the event the corporation has a
profit, that profit is passed through to your 1040
personal tax return just like the loss we discussed
above. This eliminates double taxation, otherwise
the profit would be taxed first on the corporate
level and again on the individual level when it is
received from the corporation.

“If the corporation loses money, then that loss is a
deduction for you instead of just money out the
window.”
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Write Off Anything The
Doctor Orders

B Tax Savings For The Individual
And The Corporation

One of the big advantages of incorpora-
tion is the number of benefits that can be
paid for with pre-tax dollars. For an indi-
vidual, these items would normally come
out of after-tax income. One of the best
is a Medical Reimbursement Plan (MRP)
which pays all of an employee’s medical
expenses. The expenses for the MRP
are tax deductible by the corporation and
are not considered to be income for the
employee.

For example, an individual’s medical ex-
penses are only deductible to the extent
that the total exceeds 7.5% of his adjusted gross
income. Ifthe individual earns $40,000, for ex-
ample, then the first $3,000 of medical expenses
are not deductible. Ifthat individual worked for a
corporation with an MRP, then that same $3,000
would be paid tax-free to the corporation and re-
ceive a 100% tax write-off of this amount.

114



Incorporate The Road To Riches

In order to qualify, an MRP must be formally estab-
lished by the corporation’s Board of Directors. It
must primarily be for the benefit of the employees.
Certainly, you can be an employee of your own cor-
poration. The MRP can be very flexible since there is
no requirement for minimum or maximum amounts to
be allocated to the plan during any given period and
there are no regular premiums to be paid since it is
not insurance.

A corporation can design its own MRP by using ready-
made forms or with the aid of lawyers and benefits
consultants. The MRP allows the corporation to pay
the medical expenses of its employees and their de-
pendents and to deduct those payments from its tax-
able income. In turn, the employee’s do not include
those payments in their taxable income. An MRP is
usually designed to apply only to current employees
and it can be terminated upon written notice to those
employees who are covered.

M Creative Applications

Any medical service, product or appliance which is
used “to improve the employee’s health” is a candi-
date for payment under an MRP. Any procedure,
medication or appliance recommended by a doctor
or health specialist can be covered. This allows fora
great deal of flexibility and creativity.
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Some examples of tax deductions which have been
allowed under MRPs include:

Clarinet Lessons. An employee received non-taxed
funds from the MRP account for the cost of a clari-
net and lessons that were recommended by an orth-
odontist to correct a child’s bite (Revenue Ruling
62-210).

New Siding. The cost of replacing moldy shingles
was paid from the MRP account to an employee
whose wife was susceptible to nasal infections.
Her doctor advised the replacement of the shingles
which permitted dust and mold irritants to enter
the house (Revenue Ruling 8112089).

Paint Removal. A child developed lead poisoning
after licking lead-based paint on the exterior of
his parent’s house. The cost of removing the paint
and its replacement with non-lead house paint was
ruled to be a valid reimbursement from the MRP
(Revenue Ruling 79-66).

Elevator. An employee’s wife was involved in an
accident that left her paralyzed and in a wheel-
chair. An elevator was installed in the house to
provide access to the upstairs bedrooms. The to-
tal cost was paid out of the MRP.

Hair Transplant. The secretary of a corporation had
treatment for cancer which left her balding. The
MRP paid for wigs and hair transplants to restore
hair loss due to the medical treatments.
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M Broader Coverage

An MRP can provide broader medical coverage than
standard major medical insurance plans without the
hassles of allowable versus non-allowable expendi-
tures that most insurance plans perpetrate upon em-
ployees. At the same time, they provide a place to
keep earned, undistributed income for the corpora-
tion.

B MRPs Must Not Discriminate

Medical Reimbursement Plans, because they are a
form of a self-insured health plan, must be non-dis-
criminatory. This means that they must not discrimi-
nate in favor of “‘highly compensated employees” who
are defined as employees who:

1. Are among the five highest paid officers of
the company,

2. Ormore than 10% of the shares of the com-
pany;

3. Or among the highest-paid 25% of all
employees other than officers.

In addition, the MRP must benefit:

1. Seventy percent or more of all employees,
2. Eighty percent or more of all employees who
are eligible to participate.

Employees who need not be considered when mak-
ing the above calculations include:

1. Employees with less than three years of ser-
vice,
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2. Employees who are under 25 years of age,

3. Employees with part-time or seasonable
jobs,

4. Employees who are non-resident aliens,

5. Employees who are union members.

B The Como Strategy

Ray Como, an entrepreneur and corporate strate-
gist, has suggested an ingenious way to take advan-
tage of MRPs to cut a corporation’s normal health
insurance costs by up to 80%. The idea is startling
inits simplicity. Rather than take health coverage
with the normal small deductible (usually $100 or
$250), the corporation takes the maximum deduct-
ible—usually around $2,500. This cuts the cost per
employee from around $300 down to around $50
per month. The corporation then allocates enough
funds to an MRP to cover its $2,500 per person
deductible exposure.

The beauty of this strategy is that:

1. The funds paid under the MRP are fully
deductible by the corporation,

2. Unlike insurance premiums, the funds in the
MRP are only paid out on an as- needed
basis and accumulate interest for the corpo-
ration until they are required.

The corporation can take two approaches to fund-
ing the MRP. It can fund the entire $2,500 for each
employee (with full knowledge that only a small
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percentage of that amount is likely to be required)
and the remaining funds become, in effect, tax-de-
ferred income to the corporation. Or, it can calculate
the amount of funding likely to be required to meet
each employee’s requirements and supply this mini-
mum funding. Either way, the corporation’s medical
plan expenses are likely to be considerably reduced
and its cash flow dramatically enhanced by this cre-
ative approach to benefit funding.
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Double Taxation—What It Is
and How To Avoid It

Many will say, “Sure, corporations pay less tax up to
$110,656 in net taxable income but the income that cor-
porations do receive is double-taxed, so this benefit is
really no benefitatall.” Well, that is true if you do every-
thing wrong. If'you form a corporation, earn income,
take advantage of only a handful of deductions available
to it, take advantage of fringe benefits, and declare all
income that the corporation receives as a dividend to
the shareholders, then this statement has a lot of merit.

Instead, look at what happens when you do a few
things right.

First, people who say the income a corporation re-
ceives is double-taxed assume that the shareholders
are going to take the income out in the form of divi-
dends. You see, a corporation pays taxes separately
from its shareholders, assuming it’s not an S-corpo-
ration—which generally doesn’t pay taxes (its share-
holders do, so there is no double tax problem in an
S-corporation). When a regular corporation earns
money, it pays taxes on its net income. When a regu-
lar corporation pays a dividend to its shareholders, it
cannot deduct that dividend. However, when a share-
holder receives a dividend, he must pay tax on it.
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That means that the same income was taxed once

at the corporate level and again at the individual
level. This costs a lot of money and is done only
as a last resort for taking money out of a corpora-
tion.

There’s no law that says a corporation must dis-
tribute its profits to its shareholders in the form of
dividends. Many people seem to think there is.
A corporation does not have to declare a dividend.
It can simply retain the earnings in the corpora-
tion. That way the money is only taxed once. Fur-
thermore, since a corporation pays less tax on its
income up to $110,656 net, the income is not only
taxed just once but the corporation also pays less
tax as an individual would have. You save money.

Not only that but the corporation has many more
deductions available to it than does an individual.
So, a corporation can earn much more than an in-
dividual and still pay less tax.

Maybe you’ve heard your accountant say that there
is a limitation on how much money a corporation
can retain without declaring a dividend. Well, it
depends. The corporation can retain up to
$250,000 without ever having to declare a divi-
dend. Many people will tell you that when re-
tained income reaches $250,000 it must declare a
dividend. That is not true. The corporation can
retain far in excess of $250,000 provided it is re-
taining that income for growth and has a corpo-
rate resolution to that effect. Most businesses want
to grow, don’t they?
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Many people operate under the assumption that
they have to take money out of their corporation.
This just isn’t true. When you have a corpora-
tion, you have a corporate checkbook. It is just as
easy to write a check on the corporation as it is to
write one out of your personal checkbook. Most
things that a person wants to write a check for can
easily be justified as business expenses. The cor-
poration can buy a car, pay medical expenses, pro-
vide for an individual’s retirement, buy real es-
tate, or even buy an airplane. Let the corporation
do it. Why take the money out?

Well, you say, you want to spend some money on
wine and song and then spend the rest foolishly.
Okay, while some of the wine and song can prob-
ably be written off as corporate entertainment ex-
pense, much of it probably can’t. So, how do you
take money out of your closely-held corporation
without using a dividend?

One way is the corporation could loan you the
money or you may have loaned the corporation
some money when you first started out and the
corporation is paying you interest payments. In
the case of the corporation loaning you money,
there is no tax. Of course, you would have to pay
the corporation interest on any money you bor-
row and the corporation would have to claim that
as taxable income but the tax effects are minimal.
With the lower corporate tax rates and higher cor-
porate deductions, you would still have quite a
tax benefit.
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If you loaned money to the corporation when you
started out and the corporation is paying you in-
terest, yes, that interest is income to you and is
taxable. But that interest is deductible to the cor-
poration, so you’re only taxed once on that money.
You’ve eliminated double taxation. Further, cor-
porate money paid to you as a payment on the prin-

cipal amount you loaned it is not income to you at
all.

Also, the corporation is probably going to pay you
a salary of some sort. That salary is an expense to
the corporation and income to you. Itis not double
taxed, except to the extent that the corporation and
you must contribute 7.65% each in Social Secu-
rity taxes. However, the corporation’s contribu-
tion is a deductible payroll tax expense on the
corporation’s books, and again, the tax benefits
that the corporation provides more than make up
for the Social Security tax.

So there you have it. First, there’s no law that
says the corporation has to declare a dividend to
begin with. Second, you probably don’t need to
take that much money out of the corporation.
Third, if you do need to take money out of your
corporation, there are much better ways than divi-
dends. As you can see, double taxation is really
an overblown problem. In fact, in most closely-
held corporations, it is no problem at all.
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How To Take Money Out Of
A Closely-Held Company

Many businessmen today face a common dilemma:
How to safely take money out of their closely-held
companies for their own support while keeping the
business financially healthy. There are many ways to
do this because tax laws let you spread income among
family members in lower tax brackets. You can le-
gally avoid high bracket taxes.

Often the easiest and quickest way for a successful
business person to save tax dollars is to incorporate.
How can incorporating help save tax dollars? Some
examples follow.

1. Corporate tax rates are lower than corre-
sponding individual rates up to about
$173,000 in taxable income. Therefore, you
can save on taxes by directing as much of
your income as possible into your corpora-
tion.

2. Asalary for services is the most obvious way
to get money from your corporation. The
payment to you by the corporation is deduct-
ible to the corporation. Be careful, though,
that you don’t take too much out as salary. If
your salary is questioned by the IRS and found
to be too much for the tasks you perform in
relation to the overall income of the corpora-
tion, deductibility of your salary will be de-
nied. You will still get the same amount of
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income, but the corporation will not be able
to deduct the payments. It will be consid-
ered a dividend payment and will be taxed
to the corporation nevermind that you will
be taxed on it personally as well. One way
to get around the unreasonableness issue is
to have a smaller salary and provide for
bonuses, both short and long-term, based
on company profitability. Your employment
contract with the corporation (you do have
one, don’t you?) should set out the terms
of your employment, benefits, vacation, sal-
ary, bonuses, etc., particularly if you are a
shareholder.

Current fringe benefits are tax-free to the
corporation’s employees, and they are deduct-
ible expenses for the corporation. Health, dis-
ability, and life insurance, tuition help for stu-
dents, special executive training, and travel to
conventions are only a few fringes with helpful
tax benefits for both the corporation and its em-
ployees. Instead of getting a paycheck and buy-
ing such services with after-tax dollars, you’re
getting your services paid with before-tax dol-
lars. The payments are tax deductible by the
corporation and are not included in your income.
Also included here are company automobiles,
airplanes, condominiums, and so on.

. Utilize deferred fringe benefits. The corpo-
ration gets a deduction for its contribution to
pension and profit-sharing plans, while you
get the funds in a tax-free trust for your
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retirement. Corporations have access to
other types of non-qualified employee ben-
efit plans with far fewer restrictions than tra-
ditional IRAs or Keogh plans.

5. Shareholders may arrange for interest-bear-
ing loans from the corporation. To make this
work offer proof that the loan was not a gift
by arranging for periodic repayment of the
interest.

6. Leasing, not purchasing, may save you tax
dollars. A family partnership may purchase
property and lease it to the corporation at a
fair price. The corporation deducts the rent
it pays to the partnership as a business ex-
pense. The makeup of'the partnership is also
important. Taxpayers in higher brackets
should be involved if the partnership can show
aloss. Taxpayers in lower brackets who can
absorb a gain should be involved if the part-
nership is making solid income.

7. A corporation with high past earnings, a prom-
ising future, and no plan to invest its earnings
may choose to file an S-corporation election.
This passes any gain or loss directly through
to individual taxpayers and avoids the double
taxation otherwise encountered by a corpo-
ration and its shareholders.

8. Another concept is to have your spouse and
children on the payroll. Their pay must
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be reasonable for the work performed, but this can
be easily accomplished. Often even young chil-
dren can do office cleaning and janitorial duties,
run errands, and answer telephones. Almost cer-
tainly their tax rates are going to be less than yours,
and you won’t have to give them an allowance.
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Your Retirement And
Social Security Benefits

Almost everybody has to pay into Social Secu-
rity; but we all know as time goes on, that the ben-
efits received from Social Security will continue
to dwindle and we must look to other means to
maximize our retirement. Social Security regula-
tions are changing. As more people are trying to
take advantage of early retirement, the regulations
become stricter; but as people continue to work
past the age of 65, the regulations allow for full
benefits even if you continue to receive other
sources of income.

If you take early retirement (before 65), you are
only eligible to receive $10,080 a year. If you
exceed $10,080 through supplemental income, you
will be penalized $1 in benefits for every $2 you
earn. In the year you turn full retirement age, $1
in benefits will be deducted for every $3 you earn
above $17,000. Starting with the month you reach
full retirement age, benefits will be allotted with
NO LIMIT on your earnings. These new rules
apply for the entire year of 2000, beginning in
January.
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There is a way to take advantage of early retire-
ment and still receive your maximum Social Se-
curity benefits. The amount of Social Security
benefits an individual can receive without being
penalized for additional income is based on re-
portable income. Reportable income includes
commissions, wages, fees, vacation pay, severance
pay, and tips. These must be reported annually to
the Social Security Administration on HEW Form
777.

There is income you can receive that is not re-
portable to the Social Security Administration in-
cluding pensions, veterans benefits, royalties,
rental income from real estate, gifts, inheritance,
capital gains, annuity income, interest on savings
and investment income in the form of dividends.
You will still have to pay tax on these unreportable
incomes but they do not reduce your monthly So-
cial Security benefits, regardless of how much you
make.
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Definitions

B Basic Corporate Definitions

Alter ego doctrine—This principle allows the courts
to refuse a corporation’s right to shield it’s owners
from the liabilities associated with the corporation. It
stipulates that a corporation formed merely for per-
sonal advancement, not sound and legitimate busi-
ness purposes—cannot be considered a corporation.

Annual meeting of directors—This is a yearly meet-
ing of the directors of a corporation to show ongoing
management of the corporation. These meetings are
mandatory and help to prove the corporation is cur-
rently viable.

Annual meeting of stockholders—This is a yearly
meeting of the stockholders of a corporation to show
ongoing management of the corporation. These meet-
ings are mandatory and further help to prove the
corporation’s viability.

Articles of incorporation—These Articles repre-
sent the contracts that hold the corporation together
and set the guidelines for the business
purpose and how the corporation will be structured.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Assessable Stock — This is a type of stock that a
corporation may issue. A holder of this type of
stock is liable for the debts of the corporation up
to an amount equal to his percentage of owner-
ship in the corporation.

Assets — The assets of a business are property,
real or personal, tangible or intangible, that have
value.

Audit — An audit is any procedure that scruti-
nizes and analyzes any part of a process. It is usu-
ally associated with the IRS reviewing your
records to insure their viability and correctness.

Authorized Stock — Authorized Stock is the
maximum amount of stock that the home state will
allow you to issue.

Back Dating versus Reconstructing
Resolutions — Backdating any document is il-
legal, as it tries to convey that a document was
processed earlier than it actually was. Recon-
structing resolutions is a way to document deci-
sions made in the past that a corporation failed
to document at that time.

Bearer Shares — Stock of a corporation that is
owned by the holder of those shares. These are
hard to track and make it hard to call meetings or
take a vote in a corporation.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Bylaws — The bylaws of a corporation set the
rules by which the corporation is to be run.

Calendar Year — When a corporation sets its
fiscal year end date as December 31, it is using
the calendar year as its fiscal year.

Capitalization — This term describes the money
and assets placed in a corporation to get it started.
A corporation will need enough capitalization at
all times to insure its future success. Even if a cor-
poration is in debt, if it has the ability to earn, it is
not considered undercapitalized.

Consent to Action — This is the formal process
by which the stockholders of a corporation set
goals and provide direction for the corporation.

Consideration — The object of value given by
either party in any agreement.

Controlled Group — A controlled group of cor-
porations is considered a single entity by tax as-
sessors and therefore files a consolidated tax re-
turn. S-Corporations are not subject to being con-
sidered part of a controlled group.

Corporate Charter — The document provided
by the state government that recognizes the exist-
ence and start date of a corporation.

Corporate Seal — A seal used by a corporation
to show its approval of documents. Although many
The above definitions are not intended to be complete legal definitions.

If a full definition is desired, please contact us and we will refer you to a
qualified source.
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states don’t require its use, some do. Use it regard-
less of your own state’s requirements to save you time
working in a state that requires its use for its domestic
corporations.

Corporation — An entity brought into existence
through the recognition by the state. It has certain
rights, privileges and responsibilities normally associ-
ated with individuals. It can live forever, yet it remains
averitable slave to its owners, who share in its profits
but are shielded from its losses.

It is a way to structure your business that affords you
less personal liability and more tax breaks, by its very
design lending itself'to strategies that can make you
judgement-proof, assure your financial privacy, and
you save a small fortune on taxes.

Deed of Trust — A document that evidences a lien
on real property, not unlike a mortgage.

Director — An individual selected to sit on a board
that transforms the goals of the stockholders into ac-
tion plans.

Director Committee — A group of Directors and/or
non-directors that focuses on and finds solutions for prob-
lems selected by the Board of Directors.

Dividend — A method to disburse profits from a
business. These payments are not classified as pay-
ments for services and are not subject to payroll taxes.
They are considered unearned income.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Doing Business — A set of criteria, which varies
from state to state that determines whether a busi-
ness is considered “doing business” in that state
for taxation purposes.

Domestic Corporation — A corporation formed
in your home state.

Employee Benefit Trust — A trust set up for the
benefit of employees. The monies placed in these
funds are considered an expense to the corpora-
tion and taxes are not due on these monies until
withdrawn by the individual employees. Normally
used with qualified plans such as Keoghs and IRAs
and run by insurance or investment professionals
as custodians for the corporation. These trusts can
be developed with non-qualified plans that remove
many of the restrictions of qualified plans. They
can be revocable or irrevocable.

Employee —An individual hired by a business to
fulfill the common duties of the business through an
employee contract.

Employer Identification Number — A number
assigned to a business that hires employees, also
referred to as an EIN. This number helps the gov-
ernment track and monitor employers. A sole pro-
prietor or partnership may substitute a Social Se-
curity number when there are no employees. A
corporation must have employees to exist.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Because a corporation is not able to perform any func-
tions without employees, there must be employees in
any functioning corporation.

Expenses — The monies used to pay for anything
necessary to transact the business of a company.

Fiscal Year — The tax year of any organization.

Foreign Corporations — A corporation that is
formed in another state or jurisdiction that qualifies
to do business in your state.

Formalities — The procedures that must be followed
to allow a corporation to run as a separate entity.

Fraudulent Conveyance — A transfer of property in-
tended to place assets out of reach of rightful creditors.

Freestanding Resolution — A motion passed on the
spot by the Board of Directors to resolve an issue.
The ability to make freestanding resolutions is given
to one director, or there is only one director to make
the resolution. This is a more expedient and less for-
mal way of making major decisions in a corporation.
These freestanding resolutions still need to be en-
tered into the corporate minutes as past business of a
corporation for the next meeting of directors.

Judgment — A motion passed by the courts that
legally acknowledges a debt.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Lawsuit — A motion brought before a court to
receive a judgment to recompense an injured party
for perceived damages.

Legitimate Business Purpose — The reason for
existence of the business, which must be legal and
necessary to meet the business goals of the com-

pany.

Liability — The amount of assessable responsi-
bility involved in any given transaction should
there be a loss.

Limited Partnership — A partnership formed be-
tween individuals where less than the whole part-
nership manage or have an effect on the profit or
loss of the whole partnership.

List of Officers and Directors — A list filed an-
nually with the Secretary of State that gives the
names and addresses of the directors and certain
officers of a corporation.

Medical Reimbursement Plan — Money that is
set aside for the health benefits of the employees
of a corporation. It can be deducted as a business
expense.

Meetings — The formal method through which
stockholders and directors manage a corporation.

Minutes — The written record of the activities
that take place in meetings.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.

138



Incorporate The Road To Riches

Nominee — A person selected to handle an of-
fice for a corporation, usually an outside person.
Commonly used for privacy purposes in a corpo-
ration by hiring nominees for all positions that are
required to be named on the Annual List of Direc-
tors and Officers.

Non-Voting Stock — A class of stock that holds
no voting power.

Officer — A person appointed to act as an agent
of a corporation.

Paper Trail — The physical evidence of the line
ofreasoning in any business. For example, memos
that cause a subject to be brought up in the re-
corded minutes of a meeting, that causes a mo-
tion to be brought before the Board of Directors
and voted upon, that causes a resolution to be
passed, that causes an action to be taken.

Partnership — An agreement between two or
more individuals to work together towards a goal.

Pass-Through Income — The profits paid to the
owners of any non-taxed business entity.

Personal Service Corporation — A classifica-
tion applied to corporations that provide certain
services. Personal service corporations are taxed
at a flat 35%, without any graduated rates.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Perfection — The method through which a lien
on property used as collateral for a debt is recorded

Pre-emptive Rights — The ability that can be
given to stockholders to have first rights to pur-
chase a percentage of any stock offered for sale
by a corporation in an amount equal to the per-
centage of the outstanding stock they currently
own.

Professional Corporation — Most corporations
providing professional services which require state
licensing in order to transact business.

Promissory Note — A document that evidences
a promise to pay.

Proxy — The ability to act in the place of another.
A method used to allow another to vote in your
place.

Registered Agent/Resident Agent — One who
is readily available for service of legal process.
Also holder of Stock Ledger Statement and certi-
fied copy of corporate bylaws. Duties vary from
state to state.

Registered Shares — Shares that have been is-
sued and the current owners names and addresses
are recorded.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Resolution — A written consent to action by the
Board of Directors.

Security Interest — The rights that a borrower
gives a lender to seize and dispose of the
borrower’s property if the debt is not repaid.

Security Agreement — A document that sets out
the terms of the security interest lists and describes
the property involved, and tells when the leader
can take it and what can be done with it.

S-corporation — A corporation that meets federal
guidelines and has filed Form 2553, Sub-Chapter S
Status, which generally affords the corporation pass-
through tax treatment like a partnership.

Share Scrip — Portions of a share of stock in a
corporation. There is usually no voting power as-
sociated with scrip. This scrip may be held in
bearer form. Some states have special rules and
limitations for the use of scrip.

Shareholder — An owner of stock in a corpora-
tion.

Shares — The amount of ownership of a
corporation’s interests is conveyed in the form of
shares or stock in a corporation.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Sole Proprietor — A business organization where
in an individual human being owns and controls a
company or business enterprise.

Stock Ledger Statement — A formal way of
tracking the registered owners of stock in a cor-
poration.

Subordination — The ability to give another lien-
holder your position of priority on secured prop-
erty. Useful in allowing a business in debt to you
the ability to secure financing or credit.

Tax Avoidance — Legally structuring your affairs
in such a way as to reduce your tax liability.

Tax Evasion — Any action done to circumvent
the ability of taxing authorities to receive legiti-
mately owed taxes.

Third Party Transactions — “Arms length trans-
actions” that would occur in the normal course of
business.

The above definitions are not intended to be complete legal definitions.
If a full definition is desired, please contact us and we will refer you to a
qualified source.
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Summary

You have probably learned the value that properly
implemented strategies hold for you.
Remember the three rules:

1. Youmust have a sound and legitimate business
purpose for implementing the strategy.

2. Youmust completely document the purpose, the
action and the timing of the strategy.

3. Youmust insure that all criteria necessary to al-
low you to implement the strategy are met and
maintained.

Following is a step-by-step task list to help you put
your personal version of the Warbucks/Red, Inc.
strategy in place and start realizing the fantastic ben-
efits it offers as soon as possible.

Call 1-800-648-0966 where one of Laughlin Asso-
ciates’ experienced consultants can help you build a
custom strategy.
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Bl Warbucks/Red, Inc. Task list

1. Form an S-corporation or an LLC in your home
state.

2. Form a regular C-corporation in a state with
lower state taxes that has a more business-
friendly environment. Best choices are Ne-
vada or Wyoming.

3. Insure that the C-corporation has the ability to
hold out to do business with all of the criteria
necessary to maintain the corporation’s good
standing.

4. Process all of the paperwork necessary to per-
fect the debt(s) between your Warbucks cor-
poration and your Red, Inc. corporation.

5. Follow-up on the strategy on a regular basis
to ensure its success.
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LLCs—The Basics

Traditionally, businesses have taken the form of sole
proprietorship, partnership, or corporation. In the
past several years, however, all 50 states and the
District of Columbia have adopted laws permitting
the creation of a limited liability company, or LLC.

While relatively new to the United States, the LLC
has been the most popular and predominant form of
organization in European countries for hundreds of
years with good reason. The LLC combines the best
features of a corporation and a partnership, and it
possesses strategic advantages over both. Like cor-
porations, LLCs shield their owners from personal
liability. At the same time, the LLC is entitled to be
treated as a partnership for tax purposes and there-
fore carries with it the “pass-through” tax benefits
regular corporations don’t have.

The LLC is based upon a very important and re-
spected principle in America called the “freedom
to contract.” This means that the “members” (the
owners of the LLC) are free to agree among them-
selves how the company is to be run and this agree-
ment or contract will then be upheld in the courts.
When you combine this principle with the fact that
no member is personally liable for acts of the com-
pany—and add to this that profits or losses are
passed directly through to the members to be taxed
at their individual rates—it is easy to understand
why the
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LLC is quickly becoming the entity of choice for
many business organizations.

B Organization Of LLCs

An LLC is created by filing Articles of Organiza-
tion with the Secretary of State. The
Nevada LLC statute requires the articles of orga-
nization to list one or more managers or, if there
are no managers, one or more members. Further,
the statutes state that “at all times after commence-
ment of business by the company, the company
must have one or more members.” The old law re-
quired at least two members. This change now al-
lows a one-member business to enjoy the benefit
of limited liability, without having to conform to the
more rigorous requirements of a corporation.

B Tax Treatment Of LLCs

Current Internal Revenue Code requires that an
LLC with at least two members (owners) auto-
matically be classified as a partnership for tax pur-
poses. An LLC with only one member (owner) is
automatically classified as a sole-proprietor for tax
purposes. However, the IRS has a provision for
LLCs which allows the company to “elect” to be
classified as a corporation for tax purposes if such
tax status is desired. This election is made on Form
8832.
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B Management By Managers
Or Members

The management of the company may be conducted
by one or more managers, whose name(s) and
address(s) must be stated in the Articles of Orga-
nization. Managers may be elected annually by the
members (owners). If the LLC is managed by
managers, not members, the managers can con-
tractually bind the company. LLCs can also elect
to be managed by the members.

B Operating Agreement

The operating agreement should provide the de-
tails of operating the LLC and provisions for the
distribution of income, gains, losses, and capital
during the life of the LLC and upon dissolution.
An operating agreement contains many of the pro-
visions present in a good partnership agreement.

B Member’s
Ownership Interest

The contributions to the capital of an LLC can be inthe
form of cash, property, services, a promissory note, or
some “‘other obligation to contribute cash or property or

to perform services” (NRS 86.321).
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B Transferability Of Interests

Although interests in LLCs are considered personal
property, the statutes state that the articles of or-
ganization or operating agreement may prohibit or
regulate the transfer of a member’s interest. Un-
less specifically provided for in the articles or agree-
ment, a person to whom a member’s interest is
transferred has no right to participate in the man-
agement of the business, nor in the affairs of the
business or even to become a member unless a
majority of the other members approve. This lan-
guage suggests that although it is possible to sell
interests in an LLC (often a desirable option), the
transferability is wisely limited to provide some con-
trol over whom the existing members will have as
business associates. Current statutes provide im-
mense flexibility.

B Distribution of Profit And Loss

For any reason that the members decide makes
good business sense an LLC that has chosen to be
taxed as a pass-through entity may decide to dis-
tribute the profits and losses of the LLC in a man-
ner not consistent with the contribution percent-
ages of each member. Thus, if two members of an
LLC invest 60% and 40% respectively, they may
decide to split the profits or losses of that LLC 50/
50 or 70/30, provided they have a good business
reason. This division may change from year to year.
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B Withdrawal Of
Capital Contribution

Once a member has made a contribution to capi-
tal, the members cannot withdraw the capital from
the LLC until: 1) all liabilities of the company (ex-
cept the liability for the member’s contribution of
capital) have been paid; and 2) other members
consent to such capital withdrawal; or 3) the ar-
ticles are canceled or amended to allow the with-
drawal.

B Your Investment Entity

The LLC is the business entity of choice for inves-
tors because of an LLC’s pass-through capability
and ability to hold passive investments such as divi-
dend-producing stock and rent-producing real es-
tate without being reclassified as a holding corpo-
ration (which would increase your tax liability).

B Indemnity

Many state statutes contain provisions allowing
an LLC to indemnify its members and managers
in statutory language that is quite close to that
contained in corporation statutes.

Bl Caution:

A potential problem with LLCs is that there is no
uniformity among statutes of the various states.
Moreover, LLCs are so new that there is little or
no case law interpreting those statutes.
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The prudent entrepreneur should investigate the
laws of the state where his LLC will operate to
determine how the company will be taxed, as well
as treated in non-tax matters. The future of LLCs
is bright, and it may be helped by a growing desire
in many states to enact uniform laws regulating
them.

It is likely that absolute uniformity will never be
achieved. The growing acceptance and use of
LLCs does promise, however, that the states will
pay more attention to them, hopefully moving to-
ward more consistent treatment.

B Summary

LLCs are an attractive business entity for many rea-
sons. The LLC if structured properly, allows its
members to receive the benefits of being taxed as
a partnership while limiting their personal liability,
similar to shareholders of a corporation. The LLC
avoids the limiting restrictions of an S-corporation.
It protects its members from debts of the company
better than the limited partnership protects its lim-
ited partners.

The LLC allows its members to participate actively
in management without losing their limited liability.
The LLC has not yet been tested in many courts,
however, and should be used very carefully.
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LLCs Versus
S-Corporations and
Limited Partnerships

B With an S-corporation, revenue and ex-
penses flow through to the shareholders in
nearly the same fashion as revenue and ex-
penses of a partnership flow through to its
partners. Although taxed similarly LLC’s
have several important advantages over S-
corporations.

B S-corporations are limited to no more than
75 shareholders. There is no limit on the
number of members in LLCs.

B Shareholders of S-corporations can be only
U.S. citizens, resident aliens, estates, certain
trusts, or certain qualified tax-exempt orga-
nizations. There is no such limitation with
LLCs.

B S-corporations can have only one class of
stock. LLCs are not so limited. (Note:
warrants, options, or certain debt instru-
ments might be deemed a class of stock and
cause loss of “S” treatment.)
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LLCs vs. Limited
Partnerships

A LLC has two major advantages over a limited part-
nership: 1) none of the members need be exposed to
liability; and 2) all members may participate in man-
agement of the company while still retaining limited
liability.

B Members of an affiliated group are not
eligible to become S-corporations.
There is no such restriction for LLCs.
LLCs can control corporations and have
corporations as members. While an S-
corporation can own a C-corporation, an
S-corporation may not have a C-
corporation as a shareholder. An LLC
has no such limitation.

B S-corporations must make and file an elec-
tion with the IRS to become an S-corpora-
tion. There is no such requirement for
LLCs.

B An S-corporation’s election is terminated
whenever the corporation has excessive pas-
sive income, from either prior C-corporation
status or current earnings, for three consecu-
tive years. There is no such restriction for
LLCs.




