Characteristics of Corporations


Corporations are created under state law. Thus, the rules for organizing and operating a business as a corporation vary with each state. The basic provisions of corporate laws are similar in most states, however. Although corporations are formed under the laws of a particular state (as “domestic corporations”), they may file applications to conduct business in other states (as “foreign corporations”).

I.  Advantages of Incorporation
Operating as a corporation has several advantages in comparison to operating the business as a partnership or proprietorship. The following paragraphs discuss some of those advantages.

Limited Liability Because a corporation is a legally separate entity, creditors cannot appropriate the stockholders’ personal assets to satisfy corporate obligations. Thus, the stockholders’ risk of loss generally is limited to the amount invested in the stock of the corporation plus any loans made by the stockholders to the corporation. 
Merely forming a corporation will not guarantee that the stockholders’ liability will be limited, however. The corporation must have a legitimate purpose and comply with corporate formalities and procedures such as the requirements to—

a. have a board of directors,

b. have corporate officers,

c. hold stockholder and director meetings and document the meetings by preparing minutes,

d. have separate corporate bank accounts from the owners, and

e. and file tax returns.

Otherwise, the business may be determined to have been operating as a non-corporate entity, and stockholders may be held personally liable for corporate obligations and taxed personally on the income generated by the business. In addition, lenders often require stockholders of small to medium-sized closely held corporations to guarantee loans made to the corporation. Thus operating as a corporation would not reduce the stockholders’ liabilities to those lenders.

Continuity of Life Generally, a corporation continues to exist even after the death of a stockholder. Although perpetual existence is considered an advantage of incorporation, it may be of little value if a major stockholder (or other individual responsible for the company’s success) dies, and no knowledgeable person is left to carry on the business.

Centralized Management Stockholders are not required to manage the business. A corporation’s business affairs are managed by its board of directors, which are elected by the corporation’s stockholders. That advantage is mitigated in closely held corporations, however, since the stockholders and members of the board of directors are often the same individuals.

Ability to Obtain Financing Like partnerships, corporations generally have the ability to obtain financing through traditional bank borrowing arrangements. Corporations also have the option to obtain financing by selling different types of securities (i.e. stocks or bonds).

Ease in Transferring Ownership  Ownership in a corporation is evidenced by issuing shares of stock. Generally, it is easier to sell shares of stock than to sell an interest in a non-corporate entity. However, in closely held corporations shares of stock do not always have a ready market and can be difficult to sell. In addition, buy-sell agreements between corporations and their owners may restrict the transferability of shares.

Benefits Corporations enjoy favorable tax treatments of certain employee benefits that are not available to non-corporate entities. For example, corporations may deduct the cost of the following expenses generally without their being taxable to employees:
• Group-term life insurance.

• Accident or health plans.

• Dependent care assistance.

• Meals and lodging furnished for the convenience of the employer.

• Pension and profit-sharing plans. (Employees will pay tax on the employer’s contributions, but only when they receive the benefits under the plan at a later date.)

• Deferred compensation. (Employees will pay tax on the compensation when they receive it at a later date.)

II. Disadvantages of Incorporation

The following paragraphs discuss areas that generally are regarded as disadvantages of incorporation.

Administrative Burden of Incorporating For a business to incorporate, legal documents (such as bylaws and articles of incorporation) must be drafted, and stockholder and board of director meetings must be held and documented. Corporations also may be subject to state and local tax reporting. In addition, if they conduct business in a state other than the state incorporated in, they must obtain licenses to operate in other states. Thus, in some instances, operating as a partnership or proprietorship may be less costly and less burdensome.

Cost of Incorporating The expenses related to the incorporation of a business are generally more significant than those involved in the formation of a proprietorship or partnership.

Lack of Control by Stockholders The stockholders in a corporation generally have less control over the company’s operations than in other forms of business organization. Control of the business operations usually rests with the corporation’s board of directors and officers. This disadvantage is mitigated somewhat in closely held corporations, however, since the stockholders and members of the board of directors are often the same individuals.

Qualification Requirements It is sometimes necessary for a corporation to formally qualify to do business in states other than the one where the company is incorporated. State laws for each state in which the corporation intends to do business must be reviewed to determine the rules for operating a business within that state.

Unreasonable Compensation The IRS may question the amount of compensation paid to stockholder-employees. If payments from a corporation to a stockholder-employee are determined to be unreasonably high, the IRS may treat the excessive amount of salary as a nondeductible dividend.

Potential Double Taxation on Liquidation Corporations are taxed on the gains from the sale or distribution of assets. (The distribution is considered to be a sale at the fair market value of the assets.) Stockholders are also taxed on distributions received from corporations that exceed the basis of their stock. This disadvantage has been mitigated by the reduction of the tax rates on qualifying dividends and capital gains of individuals to 5% or 15% under the Jobs and Growth Tax Relief Reconciliation Act of 2003.

