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SOLE PROPRIETORSHIPS
“When it comes to sole proprietorships, I’m going to warn you; I am not a fan. In fact, I despise them.
I sort of wish they were not allowed. That’s because they can be dangerous things.
From a liability standpoint, taxes, employees, growth, none of it is easy or safe
when dealing with a sole proprietorship.”
The definition of a sole proprietorship is:

The simplest, oldest, and most common form of business ownership
in which only one individual acquires all the benefits and risks
of running an enterprise.

There is no legal distinction between the assets and liabilities of the business and those of its owner.
It is by far the most common and popular business structure for startups and small businesses.
It means that you don’t have an LLC or corporation. Maybe you have a fictitious name, but that
is worthless in the eyes of the law. It won’t protect you at all. Perhaps you have some insurance,
but still, your business is you. Moreover, if something goes wrong, you can lose everything…
I MEAN EVERYTHING….
In a nutshell, in the United States, we allow people to walk out of their home in the morning and start
working, earning money as a business without any formal setup or regulation. Freedom is like that,
it’s great that there is no barrier to entering the business world, but it also means there is no safety
net. That no one tells you “Hey, while this is easy, you’re also taking this huge, unnecessary risk.”
I hope that by the end of this eBook, you are convinced to set up an LLC or Corporation and even
take some additional steps that are free benefits of having a business entity.
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WHO IS THIS BOOK FOR?
If you make more than$10,000 in your business and live in the United States, then this book is for you.
If you make less than$10,000, I still want you to set up a business entity, but since it costs something
to do that, you will have to decide what works for you.
However, if you make more than$10,000 per year, you need to read the book, close it, and do exactly
what I’m teaching because every day you wait, you are losing more and more money, and taking on
more and more risk.

WHO AM I AND HOW DO I KNOW ALL THIS STUFF?
It’s an excellent question. I’m not here to waste your valuable time rambling on about something I’m
unqualified to teach.
My name is Christopher Ragain. I’m a CPA and the owner of Halon Tax, a software company that
provides tax returns to small business owners along with bookkeeping help and other services.
Our whole business is about helping business owners like you with your tax and financial needs.
I have run and grown my accounting firm since I was 25 years old. I have worked with and for
thousands of small business owners. I am a member of the QuickBooks trainer/writer network and
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have been a featured speaker to small business and
accountants in several settings including QuickBooks
Connect, Accountex, CPA Academy, and more.
I’m constantly talking about this exact topic,
time and again, so I wanted to write a book
about it: The plague and dangers that are
sole proprietorships.
Maybe now you’re thinking, “Well, Chris,
I have an accountant. If I shouldn’t be a sole
proprietor, my accountant would have told me…”
I understand the sentiment; the belief is that your accountant is very worried about this stuff.
While many are, if you run an accounting business, you might only see your clients once a year.
A hectic time of year too... called “tax season.” So, while your accountant may want to mention that
its time to explore other options than the Sole Proprietorship, your accountant is knee deep in tax
returns, taxes due, and trying to make sure their clients don’t yell at them about how much they owe.
So this issue is on you as the business owner. Don’t wait for your accountant to mention it and don’t
blame them when something goes wrong, and you lose your shirt because you are a sole prop.
This book is your guide, and I am going to show you exactly what you need to do.
First though, let’s discuss all the reasons why sole proprietorships are nasty. I think by the time
I finish explaining you’ll be like me and want to avoid them at all costs.

LIMITED LIABILITY
When it comes to risk, the sole proprietorship is like thinking you have a big, strong shield, when it’s made
of butter. The moment things get hot, and the battle gets going, you realize your shield has melted, and
you are now completely exposed and unprotected.
Many people don’t understand that when you don’t have an actual business entity (remember, a name
filed with the state does not count, you must have an LLC or corporation) and your business is involved
in a lawsuit, what it means, is that you are involved in a lawsuit.
Your house, savings account, cars, jewelry, credit score, and everything else you own is on the line. In
fact, if the issue is bad enough, you can go to jail. Again, this is all on you.
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Many years ago, business owners saw this and said: “This is nuts, I don’t want to lose my house if
one of my employees does something stupid…. or worse, if I do everything right but still lose in court
because some lawyer figured out this loophole or that.”
They decided that a business should be a person or like a person itself. That the company can be
sued, but the folks running it should be protected behind a wall. That they are not the business,
and thus their family and their possessions are protected.
We call this LIMITED

LIABILITY.

A corporation or LLC provides you with a shield of limited liability. Just starting it and running your
business with it, you get the protection. This shield does not require insurance or anything (although
having insurance isn’t a bad idea), it is just there, and you don’t have to worry about your personal
assets being seized or taken due to something that happened in the business.

Example
Mike Peters is a landscape architect. He helps people design their lawn and outdoor
areas and in 2018 received a big job that was going to run about$45,000 including the
installation of plants, removal of some trees, and other work as directed by the client.
Mike completes the job, and the owners are thrilled, they pay him, and everything is fine
and dandy. The following spring, however, the client calls him and says many of the
plants died over the winter. They would like all of them replaced.
Mike and the nursery he bought the plants from had provided a warranty on the plants,
but when the clients called, the warranty had expired for about a month. Mike tells the
client sorry, but they are outside of the warranty window.
The client retains the services of a lawyer and files a lawsuit against Mike. In court, the
judge determines for the client because they were able to prove that the installation,
while generally correct, had partially contributed to the death of the plants.
The court awards the clients a verdict of$68,000 covering re-installing the plants and
attorney fees, etc.
Now, whether you are a sole prop or another type of business, this outcome is no fun.
You lost, and this can happen to anyone, and sadly, it does.
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Now, because Mike is a sole prop, the client files a collection petition with the court to
enforce collection of the$68,000 on Mike’s personal assets. Now Mike is back in court
trying to protect his personal belongings from being confiscated and sold.
Do you think they will give him good prices on his stuff? No, they will fire sell it and keep
selling it until the full$68K is paid.
Now, if Mike had a corporation, this would go very differently. While he still owes
the$68K, his business is the one that owes it. If his landscaping company doesn’t have
that kind of money or assets, the client will have to wait.
In fact, Mike could shut down this business if he wanted. The company did not have
assets or anything that could go to the claim. So he is free to start a new company that
is not encumbered by the debt from the lawsuit and keeps going.
Mikes personal assets were never at risk, and the corporation gave Mike options that he
would never have as a sole prop.

Limited liability is like a warm safety blanket around the business owner. While lawsuits are never
fun, at least with a business entity, you have the protection of your personal wealth, and you don’t
walk out that door every morning worried you could lose everything that day.

TAXES
At Halon Tax, we do tax work for small business owners all day long. It’s kind of our thing. Nothing
gets our clients more excited than when we tell them how a corporation or LLC can change their
tax bill (in a good way).
IF YOU WANT TO SAVE MORE MONEY ON YOUR TAXES… READ THIS
Sole proprietors in the tax world are called “disregarded entities.” That means the income and
expense, and later the tax calculations all happen on your personal return. In some ways, that is nice,
because its simple. Just throw your income on the return, whatever you earned after costs, and
pay tax on it.
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However, there is a surprise waiting for most sole proprietors that many people
know nothing about, it’s called Self Employment Tax.
Before you became a business owner, you paid a form of self-employment tax (SE Tax) in the form
of FICA. FICA is Social Security and Medicare tax that came out of your W-2 wages.
You paid half of it, and your employer paid half of it. You probably never really noticed it because it
was taken from you before you got your net pay each week. That is the beauty of what the IRS does
to us when we are employees; they withdraw the money out of our checks before we get anything,
so we don’t FEEL IT as much.
Hard to miss what we never had right?

However, when you become self-employed
this tax changes in 2 ways.
FIRST, since you are employer and employee, you have to pay both
sides of it. No one is going to pay the other half for you
like when you were an employee.
SECOND, your money is not withheld,
and you will be asked to pay the full
amount when you file your tax return.
SE Tax is 15.3% of your net earnings up
to about$129K. Then it is 2.9% of everything above that amount. While that
tax rate (15.3%) is lower than most
regular income tax rates, people
pay (15% - 37%) one of the first
things that will shock you is how
much it adds up.
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Let me show you an example:
Sole Proprietor/Partnership
Business Income

$

Subtract W-2 Wages

$

Subtract Payroll Taxes

$

150,000.00

Net Business Income

$

150,000.00

Adjustments

$

Adjusted Gross Income

$

140,012.00

Std Deduction

$

(12,000.00)

Taxable Income

$

128,012.00

(9,588.00)

Sec 199A Deduction		
Based on 20% Business Income

$

(30,000.00)

Based on W-2 Wages

$

Based on 20% Taxable Income

$

(25,602.00)

Sec 199A Allowed

$

(25,602.00)

Taxable Income After Deduction

$

102,410.00

Income Tax

$

18,868.00

SE Tax

$

19,976.00

Corporate Tax

$

Total Tax

$ 38,844.00

See how the regular income tax is less than the self-employment tax? Imagine the shock that hits
most business owners their first tax season with a sole proprietorship.
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These owners were expecting to pay something similar to what they had owed when they were an
employee. Unfortunately, they never knew about the SE Tax, and now they have a new tax bill to pay.
Thankfully, there is a better way.

You can minimize the Self Employment Tax through a structure called an S-corporation.
This direction is one of the ways we help small business owners at Halon Tax. We provide guidance
and compliance services for small businesses who want to be an S-corporation.
Here is how it works:
S-corporations have two ways they pay the owners of the business: payroll and corporate
distributions. You get to decide (as the owner) how much of the profit is paid to you as payroll, and how much is paid as distribution.
The payroll part still pays the SE Tax. However, the distribution part does not. Thus, a portion of your profits will not have to pay SE Tax! Sounds good right?
So why doesn’t everyone pay no payroll and all of it as distribution? Seems like the smart way to do it…
Well, the IRS says you can’t. They want some of that SE Tax. So, they state you must pay yourself a
reasonable amount of payroll based on what you are doing for the company, and then the rest can
be spent as distribution.
What does reasonable mean?
Well, some formulas can be used to get at it, but the IRS
does not define in black and white what it means.
At Halon Tax we can help you figure out
the right amount, but in the end,
it means you can save
lots of money.
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Let’s look at the same example as before, only with the S-corp and Sole Prop side by side:
Sole Proprietor/Partnership
Business Income

$

150,000.00

S-corp Owner
$

150,000.00

Subtract W-2 Wages

$		

$

(75,000.00)

Subtract Payroll Taxes

$		

$

(11,475.00)

Net Business Income

$

$

63,525.00

Adjustments

$

Adjusted Gross Income

$

140,012.00

$

138,525.00

Std Deduction

$

(12,000.00)

$

(12,000.00)

Taxable Income

$

128,012.00

$

126,525.00

(30,000.00)

$

(12,705.00)

$

(37,500.00)

150,000.00
(9,588.00)

$

Sec 199A Deduction		
Based on 20% Business Income

$

Based on W-2 Wages

$

Based on 20% Taxable Income

$

(25,602.00)

$

(25,305.00)

Sec 199A Allowed

$

(25,602.00)

$

(12,705.00)

Taxable Income After Deduction

$

102,410.00

$

113,820.00

Income Tax

$

18,868.00

$

21,606.00

SE Tax

$

19,976.00

$

11,475.00

Corporate Tax

$		

$

Total Tax

$ 38,844.00

$33,081.00

Now that is an excellent savings for merely changing entities and setting up a corporation or an LLC,
right? Plus, you need these entities for asset protection and for the limited liability we discussed
earlier. So, it’s a win-win!
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If this sounds good to you, and
you are wondering what is involved in
converting your Sole Proprietorship
to an S-Corp, we have another eBook
for you that is all about that. You can
click here to download it.

SECTION 199A & EMPLOYEES
In the new tax bill that passed at the end of 2017, there is a new deduction in it called the Section
199A passthrough deduction. The deduction allows you to expense 20% of your net income and is a
great thing for business owners.
The deduction is available to sole proprietors, partnerships, and S-Corporations. You could be a sole
prop and get the benefit. However, there is a clause for large entities that put a cap on it if you are a
sole proprietor.
The law says once a business reaches$157,500 of income,
if you are single, you must pass a payroll test to receive
the deduction. A bit of a hiccup with sole props is you
cannot pay yourself a wage if you are a sole prop.
If you make or plan to make more than$157,500,
you may need to be an S-Corp to pay yourself
a salary and receive the deduction. This change
in status is a big deal. It’s one that you cannot
fix retroactively so becoming an LLC or corporation set up as an S-corp is an excellent idea
to do sooner rather than later.
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Another issue that can come up for sole proprietors is in the hiring of employees. Because your
business is an extension of you, everything from getting employee credit cards to insuring employee
vehicles can be more cumbersome.
Let’s take a look at credit cards. Because there is no business, getting an employee a card is hard because what name will be under? Your name? The employee’s name? When you have a corporation
or LLC, the card companies know how to work with that, and you get your business card. However, if
you don’t have a separate business, the card companies are not typically set up to handle that.
Then, you do get your employee a credit card, which is actually your card account with a second
account holder. Now your credit is attached to THEIR CREDIT CARD and activity. I know its unlikely, but
what if that employee runs out to Vegas and spends it all up. You can’t pay it off, so your credit is dinged.
So again, the LLC or corporation is better. It’s an easy change that gives you better options.

GROWING & SELLING YOUR BUSINESS
One advantage of having a business that is growing is you may want to make expansions. Expand
to new buildings, expand your investor base, maybe take on a partner, or get a loan.
Growth in a business can be smooth, or it can be hard. One of the first indications that a company is
not ready to grow is they are still set up as a sole prop. It shows that the foundations of growth are
not in place, and will discourage investors, banks, and other interested parties.
Let’s dig into the example of investors. If you wanted to raise money or make one of your employees
a part owner, a sole prop does not allow it. You would need to start a partnership structure, so why
not just get that ready now with an LLC or corporation? Be prepared.
What happens if you want to sell your business?
If there is one piece of advice I provide business owners more than any other it is this:
“Always think about your business as if you are going to sell it next year to someone who has no
idea what you do or how you do it.”
What this means is to have a business that is valuable, it must be separate from you. It must have
well-documented procedures of how to do everything. It must have departments and employees
and organization so that someone who is not you can still own it and make money with it.
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Here is another reason why you must have an entity like an LLC or corporation. How can you sell
something that is so connected to you that to untangle it makes it not worth selling?
Think about it. If you sell your LLC, where the payroll, assets, leases, customers, loans, and everything else is in the LLC name, the sale is easy. You simply hand them the keys, give the new owners
the stock certificates, and they walk in and run it.
However, if you are a sole prop, nothing is easy. Everything is in your name, so it all must be transferred out. You must get on the phone and call every vendor, every card company; rewrite every
contract, it’s a mess.
Your business value will suffer as a result of being a sole proprietorship. Think like you are selling
next year and get an entity and organize your business.

WRAP UP
Hopefully, you plan to start an LLC or corporation this week. Don’t procrastinate, don’t put it off. Do it
now, it’s not much money to do and can avoid a ton of hardship.
I hope that you are seriously considering if an S-corp is right for you. As I mapped out earlier, you can
save a great deal of money on your taxes in many cases.
As I mentioned before, if you want to convert your business from a sole proprietorship to an S-Corp,
I have an eBook that will walk you through that process step by step. Find it HERE.
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If you have questions, want help with your books, taxes, or conversion from sole prop, please reach
out to us at Halon Tax. Our information is below.
I hope you’re feeling much more informed after reading through everything and I wish you and your
business all the success in the world.

Christopher G. Ragain, CPA
Founder, Halon Tax Inc
www.halontax.com

