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Comparison of Business Entities in California 

Determining what business entity to form is a primary consideration when establishing a 

business. Entities available to small business owners in California include sole proprietorships, 

general partnerships, limited partnerships (LP), limited liability partnerships (LLP), limited 

liability companies (LLC), C corporations, S corporations, and statutory close corporations 

(https://www.sos.ca.gov/business-programs/business-entities/starting-business/types, 

https://www.sba.gov/business-guide/launch-your-business/choose-business-structure). The ideal 

business entity will be different depending on business size, type of business, number of business 

owners, etc. This article gives an overview of the main differences between entities including a) 

formation requirements, b) governance, c) liability, d) taxation, and e) transferability of 

ownership.  

 

Business Entity: Sole Proprietorship 

Formation: A sole proprietorship is easy to form and gives you complete control of your 

business. In fact, there are no documentation requirements to form a sole proprietorship. You're 

automatically considered to be a sole proprietorship if you do business activities and don't 

register as any other kind of business. For this reason, sole proprietorships are very common 

among small businesses. 

Governance: One benefit is there are no formal governance requirements for this entity, but this 

benefit is offset by the risk of personal liability. 

Liability: Sole proprietors are considered personally liable for the debts and obligations of the 

business since there is no separate business entity. Therefore, the benefits of the low cost and 

ease of having a sole proprietorship need to be balanced against the risk of being personally 

liable in any disputes.  As business grows, the latter will likely start to tip the scale in favor of 

establishing another business entity type. 

Taxation: A sole proprietor must report all business income or losses on their personal income 

tax return; the business itself is not taxed separately as with a C corporation. The IRS calls this 

"pass-through" taxation because business profits pass through the business to be taxed on the 

business owner’s personal tax return. 

Transferability: A sole proprietorship cannot be sold because there is no legal difference between 

a sole proprietorship and its owner. The business owner can, however, sell business assets. To 

dissolve a sole proprietorship, an owner can simply let any licenses expire and notify the IRS 

that they have closed their business. 

 

Business Entity: General Partnership 

Formation: A general partnership is created whenever two or more people agree to do business 

together for profit, even if there is no written agreement to form a partnership. Each partner 
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contributes money, property, labor, and/or special skills and each partner shares in the profits and 

losses from the business. There are no formal filing or registration requirements needed to create 

a partnership, but it is recommended to have a written partnership agreement to prevent future 

disputes. Each partnership agreement will differ based on business objectives, but certain key 

terms should be included in the governing document, including percentage of ownership, 

division of profit and loss, length of the partnership, decision making and resolving disputes, 

partner authority, and withdrawal or death of a partner. 

As with the sole proprietorship, the ease of formation must be balanced against risk of personal 

liability. 

Governance: General partners have complete control over the partnership without any formal 

governance requirements. This means that partners have decision-making authority regarding 

governance and strategy of the partnership, as well as authority to act on behalf of the 

partnership as a general agent. 

Liability: Partners are jointly and severally liable for debts and obligations of the business. 

Furthermore, any partner can act as an agent of the partnership and incur obligations to the 

business that may be imputed to other partners if the business fails to fulfill them.  

Taxation: As with the sole proprietorship, a general partnership is considered a pass-through 

entity, meaning that each partner’s share of the partnership’s profits, losses, deductions, credits, 

etc., will pass through to each individual partner and those items will be reported on each 

partner’s tax return in accordance with their written agreement. Losses may offset income but 

may be subject to limitations. 

Transferability: Transfer of one’s partnership interest is possible but usually requires consent of 

all other partners and may be subject to limitations set out in the partnership agreement if one 

was made. When dissolving a partnership, it must be determined if assets will be sold, how all 

debts and liabilities will be paid, and how remaining assets will be distributed among partners. 

This is often determined by parties beforehand in writing and may be subject to further 

regulations. 

 

Business Entity: Limited Partnership (LP) 

Formation: The California limited partnership is a form of a partnership where there are general 

partners and limited partners. The general partner has management control, shares profits/losses 

of the partnership, and has joint and several liability for the partnership's debts. The limited 

partners have little or no control over the partnership's operation but share a portion of the 

partnership's income/losses, so they are similar to shareholders in a corporation. Limited partners 

also enjoy some liability protection. LPs are formed by filing a Certificate of Limited Partnership 

(Form LP-1) and paying required filing fees. Once the entity is formed, a governing document 

should be drafted as suggested for general partnerships.  

Governance: Governance of the LP will depend on what was agreed to by all partners, preferably 

in writing. LPs must have at least one general partner and one limited partner for liability 
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purposes. Limited partners normally have little knowledge or participation in the activities of the 

partnership when compared to the general partner. With a California limited partnership, the 

profits of the partnership are normally split based on the percentage of each of the partners’ 

capital contributions to the partnership, but they may allocate the profits and losses differently as 

they wish. 

Liability: General partners have unlimited personal liability for the LP’s debts and obligations 

where limited partners are only liable for the partnership’s debts equal to their investment in the 

partnership. An LP may be more attractive to investors because it is able to take investments 

from limited partners while minimizing their liabilities and allowing general partners to maintain 

management/control. 

Taxation: Profits and losses pass through directly to the partners, based on their shares of 

ownership. LPs do not have to pay federal income tax. Individual partners will need to report 

income from salaries or their share of the LP’s income as personal income. 

Transferability: As with general partnerships, transfer of one’s partnership interest is possible but 

usually requires consent of all other partners and may be subject to limitations set out in the 

partnership agreement. Partnership interest could also be bought out by remaining partners. An 

LP can be dissolved by consent of the partners, as outlined in the partnership agreement, or 

through judicial dissolution. Once dissolved, Certificate of Cancellation, Form LP-4/7, must be 

filed with the California Secretary of State. 

 

Business Entity: Limited Liability Partnership (LLP) 

Formation: An LLP is a partnership that engages in the practice of public accountancy, the 

practice of law, the practice of architecture, the practice of engineering or the practice of land 

surveying, or provides services or facilities to a California registered LLP that practices public 

accountancy or law, or to a foreign LLP. An LLP is required to maintain certain levels of 

insurance as required by law. LLPs are formed by filing an Application to Register a Limited 

Liability Partnership (Form LLP-1) and paying required filing fees. Once the entity is formed, a 

governing document should be drafted as suggested for general partnerships and LPs.  

Governance: As with general partnerships and LPs, the partners agree how the LLP will be 

managed. Unlike an LP, however, there is no general/limited partner distinction.  

Liability: Individual partners are protected from personal liability for negligent acts of other 

partners/employees not under their direct control. Moreover, LLPs protect the individual partners 

from personal responsibility for partnership debts and other obligations. 

Taxation: Profits and losses are passed directly to the partners, based on their shares of 

ownership. LLPs do not have to pay federal income tax. Individual partners will need to report 

income from salaries or their share of the LLP's income as personal income. 

Transferability: As with general partnerships, transfer of one’s partnership interest is possible but 

usually requires consent of other partners and may be subject to limitations set out in the 
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partnership agreement. Partnership interest could also be bought out by remaining partners. Upon 

dissolution, the partnership must file a Statement of Dissolution with the California Secretary of 

State. 

 

Business Entity: Limited Liability Company (LLC) 

Formation: A limited liability company (LLC) is a business structure allowed by state statute that 

permits owners to benefit from different aspects from those of partnerships and corporations. The 

owners are called members and are often (but not always) separate and apart from those that 

typically run the business, the managers (however, note, especially when there is only one 

member, sometimes the member is the person that also operates the business). The first step in 

formation of an LLC is to file a certificate of formation or articles of organization based on the 

state of formation and the applicable statutes for such state. For example, in California, an LLC 

is created by filing articles of organization (Form LLC-1) with the California Secretary of State's 

office. The articles must include the LLC's name, its purpose, information on how it will be 

managed, its address, and the name and address of its registered agent.  

Governance: LLCs are governed by the certificate of formation or articles of organization 

discussed above and an operating agreement. The operating agreement is a comprehensive 

contract between the members, and sometimes the managers, which covers items such as 

division of profits, losses, and cash flow, governance issues such as manager election and voting 

procedures, and rights between the members such as restrictions on transferability. 

Liability: Liability protection is one of the primary benefits of forming an LLC as managers and 

members are generally protected from liability. Personal assets beyond a member’s investment in 

the business are protected. 

Taxation: An LLC is typically treated as a pass-through entity for federal income tax purposes. 

This means that the LLC itself doesn't pay taxes on business income. All LLC members are 

responsible for paying income tax on any income they earn from the LLC as well as self-

employment taxes. 

Transferability: Members of an LLC can usually transfer their financial rights in the company 

but not their management rights, subject to the operating agreement. Remaining LLC members 

may also buy out members wanting to leave the company. Additionally, LLC members can agree 

to sell the entire LLC to a new owner. When dissolving an LLC, creditors must be notified and 

the appropriate form must be filed with the California Secretary of State. The appropriate form 

will vary depending on how the LLC was dissolved (unanimous vs. unanimous vote to dissolve) 

and how long the LLC has been in business. 
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Summary of Partnership Entities 

 

  

 General 
Partnership 

Limited 
Partnership 
(LP) 

Limited 
Liability 
Partnership 
(LLP) 

Limited 
Liability 
Company 
(LLC) 

Formation  - No formal process.  - Must register  - Must register   - Must register 
Requirements Must agree to do 

business together and 
share profits  
 
 - It is recommended 
to draft a detailed 
partnership 
agreement 

with State Secretary 
 

 - It is recommended to 
draft a detailed 
partnership agreement 

with State Secretary 
 

 - It is recommended 
to draft a detailed 
partnership 
agreement   

with State Secretary 
 
 - File articles of 
organization 

     

Liability  - Partners are 
personally liable for 
obligations of the 
business   

 - At least one 
general partner 
with unlimited 
liability 
 

 - At least one limited   
partner whose liability 
is limited to their 
contribution  
 

 - All partners 
protected from 
certain kinds of 
liabilities 
 
 - Some laws may 
require insurance 
coverage 

- “Members”, not 
“partners” 
 

 - All members can 
have limited liability 

Taxation  - "Pass-through"  - Pass-through status - Pass-through status  - Can choose to be 
 status: income of   taxed as Partnership 
 Partnership regarded 

as personal income of 
partners and not 
taxed separately 

  (pass-through) or 
Corporation (double 
taxation) 

     

Transferability 
of Ownership 

 - Partners generally 
need consent to 
transfer ownership 

 - Partners generally 
need consent to transfer 
ownership 

 - Partners generally 
need consent to 
transfer ownership 

 - Members can 
generally transfer 
financial rights, but 
not management 
rights unless consent 
is given 
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Business Entity: C Corporation 

Formation: A C corporation is a general corporation, and acts as a legal entity separate from its 

owners. While corporations offer the strongest protection to its owners from personal liability, 

the cost to form a corporation is typically higher than other structures. The first step in formation 

of a corporation is to file the articles of incorporation with the California Secretary of State’s 

office. This document requires: the corporation’s name; the corporation's street address and 

mailing address, if different; the name and street address of an agent for service of process; and 

the number of shares the corporation is authorized to issue. Because there are more filing and 

governance requirements, the cost to form a corporation is typically higher than other structures.  

Governance: The corporation is governed by the articles of incorporation discussed above and a 

set of bylaws, which set out board of directors election and voting procedures among other 

things. In addition, there can potentially be one or more shareholder agreements, which set forth 

the rights that shareholders have amongst each other. Once formed, the shareholders or owners 

of a corporation must elect a board of directors, which has the ultimate management control over 

the company, who will then delegate day-to-day management to officers. All major decisions of 

the company must be made by the board of directors and approved by a vote. These decisions are 

typically documented as formal resolutions and minutes of meetings of the board of directors 

must be taken. Management of a corporation and its board of directors can be very time-

consuming in comparison to other entities. 

Liability: Liability protection is one of the primary benefits of forming a corporation. As a 

separate legal entity, it incurs obligations and liabilities rather than individual managers, officers, 

or shareholders. It should be noted that formalities of formation and governance must be 

maintained to preserve this liability protection, predominately making sure personal and business 

assets are not intermingled.. 

Taxation: Corporate income incurs “double taxation” where (1) the business income is taxed and 

then (2) the personal earnings or dividends from the company are taxed once again.  

Transferability: Ownership in a corporation is transferred by the sale of stock. A change in 

ownership does not affect the existence of the corporate entity. Shares of stock in a corporation 

are freely transferable but can be restricted by agreements in the articles of incorporation, 

bylaws, or a buy-sell agreement. Dissolving a corporation is a multistep process that will require 

several filings with various government agencies, agreements with creditors, agreements with 

shareholders, and more. 

 

Business Entity: S Corporation 

Formation: Formation of an S corporation is similar to that of C corporations, but you must also 

apply for S corporation status with the IRS and adhere to additional requirements of S 

corporations. 

Governance: Governance of an S corporation is similar to that of a C corporation, but there are 

some different requirements and less flexibility in some areas. For example, S corporations 
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cannot have more than 100 shareholders, can only have one class of stock, and can’t have certain 

kinds of shareholders. There are also strict disclosure requirements for S corporations. 

Liability: S corporations operate like C corporations where the business incurs liability rather 

than individuals. 

Taxation: The main difference between an S corporation and C corporation is that an S 

corporation is not “double taxed.” Further, not all of profits of an S corporation are subject to the 

self-employment tax where all profits are subject to such taxation for LLCs. Tax incentives are 

the primary reason this entity is chosen, but it is recommended to thoroughly determine whether 

your business will be within the S corporation requirements before selecting this entity. 

Transferability: Transferability of ownership in an S corporation is similar to that of a 

Corporation, subject to some regulations mentioned above. Furthermore, S corporations cannot 

go public. Dissolution of an S corporation is also similar to that of a C corporation.  

 

Business Entity: California Close Corporation 

Formation: Formation of a close corporation is very similar to that of a C corporation. 

Governance: The main difference between a close corporation and a C corporation is 

governance. The close corporation is designed to give its shareholders more control over the 

operation of their business.  Rather than having others run the company, owners of a close 

corporation typically act as the company’s managers and the company is required to have a 

shareholder’s agreement documenting what duties will be performed by shareholders versus the 

board of directors. Close corporations are permitted to have less formalities than a C corporation 

but must adhere to specific statutory requirements such as not having more that 35 shareholders 

and not being able to go public. Close corporations function somewhat more like a partnership 

than C or S corporations. 

Liability: While a close corporation generally incurs liability separate from its owners, 

shareholders who manage the business can still be liable for breach of fiduciary duties that are 

applicable to directors/officers of regular C corporations. 

Taxation: Close corporations can elect to have an S corporation tax status, but will be “double 

taxed” if it distributes profits disproportionately.  

Transferability: Transferability of interest in a close corporation functions more like that of 

partnerships as the shareholder’s agreement will likely impose restrictions and requirements on 

transferability beyond the statutory limitations discussed above. Dissolution follows similarly, 

but there are more filing requirements when a close corporation is dissolved than with a 

partnership. 
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Conclusion 

The advantages and disadvantages differ among the various entity types you may be considering 

forming. It is important to understand the varying types and weigh the benefits and risks among 

each entity type to make the best decision for your business. In making any such determination, 

it is recommended to consult legal and accounting advice. 

 

 


