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11.6: Sole Proprietorships

LEARNING OBJECTIVES

By the end of this section, you will be able to:

e Describe the ownership structure of a sole proprietorship
o Explain the advantages and disadvantages of operating as a sole proprietor

A sole proprietorship is a business entity that is owned and managed by one individual and has very little formal structure and no
mandatory filing/registration with the state. This type of business is very popular because it is easy and inexpensive to form. The
owner, called a sole proprietor, is synonymous with the business and is therefore personally liable for all debts of the business. Sole
proprietors do not pay separate income tax on the company, instead reporting all losses and profits on their individual tax returns.

Overview of Sole Proprietorships

Entrepreneurs solely operating their own businesses are called sole proprietors. According to the Tax Foundation, there are more
than 23 million sole proprietorships in the US, far more than any other type of business entity.'” This statistic means that the sole
proprietorship is by far the most common business structure, even though the business is not legally separate from its owner. The
primary reason that many entrepreneurs choose the sole proprietorship format is that they do not have to make a choice, get
professional advice, or spend any money. An entrepreneur who just starts doing business is automatically a sole proprietorship
unless they elect to become a different type of entity and file that paperwork. An entrepreneur who becomes a sole proprietor does
not necessarily have to go to an attorney or an accountant, or file any documents, making a sole proprietorship quick, easy, and
cheap to form and operate.

Another development related to the decision to be a sole proprietor is the rapid growth of the gig economy. Some individuals prefer
to work on their own rather than become a full-time employee. Being a gig worker falls somewhere between being a business
owner and being an employee, so many gig workers, ranging from drivers for a ride-sharing company to instructional designers,
operate as de facto contractors who are sole proprietors.

However, there remains a debate about whether these gig workers should be deemed sole proprietors. Recently, California passed a
new law, signed by Governor Gavin Newsom, which extends wage and benefit protections to many thousands of workers who were
previously self-employed sole proprietors working in the gig economy. The new law is based on the presumption that when
workers are misclassified as independent contractors rather than as employees, they lose basic benefits such as a minimum wage,
paid sick days, and health insurance.

The sole proprietorship is the simplest method to operate a business—often under the owner’s name—and the owner is typically
taxed directly by the IRS by attaching a Schedule C (Profit or Loss) form to the owner’s individual tax return. In order to document
one’s income, instead of being provided a Form W-2 from one’s employer, many self-employed individuals receive one or more
1099-MISC (Miscellaneous Income) forms from clients, which typically demonstrate that the taxpayer is operating a sole
proprietorship. Sole proprietors are allowed to deduct their business expenses related to their income and, as both employer and
employee, are required to pay the full amount of employment taxes for Social Security and Medicare.

An owner can also operate under a DBA or “doing business as” filing. A DBA is filed at the relevant state or local government
office where the sole proprietor wants to operate under an assumed name. Technically, this is not a new organization: It is just a
different name. Any business entity may file for a DBA to operate under an assumed name, and many individuals operate under a
DBA to indicate the type of services they are providing, such as Smith’s Roofing Company. It is not uncommon for an individual to
name a sole proprietorship using LL.C or Co. in its name; however, an individual operating under a DBA or assumed name is not
provided any of the protections provided to a corporation of LLC, even if Inc. or LLC is used in the assumed name. A sole
proprietor needs to consider the impact of using an assumed name prior to creating a DBA.

Advantages and Disadvantages of Sole Proprietorships

The sole proprietor is personally liable for everything. A sole proprietor is the investor, owner, and manager of the business
enterprise. The sole proprietor is personally liable for all of the taxes and any unpaid debts of the business venture. The sole
proprietor also has no business to sell and can sell only assets related to the business. The sole proprietorship is the easiest business
to start but has almost no differentiation from the individual starting the business.
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Taxation of Sole Proprietorships

A sole proprietorship is not taxed as an entity. All profits pass through to the owner who pays individual income taxes on all profits
earned. It does not matter whether the owner takes the money out of the business or leaves it in the business; all profits are taxed to
the individual owner. This is an area that requires significant planning and may be a potential disadvantage, depending on how the
individual owner’s personal rate compares to the corporate rate.

Other Low-Risk Entry Structures in Entrepreneurship

Over the past decade, various alternatives to traditional employment have become popular, leading many to become entrepreneurs
rather than employees. The US Bureau of Labor Statistics reported that, in 2019, there are 55 million people in who are “gig
workers,” which is more than 35 percent of the US workforce. That percentage is expected to increase to 43 percent by 2020.'¢
This offers both an opportunity and a challenge. There is a modicum of security when one is an employee of a company, which
may not exist in the same way for someone who is freelancing or working as a contractor. There are many examples today of
people becoming small entrepreneurs. This process goes by a variety of names, such as the sharing economy, the gig economy, the
peer economy, or the collaborative economy. Maybe it means driving for a company such as Lyft, Uber, or GrubHub, or perhaps
offering services through TaskRabbit, UpWork, or LivePerson.

ARE YOU READY?

Online Resources for the Gig Economy

The website business UpWork provides a platform for individuals to offer their services to large companies on a freelance or
contract basis. Do you have skills as a web, mobile, or software developer, or perhaps in the area of data analytics? The
UpWork website says that over 5 million businesses use people listed on UpWork, including companies such as Microsoft and
General Electric.

Offering your services in this new manner is not controlling of what type of entrepreneurial enterprise you want to be. You can do
most of these types of things as a sole proprietor, an LLC, or an S corporation. According to the Tax Foundation, over the past
thirty-five years, the number of C corporations has declined significantly, while the total number of pass-through businesses
including LLCs, S corporations, partnerships, and sole proprietorships has tripled to over 30 million. According to estimates, there
are only 1.7 million C corporations, whereas there are 7.4 million LLCs, partnerships, and S corporations, and a whopping 23
million sole proprietorships.'® The explanation for these statistics is really quite simple. LL.Cs have quickly become one of the
most popular business structures due to ease of formation and operation. Likewise, sole proprietorships are quick, easy, and low
cost compared to corporations, which are more difficult and expensive to form and operate. The choice is open and depends on the
variables discussed in this chapter.

ENTREPRENEUR IN ACTION

Nic & Luc Jam?°

In an interview with the Balance, entrepreneur Leroy Bautista summarized his path to becoming a small business owner. He
worked in high-end restaurants and successful catering companies for two decades before he was laid off during the economic
downturn. Bautista didn’t sulk or settle for a lousy job. Rather, he saw it as a chance to finally do what his coworkers and
friends had been telling him to do: go out on his own, making his sauces and vinaigrettes, and selling them at local markets. It
was out of necessity that the Nic & Luc company was born.

Originally selling just a few flavors, he now sells almost twenty flavors. For many small businesses, the word “local” is used as
a marketing ploy, but for Nic & Luc, it is part of the business purpose and a core value. Bautista thinks it is important to
support other local businesses like himself.

This is not a story that someone like Bezos or Gates might tell: It is much more basic, but it demonstrates how people at all
levels are becoming business owners. Each one of them, including Leroy Bautista in this story, must make decisions about
mundane things such as taxes, and liability; it can’t be all about jam.
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