
Selecting a Legal Entity for your business 
 

 
One of the first major decisions you will have to make as you start your 
new business is the form of legal entity it will take. To a large degree this 
decision may be dictated by the way you have organised your operations 
and whether you intend to work on your own or in conjunction with others. 
 
The form of entity you choose can have a significant impact on the way 
you are protected under the law and the way you are affected by taxation 
rules and regulations.    There are three basic forms of business 
organisations. Each has its own benefits and drawbacks and is treated 
differently for legal and tax purposes. 

 

 
Sole Proprietorship 
 
A sole proprietorship is typically a business owned and operated by 
one individual. A sole proprietorship is not considered to be a 
separate legal entity under the law, but rather is an extension of the 
individual who owns it. The owner has possession of the business 
assets and is directly responsible for the debts and other liabilities 
incurred by the business. The profit or loss of a sole proprietorship is 
combined with the other income of an individual for income tax 
purposes.  
 
A sole proprietorship is perhaps the easiest form of business to own 
and operate because it does not require any specific legal 
organisation, except, of course, the normal requirements such as 
licenses or permits. A sole proprietorship typically does not have any 
rules or operating regulations under which it must function.  The 
business decisions are solely the result of the owner’s abilities. 
 
 
Partnership  
 
In a partnership, two or more individuals join together to run the 
business enterprise. Each of the individual partners has ownership of 
company assets and responsibility for liabilities, as well as authority in 
running the business. The authority of the partners, and the way in 
which profits or losses are to be shared, can be modified by the 
partnership agreement. The responsibility for liabilities can also be 
modified by agreement among the partners, but partnership creditors 
typically have recourse to the personal assets of each of the partners 
for settlement of partnership debts.        
 
The rights, responsibilities and obligations of partners are typically 
detailed in a partnership agreement. It is a good idea to have such an 
agreement for any partnership. 
 
A partnership is a legal entity recognised under the law and, as such, 
it has rights and responsibilities in and of itself. A partnership can sign 



contracts, obtain trade credit and borrow money. When a partnership 
is small, most creditors require a personal guarantee of the general 
partners for credit.  
 
A partnership is also required to file an income tax return. A 
partnership typically does not pay income tax; the information from 
the tax return is combined with the personal income of the partners 
to determine their overall tax liability.  
 
 
Limited Liability Partnership 
 

The Limited Liability Partnerships Act 2000 creates a new type of 
business entity, the Limited Liability Partnership ("LLP"). The LLP 
offers limited liability to its members but is tax transparent and offers 
flexibility in terms of its internal organisation. LLP’s have been 
available for use since 6 April 2001. 

An LLP is a separate legal entity from its members. Therefore, it may 
enter into contracts and deeds, sue and be sued and grant floating 
charges over its assets in its own name. This avoids the problems that 
exist in relation to partnerships, where technically it is often necessary 
for every partner to be party to certain documents or litigation, and 
the creation of floating charges is not possible.  

The members of the LLP are those persons registered at Companies 
House as members. 

The main "price" paid in return for limited liability is public availability 
of financial statements. An LLP must file audited accounts (prepared 
on a "true and fair view" basis) annually at Companies House, which 
must include the name and profit share of the highest paid member.  

In addition the LLP must also file details of the name and address of 
every member at Companies House. At least two members must be 
"designated members" responsible for making proper filings at 
Companies House (and subject to penalties in the event of default). 

Provided an LLP carries on a trade or a profession and is not simply an 
investment vehicle it is tax transparent – that is the LLP itself is not 
taxed on its income or capital gains at all. Instead the members are 
taxed on their shares of the LLPs’ profits and gains, just as partners in 
a partnership are currently taxed. 

This means that the LLP may be more tax efficient than a limited 
company. This is because ordinarily a limited company is taxed on its 
income and capital gains and the company’s shareholders are taxed on 
distributions from the company to them, giving rise to potential 
double-taxation. 



LLPs were primarily intended for use by the professions. However, any 
type of business operating for profit may use LLPs. An LLP may be 
suitable for use as a joint venture vehicle or as an alternative to a 
limited company, particularly for small businesses. 

 
Limited Company  
 
A limited company is a separate legal entity that exists under the 
authority granted by statute.  A limited company has substantially all 
of the legal rights of an individual and is responsible for its own debts.  
It must also file tax returns and pay taxes on income it derives from 
its operations.  Typically, the owners or shareholders of a limited 
company are protected from the liabilities of the business.  However, 
when a limited company is small, creditors often require personal 
guarantees of the principal owners before extending credit.  The legal 
protection afforded the owners of a limited company can be useful. 
 
A limited company must obtain approval from Companies House to 
use its proposed name.  A limited company must also adopt and file a 
Memorandum and Articles of Association, which govern its rights and 
obligations to its shareholders, directors and officers. 
 
A limited company must file annual tax returns (“corporation” tax 
returns) with the Inland Revenue.     
 
Incorporating a business allows a number of other advantages such 
as the ease of bringing in additional capital through the sale of share 
capital, or allowing an individual to sell or transfer their interest in the 
business. It also provides for business continuity when the original 
owners choose to retire or sell their shares.     
 
Should you decide to incorporate your business venture, you should 
seek advice from RW&Co.       
 
The potential savings by going down the company route do need 
consideration. However it is also necessary to consider factors such as 
the company car as savings from incorporation can soon be totally 
eliminated if a company car and fuel for private use are provided.  
There are other factors beside the tax implications that should be 
borne in mind. 
 


