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Choice of Entity, Related Tax Elections and Securities Laws 

 
 
IMPORTANT CONCEPTS 
 
 

Liability: to what degree you are responsible for the debts of the business 
§ Personal liability: unlimited exposure of one’s personal assets for the liabilities of the business 
§ Limited liability: liability for business losses is limited to the assets of the business 

Taxation 
§ Pass-through taxation: the business pays no income tax—all income is passed through to 

members and subject to income tax at the member level 
§ Entity-level taxation: the business pays a separate tax on the earnings at the entity level 
§ Tax Rates at entity and member levels will vary with the nature of the entities at each level 

Governance: how the company is controlled and how decisions are made. 
§ Some corporate forms grant members wide latitude to decide how to operate their business. 

Other forms legally require adherence to certain rules.  
§ It is highly recommended that any business carefully draft their internal operating procedures and 

formally document them in a set of bylaws or an operating agreement. 
Entity Creation 

§ Business entities (such as corporations, LLCs and partnerships) are created under state law. 
Election of Tax Status 

§ A business will fall under one of several tax reporting statuses of the federal Internal Revenue 
Code. Each of these statuses has different benefits, uses and limitations.  

§ Some tax statuses are elective. Where elections are possible, they are usually chosen by 
companies with their accountants and attorneys to limit income tax liabilities. 

Cooperative:  
§ Conceptually, a “cooperative” is any type of business that is owned by its members, controlled by 

its members, and operated for its members’ benefit.  
§ Some cooperatives follow other principles, like democratic control or the 7 ICA Principles1 
§ In order to operate as a cooperative, a business need not incorporate under the MI cooperative 

statute. Many entity types can accommodate a cooperative structure. 
§ However, if the business wishes to use the word “co-op” or “cooperative” in its name in Michigan, 

it must be organized under one of the two Michigan cooperative statutes (see below) 
 
 
 
 
 
 

                                                
1 https://ica.coop/en/whats-co-op/co-operative-identity-values-principles  
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ENTITY FORMS 
 

1. Sole Proprietorship  
 

§ Definition: a one-person business that may take no special form and simply file its taxes as 
part of the individual’s tax return. An individual may also create a corporation or a single 
person LLC. 

§ Liability: personal liability 
§ Taxation: pass-through 
§ Governance: no requirements 
§ Pros: easy and inexpensive, single level of taxation, complete control 
§ Cons: unlimited personal liability, can be difficult to attract investors, cannot use “cooperative” 

or “co-op” in name 
 

2. General Partnership 
 
§ Definition: a business in which two or more people who are called partners share ownership. 

Each partner contributes to all aspects of the business, including money, property, labor or 
skill. In return, each partner shares in the profits and losses of the business. 

§ Liability: personal liability for general partners (jointly and individually)  
§ Taxation: pass-through 
§ Governance: Joint governance between Partners according to Partnership Agreement. 

Hierarchical between partners and employees 
§ Pros: easy and inexpensive, single level of taxation, operational flexibility, shared financial 

commitment, complementary skills, partnership incentives for employees 
§ Cons: joint and individual liability, disagreements among partners, cannot use “cooperative” 

or “co-op” in name 
 

3. Limited Partnership 
 
§ Definition: a business with two different types of partners—general partners and limited 

partners. General partners manage the business and have personal liability, while limited 
partners invest in the business and have limited liability.  

§ Liability: personal liability for general partners (jointly and individually) limited liability for 
limited partners. 

§ Taxation: pass-through 
§ Governance: One or more general partners manage the business. Limited partners have no 

role in business operations but share in profits according to the partnership agreement. 
§ Pros: easy and inexpensive, single level of taxation, limited liability for limited partners. 
§ Cons: joint and individual liability for general partners, limited ability of limited partners to 

influence decisions, cannot use “cooperative” or “co-op” in name 
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4. Limited Liability Company (LLC) 
 
§ Definition: a hybrid legal structure that provides the limited liability features of a corporation 

and the flexibility and pass-through taxation of a partnership. 
§ Liability: limited liability 
§ Taxation: pass-through (though can elect for corporate taxation) 
§ Governance: up to bylaws and operating agreement 
§ Pros: limited liability, pass-through taxation, operational flexibility  
§ Cons: less given structure unless agreed upon, cannot use “cooperative” or “co-op” in name 

 
5. Low Profit Limited Liability Corporation (L3C) 

 
§ Definition: a for-profit business that primarily serves a public purpose (charitable, educational, 

religious, literary, or scientific). L3Cs may be more likely to qualify for program-related 
investments (PRIs) from foundations  

§ Liability: limited liability 
§ Taxation: pass-through (though can elect for corporate taxation) 
§ Governance: up to Operating Agreement 
§ Pros: ideally suited for social enterprises and PRIs 
§ Cons: not tax-exempt, must primarily advance a public purpose instead of maximizing profit, 

cannot use “cooperative” or “co-op” in name 
 

6. Non-Profit Corporation WITH tax-exempt status under IRC Section 501(c) 
 
§ Definition: a corporation organized under a state’s nonprofit corporation statute that primarily 

serves a public purpose and applies for tax-exempt status from the federal government. 
Different IRC 501(c) subsections have different requirements. IRC Section 501(c)(3) non-
profit corporations enable individuals to make tax-deductible donations.  

§ Liability: limited liability 
§ Taxation: tax-exempt 
§ Governance: required to have a board of directors, minimum requirements for governance 

set out in state statute 
§ Pros: tax-exempt, limited liability, enhanced eligibility to receive grants (and, for 501(c)(3)s, 

tax-deductible donations) 
§ Cons: requires IRS approval (which is elaborate and costly for 501(c)(3)s); limit on income-

making activities (must be related to public purpose or else subject to taxation as unrelated 
business income), cannot use “cooperative” or “co-op” in name 
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7. Michigan Cooperative Corporation (Agricultural co-op statute in 
Michigan General Corporation Statute MCL § 450.99 et seq) 
 
§ Definition: a specific type of corporation that is owned and controlled by its members and 

operated for their benefit  
§ Liability: limited liability 
§ Tax: entity-level and individual, but entity level tax can be reduced by amount of patronage 

dividend paid out to members IF at least 20% of each patronage dividend paid out in cash 
and business complies with other requirements for qualifying Subchapter T election. 
However, Members must pay individual income tax on total patronage dividend received, 
whether it is paid in cash or allocated in the member’s capital account. 

§ Governance:  (1) one vote per person per member share OR 8% cap on dividend return rate 
of capital stock, (2) does not conduct more than 50% of business with nonmembers, (3) 
earnings must distributed proportional to patronage (i.e. labor or use) 

§ Pros: benefits members, democratic ownership and control, greater incentives for success, 
potential tax advantages, can use the word “cooperative” or “co-op” in name;   

§ Cons: untraditional business form, democracy takes time and energy, tax advantages require 
careful compliance with specific distribution rules 
 
 

8. Michigan Cooperative Corporation (Consumer Cooperative statute in Michigan Non-Profit 
Corporations Act MCL § 450.3100) 
 
§ Definition: a specific type of corporation that is owned and controlled by its members and 

operated for their benefit. “Consumer” is broadly defined so that it can include workers. Also 
co-ops created under the § 450.99 are permitted to covert to coverage under this statute. 

§ Liability: limited liability 
§ Tax: entity-level and individual, but entity level tax can be reduced by amount of patronage 

dividend paid out to members IF at least 20% of each patronage dividend paid out in cash 
and business complies with other requirements for qualifying Subchapter T election. 
However, Members must pay individual income tax on total patronage dividend received, 
whether it is paid in cash or allocated in the member’s capital account.  

§ Governance: (1) one vote per person per member share (2) 8% cap on dividend return rate of 
capital stock (3) earnings must be distributed proportional to patronage (4) business must be 
engaged in for the mutual benefit of its members 

§ Pros: benefits members, democratic ownership and control, greater incentives for success, 
potential tax advantages, can use the word “cooperative” or “co-op” in name;  Michigan has a 
specific securities exemption for membership shares in “non-profit cooperatives” 

§ Cons: untraditional business form, democracy takes time and energy, tax advantages require 
careful compliance with specific distribution rules 
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FEDERAL TAX ELECTIONS THAT IMPACT ENTITY CHOICE 
 
 

1. C Corporation Status 
 
§ Definition: traditional business corporation. Unless a corporation chooses another tax status, 

will be taxed as a C corporation  
§ Liability: limited liability 
§ Tax: entity-level AND individual (double taxation) 
§ Governance: board of directors required, minimum requirements for governance set out in 

state statute 
§ Pros: limited liability, greater ability to generate capital and achieve high scale, can reinvest 

earnings at lower tax rate 
§ Cons: double taxation, additional administrative requirements 

 
2. S Corporation Status 

 
§ Definition: a smaller size corporation that makes a valid federal election for subchapter S tax 

status  
§ Liability: limited liability 
§ Tax: pass-through  
§ Governance: (1) must be a domestic corporation (2) must not have more than 100 

shareholders (3) must have only one class of stock  (4) must include only “eligible 
shareholders” (individuals, estates, and certain trusts including ESOPs; NOT partnerships, 
corporations, or non-resident aliens) 

§ Pros: limited liability, pass-through taxation  
§ Cons: limits on size, composition, and capitalization 

 
 

3. Subchapter T Tax Status  
 
§ Definition: the federal tax election for cooperative corporations. Subchapter T (26 USC 1381) 

applies to § 521 organizations (farmer’s marketing and purchasing cooperatives) and any 
corporation “operating on a cooperative basis” other than the exclusions specifically listed 
therein.  

§ There are 3 requirements to qualify for “operating on a cooperative basis”:2 
1. Operation at cost (co-op is organized to benefit members, not accumulate profit for 

investors or co-op itself)  
2. Democratic governance (members have equal franchise and participation is wide-based)  
3. Subordination of capital (co-op is controlled by members and not by equity investors) 

 
§ Tax: If a corporation qualifies for subchapter T taxation, then “patronage dividends” are 

deductible from entity level tax. “Patronage dividends” or “patronage refunds” are: 
1. Amounts paid to patrons (members). 

                                                
2 Puget Sound Plywood, Inc. v. Commissioner, 44 T.C. 305 (1965), acq. 1966-2 C.B.  6 (1966).   
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2. Paid on the basis of quantity or value of cooperative business 
with or for that patron. In a worker cooperative, patronage is the amount of work 
(measured by hours or pay) that the member performs. 

3. Paid under a pre-existing obligation to pay such amount. 
4. Determined by reference to the net earnings of the cooperative from business done with 

or for its patrons. 
5. Patronage refunds exclude amounts paid out of earnings from non-patronage sources or 

received from patrons who receive no refund or a lesser refund for substantially the same 
transactions. 

 
 

SECURITIES EXEMPTION UNDER MICHIGAN LAW FOR NON-PROFIT CO-OP MEMBERSHIPS 
 

1. Stock, shares and debt in an entity intending to generate a return to the investor or lender is 
generally a “security” under federal securities and state “Blue Sky” laws. These laws require the 
security issuer to disclose risks and avoid false statements.  

2. Securities laws are one reason why it helps to create your co-op under the laws of your own 
state, as each state has different laws. If you have members in more than one state, you may 
need to make a federal filing as well. 

3. There are a number of exceptions and exemptions that are used by small companies to avoid the 
cost of formal disclosure filings. In the Michigan Uniform Securities Act, MCL § 451.2201 (h) 
provides that one of the types of securities that is exempt from several parts of the securities law 
includes: 

“(h): A member’s or owner’s interest in, or a retention certificate or like security given in 
lieu of cash patronage dividend issued by, a cooperative organized and operated as a 
nonprofit membership cooperative under the cooperative laws of a state, but not a 
members’ or owners’ interest, retention certificate, or the like security sold to persons 
other than bona fide members of the cooperative.” 

4. The definition of a “non-profit membership cooperative” is different under the two Michigan 
statutes. But a qualifying co-op, organized under one of Michigan’s cooperative laws, may be 
able to avoid filing formal securities disclosures. Co-ops usually provide a brief document to 
members explaining co-op investment risks.  

5. However, a co-op not formed under the co-op statutes may be able to avoid such filings under 
different securities exemptions, if it is small and all the members serve on the board or are 
involved in making management decisions. 
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