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I will start by exploring how you might be exposed to undue credit risks. Today I met
with two consultants, much like most of us, and asked; if they have incorporated
their consulting practice. They both said yes. Then I asked if they had a Holding
Company, and they both said no. In both cases they had quite a bit of cash in their
Operating Companies and were hoping this would start to fund their future pension.
However, what if someone is not happy with your services and decides to sue you,
is your hard-earned cash protected? In the operating entity it is not. However, if you
had a Holding Company you could dividend up to that company tax free and your
nest egg would be protected from people that want to sue you for any reason.
Many business owners have all their corporate assets in one company. What
happens when that company is sued for some unforeseen reason? All the assets in
that company are now at risk. Is this risk worth taking, or is there something you
can do about it?
I recently worked with a company that had five operating businesses in one
corporation, which made the performance reporting of each business difficult to
understand and gauge. If one of these business units got into any type of financial
difficulty it could collapse the entire corporation and all the other businesses inside
it. In this case, the construction arm of the business got into trouble the previous
year and wiped out all the equity on the Balance Sheet.
All owners of private companies should incorporate a Holding Company (Holdco)
that would own the operating entity. The Holdco should own all the operating
assets (i.e., manufacturing equipment), any intellectual property, and any surplus
funds not required to operate the business.
This means that the Operating Company (Opco) would not have any significate
assets, technology or surplus cash on its books. The only things it would have are
employees, inventory, AR and AP. The rest should be leased with a contract and
payment terms from Holdco.
Here is another thing to consider. If Opco required funding, the monies should be
lent from Holdco to Opco with a security agreement specifying interest rates and
repayment terms. This may not allow you to be ranked ahead of the banks, but it
would clearly have you ranked ahead of all unsecured creditors.
At another company I worked on, the building and land were owned by Holdco but
the technology and machinery resided in the operating entity. If Opco got into
trouble, we ran the risk of losing our intellectual property, which was used to
produce most of the items that we manufactured. When we asked the external
accountant if the intellectual property should be protected, they had not
considered this matter since it was old and not recognized on any Financial
Statements. Therefore, if we had lost the IP, we would have been out of business.
This whole area of risk mitigation can get complicated and may require lawyers and
tax specialists, depending on the size of the business. Taking these steps is
worthwhile, especially since we are becoming more like the United States -- very
litigious and suing everyone in sight.

Depending on the business and its complexity, a structure to minimize risk and taxes
could look similar to this:
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Bottom Line
Each Business is unique and a careful assessment must be conducted by Tax Specialists,
Accountants and Lawyers to effectively meet the needs of each business and to
minimize risk and maximize tax savings.
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