Forms of Business Organization

1. Meaning of Business Organization

A business organization is a structured form in which business activities are organized,
managed, and controlled to achieve specific objectives. It determines who owns the business,
who manages it, how profits and losses are shared, and the extent of liability of the owners.

The choice of business organization is an important decision because it affects:

Ownership and control

Capital availability

Liability of owners
Distribution of profits
Continuity of business

Legal requirements
Decision-making authority
Tax and regulatory obligations

The major forms of business organization commonly studied in Business Studies are:

Sole Proprietorship
Partnership

Joint Hindu Family Business
Cooperative Society
Company

SRS

2. Basis of Classification

Forms of business organization can be distinguished on the basis of several factors:

Basis Key Question

Ownership Who owns the business?

Management Who manages the business?

Liability Is liability limited or unlimited?

Capital How is capital raised?

Legal Status Does the organization have a separate legal identity?
Continuity Does the business continue after the death or exit of an owner?
Formation How easy is it to establish?

Regulation Which law governs the organization?
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3. Sole Proprietorship

Meaning

Sole proprietorship is a form of business organization in which a business is owned, managed,
and controlled by one individual.

The proprietor receives the entire profit and bears the entire risk of the business.
Example

A small grocery shop, local stationery store, individual consultancy, or small repair business
operated by one person may function as a sole proprietorship.

Features

1. Single Ownership

The business is owned by one person.

2. Unlimited Liability

The proprietor generally has unlimited liability. If business assets are insufficient to meet
business obligations, the proprietor's personal assets may also be used to meet the liabilities,
subject to applicable law.

3. No Separate Legal Personality

Traditionally, the business and proprietor are not treated as separate legal persons.

4. Full Control

The proprietor has complete control over business decisions.

5. Easy Formation

It is relatively easy to establish compared with a company.

6. Business Secrecy

Since management is concentrated in one person, business information can be kept relatively
confidential.

Forms of Business Organization| bizinfotech.in



7. Limited Capital

The ability to raise large amounts of capital is generally limited by the proprietor's financial
resources and borrowing capacity.

Advantages

o Easyto establish

e Quick decision-making

e Direct control

e Business secrecy

e Flexible operations

« Entire profit belongs to the proprietor
o Personal attention to customers

Limitations

e Unlimited liability

o Limited financial resources

o Limited managerial capacity

e Lack of continuity

« Difficult to expand on a large scale

Suitable For

Sole proprietorship is generally suitable for:

o Small retail businesses

o Small service businesses
e Individual professionals
e Small repair shops

e Local trading activities
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4. Partnership

Meaning

According to Section 4 of the Indian Partnership Act, 1932, partnership is the relationship
between persons who have agreed to share the profits of a business carried on by all or any of
them acting for all.

The persons who enter into partnership are individually called partners, and collectively they
are called a firm.

Essential Elements of Partnership

1. Two or More Persons

A partnership requires at least two persons.

2. Agreement

Partnership arises from an agreement between the partners.
The agreement may be:

o Written
e Oral

However, a written partnership deed is preferable because it clearly defines the rights and
responsibilities of partners.

3. Business
The partners must agree to carry on a business.

4. Profit Sharing

Partners agree to share the profits of the business. The partnership agreement normally specifies
the profit-sharing ratio.

5. Mutual Agency
This is one of the most important characteristics of partnership.

Each partner is both:
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e Principal, and
o Agent

A partner can act as an agent of the firm and other partners in relation to the firm's business.
6. Unlimited Liability

Partners generally have unlimited liability for the debts of the firm, subject to the applicable legal
framework.

7. Mutual Trust

Partnership is based on mutual trust and confidence among partners.

Advantages

Easy to form

More capital than sole proprietorship
Combined skills and knowledge
Division of managerial responsibilities
Flexible decision-making

Sharing of risks

Limitations

Unlimited liability

Possibility of conflicts

Limited continuity

Difficulty in transferring ownership interests
Mutual agency can create risks

Capital is generally more limited than in a company
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5. Partnership Deed

A partnership deed is a written document containing the terms and conditions agreed upon by
the partners.

It generally includes:

e Name of the firm

o Names and addresses of partners
« Nature of business

o Capital contribution

o Profit and loss sharing ratio

« Rights and duties of partners

o Interest on capital

e Interest on drawings

e Salary or commission to partners
e Admission of new partners

o Retirement of partners

o Dissolution arrangements

e Settlement of disputes

Importance
A partnership deed helps to:

e Avoid misunderstandings

e Clearly define responsibilities

e Reduce conflicts

o Establish agreed terms

e Provide evidence of the partnership agreement
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6. Joint Hindu Family Business

Meaning

A Joint Hindu Family Business (HUF Business) is a form of business organization based on
the Hindu Undivided Family system.

It is governed by Hindu personal law and customary principles, subject to applicable legal
provisions.

The business is traditionally managed by the senior-most male member, known as the Karta.
The other members are known as coparceners.

Important Point
Under the Hindu Succession (Amendment) Act, 2005, daughters are also recognized as

coparceners by birth in a Mitakshara joint Hindu family, with the same rights and liabilities as
sons.

Features

1. Membership by Birth

Membership in the joint family business arises by birth in the family, subject to the applicable
legal framework.

2. Management by Karta

The business is managed by the Karta.

3. Limited Liability of Coparceners

The liability of coparceners is generally limited to their interest in the joint family property.
4. Unlimited Liability of Karta

The Karta has unlimited liability for the business obligations, subject to applicable law.

5. Continuity

The business may continue despite the death of the Karta or a coparcener, as the next eligible
person may assume the role of Karta.
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Advantages

Easy continuity
Centralized management
Quick decisions
Family-based trust

e Business secrecy

Limitations
o Limited capital
o Limited managerial talent
o Possibility of family disputes
o Dependence on the Karta

o Restricted membership based on family structure
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/. Cooperative Society

Meaning

A cooperative society is a voluntary association of persons who come together to achieve
common economic, social, or mutual interests.

Cooperative societies generally operate according to the principles of voluntary membership,
democratic control, and service to members.

Features

1. Voluntary Association
Membership is generally voluntary.
2. Separate Legal Entity

A registered cooperative society has a separate legal identity under the applicable cooperative
law.

3. Democratic Management

The principle commonly followed is:

One Member, One Vote

Voting power is generally not determined by the amount of capital contributed.
4. Limited Liability

Members generally have limited liability, subject to the applicable cooperative legislation and
rules.

5. Service Motive

The primary objective is generally to serve the common interests of members rather than
maximize profit.

6. Continuity

The society generally enjoys continuity independent of changes in membership.
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Types of Cooperative Societies

1. Consumer Cooperative Society

Formed to provide goods and services to consumers at reasonable prices.
2. Producer Cooperative Society

Formed by small producers or artisans to support production and marketing activities.
3. Credit Cooperative Society

Provides financial assistance and credit facilities to members.

4. Marketing Cooperative Society

Helps members market their products.

5. Housing Cooperative Society

Helps members obtain housing facilities.

6. Cooperative Farming Society

Members cooperate in agricultural activities and resources.

Advantages

Democratic management

Limited liability

Continuity

Mutual support

Protection from exploitation

Relatively easy access to common resources

Limitations

Limited capital

Possible management inefficiency
Political or external interference
Lack of professional management
Conflicts among members
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8. Company

Meaning

A company is an incorporated association recognized as a separate legal entity from its
members.

In India, companies are primarily regulated by the Companies Act, 2013.
A company has:

Separate legal personality

Perpetual succession

Limited liability in applicable forms
Ability to own property

Ability to enter contracts

Ability to sue and be sued in its own name

9. Features of a Company
1. Separate Legal Entity

A company is legally distinct from its members.
This principle was famously established in the landmark case:
Salomon v. A. Salomon & Co. Ltd. (1897)

The company has a separate legal identity from its shareholders.

2. Limited Liability

In companies limited by shares, the liability of shareholders is generally limited to the unpaid
amount on their shares.

3. Perpetual Succession

The company continues to exist despite:

o Death of members
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e Insolvency of members
¢ Retirement of members
o Transfer of shares

4. Artificial Legal Person

A company is a legal person created by law. It acts through human agents such as directors and
officers.

5. Separate Property

The property of the company belongs to the company itself, not directly to individual
shareholders.

6. Transferability of Shares

The transferability of shares depends on the type of company and applicable legal provisions.

7. Centralized Management

The company is managed by a Board of Directors.

10. Types of Companies Under the
Companies Act, 2013

The Companies Act, 2013 provides various classifications of companies.

A. One Person Company (OPC)

An OPC is a company with only one member.
It provides an incorporated business structure for a single entrepreneur.
Key Point

One Person Company = One Member
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B. Private Company

A private company is a company that, subject to the Companies Act, 2013:
e Restricts the right to transfer its shares
e Limits the number of members as prescribed by law
« Prohibits invitation to the public to subscribe to its securities

Key Point

A private company is generally suitable for closely held businesses.

C. Public Company

A public company is a company that is not a private company.

A public company can raise capital from the public subject to the requirements of applicable
securities and company law.

Key Point

Public Company = Wider ownership and greater regulatory requirements

D. Company Limited by Shares

The liability of members is limited to the amount unpaid on shares held by them.

E. Company Limited by Guarantee

Members' liability is limited to the amount they have undertaken to contribute to the company's
assets in the event of winding up.

F. Unlimited Company

The liability of members is not limited.

G. Section 8 Company
A Section 8 Company is formed for charitable or other specified objectives such as:
« Promotion of education

e Social welfare
e Art and culture
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e Research

e Environmental protection

e Other specified charitable purposes

Its profits are applied towards its objectives rather than distributed as dividends to members,
subject to the Act.

11. Comparative Analysis

Basis Sole Partnership HUF Cooperative Company
Proprietorship Business Society
Ownership | One person Two or Family Members Shareholders
more members
partners
Formation Very easy Agreement | Family status | Registration | Incorporation
Legal Entity | No separate No separate | No separate | Yes, after Yes, after
entity entity entity registration | registration
Liability Unlimited Unlimited Karta Generally Depends on
unlimited; limited type
coparceners
generally
limited to
interest
Management | proprietor Partners Karta Appointed Board of
directors
Continuity Limited May be Relatively Perpetual Perpetual
affected by | continuous succession succession
changes
Capital Limited Moderate Limited Member Relatively
contributions | greater capacit
Main Profit Profit Family Mutual Profit or
Obijective business/profit | benefit/ specified
service objectives
Main Law Various Indian Hindu Cooperative | Companies
applicable laws | Partnership | personal law | laws Act, 2013
Act, 1932
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12. Important Legal Distinction

It is important not to confuse Business Studies classification with statutory classification
under a particular Act.

Business Studies Classification
The broader academic classification is:
Forms of Business Organization

— Sole Proprietorship

— Partnership

— Joint Hindu Family Business

— Cooperative Society

— Company

This is a conceptual/academic classification used to study different forms of ownership and
organization.

Legal Classification

Different forms are governed by different legal frameworks:

Form Principal Legal Framework

Sole Proprietorship No single central incorporation statute
specifically governing all sole proprietorships

Partnership Indian Partnership Act, 1932

Company Companies Act, 2013

Cooperative Society Relevant Central/State Cooperative Societies
legislation

HUF Business Hindu personal law and applicable legal
provisions

Forms of Business Organization| bizinfotech.in



13. Important Differences: Partnership vs

Company

Basis Partnership Company

Formation Agreement Company Act 2013

Legal status Agreement Incorporation

Liability Generally unlimited Generally Limited

Continuity May be affected by changes in | Perpetual succession

partners

Management Partners Board of directors

Capital Relatively limited Potential for capital
mobilization

Transfer of interest restricted Depends on company type

Regulation Comparatively less More extensive statutory
regulation

14. Important Differences: Sole
Proprietorship vs Partnership

Basis
Owners
Formation
Capital
Management
Decision-making
Liability
Skills
Profit

Sole Proprietorship
One
Individual decision
Limited
Sole proprietor
Very fast
Unlimited
Limited to one owner
Entire profit to proprietor

Partnership
Two or more
Agreement
More than sole proprietorship
Partners
Joint decision-making
Generally unlimited
Combined skills of partners
Shared among partners
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15. Advantages of Incorporation

The company form is often preferred for larger businesses because incorporation provides:

Separate legal identity
Limited liability
Perpetual succession
Better access to capital
Greater credibility
Structured management
Easier continuity

NouokrowhE

However, companies also face:

e More legal compliance

e Higher formation costs

o Greater regulatory requirements
e More formal decision-making
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16. How to Choose a Form of Business
Organization?
The choice depends on several factors:

1. Nature of Business

Small local businesses may prefer sole proprietorship, while larger enterprises may choose
company structures.

2. Size of Business

The larger the business, the greater the need for capital and formal organization.

3. Capital Requirement

Businesses requiring substantial capital may prefer a company.

4. Degree of Risk

Entrepreneurs concerned about personal liability may prefer a suitable limited-liability structure.
5. Control

A person wanting complete control may prefer sole proprietorship or an appropriate single-
member structure.

6. Continuity
Businesses seeking long-term continuity may prefer a company or cooperative structure.

7. Legal Compliance

The owner must consider the level of regulatory compliance involved.
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17. Quick Revision Chart

Forms of Business Organization
1. Sole Proprietorship

One owner
Unlimited liability
Full control

Easy formation

2. Partnership

Two or more persons
Agreement

Profit sharing

Mutual agency

Generally unlimited liability

3. Joint Hindu Family Business

Family-based

Managed by Karta

Membership by birth under applicable law
Continuity

4. Cooperative Society

Voluntary association
Democratic management
One member, one vote
Service motive

5. Company

Separate legal entity

Perpetual succession

Limited liability in applicable forms
Managed by Board of Directors

Governed primarily by Companies Act, 2013
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18. Important Exam Questions

Short Answer Questions

What is meant by business organization?
Define sole proprietorship.

State any four features of partnership.
What is mutual agency?

What is a partnership deed?

Who is a Karta?

What is a cooperative society?

Explain the principle of "one member, one vote."”
. What is a company?

10. What is meant by separate legal entity?
11. What is perpetual succession?

12. What is an OPC?

CoNO~WNE

Long Answer Questions

Explain the various forms of business organization.

Discuss the merits and limitations of sole proprietorship.

Explain the features of partnership.

Discuss the characteristics of Joint Hindu Family Business.

Explain the types of cooperative societies.

Discuss the essential features of a company.

Distinguish between partnership and company.

Explain the classification of companies under the Companies Act, 2013.
Discuss the factors affecting the choice of form of business organization.

CoNooaR~WNE
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19. Multiple Choice Questions

1. Which form of business organization has only one owner?
A. Partnership

B. Company

C. Sole Proprietorship

D. Cooperative Society

Answer: C. Sole Proprietorship

2. Which concept is most closely associated with partnership?
A. Perpetual succession

B. Mutual agency

C. One member, one vote

D. Separate legal entity

Answer: B. Mutual agency

3. The Indian Partnership Act was enacted in:
A. 1956
B. 1932
C. 2013
D. 1882

Answer: B. 1932

4. A company is primarily governed by:
A. Indian Partnership Act, 1932

B. Companies Act, 2013

C. Sale of Goods Act, 1930

D. Indian Contract Act, 1872

Answer: B. Companies Act, 2013
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5. The head of a Joint Hindu Family Business is traditionally known as:
A. Partner

B. Director

C. Karta

D. Promoter

Answer: C. Karta

6. The principle ""One Member, One Vote™ is associated primarily with:
A. Company

B. Partnership

C. Cooperative Society

D. Sole Proprietorship

Answer: C. Cooperative Society

7. Which form of business organization has a separate legal identity after incorporation?
A. Company

B. Sole Proprietorship

C. Traditional Partnership

D. Individual business

Answer: A. Company

8. OPC stands for:

A. Official Private Company
B. One Person Company

C. One Partnership Company
D. Organized Public Company

Answer: B. One Person Company
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Key Takeaway
The most important point to remember for examinations is:

Forms of Business Organization is a broad academic classification in Business Studies. The
Companies Act, 2013 does not classify all forms of business organization; it primarily
regulates companies. Different forms are governed by different legal frameworks.

Memory Trick: spacc

S — Sole Proprietorship

P — Partnership

H — Hindu Undivided Family Business
C — Cooperative Society

C — Company
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