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INCORPORATE OR FORM A LIMITED LIABILITY COMPANY? 

By: Bijal M. Jani, Esq. 
 

 
 In the course of representing many clients who want to start a 
business, the most common inquiry is generally whether to incorporate 
or manage the business through a limited liability company. The answer 
is not that one form of business ownership is “better” than the other, 
but that the unique circumstances and needs of the business owner   
determine which entity is most beneficial.  
 
 A traditional corporation has been popular through the decades 
with business owners due to the protection it offers the 
owners/shareholders from the liabilities of the corporate entity. Lately, 
as South Asian business owners become more savvy about their business 
dealings, it has become more common to opt for a limited liability 
company form of ownership. Certain circumstances or business set-ups 

work well with a corporation, as others work well with a limited liability company (LLC). 
 
 While the traditional corporation structure is understood by many, the benefits of an LLC 
can be realized if the basic concepts underlying an LLC are understood. An LLC is formed by filing 
the Articles of Organization with the appropriate agency in the state government. At the time of 
formation, information must be declared as to the registered agent for the LLC who is authorized to 
receive legal documents on behalf of the LLC. Additionally, an operating agreement is entered into 
that declares the number of members and each member’s rights and obligations under the LLC. 
While the operating agreement is not required to be filed with the state, it is crucial that an LLC have 
a clear and concise operating agreement prepared by an experienced attorney to avoid future 
confusion and disputes between members. This is especially important to avoid dissolution of the 
LLC if and when one member decides to leave the LLC, dies, or becomes disabled.   
 
 Typically, an LLC should have no more than five members. If there are more than five 
members, an LLC structure does not work well since it becomes very difficult to have a consensus 
and maintain day-to-day operations. Likewise, if a business is to have many investors, then a 
corporation is a sensible corporate structure since it offers the investors tangible certificates of 
ownership through corporate shares.  An LLC does not offer stock ownership as incentive for 
potential investors; a potential investor can only be offered a membership in the LLC, which may or 
may not be a good idea in the long run.  
 

In its basic form, an LLC combines aspects of both corporations and partnerships. That is, 
an LLC offers its members a corporation’s protection from personal liability for business-related 
debts while it allows the tax configuration of partnerships. Like the corporation’s shareholders, the 
LLC members are protected from unlimited personal liability since only the assets of the LLC may be 
utilized to pay off the debts of the business. However, it should be noted that this protection does 
not come without exceptions. Members of an LLC may still be held personally liable if there is a 
personal guarantee involved in a transaction, if the member fails to deposit taxes withheld for 
employees’ wages, intentionally commits fraud or an illegal act, or engages in an act that includes 
personal dealings.  



 
 The LLC differs from the traditional corporation in that an LLC is not deemed to be a 
separate entity from its members for tax purposes. The Internal Revenue Service considers the LLC 
to be a “pass-through entity” that allows the business profits/losses to pass through to the members 
of the LLC. The members then must report the proportionate share of the profits/losses on their 
individual tax returns. Since the LLC does not pay taxes to the IRS, the members must file Form 
1065 each year and report each member’s proportionate profits/losses.  
 
 The tax structure of an LLC may not work for all business entities. In many closely-held 
corporations, most shareholder/owners are also employees of the corporation. In such a case, the 
corporate entity allows one person to be the president of the corporation, receive a salary that may be 
tax-deductible, and allow payments for benefits such as health insurance. The corporate entity allows 
these expenses to be deducted and the expenses are not taxable income to the corporate employee. If 
the set-up was an LLC, then only a portion of the health insurance benefits may be deductible, 
thereby not offering significant tax benefits.  
 
 Further, shareholders of an S corporation are obligated to pay a self-employment tax on the 
money that is received as compensation for the services provided to the corporation, not on profits 
that are given as a shareholder of the corporation. The tax regulations for an LLC have been the 
subject of much confusion while the Internal Revenue Service and Congress attempt to formulate tax 
rules that do not subject a substantial portion of an LLC member’s earnings to the self-employment 
tax.    
 
 Finally, a common phenomenon of the South Asian community is having a spouse “help” in 
the business. The spouse’s role should be scrutinized if the spouse is deriving compensation for the 
services provided, the spouse “helps” on a regular schedule, and the spouse interacts with the 
customers or business contacts. In these cases, the protections offered against personal liabilities for 
business debts may not be granted in an LLC depending on the role that a spouse plays in the 
operation and management of the business. For example, a spouse can be deemed to be a general 
partner or independent contractor of the LLC. In those cases, the LLC does not protect the spouse 
from personal liability nor does it protect the personal marital property from the spouse’s individual 
property.  
 
 Conversely, if a spouse can be deemed to be an agent of the LLC or an employee of the 
LLC, then the spouse would only be liable for acts committed outside the scope of authority or 
employment. The personal assets would generally remain protected, while the LLC would report and 
pay employee and other taxes.  
 
 If a decision is made to include a spouse as a member of the LLC, it is not sufficient to just 
verbally agree to the membership. The operating agreement should reflect the inclusion of the spouse 
in the LLC, alongwith the rights and obligations of the spouse. Both spouses must report any and all 
income on their personal tax returns, as well as pay estimated income taxes and self-employment 
taxes.      
 
 Before creating a business entity, it is important to consult a tax professional and an attorney 
who can guide the business owner so that substantial benefits can be derived from the business while 
protecting personal assets from the liabilities of the business.  


