Q: Steve, I am interested in starting a business and am wondering what sort of structure would be best. I think I should incorporate, but my lawyer said an LLC might be the way to go. What is an LLC, exactly?

Larry, Missoula, Montana
A: I probably get more questions about business structure than any other. Essentially, there are five forms your business can take: Sole proprietorship, partnership, S corporation, C corporation, and the limited liability company (LLC.)

Because the LLC is relatively new (since 1997 on the federal level), because they are a great way for many small businesses to formulate themselves, and because there isn't a lot of general knowledge about them, today's column will be Steve's easy-to-understand primer on the limited liability company.

LLC Advantages: A main disadvantage of forming your business as a sole proprietorship or a partnership is that you become personally liable for the actions of the business. If the business takes out a loan that it can't pay, you are personally on the hook. If someone slips on some ice walking up the steps to your store, you are personally liable.

The first advantage of the LLC then is that like S and C corporations, LLCs insulate their owners (called "members") from personal liability for business indebtedness.

A good thing about sole proprietorships and partnerships is that they are less structured than corporations, especially with regard to taxes. The tax code is chock full of detailed rules applicable to corporations. These complicated rules and tax rates create a lot of bookkeeping and legal issues for corporations. Sole proprietorships and partnerships on the other hand simply have business profits and losses "flow through" to the individual taxes of the owners. It's much simpler.

So the second main advantage of the LLC is that its members can choose to be taxed as sole proprietorships and partnerships are, or they can choose a corporate tax structure if that is more advantageous.

By combining the best of corporations (the so-called "corporate shield") and the best of sole proprietorships and partnerships (so-called "flow through" taxation), the LLC has become the business form of choice for many a small business.

LLC Attributes: LLCs are easy to create (Nolo.com has a great LLC maker), are inexpensive (the filing fee with your state will be far less than if you started a corporation), and can be formed with only one member (unlike a corporation that requires officers and a board of directors.)

Members can use capital or property to buy into the LLC, and will get a percentage share of the business to reflect their contribution. When profits are distributed the member will usually get an amount commensurate with his or her ownership share (again, because LLCs are so flexible, you can even decide to distribute profits unequally if you so choose.)

There are two types of limited liability companies. The first is called "member managed." In this type, all of the owners (there is no limit on the number, but it is usually a half dozen or less) actively run the business. The second is called "manager managed." Here, the owners have managers running the business. Typically, only members get a right to vote on company issues.

Forming an LLC: LLC laws are state-specific, and each state has different requirements. Generally speaking, though, to create an LLC you will need to file a document called either "articles of organization" or a "certificate of formation" with the proper state office, and pay the fee. How much? Roughly $75 or so in most states.

After you file the proper documents, you will need to create a document organizing the internal rules for how you will run the LLC. This is called your "operating agreement." In it, you will detail how much each member has contributed, what their percentage of ownership is, how you will run the business, how you will handle distributions, etc.

Once formed, an LLC can protect you from business liabilities, create an easy structure for running the business, and make tax time easier. All in all, it's usually a good idea for most small businesses.

Today's tip: As mentioned, Nolo Press puts out some great do-it-yourself LLC books. In particular, I recommend the Legal Guide to Starting and Running a Small Business, by Fred Steingold, and Your Limited Liability Company: An Operating Manual, by Anthony Mancuso.

