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Entrepreneurs face a myriad of managerial
decisions and tasks as they set out to
start a new business. One early decision is
whether to operate as a sole proprietorship
or as a business entity such as a limited
liability company (LLC), a decision for which
seeking legal advice is often recommended.
Research demonstrates that small and
medium enterprises benefit substantially
from legal advice, with improvements
to employment, profitability, and
reinvestment.1 The risk associated with an
entrepreneur’s particular line of business is
a primary consideration for lawyers when
advising whether to form a business entity,2
but that consideration is misplaced given the
uninsurable risks that threaten the personal
assets of sole proprietors regardless of
the line of business.3 Nonetheless, the IRS
recently reported that of the 25.5 million
individual tax returns filed for 2016 that
included business income, only 7.3%
of those businesses (1.9 million) were
formed as LLCs.4 While the use of LLCs
by single-owner businesses has steadily
increased since 2001,5 the IRS data suggest
that the vast majority of single-owner
businesses in the U.S. today operate as sole
proprietorships.6 Given the advantages of
an LLC and frequent advice to form one, we
explore the reasons for the low adoption of
the LLC form of business by entrepreneurs
and ways to increase its use.7

THE COMPLEXITY OF THE SOLE
PROPRIETORSHIP-LLC DECISION
The decision to operate as a sole
proprietorship or a business entity is a
complex one. A sole proprietorship is a
business in which one person owns all
the assets, owes all of the liabilities, and
operates in their personal capacity.8 In
other words, Joe’s Body Shop and its
owner Joe are the same “person” from a
legal perspective. Joe is responsible for
everything related to Joe’s Body Shop
just as he is responsible for all other
areas of his life. In contrast, a business
entity is a distinct legal “person” from
its owners. Joe’s Plumbing LLC and its
owner Joe are two separate people from
a legal perspective. Although Joe owns
Joe’s Plumbing LLC, Joe does not own the
property of the company and cannot be
forced to pay its debts,9 just as he does not
own his neighbor’s property and cannot be
forced to pay his neighbor’s debts.
The formation of an LLC requires
work and financial resources in addition
to the work and resources of running the
business itself (e.g., the development,
marketing, and delivery of a product), while
the establishment of a sole proprietorship
requires no additional effort or cash.10 An
LLC is created by filing formation documents
with a government office, usually the
secretary of state. In contrast, a sole
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When entrepreneurs
decide to go for the
cheaper option (i.e.,
sole proprietorship),
they are not basing this
decision on whether
or not they can afford
the filing fees; instead
they are choosing
an option that is
effortless to adopt.
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proprietorship is created by default, in the
absence of filing formation documents
with a government office. Even a child’s
lemonade stand is a sole proprietorship.
The decision to form an LLC is followed
by the work and expense of formation,
namely filing a certificate of formation
with the secretary of state and paying
the associated fee.11 A new LLC also must
begin keeping records of its accounts and
owners.12 The paperwork requirements of
an LLC and the cost of formation are the
price an entrepreneur must pay for the
liability protection afforded by the LLC.
Those costs are perhaps analogous to
paying the premium for an insurance policy
that protects the entrepreneur’s personal
assets from every potential financial liability
that could arise from the business. The
trade-off seems largely worth it since such
comprehensive insurance does not exist for
a sole proprietor.

WHY DO SO FEW ENTREPRENEURS
FORM LLCS?
Entrepreneurs tend to make most of the
decisions associated with establishing
their businesses (i.e., decisions not directly
associated with product development)
in a haste, and they often base these
decisions on a few primary factors that are
inappropriate over the long term,13 such
as legal fees.14 In their initial consultations,
lawyers and accountants tend to provide
entrepreneurs with sound advice to protect
their assets from future liability risks,15 and
a reliable way for entrepreneurs to protect
their personal assets is to conduct business
in an entity such as an LLC.16 A few factors
that entrepreneurs ought to consider
while deciding on whether to form an LLC
include the extent to which their personal
assets are vulnerable to business liabilities;
tax implications; and the degree to which
potential lenders and investors are likely to
be attracted to the venture.17 One would
expect that such advice would result in an
overwhelming number of LLC formations.
However, IRS data on the number of singleowner businesses formed as LLCs strongly
suggest otherwise.18

Research on small business formation
offers several possible explanations for the
willingness of entrepreneurs to risk their
personal assets in a sole proprietorship.
We make an implicit assumption that
entrepreneurs make rational decisions, but
research shows that individuals tend to
weigh probabilities in a nonlinear manner;
specifically, people tend to overweight
low probabilities and underweight high
probabilities.19 Entrepreneurs may
underweight the probability of personal
liability arising from their businesses over
the long term. The limited number of
LLCs formed also could be attributed to
entrepreneurs’ inability to make sound
decisions due to cognitive overload or
limited cognitive resources,20 as they are
required to make many business decisions
related to setting up a new business within
a limited time. Additionally, entrepreneurs
are likely to be better idea creators than
strategic planners, and they often lack the
esoteric knowledge required to make legal
or financial decisions.21 Therefore, the novel
set of decisions entrepreneurs are required
to make is likely to overwhelm them,
prompting relatively quick decision-making.
These decisions are often based on factors
they can comprehend and compare easily
such as costs.22
Marcum and Blair astutely note that cost
(e.g., filing fees or fees to consult a lawyer
or an accountant) plays a significant role in
entrepreneurs’ decision-making processes
because cost is a factor that is concrete in
nature (i.e., involves numbers) and lends
itself to easy comparison.23 For instance,
an entrepreneur is able to compare two
numbers—in Texas it costs $300 to form an
LLC24 and $0 to start a sole proprietorship—
more easily than they can understand the
taxation and legal attributes of an LLC and
a sole proprietorship. Marcum and Blair
further assert that when entrepreneurs
decide to go for the cheaper option (i.e.,
sole proprietorship), they are not basing
this decision on whether or not they can
afford the filing fees; instead they are
choosing an option that is effortless to
adopt. The alternative requires time and
money, and these costs are amplified
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when professional advice is sought from
lawyers or accountants. Some empirical
research provides further evidence for cost
being a deterrent to the formation of LLCs
across different states in the United States.
A study examined the popularity of LLCs
across states, which were categorized into
three groups: states where LLC filing fees
were the same as corporation filing fees;
states where LLC filing fees were less than
corporation filing fees; and states where LLC
filing fees were more than corporation filing
fees. The study findings indicate that states
where it cost the same or less to form an
LLC compared to forming a corporation had
more businesses registered as LLCs.25

POTENTIAL INTERVENTION TO
PROMOTE LLC FORMATION
The field of message framing offers
an intervention that may encourage
entrepreneurs to establish their businesses
as LLCs. Message framing simply refers to
emphasizing either the positive or negative
outcomes of executing or failing to execute
a behavior.26 According to prospect theory,
individuals making decisions encode the
information associated with their options
either in the form of potential gains or losses
(see Figure 1).27 When information about
risky and risk-averse options is presented in
a loss frame (i.e., costs of the risky behavior
are highlighted), individuals are more likely to
opt for the riskier option. In contrast, when
information is presented in a gain frame
(i.e., the benefits/advantages of risk-averse
behavior are highlighted), decision-makers
are likely to opt for the risk-averse option.
Thus, the theory posits that risky behaviors
are more likely to be adopted when losses/
costs are made prominent to decisionmakers. Alternatively, decision-makers are
likely to adopt risk-averse behavior when
gains/benefits are made salient.
Message framing has been extensively
used in the promotion of various detection
behaviors—such as using mammograms
for early breast cancer detection28 and
conducting tests for HIV29—as well as
prevention behaviors, such as using condoms
during sexual intercourse30 and applying

FIGURE 1 — PROSPECT THEORY
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SOURCE Kahneman and Tversky, “Prospect Theory,” 1979. See endnote 28.

sunscreen.31 In the case of detection
behaviors, uncertainty and psychological
risk are always present because individuals
assume they are healthy before the test,
and they have to accept the risk that the
screening may reveal otherwise. In such
instances, research shows that individuals
are motivated to adopt the psychologically
risky behavior (i.e., getting a mammogram or
a HIV screening test) when the disadvantages
of not adopting this behavior are made salient
to them.32 On the other hand, prevention
behaviors come with little uncertainty or
psychological risk. For instance, the act of
applying sunscreen is not perceived as risky
by the decision-maker. Prospect theory
and other empirical research suggest that
gain-framed messages are more persuasive
in promulgating these risk-aversive
behaviors.33

POLICY RECOMMENDATIONS
Prospect theory and the success of
utilizing message framing in promoting
desired health behaviors can be extended
to promote a desired “economic health
behavior” among entrepreneurs—the
formation of an LLC. We argue that when
entrepreneurs choose to operate their
business as an LLC they are executing
a risk-averse behavior similar to the
preventative behaviors discussed above;
hence the Small Business Administration
3
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Government and private
sector advisors should
recommend that
entrepreneurs form LLCs
to keep their personal
assets safe from claims
against the business
and to create a business
that is ready to receive
investors, instead
of providing advice
dwelling on the personal
financial risk and other
pitfalls associated with a
sole proprietorship.
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(SBA), the state government offices charged
with the formation of business entities,
and advisors at business incubators or
accelerators should recommend that
entrepreneurs form their businesses as
LLCs. According to prospect theory, those
communications are likely to be more
persuasive when they are structured in a
gain frame rather than a loss frame.
The efficacy of extending prospect
theory to the promotion of business entity
formation has not been empirically studied,
but the formation of an LLC is analogous
to insurance. Limited research on the
promotion of long-term care insurance
notes that policymakers have been framing
the need for this type of insurance using
a loss frame by highlighting the high
costs of long-term care and emphasizing
the increasing proportion of the elderly
population that needs it. The findings of
this study demonstrate that people are
more willing to pay for long-term care
insurance when its benefits are highlighted
(e.g., buying this insurance ensures that
you receive $5000 per month toward your
home care) rather than when exposed to
the costs of not buying this insurance.34
We assert that these findings can be
extended to the domain of business entity
formation, as forming an LLC is analogous
to securing an insurance policy to limit
personal liability in the future. As the very
act of establishing an LLC is not perceived
as risky, communication that is aimed at
encouraging entrepreneurs to form an
LLC should highlight the benefits. Advice
should not focus on the drawbacks of a sole
proprietorship. Specifically, government and
private sector advisors should recommend
that entrepreneurs form LLCs to keep their
personal assets safe from claims against
the business and to create a business that
is ready to receive investors, instead of
providing advice dwelling on the personal
financial risk and other pitfalls associated
with a sole proprietorship.
Finally, research in the message
framing domain finds that certain individual
differences have an impact on the
extent to which a gain or a loss frame is
perceived as persuasive. Some individuals

are sensitive toward and respond to cues
involving rewards and positive outcomes.
These individuals are commonly referred
to as approach-oriented individuals.
Other individuals are sensitive to cues
of threat and strive to avoid negative
consequences. Such people are referred to
as avoidance-oriented individuals.35 Past
research notes that approach-oriented
individuals are more receptive to gainframed messages and avoidance-oriented
individuals are more persuaded by lossframed messages.36 These findings have
implications for LLC formation. Advisors to
entrepreneurs (e.g., the SBA and business
incubators/accelerators) can administer a
validated, free-to-use scale developed by
Carver and White37 to gauge whether the
entrepreneurs seeking help are approachoriented or avoidance-oriented. This quick
assessment will enable these practitioners
to frame their pitch on LLC formation
in a manner that is consistent with the
entrepreneurs’ motivational disposition.
The match between the message frame and
motivation orientation is likely to persuade
entrepreneurs more than dissuade them.
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