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Choosing the appropriate form of business for your arts endeavor is important 

both in the short-term and long-term.  Lawyers call this type of decision-making a 
Òchoice of entityÓ analysis.  The type of business entity you select will provide a structure 
under which you operate and is especially important if your business incurs debt and/or if 
other people are involved in your business, such as co-owners, investors and employees. 
 

In most states, there are at least six types of business forms on which you can base 
your choice of entity decision.  These are 1) a sole proprietorship, 2) a general 
partnership, 3) a limited partnership, 4) a corporation, 5) a limited liability company, and 
6) a limited liability partnership.  Let's look at the features and the advantages and 
disadvantages of each form of business. 
 
Sole Proprietorship 
 

As you can tell from the name of this business form, the business has only one 
owner.  Although the business may have employees, only one person Òcalls the shotsÓ. 
Advantages of the sole proprietorship business form are that it is easy to form and the 
owner has absolute control over business decisions. 
 

One disadvantage of the sole proprietorship is that if you need to raise money to 
expand the business (such as to buy new equipment or order more inventory), about the 
only way you can do so is to use your own money or obtain a loan.  Loans, however, 
must be paid back on a regular time schedule (usually monthly) and that straps the 
business for cash 
 

The most important disadvantage of a sole proprietorship is that the owner (sole 
proprietor) has unlimited personal liability for debts of the business.  You and the 
business are considered to be one-in-the-same and your personal home, car and bank 
account are all available to a creditor to cover your business debts. 
 
General Partnership 
         

Many states have adopted the Uniform Partnership Act (UPA) as their law of 
general partnerships. The UPA defines a general partnership as Òan association of two or 
more persons to carry on, as co-owners, a business for profitÓ.  

 
In plain English, this means that all of the following elements must be present to 

characterize a business as a partnership: 
       

1. A voluntary agreement to conduct an ongoing enterprise (a Òjoint ventureÓ is 
very; similar to a partnership, but it is for one project or job only, rather than an 
ongoing business);  

2. Two or more owners (ÒpartnersÓ) of the business;  



3. An intent to make a profit; 
4. Each owner has an inherent right to control the business; 
5. The owners split the profits and losses from the business  

 
General partnerships also have distinct advantages and disadvantages.  One advantage 

is that a general partnership is relatively easy to form.  The partnership agreement can be 
verbal, although this not recommended because disputes will undoubtedly arise if the 
details of how the partnership operates are not committed to writing.  
 

The general partnership also provides flexibility in raising money to operate the 
business.  Instead of merely being able to take out loans, you can sell a partnership 
interest to one or more other people.  This purchaser of the partnership interest is making 
an investment that is at risk.  While the partner hopes that his or her or its investment will 
increase in value and generate a share of business profits, the partner should understand 
that the investment may never be paid back.  This is the essential difference between an 
investment in a partnership Ò capital contributionÓ) and a loan.  Loans must be paid back; 
investments in a business are at risk of never being paid back. 
 

A general partner's contribution can be monetary; it can be property (such as 
equipment or a copyright) and/or services to the partnership.  This brings us to another 
advantage of a general partnership, namely, that by bringing in a partner, you can bring in 
expertise that you might not have, such as in the area of marketing. By bringing in a 
general partner, you and she can share responsibilities and you don't have to do 
everything yourself. 
 

The general partnership, however, has several disadvantages.  First, it does not solve 
the problem of personal liability for debts.  All of the general partners are Òjointly and 
severallyÓ liable for the debts of the business.  ÒJoint and several liabilityÓ means that all 
of the partners are liable together for the debt and each partner is liable individually for 
the full debt.  As an example, assume that a partnership has no assets (its business has 
failed) and $100,000 in debt.  The partnership has four partners ÐA, B, C and D.  Partners 
A and B have no assets, Partner C has $20,000 in a bank account, but no other assets, and 
Partner D has assets of $200,000 in bank accounts and real estate.  The creditors can 
recover $20,000 from Partner C and $80,000 from Partner D, or $100,000 from Partner D 
alone.  [In no event will the creditors be paid more than they are owed - they can't get 
$20,000 from Partner C and $100,000 from Partner D.  If it was an equal four-way 
partnership, any partners paying more than their proportionate share would have a Òright 
of contributionÓ  against the other partners, but that's between the partners; the creditors 
will seek payment from whoever has the assets. 
 

Another possible disadvantage of a general partnership is that a right to control the 
business must be given to all of the other partners.  In some arts businesses, giving up 
control is not a feasible alternative.  If you're a solo singer/songwriter or a visual artist, 
you can ill afford someone making decisions about your creativity 
 
Limited Partnerships 



Limited partnerships eliminate some of the disadvantages of general partnerships.  
A limited partnership has Ògeneral partnersÓ and Òlimited partners.Ó There must be at 
least one general partner and one limited partner.  The limited partners are not personally 
liable for debts of the partnership; in return for this Òlimited liabilityÓ the limited partners 
can not control the business.  A limited partner's investment is all that is at risk. 
       

Initially, it appears that the limited partnership solves all of the problems of 
seeking investment money.  Investors who are limited partners have limited liability for 
business debts (thereby making the investment more attractive), but control rights are not 
provided to the limited partners.  Often, it becomes apparent that a limited partnership is 
not an appropriate choice of entity for an arts-related business.  First, the general partners 
remain jointly and severally liable for partnership debts.  Second, under most states' laws, 
if the limited partners step over the line between consulting and actual management of the 
limited partnership, the limited partners will also be personally liable for partnership 
debts.  This line is hard to see, and makes operation of the business and consultation with 
the limited partners a risky proposition 
 
Corporations 
  

A corporation is a business entity that gives its owners Òlimited liability.Ó Owners 
of a corporation are called ÒstockholdersÓ or  ÒshareholdersÓ and an ownership interest in 
a corporation is represented Òshares of stock.Ó  A corporation can have one or more 
owners.  If the corporation is properly organized and operated, the shareholders will not 
be personally liable for debts of the business. 
 
The Difference Between Subchapter C and Subchapter S Corporations 
 

The United States Internal Revenue Code distinguishes between two types of 
corporations for tax purposes - Subchapter C corporations and Subchapter S corporations.  
Each type of corporation has its advantages and disadvantages.  A corporation's tax status 
defaults to Subchapter C unless it files an election (on Form 2553) with the Internal 
Revenue Service to become a Subchapter S corporation.  There are time deadlines as to 
when the Form 2553 should be filed; it is strongly recommended that you receive advice 
from a tax attorney or accountant prior to making the decision as to whether to be 
classified as a Subchapter C or Subchapter S corporation.  
 
 

One disadvantage of a Subchapter C corporation is the concept of Òdouble 
taxation.Ó  The corporation pays tax on its profits, and if the corporation pays some of 
those profits to its shareholders (in the form of a ÒdividendÓ), the dividend is taxed again 
when the shareholders file their tax returns.  Thus, the corporate profits are taxed twice if 
dividends are paid to the shareholders Ðonce at the corporate level and once at the 
shareholder (dividend) level. 
 

A Subchapter S corporation has a Òflow-throughÓ feature by which the profits and 
losses and the resultant tax consequences flow through to the shareholders of the 



corporation.  Thus, there is no ÒdoubleÓ taxation, because, in a Subchapter S corporation, 
there is only one level of tax, which is paid by the shareholders.  In this regard, a 
Subchapter S corporation is similar to a partnership - there is no tax paid at the business 
level; rather, the tax consequences are borne by the owners of the business.  Although it 
is an oversimplification to describe it as such, the shareholders of a Subchapter S 
corporation pay tax on profits, and can deduct losses, on their personal tax returns, in 
proportion to their ownership in the business.  [In a Subchapter C corporation, profits and 
losses are declared on the corporation's tax return and not on the shareholders' tax 
returns.] 
 

A Subchapter S corporation has several restrictions that are not applicable to a 
Subchapter C corporation.  First, a Subchapter S corporation can have no more than 100 
shareholders.  Second, the owners of a Subchapter S corporation must be Ònatural 
personsÓ  (human beings) or certain trusts and estates.  For instance, a corporation can not 
own stock in a Subchapter S corporation, and you may one day want to sell a portion of 
your business to another business.  Third, a Subchapter S corporation's shareholders can 
not be nonresident aliens; they must be U. S citizens or resident aliens.  For example, you 
can not sell stock in a Subchapter S corporation to a non-U. S. citizen residing in France.  
Fourth, a Subchapter S corporation cannot have two classes of stock.  In other words, 
although the corporation can have voting and nonvoting common stock, it cannot have 
common stock and preferred stock.  Nonvoting common stock is a tough sell.  You're 
asking the investor to give up his or her right to vote, but to not receive any preferences 
(for payment of dividends or upon liquidation of the business) in return for doing so.  
Thus, the ability to structure different types of ownership in a Subchapter S corporation is 
quite limited. 
 

Why then would a corporation choose Subchapter S status?  Many small 
businesses lose money in the early years of their operation, and, in this event, the 
shareholders can deduct a pro rata share of these losses on their personal tax returns, 
thereby reducing their overall individual tax liability.  Most corporations that make a 
profit prefer Subchapter C status, because the shareholders don't want to individually pay 
tax on the corporate profits.  One reason, though, for a profitable corporation to choose 
Subchapter C status would be if the corporate tax rate is lower than the individual 
shareholders' rates.  Then, despite the problem of double taxation discussed earlier, 
Subchapter C status would have the advantage of a lower tax liability. 
 
Limited Liability Companies 
 

The limited liability company ÒLLCÓ) form of business has been an alternative 
since the early 1990s.  A LLC, like the Subchapter S corporation, is taxed similarly to a 
partnership.  The tax consequences of the business are borne directly by the owners of the 
LLC.  The LLC, like both types of corporations, insulates its members from personal 
liability for business debts, if it is organized and operated properly. 
 

Although you should closely analyze the LLC features authorized in your 
particular state's statutes, a LLC usually does not have many of the disadvantages of the 



Subchapter S corporation form.  There is usually no limit on the number or type of 
owners (such as corporate owners) and there can often be multiple classes of ownership 
interests.  Additionally, under some statesÕ  laws, such as ColoradoÕs current LLC statute, 
the members of a LLC can freely contract with each other regarding the rules for the 
management and operation of the LLC.  For these reasons, the LLC is becoming 
increasingly popular among small business owners.  On other hand, some people still 
prefer to form a Subchapter S corporation because corporate law is more developed than 
LLC law.  Also, if the business will have only one owner, some states may not recognize 
a LLC that only has one owner.  One owner LLCÕs are recognized for most purposes in 
Colorado. 

 
Limited Liability Partnerships and Limited Liability Limited Partnerships 
 

Another fairly new business form is the limited liability partnership (LLP).  This 
is basically a general partnership, but with limited liability for the general partners.  As 
with the Subchapter S corporation and the LLC, the LLP is a good form of business if 
you desire the tax consequences of a Òflow-throughÓ business entity.  An LLP, unlike a 
Subchapter S corporation and an LLC, must have at least two general partners.  This is 
why the LLP is not an appropriate form for a one-person business or for a small business 
that may reduce its number of owners down to one. Also, because an LLP is a type of 
general partnership, it is hard to maintain control of the business.  

 
In Colorado, there is a form of partnership called a limited liability limited 

partnership (LLLP) which is basically a limited partnership in which there is limited 
liability for both the general and limited partners. The features of the LLLP, however, can 
usually be accomplished, in a simpler corporation or LLC, although you should check 
with your tax advisor to determine if the LLLP would benefit you.  

 
Tax advice should be sought prior to the formation of any business.  You should 

also seek advice concerning securities law to ensure that you comply with complicated 
Federal and state laws that govern the offer and sale the ownership interests discussed in 
this column.  
 

In next monthÕs column, we will examine a few hypothetical situations to 
determine which form of business might be most appropriate. 
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