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Choosngthe appropriate form of busness for your arts endeavor isimportant
both in theshort-term and longterm. Lawyers call thistype of decison-making a
Qhoice of entityOandysis. Thetypeof busness entity you select will providea structure
unde which you opeaate andis especialy impartant if your busness incurs debt and/or if
other people areinvolved in your busness, such as co-owners, investors and employees.

In mog states, there are at least Six types of busness forms on which you can base
your choice of entity decision. These are 1) a sole proprietorship, 2) agenerd
patnership, 3) alimited partnership, 4) a corporation, 5) alimited liability company, and
6) alimited liability partnership. Let'slookat thefeatures and the advantages and
disadvantages of each form of busness.

Sole Proprietorship

Asyou can tell fromthename of this busness form, thebusness has only one
owner. Althoughthebusness may have employees, only oneperson Qs the shotsO
Advantages of the sole proprietorship busness form are tha it is easy to form and the
owne has absolute control over busness decisions

Onedisadvantage of the sole proprietorship istha if you need to raise money to
expand the busness (such as to buy new equipment or order more inventory), aboutthe
only way you can do so isto use your own money or obtain aloan. Loans however,
mug be pad back onaregular time schedule (usudly monthly) and tha strapsthe
busnessfor cash

Themod impartant disadvantage of a sole proprietorship istha theowne (sole
proprietor) has unlimited personalliability for debts of thebusness. Youandthe
busness are consdered to be onein-the-same and your persond home, car and bank
accountare al available to a creditor to cover your busness debts.

General Partnership

Many states have adopted the Uniform Partnership Act (UPA) astheir law of
general patnerships The UPA defines a general partnership as (an assodation of two or
more personsto carry on, as co-owners, a busness for profitQ

In plain English, this meansthat all of thefollowing elements mug be present to
characterize abusness as a patnership:

1. A voluntary agreement to condud an ongoing enterprise (a Qoint ventureOis
very; smilar to apatneship, but it isfor oneproject or job only, rather than an
ongong busness);

2. Two or more owners (partnersQ of thebusness;



3. Anintent to make a profit;
4. Each owne has an inheent rightto control thebusness;
5. Theownes split theprofits and losses from the business

Genera patneashipsaso have distinct advantages and disadvantages. One advantage
istha agenera patneaship isrelatively easy to form. The patnership agreement can be
verbd, athoughthis net recommendead because disputes will undoubédly ariseif the
details of how the partnership opeates are not committed to writing.

Thegenad patnership aso provides flexibility in raising money to opaate the
busness. Ingead of merely being able to take outloans you can sell apatnership
interest to oneor more other people. This purchaser of the partnership interest is making
an investment tha is at risk. Whilethe partner hopesthat his or he or itsinvestment will
increase in value and generate a share of bugness profits, the partner should undestand
tha theinvestment may never bepad back. Thisistheessential difference between an
investment in a partnership Ocapital contribution® and aloan. Loansmus be pad back;
investmentsin abusness are at risk of never being paid back.

A generd partne’'s contribution can be mondary; it can be propety (such as
equipment or acopyright) and/or services to the partnership. This bringsusto another
advantage of agenera patnership, namely, tha by bringingin a partner, you can bringin
expertise that you mightnothave, such asin the area of marketing. By bringingin a
genga patner, you and she can share responsbilities and you don't have to do
everything yourself.

Thegenerd patnaship, however, has several disadvantages. First, it does not solve
the problem of persond liability for debts. All of thegeneral partners are Qointly and
severallyOliable for the debts of the business. Qloint and several liabilityOmeanstha all
of thepatners are liable together for the debt and each partner isliableindividually for
thefull debt. Asan example, assume that a partnership has no assets (its busness has
failed) and $10Q000in debt. The patnership hasfour patnestA, B, CandD. Partners
A and B have no assets, Partner C has $20,000in abank account, but no other assets, and
Partner D has assets of $200000in bank accounsand real estate. The creditors can
recover $20,000from Partner C and $80000from Partner D, or $100000from Partner D
aone [In noevent will the creditors be pad more than they are owed - they can't gat
$20000from Partner C and $100000from Partner D. If it was an equd four-way
partnership, any partners paying more than their propottionae share would have a Qight
of contibuionOagang theother patners, buttha's between the patners; the creditors
will seek payment from whoever has the assets.

Another possible disadvantage of ageneral patnership isthat arightto control the
busness mug begiven to al of theother patners. In some arts busnesses, giving up
control isnotafeasible dternaive. If you're asolo singe/songwiter or avisud artist,
you can ill afford someonemaking decisionsaboutyour creativity

Limited Partnerships



Limited patnershipseliminae some of the disadvantages of general partnerships
A limited patnership has Qyeneral partnersOand Qimited patners.OThere mugt beat
least onegenera patner and onelimited partner. Thelimited partners are not persondly
liable for debts of the partnership; in return for this Qimited liabilityOthe limited partners
can not control thebusness. A limited patne'sinvestmentisall tha isat risk.

Initidly, it appears tha thelimited partneship solves all of the problems of
seeking investment money. Investors who are limited partners have limited liability for
busness debts (thereby making the investment more attractive), but control rights are not
provided to thelimited partners. Often, it becomes appaent tha alimited partnership is
not an appropriate choice of entity for an arts-related busness. First, thegenera patnes
remain jointly and severaly liable for partnership debts. Second,unde mog states laws,
if thelimited partners step over theline beween conaulting and actud management of the
limited partnership, thelimited partners will also be persondly liable for partnership
debts. Thislineis hard to see, and makes opeation of thebugness and conaultation with
thelimited patners arisky propostion

Corporations

A corporationis a busness entity tha gives its owners Qimited liability.OOwners
of a corporation are called GtockholdersOor GhareholdersOand an ownership interest in
acorporation is represented Ghares of stock.O A corporation can have oneor more
ownes. If thecorporationis propely organized and opeated, the shareholders will nat
bepesondly liable for debts of the busness.

The Difference Between Subchapter C and Subchapter S Corporations

The United States Internd Revenue Codedistinguishes between two types of
corporationsfor tax purposes - Subcgpter C corporationsand Subdhgpter S corporations
Each type of corporation has its advantages and disadvantages. A corporation'stax status
defaults to Subdhgpter C unlessit files an election (on Form 2553)with the Internd
Revenue Service to become a Subchgpter S corporation. There are time deadlines asto
when the Form 2553should befiled; it is strongly recommended that you receive advice
fromatax attorney or accountant prior to making the decison asto whether to be
classified asa Subtapter C or Subtapter Scorporation.

Onedisadvantage of a Subchapter C corporationis the concept of Gloubke
taxation.O The corporation pays tax onits profits, and if the corporation pays some of
those profits to its shareholders (in theform of a QlividendQ, thedividend is taxed again
when the shareholdersfile thar tax returns Thus the corporate profits are taxed twice if
dividendsare pad to the shaeholders Bonce at the corporate level and once at the
shareholder (dividend) level.

A Subdapter S corporation has a Glow-throughGeature by which the profits and
losses and the resultant tax consequences flow throughto the shareholders of the



corporation. Thus thereis no QloubkOtaxation, because, in a Subdapter S corparation,
thereis only oneleve of tax, which is pad by theshareholdes. Inthisregard, a
Subdgpter S corporationissimilar to a partnaship - theeisnotax pad at thebusness
level; rather, thetax consequences are bome by theowners of thebusness. Althoughit
isan oversimplification to describeit as such, the shareholders of a Subdhapter S
corporation pay tax on profits, and can dedud losses, onthar persond tax returns in
propottionto thar ownership in thebusness. [Ina Subdapter C corparation, profits and
losses are declared on the corporation'stax return and not on the shareholders' tax
returns]

A Subdhapter S corporation has several restrictions tha are notapplicable to a
Subdgpter C corporation. First, a Subdgpter S corporation can have no more than 100
shareholde's. Second,the owners of a Subchapter S corporation must be hatural
personO (human beings or certain trusts and estates. For ingance, a corporation can not
own stock in a Subchapter S corporation, and you may oneday want to sell aportion of
your busnessto another busness. Third, a Subchapter S corparation'sshareholders can
not be nonresident aliens they mug be U. Scitizensor resident aliens  For example, you
can notsell stock in aSubdhgpter S corparationto anonU. S. citizen residingin France.
Fourth, a Subcdhapter S corparation cannothave two classes of stock. In other words,
althoughthe corporation can have voting and nonwting common stodk, it cannothave
common stock and preferred stock. Nonvoing common stock isatoughsell. You're
asking theinvestor to give up hisor he rightto vote, butto notreceive any preferences
(for payment of dividendsor uponliqudaion of the busness) in return for doing so.
Thus theability to structure different types of ownership in a Subcepter S corporationis
quite limited.

Why then would a corporation choo® Subdhapter S status? Many small
busnesseslose money in theearly years of thar operation, and, in this event, the
shareholders can dedud a pro rata share of these losses on thar persond tax returns
thereby redudng ther overall individud tax liability. Mog corporationstha make a
profit prefer Subchgpter C status because the shareholders don'twant to individudly pay
tax onthe corporate profits. Onereason, though,for a profitable corporation to choo®
Subdgpter C statuswould beif the corporate tax rate is lower than theindividud
shaeholders rates. Then, despite the problem of double taxation discussed earlier,
Subdhapter C statuswould have the advantage of alower tax liability.

Limited Liability Companies

Thelimited liability company Q.L.CQ form of busness has been an alterndive
sincetheearly 1990s A LLC, likethe Subchapter S corparation, istaxed smilarly to a
patnership. Thetax consquences of thebusness are bomedirectly by the owners of the
LLC. ThelLLC, like both types of corporations insulates its members from persond
liability for busness debts, if it isorganized and operated propely.

Althoughyou should closely andyze theLL C features authorized in yowr
paticular state's statutes, a LL C usudly does not have many of the disadvantages of the



Subchapter S corparationform. Thereisusudly no limit onthenumber or type of
owner's (such as corporate owners) and there can often be multiple classes of ownership
interests. Additiondly, unde some statesO laws, such as Colorado® current LL C statute,
themembers of aLL C can freely contract with each other regarding therulesfor the
management and opeaation of theLLC. For these reasons theLLC isbecoming
increasingly popular amongsmall busness owne's. On other hand, some people still
prefer to form a Subcdhapter S corporation because corporate law is more devel oped than
LLC law. Also,if thebusnesswill have only oneowner, some states may notrecognize
aLLCtha only hasoneowner. Oneowner LLC@ are recognized for mos purposesin
Colorado.

Limited Liability Partnerships and Limited Liability Limited Partnerships

Another fairly new busness formisthelimited liability partnership (LLP). This
isbasically ageneral patnership, butwith limited liability for thegeneral patnes. As
with the Subchapter S corporationandtheLLC, the LLPisagoodform of busnessif
you desire thetax consequences of a Glow-throughObusness entity. An LLP, unlikea
Subchapter S corparationandan LLC, mud hawe at leas two general partners. Thisis
why the LLP is notan appropriate form for aoneperson busness or for asmall busness
tha may reduce its number of owners down to one Also, because an LLP is atypeof
genga patnership, it is had to maintain control of thebusness.

In Colorado, thereisaform of partnership called alimited liability limited
patnership (LLLP) which isbasically alimited patnership in which thereislimited
liability for both the general and limited partners. Thefeatures of theLLLP, however, can
usudly beaccomplished, in asimpler corporation or LLC, athoughyou should check
with your tax advisor to deermineif the LLLP would bendfit you.

Tax advice should be sought prior to the formation of any business. Y ou should
also seek advice concerning securities law to ensure tha you comply with complicated
Fedea and state laws that goven the offer and sale the ownership interests discussed in
this column.

In next month@ column, we will examineafew hypothetica situaionsto
determinewhich form of busness might be mog appropriate.
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