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 In my prior column, I discussed the various types of business forms available for your 

arts endeavor.  In this monthÕs column, I will use two case studies from the music industry to 

illustrate the advantages and disadvantages of each business form.  You may wish to review my 

prior column ÒLegal Structure and Business FormsÓ from the CoLA archive before reading this 

column. 

 
CASE STUDY #1 

Barbara owns her own record company, run as a sole proprietorship.  Barbara knows the 

music scene, but she doesnÕt have much experience in marketing records.  Her business has poor 

cash flow.  At least 90 people have told Barbara that theyÕd Òlike to get in on the ground floorÓ 

of her business.  Barbara is afraid that, if she sells an ownership interest or interests in the 

business, Òbean countersÓ will take over her business, and adversely affect her creativity.  What 

should Barbara do? 

 
ANALYSIS OF CASE STUDY #1 

 If Barbara remains as a sole proprietor, she has the advantage of total control over her 

business.  She could hire employees or independent contractors to handle marketing and business 

tasks.  Unfortunately, under the sole proprietorship form of business, Barbara would remain 

personally liable for all business debts and she would be limited to obtaining loans to bring in 

additional money to run the business. 

 A general partnership is not a good option for Barbara.  She and the general partner(s) 

would be jointly and severally liable for business debts and each partner would have the right to 
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control the business.  A limited liability partnership (LLP) would eliminate the problem of 

personal liability but, because an LLP is a form of general partnership, all the owners would be 

"general partners," thereby giving them control over the business.  This could be modified to 

some extent in the partnership agreement, but partners cannot be divested of all rights to control 

the business.  Another advantage of the LLP is that the owners can call themselves "partners" 

and be guided by established partnership law principles. 

The limited partnership form of business is also not appropriate for Barbara.  It is a 

complicated business to form and operate and, although the limited partners would not be 

personally liable for business debts, the general partners are personally liable for all debts of the 

business.  Additionally, the limited partners would not have the right to control the business.  If 

the limited partners rendered marketing or general business advice (which Barbara needs), they 

might find themselves re-characterized as "general" partners, thereby making them liable for 

business debts.  The limited liability limited partnership (LLLP) shields both the general and 

limited partners from liability; however, this form of business is generally too restrictive and 

cumbersome.  If the limited partners help run the business, they may be re-characterized as 

general partners.  Although this would not create liability for the limited partners, such a re-

characterization might affect the structure of profit distribution (limited partners would be treated 

as general partners) and the control structure. 

A Subchapter S corporation might work for Barbara.  The corporate business form gives 

her limited liability for debts.  Also, the "flow-through" nature of a Subchapter S corporation 

allows Barbara to deduct losses from the business on her personal tax return and to pay tax 

personally on any profits (which may be advantageous if her tax rate is lower than the corporate 

tax rate).  Another advantage of a Subchapter S corporation is that there is no double taxation; 
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the corporation does not pay tax and thus, if dividends are declared, the profits represented by 

those dividends are only taxed once - when received by the shareholders. 

Barbara can maintain control in a Subchapter S corporation by issuing nonvoting 

common stock, but this is an unattractive investment option because there is no possibility in a 

Subchapter S corporation to offset the lack of voting rights with preferences for dividend 

payments or distributions on liquidation.  Only one class of stock is permitted in a Subchapter S 

corporation, and preferences attached to shares of stock would create a second class of stock.  

Unfortunately, a marketing or business expert may want more than a mere salary; this person 

may want to vote on business matters, or at least receive an ownership share of the business 

("ground floor opportunity") with preferences to offset the lack of control. 

Other problems with a Subchapter S corporation are that only 100 owners are permitted, 

and Barbara's business would have 91 owners (counting Barbara) if stock was sold to all 

interested investors.  This would make it hard to sell ownership interests to many more additional 

persons.  Also, in a Subchapter S corporation, owners must be natural persons (or some trusts 

and estates) and must be U. S. citizens or resident aliens.  Thus, selling stock to foreign investors 

(which could be very important for a record company) is not possible in a Subchapter S 

corporation unless those foreign investors are also U. S. citizens. 

A Subchapter C corporation might also work for Barbara.  The type of owner and type of 

ownership interest restrictions found in a Subchapter S corporation do not apply in a Subchapter 

C corporation.  Barbara can structure control of the business so that she is the only common 

stockholder with voting rights and the 90 investors own preferred nonvoting stock.  She could 

hire an employee or independent contractor to handle business (as opposed to creative) issues.  

Alternatively, Barbara could give up some control in the business by selling common voting 
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shares to someone who desires more than a mere salary.  Perhaps this person would accept less 

than a 50% ownership interest, but would still like the opportunity to attend meetings and vote. 

The Subchapter C form of business does, however, have several disadvantages to it.  The 

corporation is taxed on profits, so there is the problem of double taxation.  If there are losses, the 

owners cannot deduct those losses on their personal tax return.  Also, setting up a corporation 

with common and preferred stock is quite complex. 

A form of business that combines the advantages of Subchapter S corporations and 

Subchapter C corporations without many of the disadvantages is the limited liability company 

(LLC).  If desired, there can be a flow-through of profits and losses in an LLC for tax purposes, 

but liability for business debts is limited as in corporations and LLP's.  Unlike a Subchapter S 

corporation which also has a flow-through feature, there is no restriction in an LLC on the type, 

number or residency/citizenship of members.  Also, multiple forms of ownership 

("membership") interests can be created, such as voting and nonvoting members and preferred 

distributions of profits to certain members.  The risk of the re-characterization of an ownership 

interest that exists in an LLLP is not present in an LLC.   

In conclusion, it appears that an LLP or LLC is the best form for Barbara's business.  If 

the owners would like to call themselves "partners" and rely on long-established partnership law, 

an LLP is the best choice.  If, however, there is ever a chance that Barbara will be the only owner 

(she may want to redeem all 90 owners' interests), or if Barbara is concerned about structuring 

control among many owners, then an LLC is the better choice since an LLP must have at least 

two owners.  
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CASE STUDY #2 
 
 The Dead Canaries are an up and coming new rock group.  They've just released their 

first CD, Who Let the Cat Out?  They do not have a written agreement between themselves.  

Since they have no credit rating or credit references, the pressing plant required them to pay for 

the CD's up front.  They tend to pay for everything else as they go, since some of the five 

members of the group had bad experiences with "maxxed out" credit cards.  The group operates 

very "democratically."  No decisions are made unless at least four of the five members agree.  

They split all revenues left after expenses equally, after taking 10% of the top for a "band fund."  

The band fund gives them a "cushion" for gas, lodging, van rental and other expenses when they 

"go on the road" to tour. 

 What form of business should The Dead Canaries choose? 

 
ANALYSIS OF CASE STUDY #2 

 Whether or not they know it, The Dead Canaries are legally considered a general 

partnership.  They each have an inherent right to control the group's business (one vote per 

member) and they share profits and losses.  A limited liability-type structure such as a 

corporation, LLC or LLP is usually a good idea if the business has debt and/or needs to raise 

money (other than through a loan).  In this case, even if the group's suppliers extended them 

credit, they might have to personally guarantee that credit, since the business does not have a 

lengthy credit history.  Of course, a personal guaranty requirement defeats part of the reason for 

forming a business with limited liability. 

 In this instance, without much debt and without an immediate need to raise capital, the 

group might be well-advised to retain the general partnership format, but should put the 

partnership agreement in writing.  Two of their business features are not automatically provided 
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in the partnership statute.  The partnership statute defaults to a majority vote, unless otherwise 

agreed, but The Dead Canaries require a 4/5 vote to take action.  Also, the 10% band fund 

requirement is of their own creation, and not provided for by law.  In the event of a dispute, there 

will be a "he said, she said" scenario, because no written agreement exists to clearly and 

unambiguously set forth the operating procedures of the business.  In those type of situations, it's 

very hard to determine what the agreement actually was.   

 If an investor wants to provide money for a new CD or for touring, but wants "a cut" of 

the business, The Dead Canaries could prepare and sign an "Investor Agreement" with that 

investor providing that the investor has no ownership share in their business, but receives a 

percentage of the band's income in return for the investment.  [This is also a "security" and 

covered by securities law.]  An Investor Agreement would create a debt for the group; thus, prior 

to signing the agreement, they should form a corporation, LLC or LLP.   [Note that debt should 

not be incurred prior to forming a limited liability structure; otherwise, that debt will be owed by 

whoever incurred the debt (i.e. the general partnership).  The creditor will often not want to 

substitute the subsequently formed corporation, LLC or LLP as the only debtor.] 

 Alternatively, the Dead Canaries could offer the investor a nonvoting ownership interest 

in a corporation or LLC, but in a musical group scenario, it's best to leave non-group members 

out of the business entity, to avoid any risk of control being exercised by someone not in the 

band.  In any event, legal advice should be sought to determine the best approach to take with an 

investor.  Giving away "too much of the pie" (especially if the group has to pay a personal 

manager and talent agent) is not a good idea.  Sometimes, after everyone's paid, there's very little 

left for the band.  
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This column is provided by Colorado Lawyers for the Arts (CoLA) for general 
informational purposes only and not for the purpose of providing legal advice or giving a 
legal opinion on any specific facts or circumstances. Your use of this Web site does not 
create an attorney-client relationship between you and CoLA, its employees, directors, 
officers, or Ira C. Selkowitz, the author of this column.  Users of this web site are advised to 
seek independent legal advice from an attorney concerning issues raised herein. 
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