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WHILE MANY LEGAL REMEDIES MAY EXIST TO

COLLECT UNPAID MUSIC ROYALTIES, ARTISTS

MAY FIND THEMSELVES STYMIED IN THE

ABSENCE OF A FIDUCIARY RELATIONSHIP

n May 4, 2004, a two-
year investigation by
New York State At-
torney General Elliot
Spitzer into record in-
dustry royalty pay-
ments ended with a
$50 million settlement paid to thousands of
artists.! Spitzer claimed that major U.S. record
companies failed to maintain contact with
artists or their estates and, therefore, failed to
pay royalties that were due.

Record companies, however, face a diffi-
cult accounting challenge to fulfill their roy-
alty obligations, one that has grown more
complex as online sales of music have
increased. In commenting on the challenge,
the chief information officer of Warner Music
Group stated: “It’s a huge transactional night-
mare. The number of contracts is in the thou-
sands, and each one is different. And there is
no off-the-shelf software that can scale to
what we’re talking about. This is tens of mil-
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lions of transactions a month.”? While this
assessment may be true, the Spitzer settle-
ment confirms, as many recording artists have
long suspected, that a complete failure to
pay royalties due and owing to artists, pro-
ducers, and songwriters remains a significant
problem.

Artists usually have the right to audit the
books and records of the distributor, but this
may be insufficient—and litigation may be
necessary. Indeed, on December 16, 2003,
the Beatles sued the EMI Group and Capitol
Records after an audit allegedly revealed an
astounding failure to pay royalties of $53
million.? Record companies like EMI claim
that such disputes are a result of true differ-
ences in contractual interpretation.* However,
critics— including the California Senate Select

Steven T. Lowe is the owner of Lowe Law, a pro-
fessional law corporation specializing in enter-
tainment and business litigation. Abhay Khosla is
an associate with Lowe Law.
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Committee on the Entertainment Industry—contend that artists are
forced by the record companies to sue so that record companies can
settle the lawsuits at a discount.’ In fact, the committee stated that
record company accounting departments appeared to be guilty of, at
a minimum, “purposeful neglect.”6

The committee probably is correct, since California law provides
no penalty or other disincentive for underpayment or nonpayment
of music royalties. In order to prevail in a lawsuit for royalties,
attorneys must understand the different sources of royalties as well
as the various causes of action available to an aggrieved recording
artist, producer, and songwriter.

Sources of Royalties

Artists are entitled to multiple types of royalties for any composition
or sound recording.” While the right to receive royalties may vary from
contract to contract, the sources of income to creative participants
in the music industry fall into the following general categories:
artist/producer royalties, mechanical royalties required by the
Copyright Act, synchronization fees, master use licensing fees, fees
for Internet use, and public performance royalties.?

A “sound recording” usually is created by an artist and a producer,
and both jointly own the copyright to the work. Typically, the copy-
right to the sound recording is assigned to a record company in
return for an agreement by the record company to pay advances and
royalties.” Artist and producer royalties generally are computed by
a complicated formula based upon the retail price and number of
copies sold.1® However, the artist and producer are not entitled to any
royalties until the advances paid to them have been recouped by the
record company.!!

Copyright owners of compositions are entitled to mechanical
royalties pursuant to Section 115 of the Copyright Act.'? This pro-
vision allows record companies to record and manufacture records
pursuant to a “compulsory license” provided that they pay a royalty
to the owner or owners of the copyright in the composition.!3 Under
the compulsory license, the mechanical royalty is fixed by law at a
flat rate per song per record made and distributed. As of January 1,
2006, the flat rate is 9.1 cents or 1.75 cents per minute of playing time
or fraction thereof, whichever is greater.1

Under a compulsory license, royalties are due whenever records
are considered “made and distributed.”!® However, compulsory
licenses rarely are used in practice, as most music publishers and record
companies opt to employ “negotiated licenses” and “controlled com-
position” clauses that require mechanical royalties to be paid for
records sold, or paid for and not returned—and only require the pay-
ment of royalties at 75 percent of the “statutory rate.”16

A synchronization license must be obtained from the publisher any-
time a musical composition is used in conjunction with an audiovi-
sual work, such as a movie or television show.!” Customarily, these
licenses provide for a one-time fee to include the composition in the
work and, sometimes, a royalty for the sale of a DVD or VHS tape
of the audiovisual work.

The use of a sound recording in an audiovisual work also requires
a master use license from the copyright owner of the sound record-
ing. Usually, master use licenses are obtained directly from the record
company that owns the copyright to the sound recording. Master use
licensing fees are similar to fees for synchronization licenses. The key
difference is that these fees are paid to the owner of the sound record-
ing rather than the owner of the underlying composition.!8 Master
use licenses also are required when the sound recording is “sampled”
and used in a different sound recording.!”

Music may be downloaded legally through the Internet. Internet
downloads are treated in a similar manner to the sale of a CD—that
is, each transaction is divided among the distributor, the songwriters,
the producer, the artist, and the label. Artists must be wary of labels
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that charge for “packaging deductions” despite the fact that Internet
downloads quite obviously do not involve any physical packaging.2?

Compulsory licenses in the Internet context are referred to as “DPD
licenses”—DPD being the initials for digital phonorecord deliveries.
DPD license fees are paid at the maximum mechanical royalty statu-
tory rate.2! For recordings produced pursuant to contracts entered
after 1995, the law prohibits a controlled composition provision of
the artist’s contract from discounting the compulsory DPD rate.
Therefore, for these recordings, even if there is a controlled compo-
sition clause in the contract,?? a singer-songwriter should receive
the maximum statutory rate for downloads.23

In addition to Internet downloads, artists should monitor “non-
terrestrial” radio. On February 6, 2004, the U.S. Copyright Office des-
ignated SoundExchange—a nonprofit organization established in
2003 as a spinoff from the Recording Industry Association of America
Inc. (RIAA)—as the sole designated agent to collect and distribute roy-
alties for music transmitted via digital means.2* These include Internet
radio, Internet “Web casts,” and the increasingly popular satellite radio
services such as XM and Sirius. Because these services are akin to tra-
ditional radio, they are considered performances rather than repro-
ductions of the copyrighted work.2’

Finally, cellular telephone ringtones are an increasingly lucrative
area of revenue in the music industry. In the United States, the Harry
Fox Agency issues ringtone licenses for its principals, though some
publishers prefer to issue the licenses directly to the ringtone
providers.26 Royalties from ringtones typically are the greater of
either a fixed amount per download of the song or a percentage of
the gross retail receipts.

When music is played on the radio or television, or in night-
clubs, live concerts, and retail establishments, the writers and pub-
lishers of the composition are entitled to public performance royal-
ties.2” These royalties are collected by public performance
organizations, such as ASCAP and BMI. The way in which these
organizations apportion and distribute the moneys they receive for
public performances has not been disclosed and remains a mystery.28

Underpayment or Nonpayment of Royalties

No California statute explicitly requires a correct and timely payment
of music royalties. At the same time, California courts have limited
severely the scope of relief and claims available to artists by, among
other things, denying artists the ability to pursue causes of action for
breach of fiduciary duty in certain situations.

Arguably, an important case in California for artists seeking
proper payment of their royalties is Wolf v. Superior Court.2? While
the Wolf case was not an action for the nonpayment of music roy-
alties, its holding might, under analogous circumstances, be applied
to that claim. In Wolf, writer Gary Wolf pursued a claim against Walt
Disney Pictures and Television arising out of the 1988 film Who
Framed Roger Rabbit. Wolf asserted that Disney underreported rev-
enues (including merchandising) related to the film and failed to pay
him his due contingent compensation. One of Wolf’s claims was for
breach of fiduciary duty. Essentially, Wolf alleged that Disney owed
him a fiduciary duty to properly report revenues and pay contingent
compensation, such as profit participation. The California Court of
Appeal dismissed Wolf’s breach of fiduciary duty claim.

The court of appeal held that a contractual right to contingent com-
pensation by itself was not sufficient to create a fiduciary relationship
because every contract requires parties to repose trust and confidence
in the other to perform. The appellate court also rejected Wolf’s
contention that revenue-sharing agreements or the right to account-
ings created fiduciary relationships because the relationship of the par-
ties was akin to a joint venture.3 In its rejection of this contention,
the appellate court analogized that the relationship between royalty
recipient and the licensee was similar to a debtor-creditor relation-



ship—a relationship that does not include the existence of a fiduciary
relationship.

The Wolf decision may be crippling for recording artists. A cause
of action for a breach of fiduciary duty may give rise to damages
beyond the amounts underpaid, such as general or punitive damages.
Without a tort claim, the most an artist can hope to win at trial is sim-
ply the amount due. Since record contracts typically do not include
provisions for attorney’s fees, recording artists usually must settle their
claims at a discount, lest they see their royalties disappear or sub-
stantially diminish in a blizzard of litigation-related attorney’s fees.

There is some hope that Wolf will be overturned. In a dissenting
opinion in Wolf, one of the appellate justices wrote that a fiduciary
duty relationship was vital
in order to avoid an inher-
ent conflict of interest:

The opportunity

and temptation to

cheat are present

in the relationship

here just as much

as in the trustee-

beneficiary, part-

nership, or other
traditional fidu-
ciary relationships.

Wolf must depend

entirely on the

honesty and accu-
racy of Disney in
the performance of
the accounting
function Disney is
carrying out for
both of them.

Every sale of a toy

“Roger Rabbit”

that Disney fails to include in its report of receipts from

exploitation of Wolf’s character means less money for Wolf and
more profit for Disney. The conflict of interest inherent in
this relationship, therefore, is more than apparent. So there
appears to be just as great a need to impose a fiduciary duty

on the performance of that accounting responsibility in order

to discourage Disney “from taking unfair advantage of” its spe-

cial position as there is for partners who manage a partnership

business or for trustees who keep the books for a beneficiary’s
property interests.3!

In addition, it is difficult to reconcile Wolf with prior case law, in
particular those decisions aligned with the longstanding principle that
when one party collects moneys for another and has a duty to
account for a portion of those proceeds—which is precisely what
record companies do—a fiduciary duty exists regarding the party’s pay-
ment obligations.32 For example, in Waverly Productions v. RKO
General, Inc., the California Court of Appeal held that a motion pic-
ture distributor that had a written contract with a production com-
pany was not a fiduciary “except as to accounting for rentals (pro-
ceeds) received from the motion picture.”33 Also, the court of appeal
held in Parsons v. Tickner that assignees of copyrights to songs
authored by a recording artist owed duties to the artist’s heirs “as fidu-
ciaries of [the artist].”34

Wolf has been distinguished in two court decisions, one of which
is on review. In Celador International Ltd. v. Walt Disney Company,
the creators of the game show Who Wants to Be a Millionaire sued
ABC and Buena Vista Television—both subsidiaries of Disney—in fed-
eral court for breach of fiduciary duty and other claims.3* The plain-
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tiffs asserted that a joint venture existed between the plaintiffs and
the defendants because the plaintiffs allegedly possessed reversionary
rights, merchandising rights, approval rights, and consultation rights
concerning the program. The defendants filed a motion to dismiss the
claim for breach of fiduciary duty based upon Wolf.

The district court sided with the plaintiffs on the grounds that their
allegations were sufficient to support the existence of a joint venture
or other “confidential” relationship. The district court made this rul-
ing despite a contractual provision between the parties that expressly
disclaimed the existence of a joint venture.3¢ The Celador decision may
provide little solace to less established recording artists who, in most
cases, will not be able to plead similar rights to support the existence
of a joint venture or con-
fidential relationship.

i Wolf also was distin-

: guished in a patent case,

' 1 City of Hope National

A Medical Center v. Genen-

» tech, Inc.3” However, in

G February 2005 the Cal-

| ifornia Supreme Court

_—--35 granted review of the

="’/ , court of appeal’s decision
——

-::’(i' and, therefore, the fate of

-/’( this case is uncertain. The

essential issue before the
supreme court is whether
the contractual relation-
ship between the parties
rose to the level of a fidu-
ciary relationship. The
appellate court found that
the contractual relation-
ship—under which the
plaintiff submitted its
ideas and research to the
defendant, and the defendant was charged with patenting and licens-
ing the ideas—created fiduciary duties that flowed from the defendant
to the plaintiff. The court of appeal distinguished Wolf on the grounds
that literary rights are different than the “secret ideas” the plaintiff
transferred to the defendant.3$

A recent decision in the U.S. District Court in the Eastern District
of Pennsylvania suggests a glimmer of hope for artists filing lawsuits
in California who wish to plead a cause of action for conversion for
the failure to pay royalties. In Levert v. Philadelphia International
Records, members of the O’Jays, a rhythm and blues band, brought
a conversion claim against their record company, alleging that they
were owed royalties on record contracts dating back to 1972.3° The
defendants filed a motion to dismiss the conversion cause of action,
claiming that the failure to pay royalties constituted a debt, and the
failure to pay a debt is not conversion. The district court denied the
defendants’ motion and held that the failure to pay royalties was not
analogous to a debt but was actually more similar to a lack of pay-
ment by a consignor to a consignee.*0

The court in Wolf characterized the profit-participation arrange-
ment in that case as a debt, but this conclusion was based in part upon
a contractual provision stating “nothing herein contained shall be
deemed to...create a relationship between [Disney] and [Wolf] other
than creditor-debtor.”#! However, in Cusano v. Klein, a Central
District of California court—interpreting New York law—held that
a claim for conversion in a case involving an alleged failure to pay
royalties could not be maintained if it was “predicated on a mere
breach of contract.”#2 The additional facts that must be pleaded, at
least under New York law, remain unclear. California courts have not

i
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specifically addressed this claim in a factual scenario involving the
wrongful withholding of royalties that are due and owing. However,
plaintiffs risk dismissal of conversion claims if they are filed prior to
an accounting, because conversion requires a specific, identifiable sum
to be at issue.3

Because punitive damages are potentially available for conversion
claims,** the Levert line of reasoning could be an important devel-
opment for artists seeking redress for a failure to pay royalties. In addi-
tion, attorney’s fees are available for a successful conversion claim pur-
suant to California Civil Code Section 3336. Finally, conversion
claims potentially give rise to general damages as well as emotional
distress damages.*’

A breach of contract claim is almost always available when an artist
is entitled to royalties pursuant to a record contract.*¢ However,
most record contracts do not provide for the recovery of attorney’s
fees or for termination as a result of the underpayment of royalties.
In addition, no general or punitive damages are available.

Even when there is no written contract, artists also should be enti-
tled to assert a breach of implied contract claim. In essence, the use
of intellectual property implies the obligation to pay for it.4” Like
any breach of contract claim, plaintiffs should be entitled to
“expectancy damages”—that is, what they would have received
had the contract not been breached. Creative participants also may
have a third-party beneficiary claim against the distributor in the
absence of a contract.*8

If there has been a virtual failure of consideration, artists are
able to rescind license agreements and pursue copyright infringement
claims.*® However, in Nolan v. Sam Fox Publishing Company, rescis-
sion was denied in a New York case in which 26 percent of the
artist’s royalties due had been paid.5?

If the artist or producer has entered into a contract with the record
label, copyright infringement claims are an unlikely alternative
because some money usually is paid up front as an “advance.”’!
Furthermore, recording agreements may contain a clause that pro-
vides that in the event of a breach, the artist is limited to its reme-
dies at law and does not have the right to terminate or rescind the
contract.52 Nevertheless, in situations involving a failure to pay
mechanical royalties, the Copyright Act provides that copyright
owners can revoke mechanical licenses and pursue infringement
claims for any subsequent reproduction or distribution of the com-
position.’3

If a license to use a copyrighted work is limited in scope, any
exploitation of the copyrighted work outside of the prescribed lim-
its also constitutes infringement.’* For example, in Frank Music
Corporation v. Metro-Goldwyn-Mayer, Inc., a licensee exploited
musical compositions pursuant to an ASCAP license for “non-dra-
matic use” of the compositions.’S The Ninth Circuit held that the
licensee infringed the copyrights to those compositions when it used
the compositions in a dramatic work.%¢

Audits and Delayed Discovery

Most record contracts provide for accounting rights. In addition,
accounting claims are available as a matter of law when there are com-
plicated accounts and a dispute arises over whether or not money is
owed.>”

Artists who receive incorrect royalty statements may try to pur-
sue causes of action for fraud or deceit, but these causes of action have
not found much favor with the courts. In Cusano, the court dismissed
a fraud cause of action on a motion to dismiss.’8 The case involved
one of the songwriters for the band KISS, who claimed that the roy-
alty statements he received were incorrect and thus were fraudulent
in their representation of the amount that was due to him. The
Central District held that the cause of action for fraud should be dis-
missed because it merely stated a breach of contractual duties, not the

28 Los Angeles Lawyer June 2006

breach of a legal duty independent of the contract.’® While there is
no case directly on point under California law, California courts
generally have not allowed fraud causes of action to proceed when
the fraud was indistinguishable from the breach of contract.60

The failure to pay mechanical royalties, as required by the
Copyright Act, is an unlawful practice that may give rise to an unfair
competition claim under California Business and Professions Code
Section 17200.61 California courts have consistently interpreted
Section 17200 broadly “precisely to enable judicial tribunals to deal
with the innumerable ‘new schemes which the fertility of man’s
invention would contrive.””62 A successful Section 17200 claim may
entitle the prevailing party to attorney’s fees.63

Often artists are not aware of accounting irregularities until long
after they occur. This situation leads to the issue of the statute of lim-
itations as applied to an artist’s claims of underpayment or nonpay-
ment of royalties. Record companies have argued that the statute of
limitations should run as soon as an incorrect accounting report is
released, since it is the artist’s responsibility to conduct audits regu-
larly to determine whether any underpayment has occurred.®* Despite
this argument, however, the issue appears to have been resolved. In
2004, the California Court of Appeal in Weatherly v. Universal
Music Publishing Group held that the delayed discovery rule applied
to royalty payments in the music industry.®’

The defendant in Weatherly had argued that the statute of limi-
tations had run because the plaintiff could have audited the defen-
dant’s books at any time, and if the plaintiff had done so he would
have discovered the underpayment more than 20 years prior to fil-
ing his lawsuit. The appellate court ruled that because of the mis-
representations in the royalty statements, the plaintiff was not put on
notice of his claims—and his discovery was delayed until he conducted
an actual audit of the defendant’s books and records.6¢

When artists seek legislative solutions to their accounting woes,
they can expect to face the recording industry’s well-funded lobby-
ing machine. One Web site estimates that the RIAA spends $550,000
every six months on lobbying efforts, and that Universal Music
Group alone spends $220,000 every six months for this purpose.6”
It is probably unlikely that artists will be able to persuasively argue
their case in the face of that sort of economic power.

For example, in July 2004, Governor Arnold Schwarzenegger
signed SB 1034 (Recording Artist Contracts) into law.68 In its origi-
nal form, the bill imposed fiduciary duties on record companies
regarding their obligation to account for royalties owed to creative
participants in the music industry.6® However, after lobbying from the
record companies,’? the final bill was watered down. Lawmakers
excluded the provisions imposing fiduciary duties from the bill.
Instead, the compromise version—now codified as California Civil
Code Sections 2500 and 2501—provides artists—individually or in
groups—with a statutory right to an audit.”! Section 2501 also cod-
ifies the established practice of hiring auditors on a contingency fee
basis. The audits must take place within three years after the end of
a royalty earnings period under the contract.”? To date, there are no
published or unpublished cases interpreting these statutes.

The statutory right to an audit has some value, particularly if artists
take advantage of the provisions allowing for multiple royalty recip-
ients to audit a company’s books and records simultaneously under
a contingency fee arrangement. The failure to provide relevant records
to the auditor (a frequent complaint by artists) might also constitute
an unlawful practice pursuant to Business and Professions Code
Section 17200. Whether this provides any incentive in the long term
for record companies to account correctly and pay royalties remains
to be seen.

Until then, recording artists and their counsel should remain vig-
ilant in demanding regular accounting statements, examining those
statements, and exercising their audit rights. Unfortunately, this will



not always be enough—and litigation fre-
quently will be the only way for artists to
recover their royalties.
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