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ABSTRACT

Private investment in moinn pictures is a popular form of
tax shelter in Canada for high income earners. This thesiS'attempts
to determine if the tax ehelter facilitated by motion picture invest?

- ment adequate1y compensates the investor for the high risk of the
investment. This is an'investigation therefore,lof the motion pic-
ture investment environment in Canada and an apprafsé] of the legal
the finaneial implications of employing a.motion picture tax shelter.

A thorough unbiased examination of the consequences of private
motion picture investment is needed beeause of the importance to the
motion picture industry of this source of financing. - From the point
of view of the investor it is important to determine ifLmotion picture
investmenf.is a viable. tax.shelter. If motion picture investment is
é viéb]e shelter, it is necessary to determine the minimum marginal
tax bracket an investor must be in before considerﬁng:such an invest-
ment. It must be determined what form of financial arrangement the
investment must take. An evaluation must be made to determine the
tybe of motion pietures that are most likely tO»earn a profit. It is
also necessary to determine‘the value. of ieveraging the initial capital
investment vis-a-vis the incremental futufe_investor liabilfty incur-
red by the private investor. Does the immediate tax shelter benefit
of fset the future liability of the promissory notes? |

The method used to answer the questions -posed is terxamine‘
the current_]iterature on motion picture.investments, examine the-legal
framework of the investments and examine the relevant income tax
legislation. Actual motion pieture investmehts are reviewed and a

‘quantitative financial analysis is undertaken to determine the net
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outcomes to investors under various circumstances.

National Revenue, Taxation is the body of the federal govern-

ment which interprets and administers the Income Tax Act and Regulations.
The terminology of thé Act is not.é1ways precise therefore the tax
department must interpret the legislation in accordante with its man-

date which is to collect as much income taxes as possible. If a

taxpayer disagrees with Natioha] Revenue, Taxation's interpretation

he has the right of appeal to the Canadian judicial system. At the
present time the courts have upheld National Re?enue, Taxation's

position that a taxpayer is not entitled to claim a capital cost allowance
deduction for any amount that he has not personally committed to the
motion picture investment. ~

This study'eva]uates through quantitative analytical techniques
the financial outcomes to an investor whb invests in a‘motion'picture
with and without the leveraged tax shelter facilitated by the signing
of promissory notes. A motion picture investment model is designed»
which generates thé net present value of a motion picture investment
over a seven year time horizon. Two hypothetical investor income
levels are used to evaluate investment in educational video‘tape
programs and theatrical feature length motion pictures. Assumptibns
are made about the distribution receipts of the two types of motion
pictures.

The net present_va]ue_of'the'investmentS-are found. .The
outcomes are compared and. contrasted and conclusions are drawn. The
primaryvconclusions are that an investor must havé'a marginal income
tax‘raté greater than fifty percent of his taxable earnings. The

‘motion picture investment must have a structure which facilitates

1evérage of the investor's initial capital investment for income tax
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purposes. The future 1iability necessary for leverage must be at
least partially offset by a minimum distribution revenue guarantee.
The Ieverage‘wi11 reduce the investor's potential loss through the
reduction of income taxes. HoWever, the investor will not realize

a net gain unless the motibn picture earns revenue exclusive of the
minimum revenue guarantee. If the mbtion picture does not generate
any net distribution revenue for the investor he will be liable in
the future for the promiésory notes that facilitated the tax shelter.
Therefore, motion picture investmentvdecisions must be based upon
careful and detailed examination of the international commercial

merits of the motion picture property.
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CHAPTER 1

INTRODUCTION

Since 1970, motion pictures have been a popular tax shelter
investment‘in Canada. This study is an attempt to analyze the ihcome
tax incentives and to evaluate how they affect thé private motion
picture investor. |

A thorough investigation of motion picture investment tax
shelters is warranted. Many articles have been published about the
- immediate attraction of motion picture investment - the glamour,
the tax shelter, the possibility of earning millions! Yet no serious
attempt has been made to evaTuate Canadiéﬁ motion picture investment
prdposa]s over their entire time horizdﬁ. Such an attempt must employ
modern financia1 theory in order to evaluate the final consequences

to the investor.



Few motion pictures have earned a retﬁrn for the investor. Many
* of the capital cost allowance deductions which facilitate the income
‘tax shelter aspect of the investment have been challenged by National
Revénue, Taxation. A number of those deductions challenged have
eventually been disallowed. The invéstment not only failed to earn
investment income, but it also failed to avoid or defer taxes payabTe
on other sources of taxpéyer incohe.
| The study will examinevthe motion picture investment environment.
‘The study will use quantitative techniques and a motion picture investment
model to analyze several investments under various investor circumstances.
A premise of this study is that motion picture investments |
are a high risk venture. The study will therefore'attempt to determine
whether or not that risk can be reduced.
A number of questions will be posed. The answers to these
- questions will be used to draw conclusions and suggest recommendations
aimed at improving motion picture investment in Canada.  The questions
are:
| 1. What is the value to the investbr of the income tax shelter
facilitated through the initial capital investment léverage?
2. What is the optimum type of motion picture investment and
the optimum investment structure? This is, what characteristics
are required of bofh'the investor and the investment?
3. How can the risks inherent in motion picture investment be
reduced through positive action by the federal gbvernment; thé

motion picture industry and the investor?



1. LIMITATIONS

This study focuses on a narrow but extremely important aspect of
the motion picture indﬁstry. The focus is on the financing of motion
picture production in Canada by privéte investors. lany elements of
the industry are taken as given. The indﬁstry functions of production,
distribution ahd exhibition are examined only to the extent necessary
- to provide the reader with a basic understanding of the motion picture
industry.

Perimeters to the study are for two reasons. The first reason
is the limitations of time and resources of the writer. The second
reason is that aspects of the motibh picture industry not included in
this study are available from other sources. For example, the many
books on the industny and the numerous trade publications on production,
distribution and exhibition. | »

The study is limited to the period from 1960 to the 1atesf
federal budget of March 31, 1977. The major emphasis is on the years
from 1970 to 1977. |

Investment by chartered banks and finance companies are not
included. Except for a few isolated cases traditional lending
institutions have not been active in motion picture finance in Canada.
flotion picture financing through stocks or debenturespf;sued.by production
companies is not considered. Foreign investrment in Capada é]so is
‘excluded.

The motion picture production of the National Film Board and

the Canadian Broadcasting Corporation is not included because private



investment is not involved in these government organizations. The
activities of the private commercial broadcasting and cablecasting
television networks are excluded.

The quantitative analysis of private motion picture inVestment
(Chapter VII) is limited fo several hypothetical investmént situations.
These hypothetical investments are typical of the motion picture invest-
ments currently offered in Canada. The hypothetical invéstments do
not represent every type of motion picture investment péckage that
could be offered. The quantifative analysis is limited to the
computing capabilities available to the writer. A computer pfogram
could be devised to vastly increase the scope and depth of thé motion
. picture investment model.

Mo attempt is made to prove correlations between the number of
dollar amounts of motion picture production vis-a-vis the development
of government production incentives. The current methods used by
Statistics Canada to gather and analyze production statistics result
in inaccurate data. All producers in Cénada are asked to report their
annual production. Producers traditionally sub-contract various phases
of a motion picture production to other nroducers. The Statistics Cahéda'
questionnaire and evaluation methods do not distinguish that fact,
consequently the amount of annual production is overstated.

Mote. The Department of MNational Revenue, Taxation is the
branch of the Federal Government of Canada whicﬁ a‘ministers thé

Income Tax Act and Regulatioas. "“There is no 'income tax department

as such".2 It is common to refer to the Department of National Revenus,
Taxation as "the income tax department", "the tax department" or
“simply "the department". The writer uses these expressions throughout

this paper.
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The motion picture industry producés, distributes and exhibits
artistic and dramatic photoplays on motion picture film and magnetic
video recording tape. In this paper the expression "motion picture”
includes both film and video tape. When it is necessary to distinguish
between the two motion piéture formats the words "film" or "video tape"

are used.

2. THE CANADIAN MOTION PICTURE INDUSTRY - A BRIEF DESCRIPTION

. A, Production, Distribution and Exhibition

Production, distribution and exhibition, are the three.major
activities of the motion picture industry. These activities are
parallel to manhfacturing, wholesaling and retailing in many other
industries which market a product to a large number of consumers in
diverse geographical locations.

"Production

Production begins with the inception of an idea which will
ultimately be made into a motion picture through a complex creative,
technical process. The first step involves obtaining the fights~to
a novel, a research paper or a script. The necessary pre-production
steps are threefold:

1. securing the financing;

2. hiring credtivé personnel and technicians;

3. leasing filming equipmenf, shooting locations and/or studios.

The next stage is the most exciting and creative. It involves
the recording of images and sounds. The visual ideas are dramatized or

animated and the dialogue and sound effects are simultaneously recorded.
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¢ Post productioh consists of editing the original "e]emehtsm~
(exposed film and recorded sound tape) according to the intention of
the script.

The final‘stage is the legal process undertaken to protect the
- rights of the final product (a motion picture film or a video tape)
for its owners. The artistic and dramatic contents of the “"photoplay"
must be copyrighted for protectfon against unauthorized duplication.

Distribution

Distribution is the activity of marketing the motion picture
product.

Feature length motion pictures are rented to exhibitors (6wners
~ of motion picture theatres or drive—ins).. Educational films are sold
directly to audio-visual resource personnel of school boards, post-
secondary institutions or hospitals.

Distributors ship copfes of the motion picturé directly to
their cusfomers. Distributors are responsible for the dup]icating,
c]eaﬁing and repairing of the copies. They coordinate advertising and
promotional campaigns directed at educators and the movie going public.

Exhibition -

Exhibition is the promotion and screening of motioh pictures
to the public and exhibitors are the owners or opérators of theatres
and drive-ins. Through payhent of a rental feel, the exhibitor obtains
_the right to play the motion picture for a specific period of time.

The rental fee is subject to the expected "box office" (gross ticket
sales) of the particular motion picture as well as thé size and location

of the theatre.
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Motion Picture Production, Distribution and Exhibition Process
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B. The Canadian Motion Picture Industry

| In 1975, Canada's motion picture market represented $211 million -
over 7% of the total world wide gross motion picture sa]es.3 Eleven
m111ioh dollars of Canada's total was spent on educational motion
pictures and $200 m11110n on theatrical feature fi]ms.4 Today, Canada
is the second largest market for motion pictures in the world. The
United States occupies first place.
| The Canadian market is very important to English and American

production, distribution and exhibition companies because of its
size and language. The appeal of Canada's sizable market and the

historical ease with which foreign firms have entered Canada has
resulted in a Canadian industry dominated by foreign interests.
Foreign‘interests are particularly overwhelming in the areas of dis-
tribution and exhibition. The motion picture product generally is
not obtained from Canadian producers but is imported from the United
Kingdom and the United States.

Production in Canada

Until 10 years ago there was almost no theatrical film
production in Canada. Even recently, statistics indicated that the
number of Cahadian‘productions_is small relative to the size of the
total Canadién market for theatrical fﬂms.5 The productidn that doés
take place in Canada is undertaken by two main groups: the major .
foreign produceré and the 1ndependen£ Canadién producers. One of the
main reasons foreign producers like to work in Canada is because

of this country's relatively unexposed geographical background. .



Independent Canadian producers as a rule, work either on speculation
or under subcontract arrangement for a major foreign producer.
Resident independent Canadian producers, with few exceptions, do not
enjoy a particularly géod reputation in the United States or abroad.
Therefore subcontracting akrangements are uncommon.

Production of a high qua]ity theatrical product requires
film making expertise and adequate financing. Unfortunately fhe
absence of financing and expertise have seveely inhibited the prod-
uction capabilities of the independent motion picture producers.
Canadian script writers and direétors who do not have the necessary
experience often choose themes that do not se]].‘ Themes which lack
-adventure, excitement and international thrust have not enjoyed great
popu]g}ity with the North American movie going public. |

Paul Morton, President, Odeon-Morton Theatres Ltd. described
Canadian theatrical motion pictures as "depressing doﬁnbeat little
pictures.that nobody wants to see in our country or anywhere e'lée".6
The Canadian Motion Picture Distributors' Association stated that
"the cultural or educational aspects of the story will not attract
viewers if the product is not primarily entertaining and of good
technica1 qua]ity.“7 Most independently produéed Canadian theatrical
motion pictures lack the necessary craftsmanship and entertainment
value. Canadian theatrical. films therefore, are suitéble for neither
Canada's nor the world's commercial motion picture market.

‘ Educational motion picture producers.have a marginal commercial

existence in Canada because the North American market is highly compet-

ative. If the producers expect their motion pictures to be widely
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distributed and earn a profit, their bréduct must be compatible with
educational curriculums throughout North America. The slightest
fluctuation in government spending on audio-visual teaching aids can
jeopardize the profitabilityof an educational motion picture.
Sources of finance have been reluctant to commit large
~amounts of money in Canadian motion picture production, given the
infancy of the Canadian industry; the non-commercial attitude of
Canadian film makers and the inherent investment risk. Consequently

there is a shortage of commercial Canadian made product.

" Distribution in Canada

Most theatrical distribution in Canada is undertaken by foreign
controlled distributors. The most important of these distributors are
the American subsidiaries of Walt Disney, Avco Embassy, 20th Century
Fox, United Artists Corp., Universal fi]ms, Warner Brothers, Columbia
'Pictures; Paramount Pictures Corporation and Metro-Goldwyn-Mayer. |
"In 1974 these companies, or their Canadian representatives earned most
of the $59,860,000 paid for the rental of feature length motion
pictures in Canada.8 |

There are approximatejy 70 other film distributors in Canada,
none of which are very large and whose product is of limited comhercia]
value. Several of these are also owned or controlled by foreign interests.
They are called "independents" to distinguish them»from the "majors"
(Walt Disney et al).

The educational distributors are largely owned by Canadians but

several, such as McGraw-Hill, Ryerson Ltd., Encyclopedia Britannica

Educational Films and B.F.A. Educational Media are owned by American
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controlled publishing or media interests. Canadian educational
distributors often form agreements with American distributors to
carry their product lines on an exclusive basis.
The Draft Film Policy commissioned by the Secretary of State
stated that | -
about two-thirds of the market for films and ofher educa-
tional material are occupied by imports mostly from the
United States.9
Once again, through indirect means, the American interest makes itself

manifest in the Canadian market.

Exhibitioﬁ In Canada

Theatrical exhibition is dominated by tWo companies: Famou5’P1ay-‘
. ers Theatres Limited and Odeon Theatres (Canada) Ltd. who together own
60% of the 1,116 theatres and 307 drive-ins in Canada.]0 Thé remain-
ing 40% of Canadian ekhibition outlets are owned and operated by
the "independents". Some independents may operate as many as ten
theatres or drive-ins. |

Famous Players and Odeon, the two national chains, because. of
their high profiles, are.the target of much criticism from Canadian‘
film makers, particularly the Canadian Council of Film Makers. The
| C.C.F.M., a highly vocal grohp, makes the accusation that “"secret"
agreements exist between certain major distributors and the two chains.
This accusation has further fueled the arguments forbforeign motion
picture quotas, additional box office levies or possible nationa]izatfon
of the theatre chains.

The major distributors and exhibitors are represented by the

Canadian Motion Picture Distributors' Assdciation;_ The C.M.P.D.A.
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responds to the C.C.F.M.'s criticism by stating that the distributors
and exhibitors need product as there is a world wide shortage of
motion pictures with a high degree of public appeal. They state in
their brief entitled "position Paper Concerning the Motion Picture
Industry in Canada" that "with regard to exploitation and distributidhﬁ.}1
of Canadian pfoduct: |

contrary to some opinion, no particular problem is envisaged

provided the right product is there. The only yard stick

that governs the number of play dates and attendant box office

grosses is public support. Failing public support, the theatre

exhibitor, regardless of his business relationships, will
refuse to book a picture.12

The C.M.P.D.A. claims that: )
The shortage of successful Canadian films is due to the absence
of significant economic organization with the capacity of

correctly packaging an appropriate property that has th? right
artistic bias and a very specific international thrust. 3 _

The arguments go back and forth with both sides accusing the
other of incompetence, dishonesty and ignorance. However, the fact
remains that only ten Canadian feature films have ever earned 6ver

14 0f these

~$1 million in box office gross ticket sales in Canada.
ten, only three or four have had any significant public appeal in
other English language markets in the wofld.

In conclusion, motion picture production in Canada of both
features and»educatioha] films is very unstable. The amount of
Canadian production rises and falls with the flow of government aid
in the form of loans, grants, and tax incentives. The Canadian motion

picture industry is dominated by foreign interests which effectively

control the product from production to exhibition.



- 13 -

3. PROGRAMS TO ENCOURAGE MOTION PICTURE PRODUCTION IN CANADA

The‘federal government for the past ten years has attempted
to encourage the development of a viable Canadian film industry.
Unfortunately the various incentives to attain this goal have not
been very well coordinated with eéch other or with the true needs
of the industry. The lack of a7flear1y stated government film
policy for Canada and the uncertain nature of the incentive programs,
are seriously hampering long-term industry development. Incentive
programs are devised, announced and implemented, but there is evidence
that these are merely "stop-gap" measures responding to pressure from
various sectors of the industry and the general public. C]ear]y what
is needed is a Coordinated study of the industry, including a ;erious
appraisal of what Canada can offer not only to the Canadian movie-going
public but also, and most important, to the world market.' It is known
that the government has‘commissioned studies of the film industry
through the Secretary of State Department but as yet no conclusions
have been announced. For the past four years the response from both
the former and current Secretaries of State has been that a concrete
vfi]m policy for Canada is "under review".

» Meanwhile the various incentive programs limp along on a piece
meal basis with one government department often seriously thwarting the
efforts of another government agency, e.g. Secretary of State's co-
production agreements with foreign countries versus the Department of
Manpewer and Immigration's policies regard1ng work permits and

jimmigration visas. Superimposed upon these factors is the competition
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to the private independent film/video tape production companies from
the totally government funded agencies: The National Film Board and
Canadian Broadcasting Corporation.
Why‘encourage development of a viable Canadian film industry?
First there are two economic reasons.
1. The monetary value of production and distribution contribute
to the gross national product. Production ié Tabour intensive
and is a stimulus to the national employment level. For
example, in 1975, production was estimated at $150 million.
In the same year distribution and exhibition in the theatrical
and non-theatrical market (educational and television) was
$251 million. >
2. The monetary value of exportation of Canadian motion pictures
contribute to the balance of payments. The export market for
Canadian productions has great potentia] cthidering the size
of the English speaking motion picture markets and their
proximity to Canada.'®
Second, there are the national cultural reaeqns for a viable
Canadian film industry:
1. Films act as a medium of cultural exchange within the various
subcultures of our national prefi1e. _
2. International release of Canadian productions in-world
theatrical and television markets is a natural outlet for
expressing this multi-faced Canadian cultufe,']eading to a
greater world recognition of Canada.

The government programs to encourage'énd aid motion picture

production in Canada will be reviewed under the Canadian Film Development
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Corporation, the Canada Council, the Major Exhibitor's investment
Program the Co-Production Agreements with Foreign Countries and the

Income Tax Incentive Program.

A. Canadian Film Development Corporation

The Canadian Film Development Corporation (C.F.D.C.) was
created by a federal cabinet dec&sioh in August, 1964. Thé cabinet
approved in principle the establishment of a loan fund to aid in the
development of a Canadian feature film industry. |

In the 1965 Speech from the Throne;'the federal governmeht
stated its intentions to aid the motion picture industry. In October
 ”of that same year, the Secretary of State announced thaf a Crown
Corporation responsible for administering a $1b million rev61ying fund
would be established. The burpose of the crown corporatioh would be to
financially assist Canadian motion picture productions. The‘C.F.D.C..
would invest in productions that have a theme that fosters the'develop-
.ment of a national cultural awareness of Canada and promotes tﬁe
awareness at home and abroad.

The corporatfon woﬁld be a financing.institutibn similar to
the Canadian Industrial Devélopment Bank and the National Film Finance
Corporation‘in the United Kingdom. The cofporation would have the
power to allot grants, and awards and to lend production:funds to
Cénadian producers. The proposed 1egjs1ation would require the
disbursement of administrative costs and other non-recoverable expenszs
from the $10 mi]lion fund. The corporation would be credited with
earnings on its loans and profits from its inﬁestments in feature film

pr'oduc'cions.]7
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In June, 1966 legislation to establish the corporation was
introduced in the House of Commons. The debate which followed indicated
general support by Parliament for a film development fund. The
Members of Parliament were concerned that the bill Satisfy the requife-
ments of their constituents. They also vdiced their general concern
over the problems of distribution of Canadian motion pictures.

The legislation, Bill C¥204, was given third reading in
Parliament on February 3, 1967. The Senate subsequently passed the
Bill, without amendment, on March 3, 1967. (Canadian Film DeVe]opment
Act SC 1966-67 c.78 now RSC 1970 C C-8).

In February, 1968, the chairman and the five members were
.appointed and the Corporation came into existence as an agéncy of Her
Majesty the Queen. On April 2, 1968, the members met for the first
time. Their adoption of the by-laws completed the formal establishment
of the Canadian Film Development Corporation. The objects and powers
of the corporation are contained in Section 10 of the Canadian Film
Development Corporation Act. They are as follows:

(1) The objects of the Corporatfon are to foster and promote

the development of a feature film industry in Canada, and

.~ without Timiting the generality of the foregoing, the

Corporation may, in furtherance of its objects,

(a) invest in individual Canadian feature film productions
in return for a share in the proceeds from any such
production; ’

(b) make loans to producers of individual Canadian feature
film productions and charge interest thereon;.

(c) make awards for outstanding accomplishments in the
production of Canadian feature films;

(d) make grants to film-makers and film technicians resident -
in Canada to assist them in improving their craft; and

(e) advise and assist the producer of Canadian feature films

in the distribution of such films and in the administrative
functions of feature film production..
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(2) For the purposes of this Act, a "Canadian feature film" or
"Canadian feature film production" is a feature film or
feature film production in respect of which the Corporation
has determined

(a) that the completed film will, in the judgement of the
Corporation have a significant Canadian creative,
artistic and technical content, and that arrangements
have been made to ensure that the copyright in the
completed film will be beneficially owned by an individual
resident in Canada, by a corporation incorporated under
the laws of Canada or a province or by any combination
of such persons; or

(b) That provision has been made for the production of the
film under a co-production agreement entered into between
Canada and another country.

(3) The Corporaticn shall.not be regarded as a partner in any
film production in which it may invest and its liability
shall be limited to the amount of its investment in the

-production. :

(4) The Corporation shall, to the greatest possible extent
consistent with the performance of its duties under this
Act, consult and co-operate with departments, branches
and agencies of the Government of Canada and of the
governments of the provinces having duties related to,
or havigg aims or objects related to those of the Corpor-
ation.

>Since its inception, the C.F.D.C. has been refinanced twice -
oncef.in 1972 for an additional $10 million and again in 1976 for $5.
million. The C.F.D.C. has invested most of these funds in two motion
picture investment programs: the Feature Film Investment Pfogram and
the Special Investment Program.

In the Feature Film Investment Program, the corporation could
invest up to 50% of the production costs of the completed film with a
maximum in 1976 of $250,000.19 |
| When the C.F.D.C. invests in a fi]m it will participate in
50% of the profit, in proportion to its share of the original
financing. The other 50% of the profits traditionally goes

to the producer to be shared with the writer, director, actors
~and others involved in the production of the film. When the
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C.F.D.C. makeé a loan, it does not take a share in the

profits but it does request security other than the film ,

itself. The rate of interest is subject to negotiation.

A further condition for C.F.D.C. funding was that the producer
Secure guaranteed distribution in Canada. This was to be ensured by the
requirement that a distributor contribute to the production costs and/or
advertising and promotion expenses. However, this rule was not always
enforced and the C.F.D.C. did pafticipate in productions which did not
have a distributor prior to commencement of production. |

The Special Investment Program was désigned to permit young
film-makers to develop and demonsfrate their_fa]ent through production
of a low budget feature. The maximum budgets perﬁitted in this
program were between $100,000 and $135,000. The C.F.D.C. could provide
up to 60% of the production budget costs. The balance of the budget
was to be provided by private investors or by voluntary deféral of the
salaries of those working on the film. The C.F.D.C. was to receive
25% of ahy revenue earned by the film after the private sector or defer-
als had been repaid. Guaranteed distribution was not necessary.

Initially the Corporation's main'conéern was to get as many
features into productfon as possible. However, in the early 1970's the
C.F.D.C. became increasingly concerned with distribdtion of the
* Canadian product. In 1971 a policy was adopted that investment would
be made only in films that had been accepted for distribution by a |
distributor. This policy was somewhat hollow because unconditional
binding acceptance of an uncompleted film by a distributor is imposs-
ible to legally enforce. The policy was later rescinded and the
C.F.D.C. continues to invest in low budget features without a prior

distribution agreement.
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In 1973 the C.F.D.C, extended its financial assistance so that
investment funds could be used for promotion.during and following
production. Thus better marketing and wider distribution of Canadian
features was ensured. In 1975 the Corporation added to_its staff an
experienced Distribution Officer to work with Canadian distribution
companies to enable them to expand their activities both nationally
and abroad.

In its 1975-76 fiscal year the C.F.D.C. put greater emphasis
than it had previously on its script writing assistance program.

The C.F.D.C. recognized that "it is virtuaT]y impossible to produce a
viable motion picture without a créative, comméréia1 script."Z]

.To assist in developing good Canadian script writers, the Corporation,:
in addition to supporting promising writers, created the positfon of
English Script Consultant who was to provide detéiled, constructive
feedback to script writers. The Corporation allowed that one of its
most vital objectives would be "the combination of creative fréedom

22 Executive Sécretary Michael

"~ with realistic commercial potential".
Spencer, declared that the corporation had, in the past, invested in
the production of “films that had no chance of ever getting off the

23. It has been proposed by Corporation management that the

ground"
C.F.D.C. discontinue its practice of investing in low budget features.}
None of these low budget features have ever}earned any returns because
very few have even been shown to a paying audience as their themes are
ndt popular and the production value low.

In 1976 the mandate of the C.F.D.C. was expanded to include

responsibility for administering and assisting in hegotiations of
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co-production agreements with foreign countries. The corporation
scrutinizes all propoéed co-prbductions to see if they cohp]y with
the regulations regarding Canadian content and investment,and artistic
and commercial potential. "Eligible projects of high merit"24 are
recommendeé by the C.F.D.C. to the Secretary of State. The Seéretary
of State makes the final decision to allow financial assistance ta the
co-productions. | |

The C.F.D.C.'s expanded mandate also includes co-ordinating the
actfvities of the various government agencies concerned with the
“film industry in Canada. Some government agencies are: The Film
- Festival's Bureau - Secretary of State Depaktment, Canada Council
“for Arts, National Film Board, National Archives and.the Department
of External Affairs. A further responsibility of the C.F.D.C. is to
monitor the voluntary quote agreements with the two national theatre
chains - Famous Players Ltd. and Odeon Theatres (Canada) Ltd. These
two predominant chains have voluntarily agreed with the Secretary of
State to show Canadian-made features at each of their theatres for a
minimum of four weeks each year.

In 1977 the C.F.D.C. further increased its responsibilities
and broadened its mandate. The C.F.D.C. is now involved in almost

every area of the Canadian motion picture industry, including television.

B. Canada Council

The Canada Coﬁnci] was established in 1957 by thevpassing of
the Canada Council Act. The Council's mandate is to "foster and promote
the sfudy and enjoymént 6f, and the production of works in the arts,
humanities and social sciences".zs' This mandate.is to be accomplished

through‘fhe distribution of fellowships and grants to creative persons.
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The Council has two programs which affect the film industry:
the Film Production Grant Program and the Video Production Grant Program.
Applicants who have previously established a professional reputation in
the visual arts can apply for grants of up to $25,000 for a film
production and of up to $10,000 for a video tape production.26 The
intention of these programs is to support the fi]m—haker‘who has
demonstrated a degree of professiona]ism but who needs: further opport-
unity to demonstrate his creative and technical ability before embarKing

on a more sophisticated and costly commercial project.

C. Major Exhibitors' Investment Program

A growing lobby made up mostly of nationalistic Canadian film-
makers has been pressuring bqth the federal and provincial governments
to force the two major theatrical exhibitors to invest a greater
‘portion of their box office profits directly in film production. .
Famous P]ayefs Limited and Odeon Theatres (Canada) Ltd. are financially
controlled either partially or completely by foreign interests. A
large amount of their profits flows out of Canada to their parent
companies. Various parties'inc]uding the Canadian Council of Film
Makers, thé Secretary of State Department and the C.F.D.C. have been
seeking ways in which this flow of funds out of Canada could be reduced.
Faced with the threat of Canadian content quotas, additional box office
levies or outright nationalization, the two major chains have consented
to invest a portion of their earnings in Canadian film production. -

Famous Players invested some money in motion picture production

in the late 1960s and early 1970s but it was not until the pbssibi]ity
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of strong government actjon became likely that the two major chains
agreed to provide production financing in ahy substantial way.
Secretary of State, Mr. J. High Faulkner, announced on August 5, 1975
that - _ |
the two largest theatre chains in Canada...have vo]untari]y.
agreed to a quota of four weeks per theatre per year and

an investment program of at least $1.7 million to aid the
exhibition and production of Canadian feature films.27

The announcement noted that Famous Players and Odeon would coﬁtribute
$1.2 million and $500,000 respectively in the first year of the program.
Attempts by the writer to ascertain the requirements for
investment by the two major chains were frustrating. The two chains
do invest but it seems they do so reluctantly. They are reticent
about specific information regarding their program and do not encourage
the submission of production proposals.

M.J. Lawrence Pilon, Vice President and Secretary of Famous
Players Limited stated in a telephone conversation with the writer that
Famous Players invests up to $1 million per year_in certified Canadian
productions. Famous Players will contribute up to $150,000 in any one"
feature for which they expect a share of the profits (points) in
accordance with their percentage of the total budget investment 6n a
parri passu recoupment basis. Projects submitted to an executive
'committee‘are evaluated with regard to: commerciality of the script,
‘the budget a]]ocatjons, the.proposed stars énd the reputation and exper-
jence of the principals and other 1nv;stors involved in the production

cbmpany and the project.28

Mr.-Pilon would not say who was on the
executive committee and he refused to comment on the criteria used to

determine acceptance of script, budget, stars, principles and investors.
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D. Co-Production Agreements with Foreign Countries

To develop a film industry, Canadians must first learn the
necessary technical and creative skills of the art. One way to do this
is to co-produce with film-makers from other‘countrieszmore experiehced
than 6urse1ves. To encourage Canadian film-makers to work with foreign
filmmakers the government, through the auspices of the Secretary of
State Department, has negotiated three co-production treaties since‘
June, 1974. The advantage to Canada, is the opportunity for Canadians
to benefit from the experience and expertise of foreign craftsmen by
working with them in Canadavor abroad. Canadian projects produced
under these treaties will be eligible for any quotas or other market
" protection measures in the participating foreign country. The advant-
ages for the foreign country are:

1. Access to Canadian investment, including C.F.D.C. funding;

2. The opportunity to transfer for pkoduction purposes funds

otherwise blocked by currency restrictions to Canéda;

3. Access to Canada's under-exposed scenery for story back-

grounds using experienced foreign crews and cast.' The |

‘Department:of Manpower and Immigration has been instructed to

relax its work permit regu]étions in order.to allow foreign

film-makers to work on Canadian co-productions;

4. Access to Canadian television markets since motion pictures

produced under co-production agreements are deemed as "Canadian

content" for broadcast purposes. |
The film itself is exempt from any import duties or quotas of either df

the co-producing countries and therefore can be freely exploited inthe two
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countries.29 The profits earned in each country, however, accrue
solely to the resident co-producer of the country in which théy are
earned.
Each production company will reserve its national territory
for the exploitation of the film and will share the net
profits from the world in proportion to the amount of capital
advanced or credit made available to the production. 30
In February 1976 the Secretary of State appointed the C.F.D.C.

3 The

as administrator of all existing co-production agreements.
C.F.D.C. reviews any proposals and makes recommendations to the Secretary
for finai approval of those projects which the C.F.D.C. considers |
beneficial to Canada.
Canada has co-production agréements with the United Kingdom,
‘France and Italy. Negotiations are in progress with West Germany and

Israel.

~ Canadian-French Co-Production Agreement

The "Film Relations Agreement" between the governments of

32

Canada and France was signed on June 7, 1974. The Secretary of State

in Canada and the Directeur Generale de la Centre Nationale de la

Cinematographie approve motion pictures produced under the agreement.
The two offfcials must approve the contractual arrangements of

each motion picture production and market-sharing arrangments for

for the completed product. The producers must be pfofessiona]ly com-

33

petent and adequately funded. The director and principle acting

talent must be either French or Canadian and the shooting must take

34 Both a French and English sound

35

place in either France or Canada.
track version of the film must be made. The proportion of invest-
ment and technical and creative contribution can range between 20%

" and 80%.‘ Usually thé investmént and production servicés contributions

are of the Same'respective proportion.36
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Canadian-Italian Co-Production Agreement

The "Agreement Relating to the Co-Production of Films" between
the Government of Canada and the Republic of Italy was.signed on
July 4, 1974. The terms of the agreement are similar to the French
cb—production treaty. The Ifa1ian Ministry of Tourism and Entertainment
is the body which must approve projects involving the Italian co-

37 Two versions of the motion picture must be made, one

38

producers.
in Italian and one in either French or English; The contributions
to financing by the two co-producers can vary between 30 and 70 percent.
The creative and technical services are to ccnform to the respective
participation percentages.39

Canadian-United Kingdom Co-Production Agreement

The Honourable Hugh Faulkner, Secretary of State, signed a'
'three year co-production agreement with the United Kingdom oﬁ September
12, 1975. 40 A film qualifies for the benefits of this agreement if
it has a co-producer (or co—prdduction company) from each country that
are corporately independent of one another. The budget must be over
$350,000 or X150,000 whichever is the 1afger amoﬁnt at the prevailing
rate of exchange.4] The majority of the persons working on the film
must be either citizens or residents of the U.K. br Canada but leading

performers can be from a third country.42

The rules regarding the ratio

of cast, technical and craft serVices, distribufion and sharing of

net receipts are similar to thdse included in the other two co-production
treaties and the general conditions set out in the introduction of this‘

section.
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E. Income Tax Incentive Program

The income tax incentive program is the use of the high
depreciation rate for motion picture and video tape,programs vhich is
allowed for income tax purposes. An investor-owner can utilize
this depreciation rate - "capital cost allowance" - to reduce his gross
income for tax purposes and thus reduce his taxes payable.

A11 assets (property) have been aésigned to certain "classes"

by way of ammendments to the Income Tax Act Requlations. Each class

has been given a maximum rate at which the capital cost of an asset
can be amortized. The rate is called the capital cost allowance (c.c.a.).
An owner of property (taxpayer) can deduct up to the maximum
"c.c.a. from the undepreciated ba]ancevof the cost of that property.
(For a detailed explanation of c.c.a. see Appendix A to Chapter II).
From time to time the various classes are amended by the
government to include or delete certain properties. These amendments
may reflect new uses ancd hence economic life expectancy of the property.
The amendments may also reflect government policy that is designed »
to encourage or discourage ownership by Canadian taxpayers of that
particular property. |
Motion picture films and video tapes are presently in class 10
(30%) and class 12 (100%) depending on their content and ownership.
The programs in class 10 are those which the government does not wish
Canadians to invest inor own. The programs in class 12 are those in
which the government desires to encourage private Canadian investment,
hence the income tax based incentive. It is the value of the income

tax incentive that will be addressed in this thesis.
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4. FORMAT OF STUDY
A. Method

This is a two pronged study of the capital cost allowance
incentive program for.motidn picture investment. Firstly, the study
examines the relevant income tax laws of Canada and their interpret-
ation by the Department of Natioha] Revenue, Taxation and the Canadian
| judicial system. Secondly, the study involves a quantitative anélysis
of the financial implications to a taxpayer investing in Canadian motion
pictures. The intention of this study is to investigate motfon picture
production in Canada and the consequences of investiﬁg in such produc-
tions from the point of viéw of the private investor.

The method used to undertake this study is as follows:

1. The present motion picture induétry in Canada is described.

2. The theory of capital cost allowance is explained through

the use of examples from motion picture investment proposals.

3. The income tax legislation relating to capital cost allowance

and the motion picture investment is scrutinized, described

and‘commented upon. |

4. Relevant court cases are examined.

5. An actual motion picture investment package including an |

income tax reassessment and appeal expérience of an investor-

owner is described. .

6. A motion picture investment model which incorporates both

investor-taxpayer and investment characteristics is designed.
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7. The model is utilized td arrive at various financial out-

comes depending upon such factors as:

-investor ihcome;

-motion picture investment type; -
-educational,
-feature,

—ihvestment format;
-leveraged,

-non-leveraged.

8. The financial outcomes are compared and contrasted.
Conclusions are drawn..
9. Overall conclusions are made based on the results of

both the descriptive and analytical parts of the study.

10. Recommendations are offéred to investors, the motion picture

industry and the government.

In summary, this thesis is an extensive examination of the
current state of the Canadian motion pictﬁre industry and the relevant
income tax legislation, the embodiment of an original experience of the
Writer in that industry, and the application of modern financial |

principles to motion picture investment.

5. SOURCES OF DATA AND INFORMATION

The Canadian Income Tax Act and Regulations was a major source

~of information along with interpretations of the Act by the National
Revenue, Taxation and the Canadian courts.
Other sources of data and information included the following:

Motion picture industry trade_jdukna]s and magazines such as
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Variety

Cinema Canada

The Journal of the Producers Guild of America

Canadian newspapers such as

The Financial Post

The Toronto Globe and Mail

The Vancouver Sun

. Books written on the industry by lawyers, producérs, directors, and

distributors such as

Mbtion Pictures and the Arts in Canada, Garth H. Drabinsky

The Film Industries, Michael F. Mayer

Producing, Financing and Distributing Film, Paul A. Baumgarten
and Donald C. Farber

Motion Picture Distribution, Walter E. Hurst and William S. Hale

Papers and speeches presented by lawyers and chartered accountants involved
with motion picture financing such as
"Tax Advantages of Film Investments", Wayne G. Beach L.L.B.
"A Cineramic View of Motibn Pictdre Investments", Richard M. Wise, C.A.
"A Departmental Perspective on Tax Shelters", M.W. Steele.
Personal interviews were conducted in an attempt to assess the

validity of what had been written by and about the motion picture industry.

The writer has been involved in the production, financing and

distribution of educationa]/documentary motion pictures for five years.
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CHAPTER II
INCOME TAX INCENTIVE PROGRAM

1. MOTION PICTURE INVESTMENT FOR THE PRIVATE INVESTOR

The federal government has stated that it would like a viable
motion picture industry to develop in Canada. However for~thé industry
to deve]op'money must be invested in the production of motion picfureé.

Motion pictures are a high risk investment. The odds of a motion
picture investment earniﬁg a reasonable rate of return are very low.. The
attendant risk is very high that the product{on phase will exceed the
production budget or that the production of the motion picture will not
even be completed. The private investment community is unlikely to
consider such an investment unless there are additional incentiﬁes other .
than the remote possibility of earning revenue‘from the motion picture.
The federal government is aware of the handicaps to the investor due to
high risk of motion picture investment in Canada. Tax legislation has
beén enacted that is designed.to stimulate the growth of the industry
~ through investment by the private sector in "government approved” motion
pictures. The tax incentives offer a safe income tax deferral if certain
criteria are méf by both the investment 1tse1f,.(i.e. motioﬁ picture film
or video-tape program) and the technical rules upon which the investment
is founded. |

The Tn;omé tax incentives are created by rules and regulations in

the Income-Tax Act that permit a generous capital cost allowance on motion -

pictures. Taxpayers can use this c.c.a. to avoid or defer taxes on
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income earned from other sources.

A. Theory of Income Tax Incentive

Martin O'Brien, a Canadian tax expert, once described taxation
in the following terms:

‘Taxation is'expropriation of property; wealth acquired by

the sweat of one's brow is taken away and used for the

purposes of the State, some laudatory, some 1au0hab1e

(See the Auditor-General's Report of any Year).
Numerous taxpayers would readi]y‘agree with O'Brien's definition even
though it might not be found in conventional, accredited dictionaries
of the English language, or even in accountants' handbooks; Taxpayers
~are reluctant to be "expropriated" of their "hard earned" wealth. Since
the advent of persdna1 income taxes, taxpayers have been seekihg
sopnisticated schemes to reduce the amount they must remit to the govern-
ment's tax collectors. Commonly known as "tax shelters", such properly
structured schemes to minimize tax have been approved by the courts over
the years. |

As is well known a taxpayer's rights are somewhat safe-

guarded by the courts, which are not loath to dismiss the

Crown's .claim for tax where the claimed tax is not specif-

ically imposed by the 1eg1s]at1on .
Lord Tomlin said in his decision in the Duke of Westminster case:

Every man is entitled if he can so order his affairs so

that the tax attaching under the appropriate Acts is less

than it would otherwise be. If he succeeds in ordering them

so as to secure this result, however unappreciative the

comnissioners of Internal Revenue or his fellow taxpayers

may be of his ingenuity, he cannot be compelled to pay .

increased tax.

A tax shelter, one of the methods used to reduce income taxes,
has been defined as:

..a transaction whereby tax otherwise eligible is deferred

or avoided. This is done by utilizing a loss which does not
require an outflow of dollars as a deduction against income. 4



The use of tax shelters:

by taxpayers is an attempt to defer the payment to a later

date of taxes presently exigible under the enabling legislation

or to avojd ?hgm enFire!yf thgreby mgnimizing interference

with the individual's civil rights.

Accountants and financial advisors recommend that both the
taxpayer (investor) and the investment have certain basic character-
istics in order for a tax shelter to be effective. First, the account-
ants and financial advisors recommend thét the taxpayer:

1. Should be in a position to reinvest the cash savings from

the capital cost allowance in activities that will earn

additional income;

2. Should be well advised not only as to the high risk of tax

shelter investments but must have a long term plan to deal with

the ultimate termination of the shelter devise provisions and
the possible recapture of capfta] cost allowance previously
utilized;

3. Should be in an overall income and tax position such that

he can fully utilize the high deduction to offset the inherent

high risk. ©

Second, the accountants and financial advisors recommend that
the investment have the following characteristics:

1. Be a property that qualifies for a high rate of capital

cost allowance, preferably higher than 30%;

2. Have a rate of réturn which is sufficient to produce a

"reasonable expectation of pr&fit“;

3. Be structured in such a way that the investor is protected

against further or unexpected liabilities attached to the

investment other than those that he is hrepared to accept at

the outset. 7
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B. Basis of a Tax Shelter

If the reader requires a detailed exb]anation of the mechanism of
a capital cost é]]owance tax shelter he is advised.to turn to the
exp]anatidn and example in Appendix A to Chapter'II. |

The following are tax shelter examples of two motion picture
investments in a feature.1ength motion picture film and an educational
video tape production. The information in the examples is taken from
various prospectuses issued by the promoters of the motion picture invest-
‘ments. The purpose of thé examples is to familiarize the reader with
the basics of motion picture tax shelter investment and to demonstrate

the investment and investor characteristics.

Example of a Non-Leveraged Motion Picture Investment

The hypothetical investor in this example has a marginal tax rate
of 66% (marginal tax rate is the rate on which the next dollar of income
is taxed). The investor has the funds readily available to invest in a
motion picture film that will be certified by the Secretary of State
as a "Canadian feature film". Ownership of the motion picture film will
entitle the taxpayer to a 100% rate of capital cost allowance that may be
used for:tax purposes to reduce other income. The motion picture film
will be copyrighted in the names of the 1n§estors as proof.of ownership
of a property purchased to earn income.

The investor and his.financia1 advisors have analyzed the prospec-
tus of the feature film investment and, have agreed that the producer,
director, and lead stars are of such calibre that the film is expected to
have a box office draw that could yfe]d a "reasonable rate of prdfit“;'

The producers have secured a completion guarantee bond. The

issuers of the bond will pay any over-budget expenses of production.
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Therefore the investor is protected against additional 1jabilities |
and can be assured that the project will be completed. The producers
have also negotiated an agreement for theatrical distribution in Canada
and an option for American and world distribution. |

The budget of the motion picture film is $750,000. Minimum
investment units of $25,000 are being offered. Each minimum investment
unit entitles the owner to 1/30th of the net profits df the distribution
revenue of the motion picture film.

The exhibition agreement for the motion picture film specifies
that the exhibitors' sﬁare and their expenses will be paid on a priority
basis. vThe balance of the distribﬁtion revénue, after deduction of
advertiéfng, promotion and print costs, wf]] be divided pro rata and
bari passu among each of the other entities Tisted below. If $10,000,000'
was the world wide box office gross revenue of thé feature film, the -
gross will be divided among the investor-owner, production, distribution,

and exhibition entities as follows:

Expected box office gross (3 years) $10,000,000

Less:
Exhibitors' share : 4,000,000
Advertising, promotion and prints 500,000
Lead stars' share 500,000
Distributor's share ' . 3,000,000
Producer's share 750,000
Initial capital investment - 750,000

Total: Profit to investor-owners $ 500,000

The film will earn no income during the first year of the invest-
ment because it will be in production that year. Therefore, the investor-
owner of a 1/30 undivided interest will then compute his taxable income

(Toss) from the investment as follows:

Income from distribution $ nil
Less:
Capital cost allowance on '
investment @ 100% $25,000

Income (loss) for tax purposes- ' {$25,000) |
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As the investor's marginal income tax rate is 66% he will have
saved $16,500 in taxes otherwise payable. This saving can be considered
a $16,500 indirect recovery on the investment and means that his actual
incremental cash investment is only $8,500 (ie. $25,000 original investment
minus the $16,500 income tax saving). Revenue in subsequent years will

be taxable at his marginal rate.

Example of a Leveraged Motion Picture Investment

In this example, the investor, also at the 66% marginal tax
rate, will be investing in a Canadian video tape production that will
be marketed to education institutions throughout North America. The
initial tax saving attraction will be further énhanced by the use of
leverage in the form of a fourteen year full recourse promissory note
bearing 6% interest calculated on the outstanding balance at each year
end. This promissory;note will be signed by the investor-owner and
will be payable to the producer. The purchase contracts will a]]ow’for
the promissory note to be paid out of earnings generated by the program,
if any. As this is a full recourse promissory note it must be paid off
by the investor-owner at the end of the fburteen years regardless of the
fortune of the program. " |

Thé full purchase price of the video tape program is $75,000.
The investor's cash down payment is $25,00Q and the promissory note is
$50,000. The leveraged ratio of the cash investment is three to one.

Educational Video Tape Program

Cash down payment $25,000
Fourteen year promissory note 50,000
Total: Purchase price (Capital cost) $75,000

A taxpayer whose marginal income tax rate. is 66% pays $49,560

taxes on $75,000 income'taxed at that rate. (ie. The $75,000 income
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is over and above income taxed at a lower marginal rate.) -

Net Cash Position After Taxes - No Investment

Income taxable af marginal rate $75,000
Taxes payable at 66% 49,500
Equals: Net cash after taxes $25,500

If the taxpayer invests in a motion picture investment which is
eligible for a 100% capital cost allowance deduction he can avoid income

taxes on the e¢.c.a. deduction. (ie. $75,000)

Income taxable at marginal rate $75,000
Less: :

Capital cost allowance deduction (100%) 75,000
Equals: Marginal taxable income nil

The taxpayer-investor-owner has improved his net cash flow by
$24,500 because he has avoided paying $49,550 income taxes on the
$75,000 earnings, yet his initial cash investment has been only $25,000.

Taxes payable if no capital cost

allowance deduction available : $49,500
Less:
' Cash down payment for
. video tape program 25,000
Equals: Net cash saving _ $24,500

The net cash saving of $24,500 through the tax recovery mechanism
can then be reinvested at say, an average of 10%‘interest compounded over
fourteen years. If thé video tape is not a commercial success, and the
promissory note is not retired from the video tape. earnings at the end
of the fourteen years, the $24,500 cash saving, plus accumu]ated'compound
interest of $68,541, will be sufficient to meet the note obligation and
its accumulated interest of $42,000 and still return a smé]] profit of
$1,041 to the investor-ouner. |

Note that this example does not consider the time value of money
(present va]ue).' If a net present value was computed it could be
demonstrated that tﬁe investment would not have earned a profit and the

investor would have, in fact, lost money. The concept of net present
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value will be fully explained in Chapter VII which explores the_quant—
jtative implications of a motion picture.investment.

‘The above two examples, although highly simplified, demonstrate
the basis of the "tax shelter" aspect of motion picture iﬁvestmént in

Canada.

2. PRIVATE MOTION PICTURE INVESTMENT ARRANGEMENTS

There are several arrangements which private investors have used
for investing in motion pictures in Canada since 1970. The arrangements
are: limited partnership, joint venture, undivided ownership, and a |
syndicate-guarantee. Each of these arréngements has advanfages and
disadvantages in terms Qf 1iability, possible reassessment by the tax
department, financial risk, potential earnings, complexity of the contracts,
the number of investors involved, and the position of the producer.

The objects of film investment are to minimize exposure to both
financial Tiability and tax reassessment while maximizing profit potential
and the basis for capital cost allowance (and hence income tax.savings).
To devise such an ideal framework is not én easy task. If the investor's
1iability is limited so is his base for c.c.a. If his liability is not
limited he may achieve a greater initial tax deferral but usually his
profit potential is reduced evenvif the film is successfu1.‘ The following
is an examination of the various schemes that have been déve]oped. In
each examination an attempt will be made to define thé structure. The
advantages and disadvantages from the investor's point of view will be

discussed.

A. Limited Partnership

A limited partnership is defined in Black's Law Dictionary as:
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A partnership consisting of one or more general partners,

jointly and severally responsible as ordinary partners, and

by whom the business is conducted and one or more special

(1imited) partners, contributing in cash payment a specific

sum as capital to the common stock (or property), and who

are not liable for the debts of the partnersh1p beyond the

funds so contr1buted

In Canada, such entities are'registered provincially. Federal
téx lTaw does not deal specifically with the legal effects of business
activities carried out by partneréhips. Limited parfnerships were the
usual arrangement for organizing a group of individual investors between
1970 and 1973 for the purpose of investing in motion pictures.

The advantage of the limited partnership was that the indiVidua]
private investors (limited partners), had no financial 1iability beyond
the amount of money invested by each paktner. Their liability was 1imited
with respect td possible cause of action from a.third party such as
suing for damages for infringement of copyright, defamation of character,
invasion of privacy, breach of contract, etc. The general partner was
1iable for all such 1iabilities. However, the general partner (usually
newly incorpbrated for the specific‘production) had minimal assets and
simply declared bankruptcy in the event of an unsuccessful film or a
major suit.

vThe major disadvantage of the 1imited partnership structurevstems
directly from the Timited liability aspect. The tax department will not
accept the claim for c.c.a. on an amount owed by the partnership but not
directly owing by the indivfdua] limited partners. The tax department
will not allow non-recourse investmen£ supplied by the C.F.D.C. or by é
distributor to be included in the capital cost. HNor will the tax department
allow non-recourse promissory notes to be included in capital cost.

The possibility exists that the tax department could apply the

short fiscal year rule. The rule could be applied only if the partnership
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was deemed a "business". A partnership must have a year—énd which mayr
not necessarily coincide with the individual partners' yeaf—end or the
completion of the motion picture production. If fhe short fiscal yéar
rule was applied the c.c.a. would be pro-rated and restricted to the
nunber of days the partnership business had been active.’ The attractive-
ness of the partnership method is diminished if the c.c.a. is festricted
in the initial year of the investéent.

The partnership must be Tiable for additional sums of monéy
over and above that which is invested by the partners to incorporate the
leveraged capital cost feature. The additional sums of money must be
paid if and when the motion picture generates revenue from distribution.
A major portion of.the revenue must be directed toward retiring the
the partnership's 1iability. However, since c;c.a. on the leveraged
amounts has already been claimed in the initial years of the investment,
the limited partners will be required to pay tax on revenue which is
not being'received by them but which is being applied to the previously
incurred liabilities. This often means that if the investors find
themselves with a commercially successful motion picture they will not
receive any cash income - yet must pay taxes on monies being paid toward
repayment of the C.F.D.C. investment or to the vendor of the film for

retirement of the promissory note.

B. Joint Venture

A joint venture, legally know as a joint adventure, is very‘
similar to a lTimited pértnership but the joint venture is usually not
registered or given any corporate designation. A joint venture is
usually set.up for the purpose of undertaking a specific business project

or transaction, and it is terminated upon éomp]etion of that undertaking:
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The proportion in which the resultant profit or Toss will be
shared will be mutually agreed between the partners of the
venture according to the financial risk run by them, or
accordina to the value of the services which will be contributed
by them.

In the motion picture business the individual private investors
supply the cash and the producer and his associates {distributor, etc.)
supply the services.

Joint ventures have been abandoned as a method of motion picture
financing. The reason joint ventures did not work is because by
definition of a joint venture the investors' contribution is a financial
contribution only. They are therefore, not true owners of the motion
picture, entitled to claim c.c.a. The tax authorities contended that the
jnvestors in a joint venture are in "business" and any income would be

considered business income not investment income. Therefore capital cost

would be pro-rated according to the short fiscal year rule.

C. Investor-Owner of an Undivided Interest

The. undivided interest investment structure is similar to
1imited partnerships and joint ventures methods in many respects. There-
are trade-offs between the undivided interest and the other two methods
with regard to tax advantages, investor liability, and potential minimam
and maximum profit and loss. |
An undivjded interest or undivided right, as it is sometimes called,

is similar in law to co- or joint tenancy. Black's Law Dictionary

defines undivided right in the following terms:

An undivided right or title, or a title to an undivided
portion of an estate, is that owned by one or more tenants

in common or joint tenants before partition. Held by the same
title by two or more persons, whether their rights are equal as
to value of quantity or unequal. 10

Interest is defined as:
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Any righf in fhe nature of property but less than titfe;

a partial or undivided right; a title to a share. 11

The primary objective Qf the undivided interest arrangement
is to avoid the negative tax consequences of a partnership. Accordingly,
many purchase and distribution contracts specifiba]]y include a denial
of any intent to be considered a partnership (or joint Venture). Hovi-
ever, for income tax purposes the Department of National Revenue, Téxation
has indicated that it does not nécessari]y acceﬁt a denial phrase as
meaningful, and it may declare that the relationship is a partnership
for the purposes of c.c.a.

The purchasers of an undivided interest intend that they be
considered co-owners of a property acquired for the pukpbse of gaining
or producing income. The_purchasers do not want to be considered engaged
in a business because their claim for c.c.a. expense would be subject to
the short fiscal year rule.

If individuals owning an undivided interestin a motion picture
are not considered to be in a partnership‘or a joint venture (and it
appears that the tax department is not prepared to go out of its way
to prove either a partnership or a joint venture exists), then the claim
for capité] cost allowance on the investor-ownérs' share of the motion
picture is stronger than in the partnership or joint venturé arrangement.
A straight-forward bill of sale is exchanged which, included with copy-
right registration, is accepted as adequate proof of ownership.

If it is intended that leverage be used, then the investor-owner
signs a full recourse promissory note for which he is personally liable
regardless of the fortunes of the film. Again, his case for c.c.a. on
this amount is strong. However, according to the terms of the note he |

will have to pay the holder of the note its face value at some future
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predetermined date if the distribution receipts have been insufficient.
(Notes are usually payable in five to fourteen years and bear interest from
zefo to ten percent). The promissory note liability will have to be met
with his peréona] resources and, (depending on the invesfor's tax position
and the degree of leverage), can complietely eliminate any overall cash
saving through tax reduction. If the film is successful, the investor-owner
must pay taxes on his full share bf‘the net revenue; a portion of which

will be directed toward retiring the promissory note. If he has claimed
~his full c.c.a. in previous years, he will probably have to find an

additional source of cash to meet his tax obligation.

D. Syndicate-Guarantee

The weaknesses of the three arrangements discussed above have
induced the motion picture industry to devise more sophisticated methods
of financing. The latest financing arrangement ihvo]ves formation of a
syndicéte of investors who purchase undivided interests in a film for
a small cash down-payment and the syndicate members agree to pay additional
amounts to the vendor on definite dates for a number of years. The
installment payments are in turn guaranteéd to the investor-owner by a
third party (the distributor) in the form of minimum distribution receipts.
This guarantee of the syndicate's 1iability by the distkibutor is often
further assured by the purchase of a bank guarantee by the syndicate.

The syndicate-guarantee arrangement does not require investment
participation in the actual production by the C.F.D.C. distributors or
exhibitors in order to build in the leverage factor and increase the
investor-owner's c.c.a. The leverage is created by the vendor (producer)
selling thé motion picture td the investor—ownef at a considerable mark-up

over actual production costs.
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A syndicate is defined in The Dictionary of English Law as:

A body of persons taking part jointly in some venture or under-
taking, a body of persons associated temporarily for the purpose
of buying a private business or other property and selling it

at a profit, usually to a limited company. Sometimes a syndicate
is formed by persons who are individually possessed of property

of the same description (generally shares or the like), and wish
to subject it to a common management, with a view to its real-
isation, after which each member takes the profit or Toss accruing
in respect of his proportion. 12

The syndicate—guarahtee érrangement appears attractive to the
investor at first glance. He is able to write off a very large amount
of depreciation against other income in the initial year of the investment.
The tax department is unlikely to disallow the investor's c.c.a. deduction
for two reasons. | |

| Firstly, the 1everaged amount is fully repayable by the investor.
His funds are “at.risk“, even though the leveraged funds are guaranteed
by the distributor and a bank guarantor. Secondly, the existence 6f a
dfstribution agreement with a distributor:

appears to favourably impress the tax department; such an

agreement.givgs the d?gartment some assurance that theyfi]m _

will be distributed.

The possibility does exist that gUaranteed distribution receipt
schemes could be labelled a financing arrangement rather than the out-
right purchase of an asset. The tax department might argue that the
investors' funds are not "at risk" since they are guaranteed by the dis-
tributor. If the motion picture investment is held to.be a financing
arrangement;, c.c.a. will not be allowed.

Another potential problem may exist if the distributor is a
resident of the United States or some other country which imposes with-
holding taxes on revenue earned by non-residents (e.g. Canadians). The

guaranteed distribution receipts would be subject to withholding taxes or the

receipts would be considered income earned by a .non-resident. Thus the investor



would be required to make up the difference between the net receipts
received from the distributor and his liability to the vendor of the motion
picture. Foreign withho]ding tax can be avoided or minimized by channeling
the funds through a foreign country that has a favourable tax treaty with
Canada, ie. a country that imposes minimal or no withholding tax.

Schemes involving guaranteed rentals and an inflated purchase
price are at best only a deferral of income taxes because the investor-
owner is subject to tax at.his marginal rate on the flow of guaranteed
funds from the distributor. The investor-owner must use his own funds
to pay the difference between the amount he receives from the distrib-
utor after income taxes and the amount fhat he must pay to the vendor
of the motion picture.

Richard Wise made the following comment toncerning the tax effect
of the distributor's guarantee in a syndicéte—guarantee arréngement in

his article in the Canadian Tax Journal.:

There is an absolute guarantee of income by the distributor
which would be used to discharge the investfﬁs' liability
but would constitute taxable income to him.

Wise further commented on the effects of the inflated purchase if the
fi1m did earn bona fide distribution revenue:

Admittedly, an inflated sales price will reduce the investor's

ultimate profits should the film prove to be a success; however,

it appears that most investors are more concerned with immediate
tax benefits or deferrals rather than with what is often the
dubious possibility of eventual profits in the future - most
films being a bust.

The full effects of the tax liability are often omitted in the
prospectus issued by the promoters of syndicate motion picture investment.
The quantitative analysis of a syndicate-guarantee investment in Chapter
VII will consider the effect of the incurred liability by payment of

the inflated purchase price.
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TABLE II-1

Schematic of Cash Flow in Syndicate-Guarantee
Feature Film Financing Arrangement

World Association Video
Establishment (WAVE) —7——— Swiss Bank
. : (if default by WAVE)

guaranteed distribution
revenue of $5,514,000

\V/ \Z
_ Investor-Owner
promissory note liability of $5,415,000

\'4

Somerville House
Corporation/Producer
(Vendor)

The solid lines represent the flow of distribution revenue from
the distributor to investor-owner and in turn to the producer. The
Swriss bank on the right hand side would only pay the investor-owner if-

VWAVE defaults.

Source:

Somervilie House Corporation, The Zerr0 Syndicate, (October 3, 1975)
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The Flow of Funds Schematic in Table I1I-I shows the flow of
fuhds between the investor-owner, vendor and distributor or bank guarantor.
It appears that there must be some facility that permits the vendor
(producer) to reimburse the distributor if the motion pictUre is unsuccess-
ful and the distributor does not earn any revenue from bona fide distrib- |
ution activities. However the writer has not been able to prove fhat
there is an arrangement for reimbhrsement between the distributor and
the producer. The promoters:of such investment arrangements are under-
standably reluctant to confirm this theory.
‘Summarx. The four principal financing arrangehents have been
used by private investors in Canada during the last seven years. The
first two arrangements, the 1fmited partnership and the joint venture are
no longer used because the Department of National Revenue, Taxation and
the Canadian judicial system disallowed part or all of the investors'
.capita1 cost allowance deductions. The circumstances for abanding -these two
'financing‘arrangemenfs will be explained in greater detail in Chapter IV.
The othar two private invesfor motion picture financing arrange-
ments, the undivided interest and the syndicate-guarantee, are still
being used. The undivided interest arrangementvis usually used by a
small number of investors who are financing either a low budget féature
film or an educational film or vidéo tape program. fhis arrangement is
enhanced {f the initial investor cash down payment is leveraged for capital
cost allowance purposes by the use of a promissory nofe. The syndicate-
guarantee arrangement is presently the most widely used method for
financing feature films in Canada. The feature film investment is often

sold as a package consisting of two or more feature films. The production
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budgets are usually over $1,000,000 and the productionsvare often
co-productions with nationals of another country. The investor's cash -
down payment is leveraged because the purchase brice is inflated over the
production cost. The investor signs a promissory note or notes for the
balance of the 1nf1atéd purchase price. The investor's iiabi1ity is
guaranteed by a distributor. The syndicate-guarantee financing arrange-

ment will be fully explored in Chapter VII.
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APPENDIX A TO CHAPTER II
HOW CAPITAL COST ALLOWANCE SHELTERS TAXABLE INCOME

The following is a basic exnlanation of capital cost allowance.
An asset or property has a cost to the taxpayer (owner). That is, he
must either 1n§est capital upon purchase of the asset or promise to
pay cash to the vendor at some fufure date. The aggregate of this down

payment and the future péyments is the capital cost to the taxpayer.

The Income Tax Act and Regulations allow a taxpayer to expense, or deduct,
a certain portion of this cost from the taxpayer's income each year.
Het Taxable income is the balance of income rehaining after all cabita1
cost deductions and other deductible expenses.

Each class of assets has a different rate at which this deprec~
jation expense may be deducted. The rate is usually, but not always,
tied into the historic useful economic life of the asset, thus assets
wbich can be used for a long time have a low depreciation rate and assets.
with a-short economic lifespan have a high rate. For example if the asset
is a brick bui]dihg 5% of the undepreciated capital cost may be deducted
per year. If the bhi]ding had a cost to‘the taxpayer (owner) of $100,000
he vould be entitled to deduct $5,000 from his income and would pay no
taxes on that $5,000. The following year the undepreciated capital cost
vould be $95,000 and the taxpayer could deduct $4,750 from his income.
If, to cite an unﬁsual cas2 as an example, the building had been expressly
erected by the taxpayer on the site of the 1967 World Exhibition (Expo)
for a concession or other use, it would be depreciable at 100%. That is,
if it cost the taxpayer $100,000 he could deduct that full amount from
his income in that year and he would pay no taxes on thaf $100,000, if he

had that much income. The undepreciated capital cost in the following
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year would be zero, hance no daduction allowed in the second vear.

A11 assets (property) have been assigned to certain classes hy

way of amendments to the Income Tax Act Regulations. Each class has been
given a maximum capital amortization rate, meaning the taxpayer can :

deduct from the undepreciated canital cost balance up to that rate each

year.



CHAPTER 111
INCOME TAX ACT LEGISLATION AND REGULATIONS

I. INTRODUCTION

The primary section of the Income Tax Act which facilitates

tax shelters throughbthe financing by a tax payer of certain invest-
ments is subsection 20(1). Subsection 20(1) provided that a taxpayer
may deduct from his income his capital cost of property. The subsec-
tion is written as follows: |

Notwithstanding paragraphs 18(1) (a), (b) and (h), in computing

a taxpayer's income for a taxation year from a business or
property, there may be deducated such of the following amounts

as are wholly applicable to that source or such part of the
following amounts as may be reasonably be regarded as applic-
able thereto: (a} " such part of the capital cost to the taxpayer
of property, or such amount in respect of the capital cost to

the taxpayer of property, if any, as is allowed by regulation.

Subsection 13(21)(b) defines depreciable property as property
on which the taxpayer can deduct the cost of the property as provided
in subsection 20(1)(a). Subsection 13(21)(b) states:

Depreciable property of a taxpayer as of any time in a

taxation year means property in respect of which the taxpayer

has been allowed, or is entitled to, a deduction under reg-
ulations made under paragraph 20(13(a) in computing income for
that or a previous taxation year.

Subsection 18(1) states that the capital cost deduction of
depreciable property must relate to property that is owned for the
purpose of gaining or producing income. Subsection 18(1) is written -

as follows:
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In computing the income of a taxpayer from a business or
property no deduction shall be made in respect of (a) an

outlay or expense except to the extent that it was made or
incurred by the taxpayer for the purpose of gaining or
producing income from the business or property; (b) an

outlay, loss or replacement of capital, a payment on account of
capital on an allowance in respect of depreciation, obsoles- 3
cence or depletion except as expressly permitted by this part.

2. LEGISLATION AND REGULATIONS - 1960

Part XI of the Regu]atiohs states the maximum rate of capital
cost allowance deductions for depreciable property that may be taken each

year by a taxpayer. The first provision in the Income Tax Act that

allowed a capital cost deduction for motion picture film was Order in
Counci]IP.C. 1960-225. Order in Council P.C. 1960-225 was ﬁub]ished
on March 9, 1960 and was applicable to 1959 and subsequent faxation
years. The Order added class 18 to Part XI, Section 1100, Schedule B of

the income Tax Regulations, thus allowing a 60% capital cost allowance
for "property that is a motion picture fi]m."4 | |
| A motion picture film has been defined by Revenue Canada,
Taxation as "a photographic film on which a useab]e-motion picture has
been produced". 5 The "master film" of a motion picture film is defined
as:
The original production of a film (usually in the form of a
photographic negative) from which are produced the copies that

will be used for performance purposes, each of which is referred’
to...as a "copy". 6

3. LEGISLATION AND REGULATIONS - 1966

On March 23, 1966, Order in Council P.C. 1966-431 was published

which amended class 18 to add the words "other than a television commercial

7

‘message"’; and the phrase "a motion picture film that is a television

commercial messagé"8 was added to class 12 bf Schedule B which allowed
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the taxpayer to deduct 100% of the undepreciated capital cost of the
property of the class. Television commercial messages were thus made
eligible for 100% capital cost allowance in the year they were made.
Video tapes were being used more frequently for television
commercials and programs. A Revenue Canada,-Taxation‘s Internal

" Assessing Guide, dated June 16, 1969 made the following comments

regarding the justification for'deducting the entire video-tape production
expense in the year it was incurred.

Generally speaking, video tape is little used for long-

term storage of the material recorded on it, as there will

be gradual deterioration of the recorded images. Accordingly,
there is no class in Schedule B to the Regulations that
specifically includes the capital cost of such material.

The kind of material recorded on video tape frequently is of
short-term use only, because either it is merely of topical
interest and will have value just for a little while or,

by the production arrangement with the Canadian Council of
Authors and Artists, it is intended to be shown only once
(although possibly by means of separate showings in different
time zones). The production and recording or purchase costs
of material of these kinds normally can be written off as
expenses of the year. 9

The Assessing Guide stated 'there is no class...that specifically

includes the capital cost" of video tape}. The Assessing Guide is incorrect.

Order in Council P.C. 1961-24 S.0.R./61-22, published January 25, 1961

amended class 12 with the addition of paragraph "(1) video ’cape.“]0 '

The amendment qualified video tape for 100% capital cost allowance.

4. LEGISLATION AND REGULATIONS - 1972

The "new" Income Tax Act which became law on January 1, 1972

did not directly change any of the reqguations for motion picture film

or video tape. The Act did, however, make changes in the capital cost
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allowance deduction for rental real-estate property. Capital cost
deductions for rental properties (e.g. apartment buildings) could no
longer be deducted from a'taxpayer's other sources of income. The
c.c.a. deduction could only be taken against the rental income from

the p\r*oper“cy.rl

Prior to the passage of the new Act, rental property
has been the most common and conventional type of tax shelter for high
income taxpayers. | | |

Thus tax reform increased the interest in other tax shelter
investments - motion picture being one of these.

The new.Agg_also featured amendments to the computation of a
partner's share of the income or loss from a partnership. Under the
.”oldﬁ Act, the income of a partnership was allocated to thevpartners
before any deduction for capital cost allowance. A partnership was
not a "taxpayer" as defined by the old Act, therefore the partnership
did not claim capital cost allowance. The partners individually claimed
capital cost allowances on their share of assets used by the parther—
ship. If an individual partrer wishéd, he cculd claim as much or as
little capital cost allowance és he required and as was available to
him (i.e. undepreciated) to minimize his taxable income. ‘

After December 31, 1971.the new Act required that the partnership
itself claim capital cost allowance (up to the maximum allowed oh the
depreciable property owned by the partnership) prior to allocation of.each
partner's share of the profit or 1055:12 . Few pértners have identical
amounts of taxable income. A partner with a Tow amount of taxable incbme
in a particular year may find that he has more deductions {iocss) than
taxable income. Because he co#ld no longer carry that loss to a subsequent

year an attractive income tax consideration was eliminated for many .
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motion picture partnerships.

A third feature of the new Income Tax Act was the provision for
income averaging annm‘ties.]3
Designed to let an individual taxpayer spread unusually large
receipts of specified types of income (including substantial
capital gains or recaptured depreciation) over current and
future years, an I.A.A. Contract provides deferral of most
of the tax on this special iqﬁome while restricting the use of
the income to a fixed yield.
Income averaging annuities are important to a motion picture investor.
If he decides to sell his motion picture investment the proceeds from
the sale would become taxable income if they exceeded c.c.a. previously
claimed for income tax purposes. Under the new Act the investor could
now invest the amount of depreciation claimed but not suffered in an
Income Averaging Annuity Contract to spread the recaptured depreciation

over a number of future income tax years.

5. LEGISLATION AND REGULATIONS - 1974

On July 29, 1975, the federal cabinet passed P.C. 1975-1822.

Subsection 1104(2)(h) was thereby added to the Income Tax Regulations

effective November 18, 1974 and created the provisions for 100%
capital cost allowance of a "certified feature film". The word "or"
at the end of paragraph (1) was deleted and added at the end of para-

graph (m) and paragraph (n): "a certified feature film" was added to

15

the description of class 12 in Schedule B. = The description of class 18

was revoked and thereafter defined as~

Property that is a motion picture film other than
" (a) a television commercial m?gsage and
(b) a certified feature film

The cabinet's initiative wasvexpress]y designed to "increase

private sector support of the Canadian feature film industry".]7 The
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legislation was enacted as follows in Section 1104(2) of the Income

Tax Act:

(h) "certified feature film" means a motion picture film
certified by the Secretary of State to be a film of not less
than 75 minutes running time in respect of which all photography
or art work specifically required for the production thereof

and all film editing thereof-was commenced after November 18,
1974, and certified by him to be

(i) a film the production of which is contemplated in a
co-production agreement entered into between Canada and
another country, or

(ii) a film in respect of which

(A) the person who performed the duties of producer was
a Canadian,

(B) no fewer than 2/3 in number of all the persons of whom
(I) was a person who performed the duties of director,
screenwriter, music composer, art director, picture

editor or director of photography, or

(I1) was the individual in respect of whose services as
an actor or actress in respect of the film the highest
remuneration or the second highest remuneration was paid
or payable, were Canadians,

(C) not less than 75% of the aggregate of the remuneration
paid or payable to persons for services provided in respect
of the film (other than remuneration pa1d or payable to or
in respect of the persons referred to in clauses (A) and
(B) or remuneration paid or payable for processing and
final preparation of the film) was paid or payable to
Canadians.

(D) not less than 75% of the aggregate of costs incurred for
processing the final preparation of the film including
laboratory work, sound recording, sound editing and p1cture
editing (other than remuneration paid or payable to or in
respect of persons referred to in clauses (A), (B) and (C)
was incurred in respect of services rendered in Canada, and

(E) the copyright protecting its use in Canada is beneficially
owned :

(I) by a person who is either a Canadian or a corporat1on
incorporated under the laws of Canada or a province, or
(II) jointly or otherwise by two or more persons described

in subclause (I),

other than a motion picture film in respect of which certification
under this paragraph has been revoked by the Secretary of State
as provided in paragraph (10) (b).18

Subsection 1104 (10) of the Income Tax Regulations, also made law
on July 29, 1975, described a "Canadian" for the purposes of paragraph
(2)(h) as : '
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(a) a "Canadian" is an individual who was; at all relevant times,
a Canadian citizen as defined in the Canadian Citizenship Act or
an immigrant whose landing has been authorized under the Immigration

Act;

Subsection 1104 (10) (b) provided a certificate revocation clause:

(b) a certificate issued under that paragraph may be revoked
by the Secretary of State
(i) if an incorrect statement was made in the furnishing of
information for the purpose of that paragraph, or
(ii) if, at any time within four years after the date that
the certificate becomes effective, the copyright referred
to in clause (2)(h)(ii)(E) was not owned as required by
that clause, and a certificate that has been gevoked shall
be null and void from the time of its issue;!93

6. LEGISLATION AND REGULATIONS - 1976

In the May 25, 1976 Budget Speech, Finance Minister, Donald S.
Macdonald announced a surprising number of éapita1.cost allowance amend-
ments significantly affecting investments in film and video-tape production
both indirectly and directly.

Indirectly, motion piéture investment was affected because the
capital cost allowance for aircraft, once a popular tax shelter investment,
was reduced from 40% to 25%. The amendmentAremoved aircraft from class 16

20 the government also proposed that capital

and placed them in class 9.
cost allowances, wifh respect to leased property, could not be used to
create a loss to shelter non-leasing income. Finance Minister Macdonald
“pronounced that:
The Government does not intend that capital cost allowances
be available for unwarranted use by taxpayers as a means of
sheltering income from its fair burden of taxation. With this
objective in mind, I am proposing that a new limit be intro-
duced to prevent the creation of tax losses by c]aim%qg capital
cost allowance on the leasing of moveable property. ,
The amendment restricting c.c.a. on leased movable property such
as aircraft, reduced the interest in that type of tax shelter and increased

the interest in other types of tax shelters such as motion pictures.
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Macdonald further increased the interesf in motion picture
investment as a tax shelter when he reitefated that it is "the government's
policy to encourage Canadian Productions".22 He went on to say'that
motion picture "productions would be specifically excluded from the so-

] II23

called ‘anti-sheltering rule affecting aircraft. The Department of

" Finance issued a press release on June 29, 1976 that read:
Finance Minister Donald S. Macdonald confirmed that the 100%
write-of f for certified Canadian Film and video-tape productions

will not be affected by the capital cost allowance limitation for
leased properties announced in the budget of May 25, 1976.24

The new budget amendments directly encouraged private motion
picture financing in Canada because the amendments provided that the
distinction between productions shot on ordinary fiim and video tépe would .
no longer exist and the rate of 100% formerly applicable to video tape
would be revoked for non-Canadians productions and replaced by the 30%
rate.

The government concluded that the present 60% capital cost

allowance rate for motion picture films other than Canadian

was too high and their capital cost allowance would be reduced to

30% to mgre accurately reflect the average useful 1ife of such

films. 2 - |

The government proposal was enacted into law by P.C. 1976-2763
SOR/76-748, effective after May 25, 1975, by adding paragraph "(g) a

126

motion pictuke film or video tape acquired after May 25, 1976' to

class 10 (30%) of Schedule B of the Income Tax Regulations. The reduced

c.c.a. greatly decreased the attractiveness of investment in non-Canadian
produétions regardless of their ultimate chances of commercial distrib-
ution success vis-a-vis Canadian certified films.

A proposal by the federal cabinet to increase the capital cost
for short motion picture films was made in 1975 (previously only films

~over 75 minutes qua]ified‘for the 100% c.c.a.). This proposal was greeted
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enthusiastically by the Canadian motion picture industry because it
meant that education films and documentaries would also be given the
preferentia]vwrite—off. The government's proposal was enacted by an
amendment to Section 1104(2) and through Order in Council P.C. 1976-2763
SOR/76-748, effective after May 25, 1976. Section 1104(2)(h) was amended
to include the phrase "and either the film was completed before May 26,
1976, or the photography or art‘Qork was commenced before May 26, 1976,".27
The amendment permitted the owners of previously produced motion pictures
and productions currentTy'in progress to continue to be eligible to claim
either a 60% or 100% c.c.a. deduction. The amendment eliminated the use
of the "certified feature film" category for any future Canadian motion
picture productions. Certification of a motion picture by the Secretary
of State was now to depend on the number of Canadians performing key
functions on the productibn and the percentage of total budget money paid
to those Canadians. Subsection 1104(2)(i) and 1104(2)(j) were added to
section 1104. |
Subsection 1104(2)(i) defined a unit of producfion system that
would be used to determine if a feature length film or video tape production
could be certified by. the Secretary of State as a "certified feature prod-
uction“ and hence eligible for a 100% capital cost allowance. Units of
production were allotted according to the nuhber of Canadians who performed
services for the production and according to the aggregate.percentage of
the total production budga%.spent on Fhe motion picture production in
Canada. Feature length film or video tape co-productions between Canada
and one of the countries with which Canada‘has a co-production treaty,
would continue to be eligible for certification by the Secretary of State‘v

and eligible for 100% c.c.a. Subsection 1104(2)(i) reads as follows:
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(i) "certified feature production" means a motion picture film
or video tape certified by the Secretary of State to be a film
or tape of not less than 75 minutes running time in respect of
which all photography, taping or art work specifically required
for the production thereof and all film or tape editing therefor
were commenced after. May 25, 1976, and certified by him to be
(i) a film or tape thne production of which is contemplated in
a co-production agreement entered into between Canada and
another country, or
(ii) a film or tape in respect of which

(A) the individual who performed the duties of producer
was a Canadian,

(B) the Secretary of State has allotted not less than an
aggregate of 6 units of production for individuals who
provided services in respect of the film or tape, in the
following manner:

(I) for the director, two units of product1on,

(IT) for the screenwriter, two units of production,

(ITI) for the actor or actress in respect of whose services
for the film or tape the highest remuneration was paid
or payable, one unit of production,

(1IV) for the actor oractress in respect of whose services
for the film or tape the second highest remuneration was
paid or payable, one unit of production.

(v) for the art director, one unit of production,

(VI) for the director of photography, one unit production, .

(VIT) for the music composer, one unit of production, and

(VIII) for the picture editor, one unit of production, shall
be allotted, provided the individual in respect of such
allotment was a Canadian,

(C) not less than 75% of the aggregate of the remuneration paid
or payable to persons for services provided in respect of
the film or tape (other than remuneration paid or payable .
to, or in respect of, the individuals referred to in clauses
(A) and (B) or remuneration paid or payable for processing
and final preparation of the film or tape) was paid or
payable to, or in respect of services provided by Canadians,
and

(D) not less than 75% of the aggregate of a]] costs incurred
for processing and final preparation of the film or tape,
including laboratory work, sound recording, sound editing
and picture editing (other than remuneration paid or payable
to, or in respect of, the individuals referred to in clauses
(A), (B) and (C)) was incurred in respect of services
provided in Canada,

other than a film or tape in respect of which certification
under this paragraph has been revoked by the Secretary of State
as provided in paragraph 10(b) ;28

Subsection 1104 (2)(j) defined short motion picture films and
video tape productions that could be certified by the Secretary of State

as "certified short productions". Subsection 1104(2)(j) reads as follows:
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(j) "certified short production" means a motion picture film
or video tape certified by the Secretary of State to be a
film or tape of less than 75 minutes running time in respect
of which all photography, taping or art work specifically
required for the production thereof and all film or tape
editing therefor were commenced after May 25, 1976, and
certified by him to be
(i) a film or tape that would be certifiable under paragraph

(i) if that paragraph were read without reference to the
- words "of not less than 75 minutes running time", or
(ii) a film or tape in respect of which
(A) the individual who performed the duties of producer
was a Canadian, and
(B) not less than 75% of the aggregate of ‘all costs
incurred in respect of producing the film or tape,
including remuneration and processing, was paid or
payable to, or in respect of services provided by,
Canadians,
other than a film or tape in respect of which certification
under this paragraph has been revoked by the Secretary of
State as provided in paragraph (10)(b); and ‘

Section 1104(10) was also amended by Order in Council P.C.

1976-2763 SOR/76-748, effective after May 25, 1976 since it was con-

sequental upon the amendments to Section 1104(2). Section 1104(10)

now reads as follows:

(10) For the purposes of paragraphs 2(h) to (3),

(a) "Canadian" means an individual who was, at all relevant
times, a Canadian citizen as defined in the Canadian
Citizenship Act or an immigrant whose 1anding has been
authorized under the Immigration Act;

(b) a certificate issued under paragraph (2)(h), (i) or (3)
may be revoked by the Secretary of State if an incorrect
statement was made in the furnishing of information for the
purpose of that paragraph and a certificate that has been
revoked shall be null and void from the time of its issue;

(c) "remuneration" does not include amounts determined by
reference to the amount of income from a motion picture film
v1deo tape; and

(d) "unit of production" means a measure used by the Secretary
of State in determining the weight to be given for each
individual Canadian referred to in clause (2)(i)(ii)(B)
who provides services in respect of a motion picture film or
video tape.

Class 12. (1) :to (n) 100% of Schedule B was amended by Order in

Cdunci] P.C. 1976-2969 on December 2, 1976 to read:
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{1) a video tape acquired before May 26, 1976

(m) a motion picture film or video tape that is a television
commercial message,

(n) a certified feature film, certified feature production
or certified short production, or 31

Stripped of the legalese, this means that any video-tape or
motion picture, régard1ess of length, but meeting the Canadian content
and ownership requirements, is eligible for 100% c.c.a; A11 foreign
productions (e.g. American), with the exception of co-production treaty

productions, will only be eligible for an annual capital cost allowance

of 30% on a declining balance basis.
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CHAPTER IV

NATIONAL REVENUE, TAXATION AND THE CANADIAN COURTS
VIS-A-VIS PRIVATE MOTION PICTURE INVESTMENT

1. NATIONAL REVENUE, TAXATION AND MOTION PICTURE INVESTMENT

A. Interpretation Bulletins

The widespread use of leveraged investments in high rate capital
cost allowance properties prompted National Revenue, Taxation_td
‘publish a number of interpretation bulletins on capital cost allowance.

As their name implies the purpose of these Bulletins is to
give, from time to time, the Department's interpretation of
sections of the laws it administers: an equally important
purpose is to announce significant changes in departmental
interpretations and the effective dates of any such changes.

Interpretation Bulletins are not law: that is contained in the
Acts themselves and in the Requlations made under them. Through
the Bulletins the Department's assessors and auditors are told
how to int?rpret the lTaw and the public is able to know what

to expect. ‘

- If a taxpayer believes that the tax department's interpretation
of the law is incorrect he has the alternative of challenging that
interpretation in federal court. The courts have ruled in favour of
the taxpayer on occasioh. Most tax lawyers and accountants advise
their clients to follow the departmen?a] interpretations ih order ﬁo
avoid a reassessment from Revenue Canada.2 Thefefore "the Interpretation
Bulletins take on an aura of 1aw”.3 |

Since 1970 when the bulletins were introduced, there have been

eleven interpretations issued by the tax department that can be applied

to motion picture investments. The eleven interpretatibn‘bulletins

- 6g



- 69 -

pertaining to:motion’picture investments will be discussed under the

following four headings:

—t

. capital cost allowance;
2. government assistance to industry;

3. sale, lease-back agreements;

EY

. partnerships.

National Revenue, Taxation prepares and publishes an interpretation
bulletin when it feels that there has been abuse of a tax "loop-hole"

or when the department has received a number of enquirieé frbm taxpayers

or requests for an advance ruling on certain income tax matters.

Capital Cost Allowance

» The practice of leveraging the investment in high rate capital
cost allowance properties such.as motion pictures and aircraft had
become widespread in Canada. Prfvate sector investment accounted for
as much as 20% of the total budgets of productions which the C.F.D.C.
invested in between the years 1971 and 1973.4 Private funding was
attracted td motion picturelinvestment because a fax shelter could
be structured when C.F.D.C. funding was available. The C.F.D.C. is
a Crown corporation:which does not claim c.c.a. Private investors
had assumed they could include the C.F.D.C. funding in their capital
cost base. ' | |

The first public pronouncemenf that this practice was not
acceptable to the tax department was made by M.W. Steele in a speech
at the Canadian Tax Foundation Conferencé in November, 1973. Steele
was Section Chief in the tax depaftment's Rulings Divisibn, Legislation
Branch, Ottawa. In his speech to the conference he stated that the

department was prepared to allow as cost for the purposes of capital
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cost allowance in motion pictures:

Only that amount which has been put at risk by the private
investor, either through investment of cash or borrowed funds
which he is unconditionally obliged to repay, whatever the
fortunes of the film in question might be....Under existing

law no degree of leverage can be recognized for purposes of
computing capital cost of assets which is not represented by

a binding commitment to regay borrowed capital, notwithstanding
the fortunes of the film...

The essence of Steele's comments were contained in IT-164
issued by National Revenue, Taxation on June 5, 1974. This bu]]étin
outlined the department's position regafding capital cost allowance on
certain leveraged iﬁvestments, including motion pictures. The bulletin,
(which is reporduced in its entfrety in Appendix A to Chapter IV) made
the following points:

"Leveraged Investment" means an arrangement whereby an...
investor acquires a capital property at a stated purchase
price substantially in excess of the amount actually invested
or put at risk by him. One of the main objects of the arrange-
ment is to secure the right to capital cost allowance on the
total stated purchse price. Generally the investor intends to
use the additional capital cost allowance to reduce other income.

The leveraged investment is generally property which
qualifies for a high rate of capital cost allowance...for example,
a motion picture film...

When a film is acquired the purchase agreement generally
provides for an immediate cash outlay substantially less than
the total stated purchase price with the balance to be .repaid
only out of earnings from-the distribution of -the film. Gener--
ally the only recourse by the vendor of the film for non-payment
is repossession of the film after a specified number of years.

The Department takes the position that the capital cost
of the film to the investor for the purpose of paragraph 20(1)(a)
is only that cost which has been laid out or in fact put at risk
by the investor, either through investment of cash or borrowed
funds unconditionally repayable whatever the fortunes of the
film in question may be.

Where, as a result of earnings from the distribution of
the film, additional amounts are paid by the investor toward its
stated purchase price, such amounts constitute additional capital
cost of that film, except in cases described in the next paragraph.
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In certain cases the capital cost of a film for the purpose
of its inclusion in Class 18 of Schedule B of the Regulations is
NIL, since:

(a) the film is not considered to have been acquired by
the taxpayer for the purpose of gaining or producing income
therefrom, or

(b) the film is not in fact a Class 18 property; for example,
where the investor does not acquire a motion picture film
but only the rights to its distribution in a specified territory.

IT-164 also dealt with the subject of leveraged equipment leases.

It is the department's contention that the purchase of an asset by an

investor and subsequent leasing of that property back to the original vendor

(user) is actually a financing arrangement rather than a puvchase. No

c.c.a. is permitted. The bulletin reads in part:

The investor arranges for the issuance of notes or certificates
by a trustee to other parties supplying 80 percent of the equip-
ment cost. The other parties agree to look only to the equipment
and the user for the security of their funds. Accordingly, the
investor has no liability for the 80 per cent of the equipment
cost... The investor pays his 20 percent to the trustee and the
trustee then pays the manufacturer in full for the equipment and
receives title.

The trustee then sells the equipment to the investor under
a conditional sale agreement which permits title to remain with
the trustee as security for the notes or certificates issued to
the other parties. However, the terms of the conditional sale
agreement specify that the investor is required to make payments
to the trustee only to the extent of rentals to be received
from the user.

It may be claimed that under such an arrangement this investor
is entitled to capital cost allowances on the full cost of the
property by virtue of being the sole owner of the equipment once
the amounts owing to the other parties have been discharged...
However the Department's view is that, the capital cost of the
leased equipment to the investor cannot include any part of the
cost in respect of which there is no recourse against him in the
event of a default. In the above example the capital cost would
not include ths 80 percent of that cost financed through the
other parties.

The tax department could use this interpretation to attempt to

disallow capital cost allowance in syndicate-guarantee motion picture
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investment érrangements. These sophisticated syndicate schemes offset
future investor payments with guaranteedvminimum distribution receipts.
The department could argue that this is a financing arrangement and that
c.c.a. is not available to the private investor. This potential
arguement by the tax department will be examined in greater detail in the
discussion of IT-17 and IT-233. ‘

The publication of IT-164 had a disastrous effect on the Canadian
motion picture industry. Private investors were no longer interested in
inyesting in motion pictures if the tax shelter facility was not available.
Private sector funding in English language motion picture productions
that had C.F.D.C. investment dropped to 12% or $410,000 in the C.F.D.C.'s

fiscal year of 1974—75.8

Interprefation Bulletin I1T-283 jssued January 19, 1976 sets out
guidelines pertaining to c.c.a. of films and video tapes. The bulletin
outlines departmental policy distinétions between cost and capital cost
of video tapes ana films. According to the bulletin video tapes and
films may be capitalized under class 12 or class 18 if the propefty was
produced by the taxpayer himself of purchased for the purpose of earning
income. The costs for the purposes of determination of capital cost of
a property under paragraph 20(1)(a) will ordinarily include:

The costs of scripts, musical arrangements, and materials, the

remuneration of writers, directors, performers, musicians,

technicians and stagehands, and the rental or other costs of
studio and properties and of photographic lighting, sound record-
ing and other equipment-and overhead costs that can reasonably

be attributed to the property but nothing in respect of profit
which might have been earned had the asset been sold.

Government Assistance to Industry

The tax department issued four interpretation bulletins that
outlined the tax implications of government financial assistance to

1ndustry.' The bulletins suggested two methods which were to be used to
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treat government assistance. These methods depended upon the type of
grant and the type of industry. Either the government grants were to be
used to reduce the taxpayer's expenses including the capital cost base
of certain specified types 6f property or the government grants were to
be added to the taxpayer's income.

The first two bulletins IT-49 and IT-53, were issued.in late 1971
“and in mid—1972.respective1y. The tax department advised that financial
‘assistance grants or subsides made by the government or its agencies to
enable a taxpayer to acquire property that is of a capita1.nature]0
would reduce the capital cost base of that property by the amount of
such government assistance or investment. These two interpretation
“bulletins did not mention the C.F.D.C. assistance to the motion picture
industry. However, it was generally acquiesced that amounts of money
granted outright, loaned, or invested by the C.F.D.C. would have to be
excluded from the capital cost base of a motion picture. Prior to this
interpretation, the practise among motion picture investors was to inciude
the C.F.D.C. assistance in the capital cost base. The investors had
been treating the C.F.D.C. investment as a liability, but repayment was
contingent upon the distribution profits of the motion picture.

In December 1975 and January, 1976 the tax departmenf issued

two additional bulletins.onthe subject of government assistance. The

N

former 1T-273 was to replace IT-49. The other IT-276 specifically

advised the department's position regarding C.F.D.C. funding: I1T-276
reads, in part, that:
The basic purposé of the Canadian Film Development Corp-
oration is to foster and promote the development of a feature

film industry in Canada. The corporation supports the production
of Canadian feature films by,
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(a) investing in individual Canadian feature film
productions in return for a share in any proceeds from
them, and

(b) making loans to producers of individual Canadian
feature film productions.

The Department considers that amounts paid as described
in (a) above are income subject to tax in the hands of the
recipient when the amount is received. Payments the recipient
must pay to the C.F.D.C. out of the proceeds from the production
of a film are a deductible expense at that time.12
IT-276 says that C.F.D.C. monies must be included in the recipient's

taxab1e'income in the year in which the funds are received._

A Case Against National Revenue, Taxation's Interpretations

1T-164 and IT-276

Several income tax advisors believe that IT-164 and IT—276‘
are incorrect and contradictory.]3 These advisors believe that National
Revenue, Taxation is misinterpreting the basis of investment by the
Canadian Film Development Corporation in a motion picture. IT-164, issued
in 1974, states that the tax department will not accept the C.F.D.C.
investment in the capital cust base of the motion picture for purposes of

14

a tapita] cost allowance deduction by private investors. IT-276 issued

in 1976, states that an investment by the C.F.D.C. is "income subject to

tax in the hands of the recipient"]s.

IT-276 is not a replacement
interpretation bulletin for IT-164.

The position of the investor in a motion picture investment
“which has C.F.D.C. funding is certainly unclear and perhaps unfair. The
investor must exﬁ]ude the C.F.D.C. financial assistance from the capital
cost base (IT-164) yet the C.F.D.C. financial assistance must be reported

by the recipient as income (IT-276). If the producer of the motion picture

is the recipient, and the producer is not the investor(s), there is no
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confusion. The financial assistance from the C.F.D.C. is income but
the producer's production costs are expenses deductable from that (his)
income. If the investors are considered as producers then there is a
dilemma. Whether the producer and investor(s) are one and the same
depends on the structure of the motion picture production investment.
In some motion picture prdduction—purchase cdntracts the investors are
contractually considered the producers. Therefore, the investdrs would
be the recipients of the C.F.D.C. financial assistance.

The writer believes that the tax department did not foresee
Ithis dilemma. The dilemma is that funding received from the C.F.D.C.
would be taxable in the hands of the investor, and that the investor
would not be entitled to claim c.c.a. on the amount of investment the C.F.D.C.
contributes toward the production costs of the motion picture, if both
interpretations are adhered to by the investor.

Income tax lawyers such as Beach and Sheppard point to the powers
of the C.F.D.C. as set out in the Canadian Film Development Corporation
Act. Paragraph 10(1)(a) of the Act states that the C.F.D.C. can'“ig!ggg
in Canadian feature film productions in return for a share in the proceeds

16

from any such production”. ™ This investment is "made on the same basis

as the investments made by other non-equity investors...terms sfmi]ar to
those which the private sector 1'nvests".]7 Beach concludes that amounts
invested by the C.F.D.C. are not taxqb]e in the hands of the r‘ecipient..‘8
The tax department bases its gontentioh that the C.F.b.C. inQestment
is taxable income to the recipient on Subsection 13(7.1) of the Income Tax
Act. Subsection 13(7.1) states that:
...where a taxpayer has received assistance from a government,

municipality or other public authority...as a grant, subsidy,
forgivable loan, deduction from tax, investment allowance...



then that amount shall be deducted from the capital cost of the asset.

| Beach,writing in Butterworth's CIT Tax Planning and Management,
rebuts the tax department's argument on the grounds that funds provided
under paragraph 10(1)(a) of the C.F.D.C. Act are investments not loans,
awards or grants.20 The C.F.D.C. does make loans, awards and grants under
other powers granted to it in Section 10 of the C.F.D.C. Aét but Beach

is concerned with the tax department's treatment of investments made by
the C.F.D.C. |

Beach points out that the C.F.D.C. is a Crown Corporation, not

a government or municipality or public authority, ahd therefore

21

Subsection 13(7.1) of the Income Tax Act does not apply. That the

.C.F.D.C. does not fall into the category of government, municipality or
other public authority was argued by John F. Sheppard at the Canadian

Tax Foundation Conference in November, 1973. Sheppard, a lawyer with

the Toronto law firm of Miller, Thomson, Sedgewick, Lewis and Healy,

bases his argument on British and Canadian tax cases that involved govern-

ment assistance to industry.22

These cases considered the nature of govern-
ment bodies'and authorities' (e.g. Ontario Hydro Authority) financial
assistance to industry. Sheppard concluded that these cases defined
public authority and that:
the C.F.D.C. in light of its independence and the previously
established commercial nature of its operations...was not a

'public authority' ygthin the meaning of paragraph 13(7.1) of
the Income Tax Act.

Sheppard presented an argument that the non-recourse investment
and loans made by the C.F.D.C. are to be included in the taxpayer's cost
of the motion picture for the purpose of c.c.a. despite the tax depart-

ment's interpretation of the Income Tax Act in IT-164. Sheppard points

out tax court cases that support his argument, e.g. Birmingham Corporation
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v. Bar'nes.24 This case was concluded in the taxpayer's favour before
the House of Lords in England in 1935. - Lord Atkin stated in the final

decision that "the actual cost (capital cost of property to the taxpayer)

has no relation to the source from which that person received the money".25

Sheppard pronounced that:

It is a fact that a filmis so different from our ordinary
thinking of what constitutes an investment that perhaps the
Minister has, in:reacting to the tax benefits, overlooked the
principle of law established in the Birmingham case, and
developed the approach that "non-recourse"” money cannot be
subject to capital cost allowance.

I think we all know of examples where "non-recourse" money

- has been accepted by the Minister for capital cost allowance
purposes. For example, take the case where a corporation
borrows money from a traditional lender to construct an income-
producing building on lands which it owns, and the terms of the
mortgage security provide that the mortgagee will look only to
the property as security for its loan and not to the corporation
on the usual covenant to pay. Would anyone question the
corporation's right to claim capital cost allowance on the
borrowed money?2 '

A case could be made then, that there is a basis- for ihc]uding
the C.F.D.C. financing in the capital cost of a motion picture. The
arqument could be based on a section of the tax department's own inter-
pretation bulletin IT-283 which states that:

- If the producer...chooses to follow a consistent practice of
"including in Class 12 or 18 such films...he thinks will be

of continuing value to him...the capital cost of (the) property

under paragraph 20(1)(a) will ordinarily include costs of scripts

...the renumeration of writers...and the rental or other costs
of studio...27 :

A case could also be made for excluding C.F.D.C. investment from the
recipient's income. The taxpayer would have to be prepared to justify
these actions in federal court given the Department of Natioha] Revenue,
Taxation's published positions. The taxpayer could use the cases cited

from English and Canadian tax decisions; the tax department would rely
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heavily on the jurisprudence established in Lawrence H. Mandel v.

Her Majesty the Queen (MAHONEY'S ESTATE).Zs

Sale, Lease-Back Agreements

The syndicate-guarantee motion picture investment arrangement
features the minimum guarantee of distribution receipts which offset
a schedule of future investor payments (i.e. promissory notes.)
The syndicates-guarantee arrangements have been used to finance motion
pictures in Canada since late 1974. The investors havévbeen including
in the capital cost the sum of their initial down payment plus the future
payments for which they are liable. The tax department may consider
this to be a financing arrangement, thus no c.c.é. would be available to
‘the investor. The department's position would be based on 1nterpréta—
tion bulletins IT-17 and IT-233 which consider é.c.a. in sale, lease-
back transactions.

IT-17 was replaced and cancelled by IT-233 issued on July 14,
1975. 1T-233 states in its opening preamble:
It is necessary to determine, with regard to leasing

agreements, whether payments in respect of those agreements

are in substance payments of rent or payments on account of

the purchase price of property or, in the case of sale -

lease-back agreements, repayments of a loan.29
- The interpretation bulletin stated further:

Where it is apparent that the true intent of the parties is

that the Tessee borrow money on the security of property, the

agreement is in substance a loan arrangement. Such an intent

is strongly indicated where the sale price of the property is

substantially different from its fair market value.30

In a syndicate arrangement the producer sells the motion picture
to the investor at a price substantially greater than the actual cost

to produce the motion picture. Subsequently the producer usually acts

as the distributor when the motion picture is completed. The investor
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and producer sign a conditional sales contract for purchase and production

of the motion pictﬁre.. The investor and producer cum distributor sign

| a distribution contract. Regardless of the form of the documentation,

the tax department might argue that the syndicate-guarantee motion picture
investment method is a financing afrangement and not a purchase. The:
investor-owner must act as a bohé fide owner to countér the possible
contention of the tax department that the syndicate-quarantee method is
analogous to a loan. The owner must exercise é degree of cbnfro] over

the motion picture. He must be entitled to more than just the recoupment
.of his investment. In other words, he must be eﬁtit]ed to a éhare of

the profits proportionate to his degree of ownership in the motion picture.3]

To date, the tax depaftment has not said that the syndicate-
guarantee arrangement is a financing arrangement and not the puréhase of
a motion picture. It is certain that Nationa] Revenue, Taxation;s legal
advisors will be c]pse]y examining the syndfcate—guérantee arrangement.

The department will undoubtedly make amspecific‘interpretation statement soon.

Partnerships

Interpretation bulletins IT—99 and IT-138 consider partnerships
and joint ventures. Partnerships were used in the early 1970's to invest
in motion picturé films. Today it is no longer desirable for investors
to form a partnership. Investors take steps to avoid their'motion'picture

investments being deemed partnerships by the tax department. One keasonv
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partnerships and joint ventures are no longer desirable is that the
short fiscal rule can be applied by the tax department for the purpose
of calculating the c.c.a. claim. Contracts for recent motion picturé
investment arrangements, such as the syndicate—guarantee.arrangement,
expressly deny existence of a partnership or a joint venture.

IT-90, dated February 9, 1973, asks "What is a partnership?"
and answers: |

"A partnership is the relation that subsists between persons -
carrying on business in common with a view to profit. However,
co-ownership of one or more properties not associated with a
business, (which under Common Law might be a joint tenancy or

a tenancy in common), does not of itself create a partnership,
and this is so regardless of an arrangement to share profits

and losses. For guidance on whether a particular arrangement

at a particular time constitutes a partnership, reference should
be made to the relevant provincial Taw on the subject, and such
law will_be viewed as persuasive by the Department of National

Revenue.

It is important that a syndicate investing in a motion picture
not be considered a partnership for income tax purposes. If the
syndicate was deemed a partnership the capital cost allowance may be
pro-rated over the portion of the year the syndicate had been in business.
If the syndicate. (deemed partnership) had not been in business a full
‘year the short fiscal year rule would reduce the amount of loss that
the individual investors could use to reduce their taxable income.

IT-90 makes the following comment with regard to joint ventures:

A joint venture agreement, whereby two or more persons agree
that each provides his own property to perform a specific task
and receives a specific division of profits from such a task,
may be considered a partnership as regards such profits; but as
1ong as the property is not held under joint tenancy or tenancy
in common, it is not considered to be partnership property.

Thus the capital cost allowance prov1s1ons relating to partner—
ship property do not apply.
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The tax department could take the approach that the producer-
distributor is contributing production-distribution services and the
syndicate of investors are contributing financial services, therefore
the arrangement is a joint venture. If the arrangement between the
producer cum distributor and thevinvestors is a joint venture, the
short fiscal year rule could be applied because the income derived,
if any, is business income, not investment income. There is a second
reason that deeming the arrangement a joint ventdre would have undesir-
able tax consequences to the motion picture investofs. The reason is
that if the tax department contended that:

the debt held by the (producer) distributor in substance

constitutes equity; there (would be) no shift Rf the deprec-
iable base from the 'vendor' to the taxpayer. :

The investors could not deduct any capital cost allowance from other income.
IT-90 makes the following comment on the liability arrangements
between syndicate members:
Where several persons form an association for the purpose
of carrying out particular business transactions in which
they are mutually interested, the association has the charact-
eristic of partnership. However, such persons may associate
without each accepting total liability for the association's
debts. In these circumstances, contracts may indicate that
the associated persons will be liable only for their respective
agreed portions of the debts. The existence of such an arrange-

ment is viewed as an indication that a partnership does not
exist. Syndicates often are in this category.

A motion picture investment syndicate could use the above quotation from
IT-90 to demonstrate that the association between the members (persons) |
constitute a syndicate not a partneréhip. The syndicate members are
only Tiable for their respective agreed portions of the debts.

IT-138, published on December 18, 1973, was National Revenue,

Taxation's advice of computation of partnership income under the rules

of the new Income Tax Act. The tax department advised that Subsection
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96(1)(f) and'(g) of the Act provide that:
In determining income or loss at the partnership level,
capital cost allowance on property owned by the partnership

.are c1a1med by the partnersh1p and not the partners
1nd1v1dua11y

This bulletin reinforced the chaﬁges between the old Income
Tax_Act and the new Act which became law on January 1, 1972. The
effect of the amendment in the method of computfng partnership income
or losses has'been discussed earlier in Chapter III and has implications

in the tax appeals considered in the next section of this chapter.

B. Ruling Becision on a Motion Picture Film Investment

On October 18, 1976 Revenue Canada, Taxation published the |
first formal advance ruling decision on investment in a motion picture
fiim. >

The implications of advance ruling decisions are considered in

National Revenue, Taxation's Information Circular No. 74-8 whiéh states:

A published ruling will indicate the position of the Department

of National Revenue at the time the actual ruling was given.
However, it is not intended that published rulings will subsequently
be revised to reflect later changes in Departmental interpretations.
Any such change in interpretation will be announced in an appropri-
ate Interpretation Bulletin. Consequently, a published ruling

must not be relied upon as being a binding ruling even in circum-
stances where a particular situation seems to be ghe same as that

in respect of which the actual ruling was given. o

The circumstances of the proposed motion picture investment
were presented in TR-38. The investor was to purchase an undivided
interest in a motion picture for $80,000. The investor was to make a
downpayment of $20,000 cash and sign an unconditional promissory note
for $60,000,‘the balance of the full price. The leverage factor of the

cash investment would be four to one.
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The tax department's advance ruling was a disappointment to the
motion picture investment community. The department ru]edbthat the
investor would be acquiring an undivided ownership in tﬁe motion picture
but they did not rule what rate of capital cost he would be entitled to.
Nor did the department rule what amount would constitute his capital
cost base, $20,000; $60,000; or $80,000. The ruling hich is reproduced
in Appendix B to Chapter 1V) didvnot offer further insight into the
attitude of National Revenue, Taxation concerning motion picfure invest-
ment in Canada.

Summary. The Department of Finance writes the Income Tax Act and

Regulations and Revenue Canada, Taxation administers the tax Taws as
_contained in the'Agg,ﬂRevenue Canada, Taxation must apply their inter-.
pretations of the law as the Act is not always clear even to those who
administer it. The tax department attempts fo set out their interpreta-
tion in interpretation bulletins, information circulars ahd tax ruling
decisions. These publications by the tax department are studied closely
by those financial advisors, lawyers andyaccountants.invo]ved with
advisiné Canadians in tax matters. Although the tax department's
publications are not law they are generally accepted as such. Therefore
the prevailing practice by Canadian taxpayers is to adhere to these

interpretations of the Income Tax Act by structuring any tax shelter

schemes according to the tax department's interpretations. The inter-
pretations discussed have had a pronounced effect on investment in
motion pictures in Canada, some financing arrangements have been abandoned

and others have been developed in order to work within Reyenue Canada, -

Taxation's interpretations of the Income Tax Act.
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2. THE TAX REVIEW BOARD, THE CANADIAN COURTS AND MOTION PICTURE INVESTMENT

The Federal Parliament has passed increasingly generous tax
incentive legislation to encourage investment in Canadian motion picture
production. One may speculate that Parliament's incentives are a direct
counter-measure to the attempts by Revenue Canada, Taxafion and the
courts to reduce the amount of téx dollars invested in motion picture
shelter investments. The contrariety'within.the federal government
is not surprisiﬁg. Parliament is committed to the goal of the develop-
ment of a.Se1f-supporting Canadian motion picture industry. Revenue
Canada, Taxation is committed to its mandate to maximize income tax

‘revenue within the terms of the Income Tax Act and the process afforded

by the courts.

In 1970, Donald J. Johnston, a parfner in the Montreal 1aw 
firm of Johnston, Heenan & Blaikie, recognized that motion pictures
would be a good investment for tak write-offs. This resulted in a
proliferation of "tax shelter" motion picture production in Canada from
1970 to 1973. Many of these investments were high leverage (up to ten
to one) which were made solely for the purposé of reducing, if not
altogether eliminating income tax. There was little emphasis placed
on expectations of commercial success. Many investments in the early
1970'§ were structured so that the: |

tax saving would be greatest if the films earned no

income and none of the investment recovered, in fact, there

would be little tax advantage to the indiyidual investors

if the film proved to be very successful.

Most earlier tax shelter arrangements centered around the

formation of a limited partnership in which the Tiability of the
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individual partners would be Timited to the extent of each partner's:
capital contribution. The available capital cost a11owance.wou1d fiow
through te the individual partners.

In 1972, the Department of National Revenue, Taxétion began
questioning the validity of certain capital cost claims made in previous
years. A number of reassessment notices were issued. The Tax Depart-
ment took the position that the investor's capital cost was the actual
cash the investor had personally invested or was unconditionally
committed to pay to the vendor (producer) of the motion picture. The
capital cost allowance deduction for the investor was based on the
amount of investor's money which was "at risk";

The tax authorities contested the practice of private investors
claiming capital cost allowance on Canadian Film Development Corporation
funds invested or loaned, 6r on non-recourse promissory notes which would
be payable on]y‘if the film was successful. Many reassessed investors
accepted the department's arguments and paid béck-taxes owing, plus
interest. Several investors decided to file notices of objection to
the reassessments and a féw of these cases have gone before the Tax

Review Board and the Federal Court-Trial Division.

A.: Jacques Y. Paquin Appeal

The first reassessment appeal was the case of Jacques Y. Paguin

v. The Minister of National Revenue‘.40 The appeal was heard by the
bTax Review Board on June 3, 1974.

Paquin and fifty-four others were limited partners in a limited
partnership set up in 1971 to acquire motion picture film rights at
prices far in excess of their production cost. The limited partners

registered the limited partnership under the name Cheverny. They



invested $605,000 with the partnership to burchase what they claimed
to be $3,821,000 worth of motion pictUres. The partners submitted that
their personal capital cost was thé total purchase price and accordingly
claimed a c.c.a. of 60% of thét amount in the initial year of the
investment. |

The Timited partnership, Cheverny, purchased rights to certain
films with down payments in the émount mentioned, but the purchase
contracts stated that the balance of the purchase price was to be paid
at the purchaser's discretion and those outstanding amounts bore no
interest. Cheverny itself had no obligation to pay the balance and the
individual limited partners were personally protected from the liability
by the legal nature of the limited partnership. The only recourse
offered the vendor in default of payment by Cheverny was that the
- purchaser would restore thé film rights to the seller. If this occurred
Cheverny would be absolved of all obligations as per the terms of the
contract between the parties.

Tax Review Board Assistant Chairman, Lucien Cardin, Q.C.
objected to the arrangement. He commented:

In my view, the Board is hére confronted with a well-

organized scheme which enabled the participants to make

unjustified claims to tax deductions on income from other

sources ?y means of an abuse of the capital cost depreciation
system.4

The Tax Review Board took the position that the limited partnership
did not have a capital cost allowance loss based on the full (and
inflated) purchase price for 1971, the year in question, because the
partnership had no legal obligation to pay the balance of the purchase

price. Chairman Cardin did allow that the partnership would have been
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entitied to deduct a capital cost allowance on the basis of the actual
cash outlay under Sectioﬁ 11(1)(a) of the Act. However, the partner-
ship had not claimed any c.c.a. because it was intended that the c.c.a.
be made available to eéch of the Tlimited partners pefsona]]y.

Cardin ruled that the individual partners had no claim to c.c.a.
whatsoever. His afgument was that "the result of the partnership's
operations must, however, be determined before pfofits can be distrib-

uted or the losses c]aimed?42

He further stated that the resulting

1oss'to the partnership when pro-rated among the partners would not be

"a deduction...for capital cost allowance under Section 11(1)(a),

but a deduction for a business 10ss pursuant to Section 27(1)(e) of

the Act."43 Because Cheverny had not claimed c.c.a. that year, it

had not incurred a loss on its operations. Therefore, even the

business deduction was unavailable to the limited partners personally.
Lucien Cardin's ruling was unusual because the appeal was

for Pacquin's 1971 incdme tax return. Under the old Act, c.c.a. was

“not claimed at the partnership level but by fndividua1 partners. Cardin

seems to have been influenced by the néw Act which required the partner-'

ship to deduct the c.c.a. expense before distributing the profit or

loss to the partners.44

The Paquin appeal was unsuccessful due to technical deficiencies

in the operation of the limited parthership's accounting practices and

the mis-interpretation of the Income, Tax Act by the partnership's
accountants. The partnership did not refile its claims nor appeal the
ruling and the case is now considered by many aS precedence. The
reassessment had sufficient effect on future motion picture tax shelter

projects to cause the promoters to abandon the limited partnership concept
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of financing in 1973.

B. Wayne F. Currie Appeal

The second motion picture capital cost allowance reassessment

appeal case to be heard by the Tax Review Board was Wayne F. Currie v.

The Minister of National Revenue.45 In 1972, the investor,Wayne-Currie,

purchased a video tape program for a total purchase price of $10,000.
He paid a down-payment of $2,500 and agreed to pay the balance on or
before November :20, 1979.  Curried signed a seven year.non;interest
bearing promissory note. The appe11ant'then claimed a capital cost
allowance deduction on his 1972 income tax return of $10,000. The
video tape, being of class 12, Schedule B, was an asset depreciable at
~a rate of 100%.

In addition to the purchase agreemenf there existed a separate
distribution aéreement which Currie signed with the vendors and
intended distributors of the video tape. The distrfbution agreement
provided that one-half of any.net.revenue due to €urrie be applied to
. the promissory note retirement. - |

The Minister of National Revenue took a different stance on
this mofion picture investment than he took in the Cheverny invest-
ment. The minister contended that the transaction was not a "bona fide"
purchase of an asset acquired for the purpose of gaihing or producing
income, but was entered into solely for the purpose of reducing income
taxes. The appeal was dfsmissed on Fhe grounds that this transaction

was a sham, prohibited under Section 245 of the Income Tax Act. Section

245(1), which is couched in very broad all-encompassing terms, reads as
follows:

~ In computing income for the purposes of this Act,
no deduction may be made in respect of a disbursement or expense
made or incurred in respect of a transaction or operation that,
if allowed, would unduly or artificially reduce the income .40
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The writer and others, including Wayne Beach47, are of the
opinion that the Currie appeal was ruled unfairly. It is true that
this video tape investment failed to earn any income between 1972
when it was purchased and February 19, 1975 when the case was heard by
the Tax Review Board. The fact that the video tape investment had not
earned any income does not mean that the prospects to earn income did
not appear promising to both the vendors and the purchaser given the
original circumstances surrounding the inital transaction. No one,
even those in the motion picture industry can predict with certainty
whether a motion picture will earn income or not. Directors, prodicers,
distributors and exhibitors can be quoted as stafing unconditionally
.that a certain motion picture will be a commercial failure, yet the
movie-going public has queued for blocks to gain admission to the
theatre to see the film. Of course, the opposite has occurred even more
frequently.

Roland St. Onge, Q.C. of the Tax Review Board, dwelled on fhe
fact that the video tape program had not earned any income and it
appears that this was a major influence in his final decision. If the
lack of revenue was an influence then he bésed his decision not on the
original circumstances of the investment but on the lack of positive
results from the investment three years later. This decision is unfair.

Currie is appealing the decision to the Federal Court-

Trial Division. When the case comes to trial, Currie has a chance of
having his appeal upheld, given the previous unwillingness of the courts
to apply the rather harsh and stringent Section 245.48

It would appear likely that this provision will be applied
only in the most blatant cases; for example, highly leveraged,
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non-recourse situations where it is obvious that the film had
no chance of success and no serious attempts were made to
distribute the film or transactions in which the purchase
price of the film was clearly inflated.49

Currie signed a full recourse promissory note for $7,500
payable in 1979. No one could say at the inception of the transaction
whether the video tape was likely to earn income or not. The producers
did make serious attempts to distribute the program. (The Dominion Tax
Case report of the appeal is reproduced in Appendix C to Chapter IV.)

C. Lawrence H. Mandel Appeal

The third case in Canada involving motion picture investment

is the Lawrence H. Mandel (Plaintiff) v. Her Majesty the‘Queen (Defendant)50
which was concluded in Federa]vCourt-Trdi] Division, August 9, 1976. This
‘is the first mofioh picture tax case to reach Federal Courts, origin-v'
“ating from an appeal by the plaintiff of a reassessment of his 1971
income tax return. The‘p]éintiff had become a limited partner in a
limited partnership. The partnership, which was registered in late 1971,
was to acquire a feature length motion picture film entitled MAHONEY'S
ESTATE.

The limited partners, through the partnership, invested $150,000.
Other investors were the Canadian Film Deve]dpment Corporation, the
Bank of Montreal, and the various producers and cfeative persons involved
in the production. In addition to the cash invested, the producers,
director, writer, leading actors and others agreed to defer portions of
their fees. These fees would be paid "contingent" upon the film earn-
ing money from distribution {The word "contingent” plays a‘major role in
the final decision of the Mandel trial).

By December 31, 1971, the income tax year in question, the

auditors for the production stated that the cost of the film thus far
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had been "$577,892, although the payment of some portions of this

amount was deferred“.S]

The term "deferred" meant that the payments
would be met by the varioﬁs production, distribution and investment
entities involved (and by this time there were many!) if and when
certain events took place, including but not limited to the release
of the film and subsequent earnings, if any. Due to the limited
partnership arrangement, none of the limited partners were personally
liable beyond their initial $150,000 commitment unléss the film |
geherated revenue. If the film did generate revenue, the liabilities
were to be met from that revenue, not by the Timited partners.
| The production became more and more complicated as time went
on, Several times the film was refinénced during the five years of
production. Some entities including the C.F.D.C. withdrew from the
project. A-pro1onged and irreconcilable dispute between the creative
personnel occurred. |
It was 1976 when the project was finally finished. At that
. time the case was being heard in federal tfia] court. Witnesses
testified at great length as to the artistic and commercial merits of
the film. The plaintiff found many "expert" wifnesses who said that
MAHONEY'S ESTATE was a creative mastekpiece. The defendents presented
just as many "experts" who said the film was totally "lacking in commer-
cial or artistic va]ue."52 |
The tax department accepted in the court case that the treatment
bf the Capita] cost allowance and expenses was correct, technically.

The loss of $577,982 incurred by the partnership in the year 1971 was

attributed to the partnership first. Each individual partner then
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correctly c]aiméd his share of the loss from the partnersaip.

At first blush the case appears rather lencthy and complicated
due to the number of entities involved and the problems associated with
production and financing during the exceptionally long time it took to |
complete the film. The Minister of National Revenue presented a barage
of reasons why the c.c.a. deduction should be disallowaed and the indiv-
idual Timited pértners‘reassesséd. However, as Justice lalsh astutely
pointed out in his disposal of the preliminary issues, (decided in favour
of the plaintiff), the case rests on the meaning of the phrase "contingent
liability" and how it should be interpreted by the legal and accounting .

profession and, in turn, in the Income Tax Act.

The disposal of the preliminary issues by HWalsh, J. is import-
ant because he ruled in favour of the plaintiff on the preliminary issues.
Walsh, J.'s findings appear’to be opposite to those Roland St. Onge used

to dismiss the Yayne Currie anpeal. The observations of Walsh, J. could

be used as precedence by several motion picture invesiment cases yet
to come to trial, including the Currie appeal to the Federal Court-Trial
Division.
In the Statement:df Defense to the taxpayer's Hotice of Objection,
- the Minister of i{ational Revénue presented several reasons why the
~c.c.a. deduction from the taxpayer's income should not be allowed.
The reasons for challenging the c.c.a. deduction fall under three head-
ings as follows: | |
1. Partnership and owneréhip
a. The Timited partnership was not in business in 1971
and it had not acquired the film in 1971. If the part-

nershin was not in business it could not own an asset,
therefore no c.c.a. would be permitted.
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b. If the partnership was in business in 1971 the
partnership had acquired only the rights to distribute
the film, not ownership of the property (film).
Distribution rights are not a property and are not elig-
ible for c.c.a.

2. Business operating Tess than 12 months

a. The partnership was a business. The c.c.a. deduction
for a business is limited to the portion of the taxation
year it has been in operation under the terms of Regula-
tion 1100(3) and 1104 of the Income Tax Act. (i.e. the

short fiscal year rule.)

3. Acquisition of the property not made to earn income

a. The interest in the film did not gain or produce income.
The partnership did not acquire the film for any bona fide
business purpose. Therefore, the acquisition was a sham
with no legitimate business purpose other than to minimize
tax. If the interest in the motion picture film was not
acquired to earn or produce income it can not be included
in class 18 of the regulations because the c.c.a. would
unduly or artifically reduce income.53

Walsh, J. reviewed the liinister's defense arguments. He
realized that the taxpavers would be in a more favourable net-after-
tax position if the motion picture investment failed to earn any
revenue at all and the full leveraged purchase price was upheld as the
basis for capital cost. HWalsh, J. commented:

This does not, however, justify a conclusion that this was

in any way improper nor that their motivation has the conse-

quence of depriving them of whatever tax advantages resulted
from the purchase, since it is a fundamental principle in
taxation law that a businessman may so arrange his affairs
in the frame of the relevant taxina statute and reoulations
as to minimize his tax 1iabi1ity.5

Halsh, J. ruled on each of the Minister's preliminary
contentions as follows:

1. Partnership and ownersnip

a. The partnership was duly registered and in business

in 1971. The partnership's operating charter set out
that the partnership was-to purchase ownership in motion



picture films. The purchase contracts for MAHONEY'S
ESTATE clearly stated that the partnership was the

"owner" of a property which was acquired to be distributed
and exploited throughout the world. '

2. Business operating less than 12 months

a. The facts were that the plaintiffs were principally
lawyers, and viere not in the film business. Therefore
any income derived from the property (film) would be
investment income not income from a business. The short
fiscal year rule would not apply.

3. Acquisition not made to earn income
a. Although the 1imited partners recognized that film
investment is a risky investment, the circumstances at
the time of purchasing the property did not indicate that
the film did not have potential to earn income. The
potential to earn income from the property was among the
reasons the C.F.D.C. and the Bank of lontreal invested
in the film. UWhen the plaintiffs beught the film in
1971 there was no evidence that the plaintiffs antici-
pated the film would not be a commercial success.
Evidence was presented in the 1976 court trial that
arrangements had been made to exhibit the film in several
Canadian cities later that year. The possibility existed
that the film might earn income even at this late date.55

Walsh, J. ruled that the transaction was not a sham as the
Minister of National Revenue contended. The film, IAHONEY'S ESTATE
was a property owned by an active partnership for the purpose of
gaining or producing income. The partnership was entitled to claim
a capital cost allowance deduction.

Walsh, J. then addressed the important question, what amount '
of the purchase price of the film was eligible for a capital cost
allovance deduction by the limited partnership? The individual
partners had invested $150,000 and the partnership had a limited
Tiability for $427,892 "contingent" upon the revenue earned by the

film in distribution.
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Once again, witnesses were summoned. These witnesses, tax
accountants from reputable Canadian acounting firms, offered their
opinions as to whether or not a contingent 1iability should be included
in the capital cost base. The accountants referred to accounting
textbooks, terminology publications and previous tax cases to support
their opinions. In the final decision Walsh, J. recognized that the
taxpayers did not, in 1971, have an unconditional 1iability for the
entire amount of $577,892 including the leveraged amount of $427,892.
He ruled that c.c.a. could only be claimed on the actual investment
by the limited partners of $150,000. He concluded that:

When and if the film generates profits and additional pay-

ments are made on account of the Tiability, as now appears

possible in view of the distribution of the film which is now
commencing, the partnership can at that time set up these
further payments as pnart of the capital cost and Plaintiff
can benefit by claiming capital cost allowance against same
in the yearsgr years in which such additional capital cost

is created.

Summary. The three reassessment cases to be appealed to the

Tax Review Board and the Federal Court-Trial Division have been ruled

in favour of the Department of National Revenue, Taxation. - The tax

‘department's interpretation of the Income Tax Act is being reinforced.

In the Wayne Currie case, which is to Be appealed, the capital cost

deduction was denied on the full purchase price of the video tape
program, including both the leveraged amount‘and Currie's cash invest--
ment. In all cases the capfta] cost allowance deduction has been denied
on any amount for which. the investors’ﬁere not personally liable,

regardless of the fortunes of the motion picture in distribution.
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1. This bulletin presents the Department’s views in the
determination of the capital cost of certain “leveraged
investments’™ for the purpose of calculating capital cost
allowance under paragraph 20(1)(a) of the Act.

2. In this bulletin “leveraged investment” means an
arrangement whereby a person (or persons) (hereinafter
called “the investor”) acquires an equity interest in
capital property (“the investment”) at a stated purchase
price substantially in excess of the amount actually
invested or put at risk by him. One of the main objects
of the arrangement is for the investor to secure the right
to capital cost allowance on the total stated purchase
price. Generally the investor intends to use the addi-
tional capital cost allowance to reduce other income.

3. The leveraged investment is generally property
which qualifies for a high rate of capital cost allowance
as provided by the Income Tax Regulations, for ex-
ample, an aircraft (40 per cent), a motion picture film
other than a television commercial (60 per cent),
videotape or a motion picture film that is a television
commercial message (100 per cent), and certain manu-
facturing and processing equipment (50 per cent). A
leveraged investment may also form part of a leasing
arrangement where the user of equipment is tax-exempt
(for example, a municipality) or non-taxable, or where
the capital cost allowance claim by the investor can be
greater than that by the user on the same equipment; for
example, railway rolling stock that is part of a railway
system is Class 4 (6 per cent) but to the investor is Class
8 (20 per cent). ‘

4. The general nature and form of such investments are
described below under the headings ‘“Motion Picture
Films’ and “Leveraged Equipment Leases”.

Motion Picture Filins

5. A leveraged investment in a motion picture film
may generally be categorized according to whether the
investment is made:

(a) prior to the completion of production, or

NO DE SERIE:
RENVOI:

Déduction pour amortissement a I'égard de cer-
tains placements spéculatifs

IT-164
Alinéa 20(1)a)

oare. le 5 juin 1974

1. Le présent bulletin expose les vues du Ministére & 'égard
de la détermination du colit en capital de certains **placements
spéculatifs” aux fins du calcul de la déduction pour amortisse-
ment en vertu de I'alinéa 20(1)a) de la Loi.

2. Dans le présent bulletin, Pexpression “placement spécula-
tif” signifie un arrangement en vertu duquel une personne (ou
plusieurs personnes) (appelée(s) ci-aprés IP“investisseur”)
acquiért une participation a des biens d’investissement (“le
placement”) & un prix d’achat indiqué excédant de beaucoup
le montant effectivement investi ou mis en jeu par Pinvestis-
seur. L’un des buts principaux de 'arrangement est d’assurer a
I'investisseur le droit & Ia déduction pour amortissement sur le
prix d’achat global indiqué. L’investisseur désire généralement
utiliser la déduction pour amortissement supplémentaire afin
de réduire d’autres revenus.

3. Le placement spéculatif est ordinairement un bien don-
nant droit & un taux élevé de déduction pour amortissement
tel que prévu par les Reglenients de P'impdt sur le revenu, par
exemple, un aéronef (40 pour cent), un film cinématogra-
phique autre qu’une annonce publicitaire télévisée (60 pour
cent), une bande magnétoscopique ou un film cinématogra-
phique qui est un message publicitaire télévisé (100 pour cent)
et certain matériel de fabrication et de transformation (50
pour cent). Un placement spéculatif peut aussi faire partie
d’un arrangement de location abail en vertu duquel Pusager du
matériel est exempté ¢’impdt (par exemple, une municipalité)
ou non imposable, ou en vertu duquel la déduction pour
amortissement réclamée par I'investisseur peut étre plus élevée
que celle réclamée par I'usager a 'égard du méme matériel;
ainsi, le matériel roulant qui fait partie d’un réseau ferroviaire
est classé dans la catégorie 4 (6 pour cent) mais, en ce qui
concerne Vinvestisseur, il entre dans la catégox‘ie 8 (20 powr
cent).

4, Les rubriques “Films cinématographiques” et *‘Locations
a bail spéculatives de matériel” traitent ci-dessous de la nature
et de la forme générales de ces placements.

Films cinématographiques

5. Un placement spéculatif dans un film cinématographique
peut généralement éire classé selon que le placement est fait

a) avant la fin de la production, ou

PUBLISHED UNDER THE AUTHORITY OF THE DEPUTY
MINISTER OF NATIONAL REVENUE FOR TAXATICN
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(b) after the completion of production and perhaps
after varying degrees of distribution.

6. The following example illustrates the general fea-
tures of a leveraged investment made prior to the
completion of the film:

(a) The film has a budgeted cost of $500,000.
(b) Financing of the film is as follows:

(i) $180,000 obtained through loans and ad-
vances by other parties involved in producing,
exhibiting and distributing the film;

(ii)) an investment of $200,000 by the
Canadian Film Development Corporation
(CFDC) pursuant to paragraph 10(1)(a) of the
CFDC Act (the CFDC is a Crown corporation
established to invest in Canadian feature films
to assist the Canadian film industry);

(iii) a cash investment of $120,000 by the
investor.

(c) All monies advanced will only be recouped from
earnings from the distribution of the film. In
addition, all parties share, in a specified manner, in
the earnings in excess of those used to repay the
- advarnces.

{(d) For his investment the investor purports to
obtain title to the film upon its completion. None
of the other parties have any effective recourse
against the investor for monies advanced since their
rights to repayment are limited to their participa-
tion in the earnings of the film.

{e) The film is property of the investor described in
Class 18 of Schedule B of the Income Tax Regula-
tions and as such is subject to a capital cost
allowance rate of 60 per cent,

7. The investor described above is often a limited
partnership with a group of individual investors as
limited partners and a newly incorporated company as a
general partner with the limited partners as shareholders
of the corporation. Each of the limited partners con-
tributes a share of the investment (in the above example,
$120,000) and the limited partnership obtains title to
the film,

8. Where a film is acquired after production is com-
pleted, the purchase agreement generally provides for an
immediate cash outlay (say $120,000) substantially less
than the total stated purchase price (say $500,000) with
the balance to be repaid only out of earnings from the
distribution of the film. Generally the only recourse by
the vendor of-the film for non-payment is repossession
of the film after a specified number of years. Where a
limited partnership is the investment vehicle, recourse
other than repossession may be indicated by the
agreement but generally the only effective action against

nor‘l-payment is still the repossession of the fiim,
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b) aprés la fin de la production, et peut-étre aprés diverses
étapes de la distribution.

6. L’exemple suivant illustre les modalités générales d’un
placement spéculatif fait avant la fin de la production d’un
film:

a) Le coiit prévu du film s’éleve a $500,000.

b) Le filim est financé de la fagon suivante:

(i) $180,000 sont obtenus au moyen d’emprunts et
d’avances par d’autres parties se livrant & la produc-
tion, & la présentation et a la distribution du film;

(i) La Société de développement de Pindustrie ciné-
matographique canadienne (SDICC) investit $200,000
conformément & Ialinéa 10(1)a) de la Loi sur la
SDICC (La SDICC est une société de la Couronne
établie pour investir dans des longs métrages canadiens
afin d’aider I'industrie cinématographique canadienne);

(iii) L’investisseur fait un placement en espéces de
$120,000.

¢) Toutes les sommes avancées ne seront recouvrées que
des recettes découlant de la distribution du film. En outre,
toutes les parties se partagent, d’une fagon précise, les
gains excédant ceux qui servent 3 rembourser les avances.

d) En contrepartie de son placement, I'investisseur vise a
obtenir le titre de propriété du film une fois qu’il sera
terminé. Aucune des autres parties n’a de recours efficace
contre linvestisseur 3 I'égard des sommes avancées,

puisque leurs droits au remboursement se trouvent limités
4 leur participation aux gains découlant du film.

e) Le film constitue le bien de Vinvestisseur, comme le
mentionne la Catégorie 18 de ’Annexe B des Réglements
de Iimpdt sur le revenu, et il fait, a ce titre, Pobjet d’un
taux de déduction pour amortissement de 60 pour cent.

7. L’investisseur mentionné ci-dessus est souvent une société
a responsabilité limitée composée d’un groupe d’investisseurs
particuliers agissant i titre de commanditaires et d’une
compagnie nouvellement constituée qui est I’associée en nom
collectif, les commanditaires étant les actionnaires de Ia
corporation. Chaque commanditaire contribue une partie du
placement (dans Pexemple ci-dessus, $120,000) et la société en
nom collectif obtient le droit de propriété du film.

8. Lorsqu’un film est acquis aprés la fin de la production, le
contrat d’achat prévoit généralement des débours immédiats
en espéces (par exemple- $120,000) considérablement infé-
rieurs au prix d’achat total indiqué (par exemple $500,03G) et

Te solde doit étre remboursé seulement sur les gains découlant

de la distribution du film. Généralement, le seul recours qu’a le
vendeur du film en cas de non-paicment est de reprendre
possession du film aprés un nombre déterminé d’années.
Lorsque les placements se font par 'entremise d’une société en
nom collectif, l¢ contrat peut stipuler un autre moyen que la
repossession, mais, en régle générale, la seule mesure efficace
en cas de non-paiement reste encore la reprise de possession du
film.
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9. Under the types of financial arrangements outlined
above the Department takes the position that the capital
cost of the film to the investor for the purpose of
paragraph 20(1)(a) is only that cost which has been laid
out or in fact put at risk by the investor, either through
investment of cash or borrowed funds unconditionally
repayable whatever the fortunes of the film in question
may be. Subject to the remarks in paragraph 11, in
either case noted above that capital cost is §120,000.

10. Where, as a result of earnings from the distribution
of the film, additional amounts are paid by the investor
toward its stated purchase price, such amounts consti-
tute additional capital cost of that film, except in cases
described in paragraph 11.

11. In certain cases the capital cost of a film for the
purpose of its inclusion in Class 18 of Schedule B of the
Regulations is NIL, since:

(a) the film is not considered to have been acquired
by the taxpayer for the purpose of gaining or
producing income therefrom, or

(b) the film is not in fact a Class 18 property; for
example, wherc the investor does not acquire a
motion picture film but only the rights to its
distribution in a specified territory.

Leveraged Equipment Leases

12. It is necessary to determine whether payments made
in respect of leasing agreements where there is an option
to acquire the leased property are in substance payment
of rent or payment on account of the purchase price of
property or, in the case of sale-leaseback agreements,
repayment of a loan. This determination must be made
on the basis of general law and the provisions of the
agreement itself. Departmental policy in this area is
expressed in the Interpretation Bulletin entitled “Lease-
Option and Similar Agreements, Sale and Leaseback
Agreements”. The following comments assume that the
lease referred to is in substance a lease.

13. A typical leveraged equipment-leasing arrangement
is as follows:

(a) A taxpayer (called ‘‘the user’) arranges with a
manufacturer for certain equipment.

(b) The user (or in some cases the manufacturer)
invites various financial institutions to submit
tenders for the financing of the equipment.

(c) A financial institution may submit a tender
which calls for one of its clients (“the investor’) to
put up approximately 20 per cent of the asset cost
with the remaining 80 per cent to be supplied by
other parties (e.g., insurance companies, banks and
pension funds) whose participation is also arranged
for by the financial institution. The financial institu-
tion may itself take the position of the investor.

(d) The tender showing the lowest financing cost to
the user generally is awarded the financing contract.
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9. Dans le cadre des genres d’arrangements financiers men-

tionnés ci-dessus, le Ministére considere que le conit en capital
du film pour linvestisseur aux fins de Palinéa 20(1)a) est
seulement le colit qui a été établi ou mis en jeu par
Pinvestisseur, soit au moyen de placement de sommes en
espéces ou de fonds empruntés inconditionnellement rembour-
sables, quoi qu’il advienne du film concerné. Sous réserve des
cas mentionnés au paragraphe 11, ce.coit en capital est de
$120,000 dans chacun des cas mentionnés ci-dessus.

10. Lorsqu’en raison des gains découlant de la distribution du
film, Pinvestisseur verse des sommes additionnelles en vue de
payer le prix d’achat indiqué, ces sommes constituent le cofit
en capital supplémentaire de ce film, sauf dans les cas
mentionnés dans le paragraphe 11 ci-dessous.

11. Dans certains cas, le coit en capital du film aux fins de
son incorporation dans la Catégorie 18 de I’Annexe B des
Réglements est NEANT pour les raisons suivantes:-

a) le film n’est pas considéré avoir été acquis par le
contribuable dans le but d’en tirer un revenu ou de lui en
faire produire un; ou

b) le film n’est pas réellement un bien de la Catégorie 18;
par exemple, lorsque l'investisseur n’acquiert pas un film
cinématographique mais seulement les droits a sa distri-
bution dans un territoire indiqué.

Locations 3 bail spéculatives de matériel

12. 11 faut déterminer si les versements effectués dans le cadre
de conventions de bail offrant la possibilité d’acquérir les biens
loués sont en substance des paiements de loyers ou bien des
versements a valoir sur le prix d’achat des biens ou, dans le cas
de conventions de vente et de relocation, des remboursements .
d’emprunts.. La question se tranchera & la lumidre des
dispositions générales de la loi et des stipulations de la
convention. La politique du Ministére 2 cet égard est définie
dans le Bulletin d’interprétation intitulé “Conventions de bail
avec option et conventions semblables, conventions de vente et
de relocation.” Dans les notes qui suivent, il est présumé que le
bail mentionné est en substance un bail.

13. Voici un example typique de location 2 bail spéculative de
matériel:

a) Un contribuable (appelé “I’'usager”) s’entend avec un
fabricant au sujet d’un matériel,

b) L’usager (ou dans certains cas le fabricant) invite
. diverses institutions financiéres a faire des soumissions
pour le financement du matériel.

¢) Une institution financiére peut faire une soumission
prévoyant qu’un de ses clients (“Uinvestisseur™) fournira
environ 20 pour cent du colt du bien, les 80 pour cent
restants étant apportés par d’autres parties (par exemple,
des compagnies d’assurance, des banques et des caisses de
pensions) dont Pinstitution financiére arrange aussi la
participation. L’institution financiére peut assumer elle-
méme le role de I'investisseur.

d) La soumission prévoyant le cott de financement le
plus faible pour 'usager décroche ordinairement le contrat
de financement.
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(e) The investor arranges with a trustee (usually a
trust company) for the issuance of notes or certifi-
cates by the trustee to the other parties supplying
80 per cent of the equipment cost. The other parties
purchasing these notes or certificates agree to look
only to the equipment and the user for the security
of the funds they invest. Accordingly, the investor
has no liability for the 80 per cent of the equipment
cost financed by the issue of the notes or certifi-
‘cates. The investor pays his 20 per cent to the
trustee and the trustee then pays the manufacturer
in full for the equipment and receives title.

(f) The trustee then sells the equipment to the inves-
tor under a conditional sale agreement which permits
title to remain with the trustee as security for the
notes or certificates issued to the other parties.
However, the terms of the conditional sale agree-
ment specify that the investor is required to make
payments to the trustee only to the extent of
rentals to be received from the user under a lease
arrangement between the user and the investor.

(g) The lease between the investor and the user calls
for a lease term approximately the same as the
equipment’s useful life. The lease rentals, which are
calculated to yield sufficient rental revenue to pay
only principal and interest on the notes or certifi-
cates plus a fair market yield on the 20 per cent
invested by the investor, are assigned to the trustee
as payments due under the conditional sale agree-
ment. The proceeds are used by the trustee to pay
the principal and interest on the notes or certificates
issued by the trustee with the balance payable to
the investor.

14. All the written agreements evidencing the above-
listed sequence of events generally are dated the same
day and the purchase, sale and lease are integral parts of
the whole financing arrangement. Accordingly, any
review of the arrangement cannot be based on the terms
of any single document.

15. It may be claimed by the investor that under a
typical arrangement as described above he is entitled to
capital cost allowances on the full cost of the property

by virtue of being the sole owner of the equipment once-

the amounts owing to the other parties have been
discharged and the initial term of the lease has ended.
However the Department’s view is that, for the puipose
of paragraph 20(1)(a), the capital cost of the leased
equipment to the investor cannot include any part of the
cost in respect of which there is no recourse against him
in the event of a default. In the above example the
capital cost would not include the 80 per cent of that
cost financed through the other parties.
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e) L’investisseur s’arrange avec un fiduciaire (ordinaire-
ment une compagnie de fiducie) pour que ce dernier
émette des billets ou des certificats aux autres parties qui
fournissent 80 pour cent du cout du matériel. Les autres
parties qui achétent ces billets ou ces certificats convien-
nent de s’en tenir uniquement au matériel et i Pusager
pour ce qui est de la garantie des fonds qu’elles ont
investis. En conséquence, Finvestisseur n’est pas responsa-
ble a I’égard des 80 pour cent du coit du matériel financés
par émission des billets et des certificats. L’investisseur
verse ses 20 pour cent au fiduciaire et le fiduciaire paie
alors tout le matériel au fabricant et regoit le titre de
propriété.

f) Le fiduciaire vend alors le matériel & ’investisseur en
vertu d’un contrat de vente conditionnelle, ce qui permet
au fiduciaire de conserver le titre comme garantie en
contre-partic des billets et des certificats émis aux autres
parties. Cependant, les termes du contrat de vente
conditionnelle précisent que I’investisseur n’est tenu de
verser des paiements au fiduciaire que jusqu’a concurrence
des loyers a recevoir de 'usager en vertu d’une convention
de bail entre Pusager et ’investisseur.

g) Le bail entre Pinvestisseur et 'usager doit avoir une
durée & peu prés équivalente a celle pendant laquelle le
matériel sera utile. Les loyers du bail, calculés pour
produire un revenu locatif suffisant pour payer seulement
le principal et les intéréts sur les billets-ou les certificats,
plus un rendement a la juste valeur marchande sur les 20
pour cent placés par Pinvestisseur, sont confiés au
fiduciaire & titre de paiements dus en vertu du contrat de
vente conditionnelle. Le fiduciaire utilise le produit pour
payer le principal et les intéréts sur les billets et les
certificats qu’il a émis, le solde étant & payer 3 'investis-
seur.

14. Tous les accords écrits ponctuant les différentes phases
exposées ci-dessus sont généralement datés le méme jour;
Pachat, la vente et le bail font intégralement partie de
Parrangement de financement. C’est pourquoi, aucune révision
de larrangement ne peut se faire sur la base d’un seul
document, ’

15. II se peut que Tinvestisseur réclame, en vertu d’une
arrangement typique comme celui exposé ci-dessus, le droit
la déduction pour amortissement sur le coit total des biens, en
se prévalant du fait qu’il est le propriétaire unique du matériel
aprés 'acquittement des montants dus aux autres parties et
Pexpiratign de la durée initiale du bail. Le Ministére considére,
cependant, qu’aux fins de Palinéa 20(1)a), le colit en capital
du matériel loué pour linvestisseur ne peut inclure aucune
fraction du colit a I'égard de laquelle il n’existe aucune
possibilité de recours contre lui en cas de manquement a ses
obligations. Dans FPexemple ci-dessus, le colit en capital
n’inclura pas les 80 pour cent du coiit financés par I'intermé-
diaire des autres parties.



NoTR-38 POBtisHED October 18, 1976

suBJeEcTInvestment in a motion picture film

REFERENCE: Paragraph 20(1)(a)

This is in reply to your request for an advance income
tax ruling on behalf of Mr. Z

Proposed transaction

Our understanding of the relevant facts is as follows:

1. Mr. Z proposed to purchase not less that 20% of all
right, title and interest in and to the copyright
protecting its use in Canada and 10% of all right, title
and interest in and to the master negative of a film
provisionally entitied the “Film” to be produced in
1975 by B.C. Inc. or a wholly owned subsidiary of that
company. The company producing the Film and selling
an interest therein to Mr. Z is hereinafter called the
“Vendor”.

2. Mr. Z will make a written offer to purchase from the
Vendor an undivided 10% interest in the Film as stated
in paragraph 1 above.

3. The purchase price for the 10% interest will be used
by the Vendor to finance to the extent of 10% the
production of the Film, which will have an estimated
cost of $800,000.

4. The purchase price of the said 10% interest will be
approximately $80,000 to be paid by means of a cash
down-payment of not less than $20,000 and the balance
of price by the delivery of a promissory note in an
amount not exceeding $60,000 payable on December
31, 1979. The promissory note will bear interest at the
rate of 8% per annum on the amount thereof from time
to time outstanding from the date of its acceptance by
the Vendor to the date of payment in full. The balance
of the purchase price may be prepaid, in whole or in
part, without penalty. The promissory note will be fully
negotiable and the obligation of Mr. Z to pay the
balance outstanding thereon will be unconditional and
personal.
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osieTInvestissement dans un film cinématographique

rReENvVOI: Alinéa 20(1)a)

La présente fait suite & votre demande de décision anticipée en
matiére d’impdt sur le revenu a égard de M. Z

Transaction projetée

Voici notre interprétation des faits pertinents:

1. M. Z se propose d’acheter, & P’égard d’un film provisoi-
rement intitulé le “film” et devant étre produit en 1975 par
B.C. Inc. ou une filiale 4 cent pour cent de cette corporation,
non moins de 20% de tout droit, titre et participation reliés
aux droits d’auteur qui protégent l'utilisation de ce film au
Canada, et de 10% de tout droit, titre et participation reliés i
la copie originale du film. La compagnie qui doit produire le
film et vendre & M. Z une participation dans celui-ci scra
désignée ci-aprés comme le “vendeur”.

2. M. Z adressera au vendeur une offre d’achat écrite en vue
d’acquérir une participation indivise de 10% dans le film, tel
qu’énoncé au numéro 1 ci-dessus.

3. Le prix d’achat de ladite participation de 10% sera utilisé
par le vendeur pour financer jusqu'a 10% la production du
film, dont le codt prévu est de $800,000.

4. Le prix d’achat de ladite participation de 10% sera
d’environ $80,000. 1l devra étre payé 2 raison d’un acompte
d’au moins $20,000 et, pour le reste, d’un billet & ordre de
$60,000 au plus, payable le 31 décembre 1979; ce billet
produira un intérét annuel de 8%, lequel sera exigible de temps
i autre depuis la date ol le vendeur aura accepté ces
conditions jusqu’ la date ol le montant en question aura été
enti¢rement réglé. Le reste du prix d’achat peut &tre payé
d’avance, en totalité ou en partie; aucune pénalité ne sera alors
imposée. Le billet 3 ordre sera entiérement négociable, et
obligation qu’aura M. Z d’en payer le solde sera incondi-
tionnelle et personnelle.

-
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S. The written offer to purchase (referred to hereafter
as the ‘“‘Agreement”) will contain inter alia the following
terms and conditions:
(a) The master negative of the Fllm will remain in
possession of the Vendor as security for the balance

of the price and other obligations set forth in the

Agreement but it shall be made available to autho-
rized distributors at all reasonable times for the
purpose of making prints.
(b) Should Mr. Z default on any obligations set forth
l in the Agreement and should such default continue
forl a period of 15 days after the Vendor gives him
written notice by registered mail thereof, then the
Vendor shall have the right to set aside the Agree-

me!nt by a further notice to Mr. Z by registered mail

anb to obtain immediate repossession of all his right,

title and interest in and to the Film., The Vendor

Sh| 1 also have the right to retain all payments then

made pursuant to the provisions of the Agreement as -

liquidated damages, without prejudice to whatever
rights he may have against Mr. Z under the Agree-
ment and/or under the promissory note referred to in
paragraph (4) of this letter, provided, however, that
nothing contained in this clause shall limit or in any
way restrict Mr. Z’s right to set up such defences
(including compensation) as may be available to him.
Termination of the Agreement as aforesaid shall not
carry with it the termination of any distribution
agreement but the Vendor shall be automatically
subrogated in Mr. Z’s rights (if any) thereunder and
the same will remain in full force and effect.

{c)| Mr. Z shall be entitled to receive not less than 7%
of |net film rentals received from the date of the
Vendor’s acceptance of the offer, until such time as
he |shall have reccived the sum of $80,009; thereafter
he | shall receive not less than 3'/2 % of net film
rentals from the Film; for the purposes of this clause,
“net film rentals” means the net amount retumed to
the Vendor or to a disbursing agent acting on behalf
of all investors by distributors of the Film.

(d) Until such time as the balance of price shall have
bef;:n paid in full by Mr. Z, he assigns and transfers to
the Vendor all his right, title and interest in and to all
amounts to which he is entitled pursuant to para-
graph (c) above. In the event the balance of price has
not been paid in full through the foregoing assign-
ment, or otherwise prepaid by Mr. Z, then the
amount remaining unpaid thereof shall be paid in full
on December 31, 1979.

{e) A clause whereby the Vendor represents and
warrants that the Film does or will qualify under the
provisions of paragraph 1104(2)(h) of the “Income
Tax Regulations™ as a “certified feature film”.

6. The funds paid by Mr, Z as aforesaid will not be
expended in the production of the Film until at least
$600,000 has been received by or unconditionally
committed to the Vendor for such production costs.
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5. L’offre d’achat écrite (désignée ci-aprés comme la “con-
vention’”) comprendra notamment les conditions suivantes:

a) La copie originale du film restera en la possession du
vendeur en guise de garantie pour la fraction exigible du
prix d’achat et des autres obligations précisées par la
convention, mais elle sera mise a la disposition des
distributeurs autorisés en tout temps raisonnable pour
permettre & ceux-ci d’en faire des contre-types.

b) Si M. Z manque a I'une quelconque des obligations
énoncées dans la convention et si cet état de choses persiste
15 jours aprés que le vendeur a envoyé a M. Z un avis par la
poste recommandée, le vendeur aura le droit d’annuler la
convention, en envoyant 4 M. Z un nouvel avis i cet effet
par la poste recommandée, et de reprendre immédiatement
possession de tout droit, titre et participation reliés au film.
Le vendeur aura également le droit de conserver a titre de
dommages-intéréts toutes les sommes versées aux termes de
la convention et ce, sans qu’atteinte ne soit portée aux
droits qu’il pourrait avoir vis-a-vis M. Z en vertu de la
convention et (ou) du billet a ordre dont il est question au
numéro 4 des présentes, a condition toutefois que rien dans
cette disposition ne limite ou ne restreigne d’une fagon
quelconque le droit de M. Z de recourir aux moyens de
défense (y comprise des dédommagements) auxquels il a
accés, L’annulation de la convention comme il est dit
ci-dessus n’entrainera pas la résiliation de toute convention
de distribution qui aurait pu étre conclue mais, plutdt, les
droits de M. Z,s’il en est, seront immédiatement transférés
au vendeur aux termes de cetle convention, laquelle restera
pleinement en vigueur.

¢) M. Z aura droit &2 non moins de 7% des redevances
nettes regues pour la location du film depuis la date a
laquelle le vendeur aura accepté Poffre d’achat jusqu’i la
date 3 laquelle celui-ci aura regu la somme de $80,000,
aprés quoi M. Z ne recevra pas moins de 3Y2% des
redevances nettes pergues pour la location du film; aux fins
de cette disposition, ‘‘redevances nettes pour la location du
film> désigne la somme nette qui est remise par les
distributeurs du film au vendeur ou a un agent payeur
agissant pour le compte de tous les investisseurs.

d) Tant que M. Z n’aura pas entiérement réglé ce qu’il
doit, il attribue et transfére au vendeur tous ses droits,
titres et participations reliés aux montants qui lui revien-
nent d’aprés le numéro 5 c) ci-dessus. Si le prix n’est pas
payé entiérement par le biais de cette cession et §’il n’est
pas non plus payé d’avance d’une fagon quelconque par M.
Z, le solde exigible doit étre réglé en entier le 31 décembre
1979, ’

e) Une dispoistion établissant que le vendeur déclare et
certific que le film constitue ou constituera un “long
métrage portant visa” en vertu de P'alinéa 1104(2)h) des
Réglements de 'impdt sur le revenu.

6. Les sommes payées par M. Z comme il est dit plus haut ne
-seront pas affectées a la production du film tant qu’au moins
$600,000 n’auront pas été versés ou promis inconditionnelle-
ment au vendeur en vue de couvrir ces frais de production.
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7. The Film will be distributed in Canada by AMN
Films Ltd., a Canadian corporation, under a standard
distribution agreement between that company and the
Vendor.

8. B.C. Inc. is a Canadian corporation incorporated
under the laws of Quebec, whose principal object is to
produce motion pictures, television series and other
theatrical and non-theatrical productions. The company
is a subsidiary of RST Ltd., a public Canadian company
listed on the Montreal Stock Exchange. RST Ltd.,
through its various subsidiaries, has previously been
involved in a number of feature motion films and has
been carrying on business in the industry for many
" years.

9. We understand that Mr. Z will include in his income
amounts that represent the share of net film rentals to
which he is entitled. For greater certainty, these
amounts are those to which reference is made in sub-
paragraph 5(c) of this letter.

Ruling given

Provided that our understanding of the facts as
summarized hereinabove is correct and all the relevant
aspects of the transaction are carried out in the manner
described by you, we donfirm that Mr. Z will, upon
execution and acceptance of the offer to purchase and
completion of the Film, acquire in a motion picture film
an undivided interest the cost of which will, on the basis
of a cash payment of $20,000 and a promissory note of
$60,000 under the terms and conditions outlined above,
be $80,000. We are not in a position to confirm whether
the Film will be an asset described in Class 12 or Class
18 as set out in Schedule B of the Income Tax
Regulations. This is a question of fact that will depend
upon whether or not the Film will be a *‘certified
feature film” under the provisions of subparagraph
1104{2)(h) of the Regulations. The date of completion
of the Film is also a question of fact upon which we are
not able to express an opinion. :

This rvling is given subject to the general limitations and
qualifications set forth in Information Circular 70—6
dated September 14, 1970, issued by the Department of
National Revenue, Taxation, and is binding provided the
Agreement is entered into by '

Income Tax Rulings are published for the general
information of taxpayers but are considered to be
binding on the Department only in respect of the
taxpayer to whom the ruling was given,

e L L N S——————————.———————
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7. Le film sera distribué au Canada par AMN Films Ltée, une
corporation canadienne, aux termes d’une convention ordi-
naire de distribution conclue entre cette corporation et le
vendeur.

8. B.C. Inc. est une corporation canadienne qui a été
constituée conformément aux lois du Québec et dont I'objectif
principal est de produire des films cinématographiques, des
émissions télévisées en sériz et d’autres représentations théa-

‘trales ou non théitrales. Cette corporation est une filiale de

RST Ltée, une corporation publique canadienne inscrite a.la
bourse de Montréal. Par l'intermédiaire de ses diverses filiales,
RST Ltée s’est déja engagée a 1’égard d’un certain nombre de
longs métrages cinématographiques et elle fait affaire dans ce
domaine depuis de nombreuses années.

9. Nous croyons savoir que M. Z inclura dans son revenu des
montants représentant la part qui lui revient des redevances
nettes pour la location du film, Nous précisions qu’il s’agit des
montants mentionnés au numéro 5c¢) des présentes.

Décision rendue

Si notre interprétation des faits exposés ci-dessus est exacte et
que tous les éléments de la transaction soient exécutés de la
facon décrite, nous confirmons que suite a ’acceptation de
Poffre d’achat, de I’achat et de la réalisation du film, M. Z
acquerra dans un film cinématographique une participation
indivise dont le cott sera de $80,000, dont $20,000 exigibles
sous forme d’acompte et $60,000 sous forme de billet 4 ordre,
conformément aux conditions énoncées ci-dessus. Nous ne
pouvons confirmer si le film sera un bien de la catégorie 12 ou
18 selon 'annexe B des Réglements de I'impot sur le revenu. Il
s’agit ici d’'une question de fait qui sera tranchée selon que le
film constituera ou non un “lon métrage portant visa” en vertu
du sous-alinéa 1104(2)h) des Réglements. Quant & la date a
laquelle le film sera achevé, cela est également un point de fait
sur Jequel nous ne sommes pas en mesure de nous prononcer.

Cette décision est rendue sous réserve des restrictions et
conditions générales énoncées dans la Circulaire d’information
70-6 du 14 septembre 1970 publiée par le ministére du
Revenu national, Impdt, et elle s’applique pourvu que la
convention soit conclue au plus tard le

Les décisions en matiére d’impé6t sur le revenu sont publiées
pour linformation des contribuables, mais elles n’obligent le
Ministére qu’a ’égard du contribuable visé par la décision
rendue.



APPENDIX C TO CHAPTER IV

WAYNE F. CURRIE v. THE MINISTER OF NATIONAL REVENUE

Board Decisions—Cited 75 DTC
Currie v. M.N.R.

Wayne F. Currie (Appellant) v. The Minister of National Revenue {Respondent).
Tax Review Board, February 19, 1975, (Reccived from the Board, April 2. 1975.)

Deductions—Sham purchase of asset !o claim depreciation—Artificial reduclion of
income—income Tax Act, S.C. 1970-71-72, c. 63, 5. 245.

The appeliant taxpayer was a financial adviser and consultant living in Toronlo. On

November 30, 1972 he purported to buy from a company incorporaled in England, a video-
tape of a motion picture entilied “An Introduction lo Dissection”, which was only one of a
series of six photoplays entitled “Biology”, produced by the English company. Of the
lotal purchase price of $10,000 the taxpayer paid only $2,500. The balance was to be paid
by applying half the amount due to the taxpsyer under the terms of a distribulion agreement
signed on lhe same day by which the taxpayer purporled to give lo the English company
the exclusive right to distribute throughout the worid ail prints, adaplations and derivations

of the videotape. Any remaining balance was to be paid by November 30, 1979. The tax-

payer never look possession of the tape. This asset, being of Ciass 12, Scheduie B, was
depreciable at a rate of 100%. The faxpayer, therelore, claimed a deduction of 310,000
for lhe 1972 taxation year. The Minister disallowed the deduclion on the basis that the
videolape was not acquired as an invesiment for the purpose of gaining or producing
income and that the transaction was a sham prohibited by section 245 of the Act. The
taxpayer appealed, arguing that he was the owner of the tape in 1972 and that it was
an arm’s length transaction carried out in a business manner. He acdmilied that aithough
the tax implications played a certain role in the fransaciion, he also intended to earn
income therefrom. The promissory nole which he had signed in the amount of $7,500
showed his commitmen! to pay the balance of the purchase price.

Held: The appeal was dismissed. The laxpayer was not entilied to the deduclion. The
fransaclion was nol a bona fide purchase for the purpose of claiming a deduction with
respect io capital cost allowance. in 1972 the taxpayer was not in any business connected
with videotapes, nor did he have possession of the tape, The promissory note had no date
ol payment, only lhe year 19739. A taxpayer could so arrange his alfairs in order lo pay
less tax as long as it was legal and not too artilicially done. However, the possibiiity of
earning income out of this transaclion was so remole that no serious busineszman would
have contemplaled it unless it was lo use it as a lax shelier to unduly or arlificially reduce
his income.

D. C. Nathanson for the appeliant; N. Helfield for the respondent.
Before: Roland St-Onge, Q.C.

Rouand ST-Oncr, Q.C.: This is an appeal  the appellant prepared his income tax return
from n reassessnient dated June 26, 1973,  for the 1972 taxation year, he ciaimed
wherein a tax was levied in respect of the therein a deduction of $10,000.

1972 taxation year. .
The balance of the purchase price was (o

On Novecmber 30, 1972, the appellant, a e paid as follows:

financial adviser and consuilant in Toronto,
signed as purchaser a document with Sea-
bourne Enterprises lLimited; "a  company
incorporated untler the laws of ngland,

the balance remaining of $7.500 of the
purchase price by application thereto of
one-half (}2) of the moneys which the

in order to acquire one videotape recorded . Appellant was entitied to receive on
motion  picture  photoplay  entitled  “An account of net revenues irom the dis-
Introduction to Dissection”, which video- tribution of the videotape pursuant to
tape was one of a series of six videotape a  distribution agreenent {descrited
recorded motion picture photoplays entitled below) aud by the paymieat m any
" event on the 30th day of November,

Yiolopy”, producced by Seabourne. The

total purchase price was’ $10,000 hut the
appeliant paid only $2,500 in 1972 and the
balance was to be paid later,

Ihis asset, heing of Class 12, Scheduie D,
was depreciable at a rate of 100%. So, when

1079, of the portion, if any, of the pus-
chase price then remaining unpaid.

By agreement made the same day betwesn
the same partics, the appeliant as owner
granted to Seabourne the exciusive rigit

Dominion Tax Cases
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to distribute to exlibitors for exhibition
throuphout the world prints and all adapta-
tions and derivations therecof of the video-
tape on, inter alia, the {ollowing terms:

(a) The term of the exclusive right to dis-
tribute the videolape to be hfteen (15)
vears {rom thie 30th day of November,
1072, with an antomatic rencwal of the
satd tevm for a furtier period of Qifteen
(13) years in the absence of cither
party to the distribution agrecment
delivering notice to the other of its
intention to terminate the arrangement;

(b) Scabourne as Distributor to devote its’
best efforts to the proper marketing|
and distribution of the videotape so as
to maxinize gross returns;

(¢) Scabourne as Distributor to oblain a
certificate or certificates of cultural or
educational wvalue from appropriate

authorities in IEngland regarding the
videotape; ‘

(d) Scabourne as Distributor to insure the
videotlape adequately and to note the,
interest of the Appellant on any insur-
ance policy in that regard;

(e) Seabourne as Distributor to be entitled
to be reimbursed for distribution
expenses incurred by it out of gross
receipis derived from the distribution of
the videotape;

(f) Until $10,000 has been paid to the appel-!
fant and Scabourne under the distri-:
hution agreement, the appellant to pay
to o Seabowrne 105 of nel revenues
(imvoss receipts minus certin distribu-
tion costs) derived from distribution of
the videotupe;

~

he appellant iveevacably directed Sea-
bourne 1o pay on its behadi one-half;
(14) of the moneys vequired 1o be paid
tor the appellant vader the distribntion

€%

aprectent to Seabonvne untd the nam
ol 7500 has been paid (o Seabinrae
o accannt ol the purehase price of the
videotape;

(h) Aitee 010,060 Las been dintethited 1o
Phe appelind and Seabonrne under the,
destribton aprecment, the dinteibution’
fee payable 1o Sealiourne {0 he §0%
of thie net vevenves decived fron distri-
butien of the videatape,

!
he Minister disailowed the deduction
on tiie basis that the videotape was hot:
acquired as an investment for the purpose
of gaining or producing income and that
the transaction was a  sham  prohibited
under section 245 of the lucome Taxv A,

The appelinnt testified that before acquiring
the videotape he had made some rescarch
on Seabouwrne Euterprises Limited to dis-
cover that Mr. John Seabourne was an
honest, reputable individual and that lus
company was in good financial standing. He
also stated that he was not in the business
of buying, sciiing or distributing videotapes
or in any allicd business; that he uncver
entered into possession of the said video-
tape: that in buying the tape the income tax
implication piayed a certain role and that
his intention in buying the said tape was

——_rw_——'——

also to earn income therefrom. He filed
a Promissory Note (Exhibit A-4) in tlie
amount of $7,500 to show his commitment
to pay the balance of the purchase price.
This exhibit mentions no date but only the
year 1979 far the payment of the said sum
or such earlier date for the payment of two-
thirds thercof to be paid to the purchaser
pursuant to the Agreement between the
vendor and the purchaser dated November
30, 1972, alrcady mentioned.

He also filed a document to show that
he was the owner of the tape in 1972 and
that the said tape was insured for a sub-
stantial sum of money.

Counsel for the appeliant argucd that the
appellints purpose in buying the tape was !
to carn income und that the said purchase
was nol a sham because the agreement is
still in force; that there was no attempt |
whatsoever ta dispuise the nature of the '
contract o to deceive the Minister of
Nationn] Revenue: that the appellant had .
excented a Promissory Note for the balanee ¢
of the purchiase price; that it was an arm’s
fength trassaction earvicd out in a business
manner and that an 1972 the appellant was
the owner of the tape notwithstanding the
fact that he had Iefy the possession of it {o
the nellers In short, he stated that the
Board  shoutd Jook al the contract, the :
appeflant’s conrse of  conduct  and  his
intention, :

Counsel Tor the vespondent arpucd that |
the teanaaction under disenssion was not n
bona fide purclice sund vefereed the Board
wnonp other cases to an American decision -
i Marvin M. and Lorraine May v, Commis-
stoner, T.C. Memo. 1972-70 . . . Dec. 31,
J09(M). ’

In that casc a taxpayer

entered into an arrangement in which he pur-’
ported to purchinse 13 television film episndes for
m- alleged price of $365.600. His oul-o!-;mckcl{
cosls were §35,000 and it was never intended'!
that hie pay any more, notwithstanding that he!l
was theorcticnlly obligated to pay the entire!
purchase price. le attempted to take deprecla-i
tlon deductions apgregating  $363.000 over n!
two-yecar period. Held, in the clrcumstances of’
this case, this was not a bona fide purchase,
and taxpayer was not entitled to the claimed
deductlons. :

'

¢
In 1972 the appellant was not in pos-!
session of the videotape and was not in the!
business of buying, selling or distributingi
videotapes or in any business connected;
therewith.  Moreover, the possibiiiy  of i
carning mcome out of this transaction was
so remote that no scrious business man
would have entered into such a transaction
unless it was to use it as a tax sheiter (o
unduly or artificiaily reduce his income.

A taxpayver is allowed to arrange his .
affiirs to pay less taxes as long as it ic lecal
and not too artificially done.

In the circumstances of this appeal the
transaction under discussion is not a Dona
fide purchase for the purpose of ciaiming a .
deduction with respect to capital cost allow- |
ance.

Consequently the appeal is dismissed.

© 1975, CCH Canadian Limited




CHAPTER V

MOTION PICTURE INVESTMEHT - A CASE STUDY

-1, THTRODUCTION

ment in

Chapter V examines in détai] an actual motion picture invest-

education health video tape and film programs. These programs

were produced by Edu-Film Productions Ltd.,] a Canadian producer-

distributor of education audio-visual programs specializing in health

“topics.

The programs were marketed under the collective title of

THE WORLD OF HEALTH. The theme and format of Edu-Film's product will

be explained as well as the marketing background. The financial and

contractual arrangements between the production-distribution company

and the

reasons:

private investors will be explained.

Edu-Film Productions Ltd. was chosen as a case study for five

1. The writer is employed by the company. The information
concerning the company operations was accessible albeit in this
paper some details are changed to comply with a request for
anonymity from the principals of Edu-Film Productions Ltd.

2. The characteristics of the investment and the investors

vere suitable to explain and demonstrate some of the points
arising from the analysis of.the tax court cases and the
Department of iHational Revenue,_TaXation's interpretation of

the Income Tax Act and Regulations.

3. The company had experience in comnlete product developnent
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from conception through financing, production and marketing.

4. One of the company's ihvestors experienced.an income tax
reassessmant which the investor appea]ed. This was brought to
a successful cdnc]usion in favour of the investor although

the file at the tax department is sti]]‘considered open. Tnis
chapter and the succeeding chapter on the reassessment experience,
will demonstrate tﬁe mahy arguments which National Revenue,
Taxation's auditors can usé to attack a tax Shelter‘investment,
even if the tax department auditor's accept the commercial |
reality of the investment.

5. A final reason for including a case éfudy was to impart
upon'the reader a further background in the mechanics of
leveraged motion picture investment. This background will be
jmportant in understanding the motion picture investment model
and the quantitative analysis of motion picture investment

undertaken in Chapter VII.

2. FINANCIAL FEASIBILITY STUDY

In 1973 Edu-Film Productions Ltd. recognized that there was a

need for short educational films on popular health topics such as stress,

physical fitness, weight control -and nutrition. There was a lack of

such up-to-date audio-visual material and the topics were becoming of

increasing concern to the medical profession and general public alike.

The concept of audio-visual health programs is explained in Edu-Film's

brochure introduction quoted below:

THE WORLD OF HEALTH

In recent years man's awareness and comprehension of his world
has expanded in two major directions: outwards, to grasp. the
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concept of “Spaceship Earth", and inwards, to focus on his own

body - his personal "capsule" - equipped with infinitely
complex 1ife support systems, in which he travels through time
and space.

Man's pre-occupation with his body and its functions is not new;
but his fuller understanding had been blocked for centuries by

a mystique that grew up around the knowledge and practice of
medicine. Only recently have sweeping changes in attitude and
in the techniques of communication started to unlock the door
to these secrets of life.

As a result, public demand for medical knowledge has become
almost insatiable. This trend - and its potential as a market-
ing vehicle - is evident in all the communications media.

Curiosity alone does not generate this quest for knowledge.
Man's concern for health of his total biosphere duplicates his
concern for a healthier life style.

“THE WORLD OF HEALTH" is a series of 10-12 minute filmed programs
dealing with the most common and most intriguing aspects of
phvsical and mental health. Each program seeks to accomplish
three objectives: '

1. To entertain by presenting factual material in a visual-
ly fascinating way: through the use of animation; by

taking the viewer on an actual vovage of exploration through
the body and its organs; by entering into microscopic worlds
“that reveal the awesome beauty and comp]exity of the body

we inhabit and the micro-organisms that, in turn, inhabit
our body.

2. To inform by incorporating the latest medical research
available - approved by top experts in each field - and by
presenting this material in a manner than can be understood
easily by a lay audience.

3. To promote a healthier life style. This is the missing
ingredient in many medically-orientated presentations, what-
ever the medium. These programs will present not only
information but practical advice on how to apply that
information to achieve a healthier life style. This is an
important new dimension in medical communications. It
reflects the growing interest in the role each individual
can play in preventive medicine - an interest éxpressed

at all levels of the mgdica] world, from governments to
private practitioners. '

Edu-Film undertook a four month feasibility study which identified

the need, the potential markets and the production resources which were
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available to fill that need. The study indicated that programs césting
an average of‘$25,000 to produce could more than recoup their costs in
three major markets over a period of about three to five yeafs. The
three markets in North America were:

1. Educational: schools, colleges, universities;

2. Medical: physicians' offices, health clinics and hospitals;

3. Television: education and commercial.

In Appendix A to Chapter V are two letters from international
educational/medical film distributors. The letters indicate the
distributors' response to Edu-Film's first program, BIRTH CONTROL:

FIVE EFFECTIVE METHODS. The letters include an estimate of sales for
. the program. Edu-Film based its financial feasibility study, in part,
on these sales estimates made by the distributors.

-The following is another excerpt from Edu-Film's promotional
literature. The excerpt explains the three markets and review Edu-Film's
progress in penetrating these markets through sub-distributors and
sales agents.

EDUCATIONAL MARKET

The first of these markets has been long established. It
includes schools, universities, colleges, training hospitals,
community organizations etc. The requirements for successful
educational programs are well defined and Edu-Film's programs
are designed to filfill these requirements to ensure their
widespread use. The selection of topics has been based on
feedback from both end-users and distributors in the United
States and Canada. It is expected that this market will be

a major source of revenue as ,the response from these education
distributors has been most encouraging.

MEDICAL MARKET

The second market is physicians' and surgeons' offices and
health clinics throughout North America. The largest distributor
in this market is Medical Distributors, Inc., a Los Angeles
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company incorporated six years ago. Presently they have over
5,000 doctors subscribing to their programs. The recent
expansion of their sales force and the endorsement of patient
education programs by the American and Canadian fledical Assoc-
jations has resulted in a substantial increase in the number of
users. The potential is staggering, as the number of medical
doctors in dorth America exceeds 300,000. Ultimately a large
percentage of this number will be serviced by a private cable-
vision network to individual medical practitioners' offices.

TELEVISION MARKET

Edu-Film's third area of distribution is the entertainment
television market. CXYZ television, acting as our television
sales agents have made considerable progress in this market.
CXYZ produced a video-tape presentation with The Common Cold
film demonstrating how it could be expanded into an entertaining
yet informative half-hour program with each local station pro-
viding the 15 minute wrap-around. This demonstration program
was displayea by Four Star Entertainmnent Corporation, one of
the foremost independent television program distributors, at
the Hational Association of Television Program Executives
Convention in Los Angeles during February, 1974. The reception
was enthusiastic and the health programs series will be
syndicated in 1975.3

3. PRODUCTION FINANCING

Edu-Film proposed to raise its production financing from the
private investment community. An investor would be offered undivided
ownership in an audio-visual educational health program. The program
would have a capital cost to the investor of $50,000. The investor-
owner would pay in cash $25,000_and sign a seven year, full recourse,
5% ihterest bearing promissory note for $25,000. |

The program's capital cost would be eligible for capital cost
allowviance beéause it would be a property purchased to gain or produce
income. Edu-Film was produéing its education health programs on both
motion picture film and video tape depending upon the technicalities of
production.4 If the program vas a film, the capital cost to the investor
of $50,000 would be eligible for 60% c.c.a. on a diminishihg balance

basis according to the income tax regulations in effect at the time
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(1974). If the program was to be produced as a video tape its capital
cost of $50,000 would be eligible for a 100% c.c.a.
The inducement to invest was enhanced by the use of 2:1
leverage facilitated through the promfssbry note. The low leverage
ratio was regarded as very conservative vis-a-vis other film invest-
ment packages being offered but was less likely to be questioned by
the tax department. The low ]e?erage offered an immediate tax advantage
but did not expose the investor to an excess liability for which he
may have been called upon to settle in the future if the program
failed to earn sufficient income to satisfy the note.. Edu-Film emphasized
the commerciality. of the programs and their potehtia1 to earn income -
.not the tax shelter aspect - although all requirements to make the
investment a tax shelter were satisfied. Mo investment was accepted
by Edu-film unless the investor had consulted his lawyer and/or account-
ant and/or financial advisors and the investmént met with their approval.
Ownership in educational film or video tape programs involves
complex legal and accounting princio]es, therefore any person
contemp]at1ng such an investment is urged to seek competent
legal and financial advice.®
Table VI-I outlines'the Edu-Film video tape program production budget

components. The table also shows the structure of the investor purchase ‘

payments.

4. TNVESTHMENT DOCUMENTS

There were‘three separate docbments exchanged between the investor
and producer. The first was aproduction-purchase contract which facil-
itatad the purchase of the investment and advancement of funds by the
investor as the production work progressed. The producer in effect was

contracting to produce a film or video tape for the investor-owner,
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TABLE V-1

Edu-Film Video Tape Program Production

and Purchase Costs

Production Costs:

Procuration: -
Résearch and scripting;
Preproduction and
Production: animation, etc;
Principal photography -
and sound tract

Overhead:

Total: Produttion costs:

Purcnase Cost:

Cash Down payments:
Procuration;
Principal photography;
Answer print;

Sub-total: cash down:
Seven vear promissory note:

Total: Purchase price:

Source:

Editing, laboratory, etc.

10%

15%
30%
25%

10%
10%

100%

$2,500
3,750

7,500
6,250

2,500
2,500

25,000

$8,333
8,333
8,334

$75 000
$25.000

$50,000 .

Edu-Film Productions Ltd., Investment Prospectus, The Yorld

of Health (1974), p.5.
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This contract emphasizéd that the work had to follow a pre-arranged
schedule ‘and to meét acceptabie Standards of motion picture production.
The contract vested complete ownership of the program to tﬁe investor-
ovner in all rights and title to the program including copykighf and
distribution -rights. Two pertinént clauses from‘the Production-

Purchase Contract were:

The vendor desires to sell and the purchaser desires to
purchase the program on the execution date and upon the
terms and conditions hereinafter contained.

The term "Program" as used herein shall be deemed to include
all written material produced in the research stage, all
scripts, all material related to preproduction, production
and post-production, the original video-tapes and film 6
negatives, together with all copyrights attached thereto.

Upon completion of the project and final acceptance by the
investor-owner, the seven year, full recourse, 5% 1ntérest bearing
promissory note was signed. The note was for $25,000, the balance of
the full $50,000 purchase price. The promissory note read as follows:

FOR VALUE RECEIVED, (hereinafter called
the "Purchaser") hereby acknowledges himself indebted and
promises to pay Edu-Film Productions Ltd. (hereinafter called
the "Vendor") on » 19 , upon presentation and
surrender of this Promissory Note the sum of TWENTY-FIVE
THOUSAND DOLLARS ($25,000.00) in Tawful money of Canada
together with interest at the rate of five percent (5%) per
annum calculated on the balance of the principal sum outstand-
ing on the 31st day of December in each year and payable at
the principal office of the Vendor in s or at
such other place as the Vendor designates in wr1t1na provided
that the Purchaser may make any payments on the pr1nc1pa] of
this ilote at any time without notice or bonus.

DATED the . . day of 197 .7

The third document was a contract which appointed Edu-Film
Productions Ltd. as the distributors of the program for a period of

fifteen years. The terms of the contract gave Edu-Film full control
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over distribution subject to ratification of any sub-distribution
contracts by the program investor-owner, 1imi£ations on exnenses and
a best efforts clause. The first clause in the Distrfbufioh Contract
read:

The Owner hereby grants to the Distributor subject to

the terms and conditions herein set forth and for the term

- herein provided, and the Distributor hereby accepts, the sole
and exclusive right and licence to sell, rent, licence, lease,
distribute and otherwise exploit to exhibitors for exhibition
throughout the world (hereinafter called the "Territory")
prints, video-tape copies, video disk conies or any other
adaptation or derivations thereof (hereinafter collectively
called "copies") of the video-tape program entitled...

A. Transfer of Title and Ownersnip

Steps were taken to avoid the pitfalls that may have exposed
the investment and its capital cost allowance deduction to attack from
idational Revenue, Taxation.

Tax advisors often ask the question, when does a motion

’
picture actually become an asset eligible for c.c.a.? \hen deprec-

jation starts for tax purposes is a highly technical question. Since
production of even a short documentary health program can take as long

as a year to complete, it was important, to the investor-owner's tax

position, that the asset be eligible for c.c.a. ih the first year of the

investment. If the program is not considered a completed asset eligible

for the full c.c.a. in the first year, the c.c.a. may have'to be pro-

rated and limited to the number of days the asset had been in production.

e

Another possibility is that only the cash committed by the investor-
owner at year end may be considered eligible for c.c.a. A third possib-
ility 1is thaf no c.c.a. be deducted from the investor-owner's taxable
income until the program is actually completed and has been delivered

to the investor-owner. This delivery may not take nlace until after
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year-end if the project was started 1ate‘in the year.

The high risk of motion picture investment and the fickle nature
of investors (taxpayers) has caused many investors to delay éommitting
themselves until very late in their tax year (often mid-December). The
taxpayers suddenly realize they are going to be Tiable for a large
amount of income tax unless they do some very fast tax planning. The
year-end rush into investments of this kind often precludes a careful
examination of the business sense and economics of the various projects
due to the "pressure cooker" atmosphere tobfind a tax she]ter.9 This
practice of year-end investment has been questioned in all appeal cases
before the tax review board and the courts, but Has not yet been directly
_attacked. The tax department's lawyers felt they could disallow the
c.c.a. claim on alternative grounds.

The completion date of the program had to occur prior to the
taxpayer's year-end (December 31st) to qualify the investment for
maximum c.c.a. Edu-Film took steps to ensure that there be no question
about the completion date. The steps Edu-Fiim took were:

1. No programs would be offered for sale after September Ist.

2. Production schedules were arranged which ensured that at

Teast "principal photography" was finished before December 31st.
The tax department indicated that if principal photography was completed
it was prepared to accept a motion picture asAeligib1e for c.c.a. even
though it may not be in marketable form. This was a reasonable position
on their part because the bulk of production costs are expended upon
completion of. principal photogranhy.

The committment of funds must also be unequivocally established

prior to year-end in order that the investor-owner be entitled to claim
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c.c.a. The final production payment was not due from the investor-
owner until he had viewed and approved the completed program in
marketable form.

If the program was not going to be in marketable form until
after December 31st, Edu-Film arranged for an escrow holder to hold the
balance of the pkoduction monies in trust. The promissory note was
also signed prior to year-end and held in escrow. The following are
relevant clauses from the Escrow Agreement between the vendor and the
purchaser. Clause 1 of that agreement reads:

The expression "the date of completion" and "the time of

delivery" wherever they appear in the Purchase Agreement shall

mean and be deemed to mean the date of completion of principal
photogra?hy of the program (hereinafter called the "Completion

Date"). 10 '

Clause 6 reads:

The Purchaser shall deliver to the Escrow Holder on the

Completion Date the said certified cheque in favour of the

Vendor in the amount of Eight Thousand Three Hundred and

Thirty-Four ($8,334.00) Dollars and the said Promissory

Note in favour of the Vendor in the amount of Twenty-Five

Thousand ($25,000.00) Dollars and the Escrow Holder shall

hold the same in escrow and undeliverd and shall deliver

same upon the following conditions: 11
The performance required by these clauses was considered sufficient
to establish that the investor's funds were committed or "at risk".

The actual moment of transfer of ownership of the program was
very important and measures were taken to ensure that there could be
no doubt as to when this transfer had occurred. The production-
nurchase contracts were worded so that the ownership was considered

transferred upon execution of the documents. The various production

payments were considered - conditional installments:
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The Purchaser hereby purchases and the Vendor hereby
sells, assigns and transfers to the Purchaser all rights,
title and interest in and to the Program and all such copy-
rights involved therein as and from the date of execution
thereof.12

The productions were insured for their full value at the outéet and
the proceeds were payable to the investor-owners not the»producer.

During the production the investor-owners received up-to-date
reports on the production of their program including a cost accounting
of funds spent. The investor-owners backed up their claim for t.c.a;
by submission of the budget reports with their income tax returns.

It was important that the investor-owner be considered in
control and acting Tike an owner and not merely a financier. The
.advancement of funds upon approval by the investor-owner of the varioué
production stages was emphasized. The production-purchase contract
contained the following provision: |

PROVIDED‘HOHEVER the sums provided in subparagraph (b) ahd

(c) shall only be payable to the Vendor if the Purchaser is

satisfied that sums expended to the date of such payments

by the Vendor have been expended in an appropriate manner

towards the completion of the Program and the Purchaser is

satisfied with the quality %f the material produced to the
date of each such payment
The distribution contract further emphasized the investor-owner's
control. Although the distribution contfact vas with the producer,
the owner had the right to terminate the agreement if specific
conditions were not fulfilled.

Physical delivery of the hotion picture asset to the investor-
owner was a point raised in some of the previous tax reassessment
cases. Therefore once Edu-Film had completed the motion picture

program it was physically delivered to the investor-owner and the

delivery of the program was duly notarized 1n‘order to further
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emphasize the transfer of ownership.

Upon completion of the program it was officially régisfered
in the investor-owner's name with the Cobyright Office of the federal
Department of Consumer Affairs under the Copyright Act of Canada.
Establishing copyright of the program in the investor-owner's name
protects the program from being unlawfully duplicated and distributed,
and "may be the margin of difference in proving title to a motion
p1'ctur‘e".]4 A11 copies of the program (film or video tape prints)
- remained in the owner-investor's name to further emphasize bona fide
ownership of the motion picture investment. The distribution contract
stated that:

Title to Copies and parts thereof ordered by the Distributor
and any other accessories and materials delivered to the
Distributor hereunder shall be and remain in the Owner's name
at all times, subject to the right of the Distributor to use

such Copies and other materia1? in accordance with and subject
to the terms of this Contract.!d

5. DISTRIBUTION

A. Accounting Requirements

When the progréms viere comp]eted and the distribution contract
executed, individual accounting records and bank accounts were set
up for each investor-owner and his program. The distributor was merely
acting in the capacity of an agent. Gross sales, expenses and net
revenue were entered in the appropriate subledgers for each program in
the investor-owner's name as per the distribution agreement:

The Distributor agrees that it will keep and maintain in
the name of the owner full and accurate books of accounts and

records with reference to the Program and Copies licenced
hereunder, which books of account and records shall show
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readily the Gross Receipts of the said Copies together with
all deductions applicable thereto...16

The necessary accounts and ledgers are Tlisted in Table V-II.

TABLE V-II

Accounts and Ledgers Maintained for Each Video Tape Program |

1. Bank Account

2. Gross Sales Subledger

3. Direct Distributidn Expenses Subledger
4. Indirect Distribution Expenses Subledger
5. HNet Sales Subledger

5. 5% Distribution Fee Subledger

7. Owner's Revenue Subledger

8. Promissory ilote Subledger

Source:

Edu-Film Productions Ltd., accounting records.

Gross sales of copies of the education video tapes were
subject to a distribution fee by Edu-Film's distributors. The
distribution fee ranged betWeen 10% and 75% depending on the market the
program copy was sold 16. Edu-Film deducted certain expenses to which
it was entitled from the amount received from the distributors. The
balance, the net revenue, vas then credited to the investor-owner's

trust account. From this sum was paid the following:
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1. 5% distribution agents fee to Edu-Film;

2. 40% promissory note payments;

3. 5% interest due on promissory note, if any;

4. Balance to the investor-owner
The revenue flow schematic and subledgers are shown in Table V-III.

Subledgers were set up to record the various amounts paid and
“the amounts owing on each investor-owner's promissory note. The
multiplicity of subledgers for each film, owner-investor and function
was considered necessary to strengthen the owner's claim that he was,
in fact, an "owner with respect to his entire interest in both capital
and profits”.]7 The separation of accounting was also necessary to
demonstrate that the individual investor-owners were not merely
partaking in a partnership or joint venture either among themselves
“or with the producer cum distributor. In addition, thefe was the
>fo1]owing denial of partnership and joint venture in the distribution
contract:

lothing herein contained shall be construed as in any way

constituting this a partnership between, or a joint venture by,

the parties hereto or be construedto evidence the intention of

the parties to constitute such a relationship. MNeither of the

parties shall hold itself out contrary to the terms of this

paragraph by advertising or otherwise, nor become liable or

bound by a representation, act or omission whatsoever of %he

other party contrary to the provisions of this paragraph. S
A denial of partnership or joint venture in contracts between two
parties does not mean that the tax department or the courts will agree
that a partnership or joint venture does not in fact exist. The

behaviour of the investor-owners and distributor establishes whether a

partnership or joint venture exists for tax purposes.
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TABLE V-I11

Distribution
Revenue Flow Schematic

Gross Sales of l

Program
) To Distributors Fees & Expenses
TT——> Educational:
' U.S.A. : 75%
' Canada 62%
Medical: ’ 70%
Edu-Film Television: 10%-50%
S Gross Sales - General Ledger
,
.
Program Account Program Gross Sales - Subledger
. e
i\\~ ~. - »
———-—7  Direct & Indirect Expenses - Subledgers .
\)/
e
flet Revenue l Investor-owner's Trust Account and Subledger
f ,
E\\"‘*“~w<;' Distribution Agent's Fee - Subledger
Owner's Revenue i Investor-Owner Taxable Income - Subledger
_ , . : ‘

1 “rmees- 0 Promissory ilote Payable - General Ledger
i | ’

CHEQUE TO OUNER

Sources:

Edu-Film Productions Ltd., accounting records and Edu-Film
Productions Ltd. Investment Prospectus, The 'Yorld of Health (1974), p.6.
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B. Distribution Reports

The investor-owners wvere entitled to and received a complete
report of the distribution of their audio-visual educational health
program every three months. The distribution report included all the
information as per the subledgers as well as important information
concerning the sales campaign in each of the three major markets.
Specific information on major sé]es, new advertising brochureQ, program
reviews and film festivals was reported. The purpose of issuing a
detai]ed.report was twofold: to keep the investor-owner fu1]y informed
and to carefully document the distribution efforts to demonstrate a
bona fide investment in a property made to gain or produce income.

Summary. This chapter nas reviewed a motion picture investment
in audio-visual educational health programs. The producer-distributor
recognized that tﬁere was a need for such nrograms in North America.
Given ‘intensive distribution an investment made in well researched and
11 produced education health films or video tapes could be a profitable
vehture. The investor-owner's cash investment was leveraged by the use
of a promissory note payable out of progfam earnings or by the investor-
owner in seven years, which ever occurred first. |

The chapter also reviews.the contractual steps which viere taken
to ensure that the investor-owner was protected from poor performance
by the producer-distributor and that the investor-owner could claim
the maximum c.c.a. on his property for income-tax purposes. The production-
purchasé and distribution contracts were quoted to demonstrate how the
investment was structured. The contents of the quarterly distribution
reports from the distributor to.the investor-owner were outlined. Part
of a distribution report by Edu-Film to its investor-owner group is in-

cluded in Appendix B to Chapter V.
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7
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M 1bid., p.3.

12 Production-Purchase Contract, op.cit., p.1.

13 Ibid., p.s.

14

Garth H. Drabinsky, Motion Pictures and the Arts in Canada,
The Business and the Law (Toronto: McGraw-Hill Rverson Limited, 1976),
p.42.

15
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16 1hid., p.6.

17 Richard M. Yise, "A Cineramic Yiew of Motion Picture Fiim
Investment", Canadian Tax Journal, March, April, 1976 (Canadian Tax
Foundation, 1976), p.163.

18

Distribution Contract, op.cit., p.9.



APPENDIX B TO CHAPTER V

PRODUCTIONS LTD.

THE WORLD OF HEALTH

DISTRIBUTION REPORT

4th Quarter - 197

The final quarter of 197 finished strongly for Edu-Film
despite the soft educational film market in North America. Cross
receipts for THE WORLD OF HEALTil series during the 3 month period
from October lst to December 31lst, 197 were half those which were
earned 1n the entire preceding 12 months.*VWhile total sales did not

reach this years expectations we are sufficiently encouraged by this

final quarter to look toward 197 with optimism.

Previews & Festivals

In the fall, several widely read educational magazines and
journals reviewed THE WORLD OF HEALTH series. The reviews appeared
1n the following magazines and will be a further stimulus to sales.

~ Canadian Association for Health, Physical Education and
Recreation Mews

- Lander's Film Reviews (U.S. publication)

- Journal of Nutrition Education (U.S. publication)

- Educational Film Library Association Inc. (U.S. publication)

U

* Gross receipts Oct.l - Dec. 31st 197

Gross receipts Oct.1,197 - Sept.30, 197 : $
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" The Canadian Dietetic Association Journal reviewed the four
nutrition pfograms and found them "timely...entertaining...credible...
and informative'". The Nutrition Educapion Comnittee concluded its
review by stating that these programs 'mark a valuable contribution to
Canadian Nutrition Education Resources".

STRESS - THE WORLD OF HANS SELYE was entered by the Secfetary
of State Film Festivals Bureau in the 197 Melbourne Film Festival held
in Australia. The film was well received and an article abéut its
festival appearance was published in prominent Australian newspapers.

PHYSICAL FITNESS - THE NEW PERSPECTIVE has been chosen by the
Canadian Red Cross Society for entry in the VII International Festival
‘of Red Cross and Health Films to be held in Varna, Bulgaria, June 197'.

The program SHACKING ~ GARBAGE IN YOUR GUT? won a "Golden Babe"
(statuette) award at the Chicago Educational Film Festival. An article

about the festival and our creative success 1is being prepared by the

Association for Educational Communications and Technology Journal. (A.E.C.T.)

British Columbia Distribution

Again, Edu—Film's direct distribution efforts genefated.the most
revenue. The B.C. market accounted for over % of the gross revenue
earned in the final quarter of 197 . This result was due to the closing
of a major video tape sale to the British Columbia Department of Educétion.-
Edu-Film entered into a 5 year V.T.R. arrangement with the Provincial
Education Media Centre for a total sum of $ ) . This arrangement
‘entitles P.E.M.C. to dub V.T.R. cépies of all progréms which will be
widely circulated throughout B.C. schools, community colleges and

universities.
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The sale's level the series is currently enjoying in our
province is the indication of the trend that will develop when the
national distributors have completed initial advertising exposure

throughout their larger markets.

Canadian Educational Distribution

Canadian Educational Pictures Ltd. is undertaking an extensive
mail out of their promotional literature. They now have four separate
sets of information describing the series.

—~ THE WORLD OF HEALTH {4 page brochure devoted exclusively
to the series)

-~ HEALTH AND CAREER DEVELOPMENT (Breakout from master catalogue
for schools) :

~ HEALTH EDUCATION AND CARE (Breakout from master catalogue
for provincial health departments)

— CANADIAN EDUCATIONAL PICTURES LTD. 16mm FILM CATALOGUE
Beginning in September this promotional literature was included
in several mass mailings to schools, public health units and hospitals

throughout Canada.

American Educational Distribution

American Educational Distributors, Inc. reported total salés
of the series has now reached $

" Last month, American Educational completed preparation of study
guides to be included with each program. These guides offer suggestions

to thie teachers as to how they can make optimum use of the programs as

an audio-visual teaching aid. The guides include a detailed description
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of each program's contents and a series of questions tobbe considered
by the student audience.

American Educational is releasing its new catalogue which
.devotes two full pages to THE WORLD OF HEALTH. The programs are further
highlighted by a description of the series in a priority position on

the inside front cover of the new American Educational catalogue.

North American Medical Distribution

Medical Distributors Incorporated recently published a
brochure that describes THE WORLD OF HEALTI programs. This brochure
has been mailed to Medical Distributor's 15,000 subscribers as well
- as the many potential clients among North America's 350,000 physicians
and surgeons.

The first Edu-Film distributed by Medical Distribufors, BIRTH
CONTROL - FIVE EFFECTIVE METHODS, has sold printsiin this market
since 1ts release 2 years ago. The gross receipts to the U.S. dastri-
butor amounted to $ and have been sufficient to return approx-

imately § to the owner/investor and in addition reduce his

promissory note by $

Foreign Distribution

Several of the programs were screened at the International
Week for Education and Teaching Films.in Antwerp, Belgium and at the
Melbourne, Australia Film Festival last summer. To publicize this
event Edu-Film contacted over 50 foreign dlstribugors in advance.

Enquiries have been received from several European distributors and
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from one distributor in Japan. It is expected that distribution
arrangements will be completed in a number of foreign marketé early
this year.

STRESS - THE WORLD OF HANS SELYE has now been released in
Sweden. The Swedish distributor has placed an order for 10 prints to

use in their marketing campaign. A positive review of the film appeared

in Dageous Nyheter, the largest Swedish newspaper, coinciding with the

release of the Swedish Version.

In Summary

Sales of THE WORLD OF HEALTH series are coﬁtinuing to build;
‘gross revenues were 417 higher this quarter overvthe previous quarter,
while distribution expenses were 507% lgyg;k It is expected that this
trend will éontinue and that 197 sales forecasts will be met, as the

series is being enthusiastically received by those concerned with

public health education in North America.



CHAPTER VI

REASSESSMENT OF A CAPITAL COST ALLOYANCE
DEDUCTION AND TAXPAYER APPEAL

I. INTRODUCTION

National Revenue, Taxation has reviewed most motion picture
investments made in Canada sihce 1970. A review is initiated by the
assessing division of the tax department. If the assessing division
can find reason for denying all or part of the c.c.a. deduction, the
department nétifies the taxpayer. Tﬁe notification to the taxpayer
is either a Notice of Assessment or a Notice of Reassessment. If the
assessing division is reviewing the taxpayer's income tax return ét the
time of filing, the division sends the taXpayer a flotice of Assessment.
If the assessing division's review occurs after the original filing,
the division issues a MNotice ofiReassessmént. Either notice states
the ‘changes that are being made to. the taxpayer's income tax return
and the reasons for the changes. The taxpayer has ninety days to
respond' to the tax department's changes. If the taxpayer queries the
reassessment; and the matter can not be settled by the assessing
division, the taxpayer's file is forwarded to the audit division of
- the tax department. Few motion picture capital cost claims are settled
by the assessing division.

- The audit division begins a detailed investigation of the

motion picture investment with a field audit of the producer/vendor
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Company; The auditors analyze the contractual arrangements between
the production company and the investor-owner of the motion picture.
Upon completion of the investigation the audit'supervisor decides
whether or not the reassessment is valid. If the auditor decides
the reassessment is valid the taxpayer can appeal the notice. The
taxpayer begins a formal appeal of the reassessment by filing a Notice
of Objection, form T400A. |
ilormally, straight forward tax disputes can often be settled
by a clarification of the facts between the taxpayer and the assessor
or an appeals officef at the district office level. However, disputes
involving capital cost in motion picture investméﬁts are usually for-.
_warded to the regional appeals office. The regional appea]s office
staff is more experienced and maintain closer contact with the appeals
branch head office in Ottawa. HNational Re?enue, Taxation recognizes
that there is very little precedence in mofion picture investment
in Canada. The tax department is attempting to establish juriéprudence
in motion picture capital cost deductions. In the interests of main-
taining uniformity in application and interpretation of the Income
Tax Act, the regional appeé]s office regularly seeks guidence from the
head office in motion picture capital cost appeals.
idational Revenue, Taxation's official attitude:
is neutral with respect to the use of films as subjeéfs for
tax shelters. The department does object, however, to the
setting aside or misrepresentation of provisions of the

Income Tax Act and its Regu]ations in order to obtain
unjustified advantages.

Therefore very few motion picture investments escape close scrutiny

by the tax department.
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2. TNCOME TAX REASSESSMENT AND APPEAL

One of Edu-Film Production Ltd.'s 1nvestor—owners was singled
out. His refund claim based on the capital cost allowance deduction
for his video tape investment in an education health program was
-challenged. A Notice of Reassessment was issued. The taxpayer
contacted the district office and asked for an exp]énation. The tax
department took several stances as to why the c.c.a. was denied during
the twelve months it took to review the case. Each stance was pro-
gressively more specific than the previous stance. The investor-owner
and his financial advisors found it necessary to prepare a rebuttal
for each of the tax department's arguments as to why the c.c.a. deduc-
tion should be disallowed. Edu-Film cooperated and assisted in fhe
preparation of each rebuttal. |

The tax department's auditor asked the following question.

Ylas the vfdeo tape program purchased to gain or produce taxable income
or wvas if bought solely to reduce the taxpayer's income taxes? If the
video tape was bought only to reduce income taxes otherwise payable,
the c.c.a. claim would be denied. The denial would be based on

subsection 245(1) of the Income Tax Act. Subsection 245(1) prohibits

any transaction which unduTy or artificially reduces a taxpayer's
. 2 :
inconme. ,

The investor-owner answered the auditor's question by presenting
the financial feasibility study of the educational health program
investment. This study had been prepared by Edu-Film and presented
to all prospective investors. The study included minimum and maximum

earning projections of an educational health program. The projections
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were based on the educational audio—visua1.market conditions of 1973
and sales estimates FrOm various educatioh film distributors throughout
dorth America. Table VI-I is from the financial feasibility study.
The table ﬁrojects expected revenue from a typical educational health
program for a six year period. The tax department studied the
information submitted and concluded that while the transaction did
minimize the investor-owner's tdxes, the purchase'appeared to have
been made for legitimate business reasons and contained elements of
"commercial reality".

| The tax. department conceded that the video tape investment
could make economic sense if the product (film or video tape program)
-met acceptable market standards. In other words, the tax department
auditors were questioning the quality and marketability of fhe product
produced by Edu-Film. The auditors had good reasons for asking questions
about product quality and marketability.

Firstly, an eastern Canadian company had produced some video
tape programs wnich were considered by audio-visual media experts to
lack marketability. In 1973-75 that parficu]ar company produced over
one hundred programs which had relatively low budgets of $7,000 to
$10,000 per program. The eastern Canadian company sold these programs
to investors on the very high leveraged basis of $60,000-575,000. The
offering of these video tape programs to investors emphasized the‘
inmediate tax shelter aspects of the investment. The sales potential
| of the video tape programs was secondary. The tax auditors wanted
proof that Edu-Film's programs were marketable and that the investment

was not solely to shelter income from taxes.
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TABLE VI-I

THE WORLD OF HEALTH

Six Year Revenue Forecast for a 15

Minute Program

GROSS SALES OF PROGRAM:

Educational: :
Canada (100 x $180)
U.S.A. (500 x $190)
: Foreign
Medical: (1000 x $300)

Television:
TOTAL GROSS "SALES:

Less Distributors' Fees & Expenses:

Educational:
Canada 62%
- U.S.A. 75%
Foreign 75%
Medical: - 70%
Television: 10%-70% (Average 30

Distribution Agent's expenses
Total fees & Expenses

TOTAL NET REVEWUE OF PROGRAM

Less:

Distribution Agent's Fee *
Interest on Promissory Hote
Program Purchase Price
Subtotal

SIX YEAR MET INCOME TO INVESTOR

$ 18,000
95,000
16,000

300,000
4,000

$433,000

11,160
71,250
12,000
210,000
%) 1,200
6,000

$311,610
$121,390°
31,089

4,000
50,000

$ 85,089
$ 36,301

AVERAGE YEARLY HET INCOME TO INVESTOR BEFORE INCOME TAXES $ 6,050

*Distribution Agent's Fee Breakdown:
5% up to Net Revenue of $65,789
5% thereafter
Total Fee

Source:
Edu-FiTm Productions Ltd., Investment

$ 3,289
$ 27,800
$ 31,089

of Health (1974), p.7.

Prospectus, The World




- 138 -

| Secondly, the tax department auditors questioned Edu—Fi]m's
production capabilities bécause the company had only been in the motion
picture business a very short time and the principals of the company
had Tittle or no film production experience.

Principals of Edu-Film met with officials of Mational Revenue,
Taxation. The purpose of the meetings was to demonstrate the quality
dnd marketability of the producf produced by Edu—Fi]m. Edu-Film
principals explained that Edu-Film's policy was to engage the services
of several of Canada's top motion picture directors. This po]icy is
.not a guarantee of artistic and commercial success but it dces increase
the chances of producing a program which meets market reqqirements.

- Edu-Film hired such directors as Jack McGaw and Donald Brittain.

McGaw is well known for his investigative journalism on the Canadian
Television ietwork's -5 INQUIRY program. He is also fhe winner of
numerous awards for his directing, including the 1973 Roland Mitchner
Award for Journalism. Brittain was the director of such films as
BETHUNE, CANADA AT WAR and MEMORANDUM. Brittain's latest film VOLCANO:
AN INQUIRY INTO THE LIFE AND DEATH OF MALCOLM LOHRYAwés nominated for
an Academy Award in early 1977.

The credentials of both directors favourably impressed the tax
department auditors. They were more impressed, however, by the exhibit
of sizable purchase orders from several provinciaj health departments
and Health and Welfare, Canada. The financial feasibility study of
fhe video tape invéstment, which was, by definition, theoretical, had
been reinforced by proof that the product was of marketable quality.

The tax department was unsuccessful in denying the c.c.a.

deduction on the basis of "commercial reality" of the investment.
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The téx department lawyers then attacked the legal technicalities of
the video tape investment capital cost a116wance. Success in the
technical aspects of the investment would not have eliminated the
capital cost deduction altogether buﬁ would have forced the investor-
owner to spread the deduction over several years. The tax shelter
advantage to the investor-owner may have been reduced in the initial
year of the investment and he would have to pay interest on any back
taxes owed.

The first questioh the tax department lawyers asked was,
when was the 'brincipal photography" of the video tape completed?
To answer the question, copies of invoices for 1éboratory services,
.editing rooms and‘sound transfers were submitted. These invoices
were evidence that the investor-owner's funds had been expended in
the year for which the c.c.é. deduction was claimed. .As further
evidence.that principle photography had been coﬁp]eted, a notorized let-
ter from the director was presented. The letter, which was on the
director's letterhead and bore his company's corporate seal, stated
that principal photography and other phaSes of productibn had been
completed prior to December 31st. The tax departmenf accepted this
evidence without further question. |

The tax department Tawyers investigated the transfer of owner-
ship-between Edu-Film and the investor-owner. The purchase contracté
between Edu-Film and its investor were examined by ilational Revenue,
Taxation lawyers in Ottawa. The Ottawa lawyers decided that the investor-
owner had acquired the video tape program in the first year of the

investment even though thevprograms vere not completely finished until
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the following year. Physical delivery to the investor-owner and
copyright registration of the video tape program in the owner's name
did not take place until the second year. The tax department accepted.
that the 1nvestor's cash payments had either beenvexpended on the
production or, as were the promissory notes, held in escrow by an
independent third party pending chpletion of the programs. Therefore
the investor's funds were "at risk" and the c.c.a. deduction require-
ments satisfied.

A subsequent technical argument arose over whether the asset
belonged to class 12, or whether it belonged to class 18 as set out

in Schedule B of the Income Tax Regulations. The investor-owners who

had purchased the video tapes deducted a c.c.a. of 100%.as per class 12.

It must be noted that the technical distinctions between motion
picture film and video tape are readily apparent but modern production
facilities permit transferring between the two formats. The Depart-
ment of National Revenue and the Departmeht of Finance belatedly
acknowledged the ease of transfer between film and video tape.
Accordingly, the federal budget of lMay, 1976 eliminated the djstinction
between film and video tape for c.c.a. purposes. |

The Edu-Film investment was made in 1974, prior to the 1976
amendment. The tax department officials were trying to prove that the
educational health program.was in fact a film productién, not a video
tape production. If the tax department could prove that the program
was a film, the c.c.a. deduction would be reduced from 100% to 60%

in the first year of the investment. The investor-owner's deduction

" would have been reduced by $20,000.
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Edu-Film used both film and video tape production techniques
on all its productions depending on which technique was in the best
interests of expedient production and program quality. The final
edited version of the product was finished on video tape and a video
tape copy delivered to the investor-ovner.

The tax deparment's initial approach was to send letters to all
Edu-Film's investor-owners statiﬁg that National Revenue, Canada
considered their programs to be motion picture films which are in
c]ass.18 (60% c.c.a. in 1974). The tax department stated in the letters
that it was amending tﬁe»investor-owner's tax return for the first year
of the investment and that the investor-owner was to submit the differ-
ence in back taxes plus interest. Edu-Film, through an' investor-
owner, asked the tax department for a Tist of technical criteria of
a video tape production. The tax department declined to supply a list
of criteria. The investor-owner reiterated that the "master copy" of
the educational health program was a two inch quad master video tépe
and that the investor-owner had taken delivery of a video tape copy of
the master. Therefore the 100% c.c.a. deduction was correct. Given the

recent amendment to the Income Tax Act and the difficulties in distin-

guishing between motion picture film and video‘tape production techniques,
the tax department decided to let the matter rest.

The tax department has indicated that it wi]]Imonitor the
marketing of the educational health programs and the subsequent retire-
ment of tne promissory notes‘he1d by Edu-Film. The writer is of the
opinion that if the programs have failed to recoup the majority of their:

nroduction costs, additional reassessments may be issued before the
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four year limitation period has e]apsed. Reassessment appeal pfo-
ceedings can take several years to complete. Before the appeal has
been settled, the tax department would be able to observe whether or
not Edu;Film demands the balance of any outstanding promissory notes
in 1981. If Edu-Film does collect or the notes have been retired
previously, the tax department wi}] have the satisfaction of collect-
ing taxes on Edu-Film's net income at the prevailing corporate rate.
If Edu-Film fails to collect the promissory notes the tax department

may apply Section 80 of the Income Tax Act to the investor-owners.

Section 80 states that a taxpayer who realizes any net gain on
settlement of a debt must include this amount in computing his income.3
-The investor-owner would then have to pay additional income taxes

at his prevailing personal tax rate on the amount of debt forgiven.
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FOOTNOTES CHAPTER VI

! Rulings Division of Revenue Canada, Taxation, letter, cited
by Wayne Beach, "Tax Advantages of Film Investments", CIT Tax Planning
and Management 18, March 1, 1976 (Butterworths, 1976), p. 18-13.

2 Canadian Income Tax Act with Regulations, 47th Edition, 1975-
76 (C.C.H. Canadian Limited, 1976), p.604.

3

Ibid. , p.184.



CHAPTER VII
QUANTITATIVE ANALYSIS OF MOTION PICTURE INVESTMENT

1. INTRODUCTION

This chapter is a quantitative analysis to determine the invest-
or's after-tax position in two motion picture investments. The two
motion picture investments are an educational health video tape program
and a feature length theatrical motion picture film. A seven year modei
is deve]oped-that incorporates characteristics of the two tynes of motion
bictures both leveraged and non-leveraged and the characteristics of
hypothetical investors at two arbitrary annual income levels ($30,000 and
$100,000).

The educational health video tape program is based on the Edu-
Film Productions Ltd. investment package which was described in Chapter V.
The feature film investment package is based on an fnvestment offering
by the Somerville House Corporation. (Somebof the details, of the twov
investment packages hovever, have been altered and some assumptions made
for the purpose of this analysis.) Somerville's project consists of two
feature length motion picture films and is typical of the structure of
syndicated film investment péckages bffered in Canada. The investor makes
a down payment and a series of six annual payments to Somerville, the
vendor of the two motion picture films. The series of future payments is
guaranteed to be paid to the investor by a third party, the foreign dis-

tributor of the films. The -arrangement is called a syndicate-guarantee
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motion picture investment.

A motion picture investment model will be developed that 1nc6r--
porates the financial arrangements of the educational health video tapé
program and the feature film syndicate—guarantee investments. Sixteen
after-tax outcomes will be generated through the model by application of
-~ a present va1ue‘factor to the annual incremental cash flow from the
motion picture investments. Pessimistic and optimistic distribution
revenue forecasts will be made. Net present value (M.P.V.) financial
outcomes Qil] be calculated for the two motion picture investment pack-
ages when no income is generated by the motion picture (pessimistic fore-
cast) and when "moderate" income is generated (optimistic forecast).

If no income is generated in the 1eQeraged investménts the investor-
owner is called upon to pay the promissory notes to the vendor (orbproduc—
er) of the motion picture. | |

The investor-owner's after-tax financial position will be.computed
for both leveraged and non¥1everaged motion picture investments. (The
leveraged investments permit the investor-owner to claim a capital'cost
allowance deduction which is based on the'SUm of the initial cash down
'payment and the future payments to the vendor of the motion picture. The
investor-owner's capital cost deduction in the firsf year of the invest—
ment can exceed his initial cash outlay, thereby reducing his taxes pay-
able and increasing his cash flow in that year.) To determine the value
of leverage to the investor40wner a number of assumptions will be made
and the leveraging aspect of the motioh piéture investment eliminated
from the model. Then the investor-owner's after-tax financial position
in the non-leveraged investment will bé computed. The non-leveraged
: financial outcomes will be compared to the after-tax financial outcomes

in the leveraged motion picture investment. The value of the tax shelter
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aspect of motion picture investment to the hypothetical investor-owners
can then be evaluated.
The four variables in the motion picture investment model are:

1. The motion picture investment type, either:
a. educational health video tape program
b. feature length theatrical films.

2. The motion picture's distribution earn1ngs,
either:
a. no distribution revenue (pess1m1st1c forecast)
b. moderate distribution revenue {optimistic forecast).

3. The motion picture investment's financial structure,
either:
a. leveraged
b. non-leveraged.

4. The motion picture 1nvestor owner's annual basic income,
either:
a. $30,000
b. $100,000.
These variables are combined to obtain sixteen after-tax financial out-
comes for the motion picture investor-owner. . The sixteen combinations of

variables are as follows:

Edu-Films Video Tape-Program Investment

$30,000 income level

no motion picture revenue

1. Leveraged -

2. Leveraged - moderated motion picture revehue
3. Hon-leveraged - no motion picture revenue

4. Hon-leveraged - moderate motion picture revenue

$100,000 income level

5. Leveraged - no motion picture revenue

6. Leveraged moderate motion picture revenue

7. ilon-Teveraged no motion picture revenue

8. Hon-leveraged

moderate motion picture revenue

Somerville House Corporation Feature Films Investment

$30,000 income level

9. Leveraged - no motion picture revenue
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10. Leveraged

moderate motion picture revenue

11.  Non-leveraged no motion picture revenue

12. Non-leveraged

moderate motion picture revenue

$100,000 income level

13.  Leveraged

no motion picture revenue

14.  Leveraged moderate motion picture revenue

15.  Non-leveraged

t

no motion picture revenue

16.  Non-leveraged moderate motion picture revenue

2. MOTION PICTURE INVESTMENT MODEL LIMITATIONS

Model 11mitatibns are determined not only by the finite number_.
of variables which can be included in the model's design but also by the
specifjc computing capabilities of the (particular) user of the ﬁode].
The model developed in this study considers only two motion picture invest-
ments, the educational video tape program offered by Edu-Film Production
and the feature films offered by Somerville House. It can not therefore
be used without modification for a quantitative analysis of all motion
picture investment packages.

The model is used to calculate the outcome for inQestors at only
two levels of annual income. The model does not take into account the
general averaging provision available to Canadian taxpayers. (General
averaging bases the taxes payable on the taxpayer's annual income on an
average of the past five yeérs. General averaqging is applied to a tax-
payer's income which has increased/ovér the previous yearfs income. )

The model considers the motion picture revenue when it is nil
and when it is a moderate amount. The model does not consider the proba-

bility factor of these revenue levels being reached. Nor does the model

consider the effect of foreign withholding taxes on the motion picture
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investment revenue earned outgide of Canada.

The differént outcomes of the video tape program and the feature
films will be compared and contrasted. However, comparisons.are not truly
valid. The characteristics of the two investments are not exactly the
same and the model is not sophisticated enough to account for the differ-
ences between them. An educational video tape program and a feature
film have very different risks and potential earning factors. A well
pfoduced and effectively distributed video tape program usually generates
revenue but a well produced and effectively distributed feature_fi]m
can.fail to earn any money if the movié going public is unreceptive. An
educational video tape has an upper limit of approximately 3,000 print
sales (assuming a selling price of $250 per print, 3,000 prints would gross
$750,000) but a feature film can gross over $200 million (eg JAWS). The
dovin payments for each investment are similar but the future liabilities
are different in the leveraged situations. In the video tape program,
the investor-owner's future liability is $25,000 plus interest. In the
feature film the investor-owner's future liability is $82,045 which 1is
guaranteed by the foreign distributor. In the ]evéraged investments the
initial income tax shelter in the feature films investment is larger than
in the video tape program investment.

In the quantitative analysis of the non-leveraged investments the
hypothetiéa] investor-owner's cash investment is $25,000 for a 1/66th share =
in the feature films and $35,000vfor a video tape program. (See Appendices

A and C to Chapter VII.)

3. GENERAL ASSUMPTIONS

A number of general assumptions are made for the motion picture

investment model input. The investor-owner's annual professional, business -
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or salary income is assumed to be constant over the seven year model
horizon. There is no provision for cost of living increases or the
poSsibi]ity of income decrease because of retirement, loss of job, etc.
The assumption is made that the Canadian income tax rates reﬁain constant
over the seven years. The rates are the prevailing 1976 incore tax rates
without the 10% federa1 surtax on taxes payab1e over $8,000 in 1976. The
model assumes that no other tax shelter investments are made during the
seven years. Realistically, an investor could shelter his basic annual
income and any motion picture revenue in other tax shelter investménts,
e.g.gas and oil exploration investments.

The assumption is made that the investor-owner's annual income

and any revenue generdted from the motion picthe investment is spread
éven]y throughout any given year of the model.

The present value discount factor is 10% because the writer
believes that the investment risk dictates that an investor should require
an after-tax return of 10% on a motion picture investment. The rationale
of the derivation of the 10% after-tax return is based on the required
pre-tax return. The required pre-tax return is derived from the total
of the annual inf]atioh rate plus the real return on é risk free invest-

ment plus the required risk premium for the investment.

Annual inflation rate : 6%
Plus:

Real return on risk free investment 3%

Required risk premium return 10%
Total:

Required pre-tax return of motion

picture investment 19%

The 19% pre-tax return is realistic if the return of alternative invest-
ments is considered and an allowance is made for the highef risks of motion
picture investments. An opportunity cost approach is taken to further

rationalize the required pre-tax return of 19%.
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Yield on a risk free long term investment
(e.g. Canadian Government savings bond) 9.0%
Plus:
Apparent risk premium required on high
quality, marketable Canadian utility

stocks 4.3%]

Risk premium for incremental risk of

motion picture investments (subjective) 5.7%
Total: ,

Required pre-tax return of motion picture

investment. 19.0%

The pre-tax investment feturn of the motion picture investment
is subject to income taxeé at the investor's personal tax rate. The
income taxés are subtracted from the pre-tax investment return to
determine the required after-tax return. Assuming the investor pays
income tax of 47.4% of his investment earnings the required after-tax

‘must be 10% . |

Required pre-tax return of motion picture

investment ' 19%
Less:

Income taxes payable (19% x 47.4% = 9%) 9%
Equals: o

Required after-tax return of motion picture

investment - 10%

If an equivalent investment return were earned, for example,
from a "risky" common stock, the tax rate would be the same as if the
earning were from the motion picture investment. The current tax
rate can be applied to the pre—tak opportunity cost to determine the
after-tax opportunity cost. The after-tax opportunity cost therefore,
is assumed to be 10%. This 10% discount factor is applied to the
annual incremental cash flows in order to calculate the net present

value outcomes in the motion picture investment model.
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4. THE MOTION PICTURE INVESTHMENT PACKAGES

A. Edu-Film Video Tape Progran Leveraqed2

Video Tape Program Cost

Production cost : $25,000
Producer's profit $25,000
Total: Program purchase price $50,000

Payment Plan

Cash down payment | : $25,000

Seven year 6% interest promissory
note $25,000
. Total: Payments | $50,000

The 6% simple interest is calculated on the outstanding promissory
note balance on December 31st of each year-end.

Revenue Sharing Arrangement

Gross revenues (after distribution expenses) 100%

Less: .
Distribution agent's fee 5%

Equals: Net revenue : 95%

Less:

’ Promissory note payment 2/5ths of 95%

Equals: Cash to investor . 3/5ths of 95%

When the promissory note is fully retired the distribution agent's
fee is increased to 50% of the gross revenues and the investor-owner
is paid the remaining 50% of the gross. The note is fully retired

when total net revenue has reached $65,789.

B. Edu-Film Video Tape Program Non-leveraged

Video Tape Program Cost

Production cost ’ $25,000
Producer's profit 10,000
Total: Program purchase price $35,000

For the rationale of the $35,000 program purchase price see Appendix A

to Chapter VII.
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Payment Plan

Total: Cash payment $35,000

Revenue Sharing Arrangement

Gross Revenues (after distribution

expenses) 100%

Less: '
Distribution agent's fee 50%

Equals: Cash to investor _50%

C. Educational Video Tape Program Earning Pattern

The assumption is made that if the video tape program generates
revenue, the revenue is earned between the second to seventh year of
the investment. The percentages of gross revenué, after distribution

expenses, are shown in Table VII-I.

TABLE VII-I

Video Tape Distribution Earning Pattern

803 -
35% -
Annual Percentages of ggé i
Total Distribution 50% i
Revenue of Video 15% -
Tape Program 104 - ' ]
' 5% -
0t - |l ‘
1 2 3 4 5 6 7 years
Source: .

“General assumptions by the educational film industry in
North America.

For the video tape proaram earning a moderate income after

distribution expenses, the amount is assumed to be $100,000 per program.
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In the Tleveraged 1nVestment, the investor-owner's share of the $100,000
moderate income is $79,606 after the distribution agent's fee is deducted.
The promissory note payments and interest are deducted from the $79,606.
In the non-leveraged investment situation, the distribution agent's fee

is a constant 50%. Therefore, the investor-owner's share is $50,000

after deduction of the distribution agent's fee.

D. The Somerville House Corporation Feature Films Leveraged

The Somerville investment package consists of two motion pictures,
ZORRO and THE STORY OF 0. These two films are offered to investors at
a total capital cost of $7,000,000 in the leveraged investment situation.3
The Somerville prosbectus for the ZorrO Syndicate is reproduced in its
entirety in Appendix B to Chapter VII. This investment package was
offered prior to the amendment in the capital cost allowance provision
which was increased to 100%. Coﬁsequent]y the capital cost allowance
at the time of offering was 60% per year. For the purposes of this invest-
ment analysis it is assumed that the two motion picture films would
qualify for the 100% capital cost allowance, that is, Canadian certified
feature films or Canadian co—productions.‘ .

Feature Films Cost

Production cost: expended { $1,585,000
deferred ‘{: ??
Portion guaranteed by distributor 5,415,000
Total: Purchase price of films $7,000,000
Cost of bank guarantee : o 65,030
Total: Capital cost $7,065,000

For the purpose of the quantitative investment analysis it is
assumed that zn investor wants to invest $25,000 cash in the leveraged
motion picture films investment. A 1/66th share of the motion picture

investment can be purchased for an initial outlay of $25,000.
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Payment Plan (for 1/66th share of motion picture films)

Cash down payment $24,015
Cost of bank guarantee 985
Total: Cash payments 1st year 25,000
Promissory Notes 82,045

Total: Payments $107,045

The investor signs five full recourse non-interest-bearing
promissory hotes. A promissory note for $15,152 is payable each year
in years two to five of the investment. A final note of $21,439 is due
and payable in the sixth year.

In the syndicate ffnancing arrangement, the investor buys an
undivided interest in the two motion pictures. The investor-owner is
responsible for marketing the film but in practice, the investor-owner
turns this function over to the producer cum distributor. The producer-
distributor in turn puts the films in the hands of ﬁrofessional inter-

national theatrical motion picture distributors.

Revenue Sharing Arrangement

The Zorr0 Syndicate will receive 30% of the gross distribution
receipts from the distribution of ZORRO and 10% of the gross distribution
receipts from the distribution of THE STORY OF 0 in the United Stqtes
and Canada. The North American distributor is Allied Artists of Los
Angeles. The‘two films will be distributed in the foreign markets by
World Association Video Establishment (WAVE). The Zorr0 Syndicate is
guaranteed to feceive $5,415,000 in distribution receipts from WAVE.
These guaranteed receipts are to be paid by WAVE to the investor-owners
on or before the promissory notes are to be paid by the investor-owners
to the vendor of the films. The syndicate will not receive any additional
distribution receipts from distribution of the films in the foreign markets.
It is assumed that the syndicate's expenses are deducted from the revenues

received from the North American markets.



- 100 -~

E. The Somerville House Corporation Feature Films Non-Leveraqged

The Somerville feature films investment package will be analysed
without the tax shelter leverage facilitated by the promissory notes. It
is assumed that the 1/66th share of the motion picture films will be
purchased for $25,000. The assumption is made that the syndicate will
only receive distribution receipts from the North American motion picture
markets. The vendor (or producer) of the films will receive any distrib-
ution revenue earned in the foreign motion picture markets. These
assumptions are based on the theory concerning the flow of funds between
the producer and the distributor advanced by the writer in the Chapter IV
discussion of the syndicate-guarantee financing arrangements. A more
detailed discussion of the rationale behind the $25,000 purchase price
for a 1/66th share of the feature films investment package is given in

Appendix C to Chapter VII.

F. Feature Film Earning Pattern

The promoters of the Zorr0 Syndicate have projected minimum
earnings of the two films in the North American markets at $2,350,000.
The foreign distributor, WAVE, has guaranteed $5,415,000 distribution
revenue.

Motion picture producers (promoters) overestimate the potential
of their projects. A.H. Howe, Vice President of the Bank of America
in Los Angeles stated:

I can only repeat that over the years I have talked to

hundreds of producers, each with the world's best picture,

a project where it was impossible to miss, where a hit was

absolutely certain...The difficulty is, proved over and

over again, that these certain hits, when made, are usually

lost in the 3huff1e and more often than not, fail to return
their costs.
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For the purposes of the analysis of both the leveraged and non-leveraged
feature films investments, the North American earnings projected by
Somerville are reduced by approximately 50% to arrive at the "moderate"
revenue ficure. The foreign receipts are taken as given because those
receipts are guaranteed by WAVE in the leveraged feature films investment.
(If WAVE fails to honour its commitment, the Swiss bank will pay the
investor-owners the guaranteed amount.) In the>non~1everaged feature
films investment, the earnings 1h the foreign market, if there are any
earnings, will be considered the vendor's (producer's) profit.

The assumption is made that if the feature films generate revenue
in the North American markets, the revenue is earned between the third
and fifth years of the investment. The annual percentage of total revenue

occurring to the Zorr0 Syndicate is shown below in‘Tab1e VII-II.

TABLE VII-II

Feature Film Distribution Earning Pattern

50% -
45% -
40% -
Annual percentages of 35% -
Total Distribution Revenue 304 -
of Feature Films in North 25% -
American Markets 20% -
15% -
10% -

[
10 -

12 3 4 5 6 7 years
Source:

General assumptions by the theatrical film industry.

The moderate earnings of the two feature films will be assumed

to be $1,185,030 after syndicate expenses. The share attributable to
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each 1/66th of the motion picture w1]1 be 517,955 in leveraged feature
films investment. In addition, guaranteed distribution receipts from
WAVE of $82,046 will be earned by each 1/66th share. In the non-lever-
aged investment situation, the investor-owner will only receive $17,955
from llorth American distribution for each 1/66th share owned. The
syndicate will not receive any guaranteed distribution revenue from
WAVE nor any earnings from the foreign markets in the non-leveraged

feature films investments.

5. THE MOTION PICTURE INVESTMEMT MODEL

The model enables the interaction between the financial character-
istics of the investor and the motion picture investment to be analyzed.

The planning horizon for the investment decision is seven years. Seven

years is considered the economic 1ife of the feature films and video tape
program motion picture investments. The Zorr0 Syndicate promissory notes
payments are spread over six years and the Edu-Film promissory note is due
in the seventh year. The investor commits his funds for this seven

year period and is now hostage to the future consequences.5 Each year in
the model is represented by the vertical columns of numbers 1éb1ed 1 to

7. The horizontal lines of input and calculations are shown in Table VII-III.

A. :Investor-Owner Income Tax Calculations

The first step in utilizing the model is to calculate the
investor-owner's annual income taxas. This is done by deducting the
capital cost allowance (and cost of the bank guarantee and interest, if
any) from the income earned by the investor-owner from all sources
including any motion picture investment revenue.

The investor-owner's income from business, professional or

salary sources for the purpose of this model is a net amount before
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TABLE VII-III

Motion Picture Ihvestment Model Input and Calculations

INVESTOR-OWNER INCOME TAX CALCULATIONS:(Step One)

Income: Business, Professional or Salary:
Motion Picture Investment Revenue:
Gross Income:
Less:
Cost of Guarantee:
Interest Payments:
Capital Cost Allowance:
Taxable Investor-Owner Income:
Income Taxes Payable:

CASH FLOW WITH INVESTMENT: (Step Two)

Gross Income:

Less:
-, Investment Down Payment:
Interest Payments :
Cost. of Guarantee:
Promissory Note Payments:
Income Taxes Payable:
Net Cash:

CASH FLOW NO INVESTMENT: (Step Three)

Income: Business, Professional or Salary:
Less: '
: Income Taxes Payable:
Net Cash:

ANNUAL TNCREMENTAL CASH FLOW: (Step Four)

ANNUAL PRESENT VALUE @ 10%: (Step Five)

NET PRESENT VALUE OF MOTION PICTURE INVESTMENT: (Step Six)
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income taxes, but is after pension contributions, medical, child,

marriage and any other personal deductions have been taken. It is assumed
that the deductions either remain constant for the seven year mbde]-or

any increases or decreases are offset by parallel income changes.

The motion picture revenue, if any, is_fhe amount paid to the
investor-owner. Distributor's or syndicator's fees and expenses are not
included in the gross amount. The motion picture revenue each year is
calculated according to the revenue pattern assumed as characteristic of
the type of motion picture under consideratioﬁ. Thevguaranteed distribution
revenue is included in the leveraged feature motion picture analysis only.

Gross income is the total income earned by the investor—ownéry
from all other sources after personal déductions, plus the motion pic-
ture investment revenue.

The cost of the guarantee is the investor's share of the guarantee
purchased'from a bank in the feature films leveraged investment. The
bank guarantor will pay to the investor the yearly amount which fhe
investor—oﬁner must pay the vendor of the feature fijm rotion pictyres
should the distributor default in his payments:to'the investor-owner.

The guarantee is purchased in the first year of the investment and is
an expense for tax purposes deductable against gross income in the first
year. |

The interest payments are the amount the inVestor—Owner of the
" Edu-Film video tape program must pay to the holder of the pfomissory note.
The interest rate is 6% calculated on the outstanding balance of the note
on December 31st of each year. The interest is not compounded.

The capital cost allowance is the amount the investor-owner deducts
fdr tax purposes from his gross income each year. The available capita1

cost deduction is deducted during the seven year period of the investment
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'so that the investor-owner optimizes his cash flow position vis a vis
the 10% return expected in the net present value calculation.

In almost all of the motion picture investments ana]yzed_the'
optimal cash flow to the investor-owner is arrived at by utilizing_
available c.c.a. to bring the investor-owner down one complete marginal
tax bracket for as many years as there is a capital deduction avaﬂab]e.6
That is, if the investor-owner is earning $30,000 annually before income
taxes he is in the 44.10% marginé] tax bracket. (faxes payable at a
rate of 44.10% on any income earned in excess of $23,606 until an
annual incéme level of $31,368 is reached.) The capita]_cost deduction
is then used to bring the investor-owner down to the top of the next
bracket which, in this example, begins at $18,298 annual income. Income
exceeding $18,298 but less than $23,606 is taxable at a rate of 43.58%.

If the motion picture investment increased the investor-owner's
taxable income he may, depehding upon the amount of motion picture revenue,
move into a higher tax bracket that year. If the investor-owner moves up
into a higher bracket because of motion picture revenue any c.c.a. would
be applied to bring him down to the top of the next bracket. The c.c.a.
is spread from one to six years dependinglon the investor-owner's total
taxable income and the capital cost of the motion pictuke. |

Taxable income is the investor-owner's gross income minus tﬂe cap-
jtal cost allowance dedqction taken for the year and interest, if any,
(and fhe’cost of the bank guarantee in the first year of the feature fi]ms
investment). In the latter years of the investment model when no c.c.a.
is available, the taxable income 1sbthe same amount as the gross income.

Income taxes payable are based.on the federal income tax rate
and the British Columbia provincial tax rate in effect for ]976. The tax

computations do not consider the 10% federal surtax imposed on federal tax
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Vpayab1e over $8,000 in effect for 1976. The tax calculations are computed
according to the "Federal and Provincial Income Tax Rates For Individuals

- 1976" tables published by C.C.H. Canadian Limited.7

B. Cash Flow With Investment

The second step to utilize the model is to calculate the net
cash flow to the investor-owner after his. actual cash investment expenses
and taxes payable are deducted from his total incomé from all sources.

Gross income is the investor-owner's income from all sources
including motion picture revenue, if any. This is the same toté] for
each year which is arrived at in.the model's first step, the income tax
calculations. The investment down payment is the down paymeﬁt by the
investor-owner to the vendor of the motion picture in the first year of
.the investment. The amount of the down payment is chosen to impart a
degree of compatibility between the different types.of motion picture
investment under analysis. The video tape program investment down
payment is $25,000 in the leveraged investment situation. The balance
of the full purchase price of $50,000 is the full recourse seven year
6% interest bearing promissory note payable by the purchaser (investor-
ovner). | |

" In the non-leveraged video tape program investment analysis, the
payment in the first year is $35,000. This payment is the fu]] cost of
the investment. In the non-leveraged situation the payment to the vendor
of an additional $10,000 invthe first year represents the discounted
value to the vendor (produéer) of the’seven year promissory note. (See
Appendix A to Chapter VII for a full explanation of the assumptions used
to arrive at an amount of $10,000. )
In the feature fi]ms.motionvpicture investment, the investment

paymént in year 1 in the leveraged situation is $24,015. The payment of
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$24,015'p1us the cash payhent of $§85 for the bank guarantee total $25,000.
The $25,000 buys the investor 1/66th of the feature films motion picture
investment package. The investor-owner is entitled to 1/66th of all net
receipts from the distribution of the feature films.

The cost of 1/66th of the feature films investment package in the
non-leveraged situation is assumed to be $25,000. (The rationale behind
this price is explained in Appendix C to Chapter VII.)

The interest payments are the annual interest charges on the
outstanding balance of the seven year promissory note invthe leveraged
video tape program investment.

The cost of the guarantee is the investor-owner's portion (1/66th)
of the bank guarantee purchased by the feature films motion picture
investment syndicate in the leveraged feature films inveétment. -No
guarantee purchase is necessary in the non-leveraged feature films invest-
ment. | |

~ The promissory note payments are the investor-owner's payments
to the vendor of the motion picture. These payments are only applicable
in the leveraged investments. The feature films' promissory'nqtes_are
retired at a constant amount of $15,152 pér year for years 2 to 5. In
the sixth year, a final payment of $21,439 is made. The guaranteed
distribution receipts are paid to the investor-owner in an identical
’ pattern if the bona fide distribution receipts are insufficient. In the
‘video tape program investment the promissory notesvare retired according
to the amount of revenue earned by the video tape program. Forty per;ent
of.thé motion picture revenue earned each year byvthe 1nvestbr—owner is
applied against the bromissory note until the note is fully retired. If
the video tape program fails to earn any revenue for the investor-owner
during the seven year period, the investor-owner pays the promissory note

in full at the end of the seventh year.
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The income taxes payable are the final figure arrived at in the
tax calculations for each year in step one.

Net cash is the amount of money remaining each year from the
investor-owner's annual gross income after the annual cash expenses of the

investment and income taxes have been deducted.

C. Cash Flow No Investment

The third step in the model is to arrive at an annual net cash
flow for a hypothetical taxpayer who hés the same business, professional
or salary income as the taxpayer investing in a motion picture. The
annual net cash amounts of the two taxpayers will be compared after
calculating the net after-tax amounts.

The taxpayer's income from husiness, professional or salary sources
is assumed to be identical to that of the taxpayer investing in the motion
picture, that is, all personal deductions have previously been taken. The
taxpayer's income is assumed to remain constant for the seven year time
span of the motion picture investment model.
| The income taxes payable are based on the federal and British
Columbia provincial income tax rates prevailing in 1976.

Het cash is the amount of disposable cash income that the tax-

payer has after payment of his income taxes.

D. Annual Incremental Cash Flow From Investment

The annual incremental cash flow is the cash difference between
the two taxpayers, the taxpayer who invests in the motion picture invest-
ment and the taxpayer who does not invest. The non-investing taxpayer's
net cash flow is subtracted from the investing taxpayer's cash flow each
year. If the taxpayer who invests has -less net cash than the taxpayer who
does not invest, the amount is set between parenthesis for that particular

year.
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E. Annual Present Value

The discounted present value is calculated annually for the
difference in cash flow between the motion picture investor and the
taxpayer, who has the same basic income but does not participate in the
motion picture investment. The annual incremental cash flow fs discounted
by a present value factor of 10%. Present value is deffned as the value
today (ie. time equals 0) of a cash payment received sometime in the

future after applying a given discount factor.

F. Net Present Value of the Motion Picture Investment

The net nresent value is the total seven year incremental
cash flow from the motion picture investment discdunted at 10%. The
net present value amount is the final financial outcome of the motion
picture investment model. If participation in the motion picture
investment reduces the in?estor—owner's discounted cash flow (ie. creates

a financial loss) the net present value amount is set in parenthesis.

6. THE MOT1ON PICTURE INVESTMENT MODEL OUTCOMES

The net present value outcomes for each hypothetical investor-
owner and motion picture investment (leveraged and non-leveraged) afe
calculated. The available c.c.a. is utilized to reduce the investor-
owner's income taxes payable so that the best possible net present value
is found for eaéh model Qutcome given the computing capabilities and time
resources of the writer. See Table Vi}—IV for an example of the actual
calculations bf one net present value outcome of an investor with a
$30,000 basic income purchasing a leveracged educational video tape

nrogram which earns modsrate distribution revenue.



TABLE VII-1V

MOTION PICTURE INVESTMENT MODEL

Educational Video Tape Program

Leveraged Investment

Investor's Basic Income: $30,000
Distribution Revenue: "Moderate"

INVESTOR-OWlER_INCOME TAX CALCULATIONS: (Step One)

Income: Business, Professional or Salary:
Motion Picture Investment Revenue:
Gross Income:
Less:
Cost of Guarantee:
Interest Payments:
Capital Cost Allowance:
Taxable Investor-Owner Income:
Income Taxes Payable:

CASH FLOW WITH INVESTHENT: (Step Two)

Gross Income:

Less:
Investiment Down Payment:
Interest Payments:
Cost of Guarantee:
Promissory Note Payments:
Income Taxes Payable:

et Cash:

CASH FLOW {0 INVESTHMENT: (Step Three)

Income: Business, Professional or Salary
Less:

Income Taxes Payable:
ilet Cash:

ANNUAL IHCREMENTAL CASH FLOW: (Step Four)

ANNUAL PRESENT VALUE @ 10%: (Step Five)

AET PRESENT VALUE OF MOTION PICTURE INVESTMENT: {Step Six)

Key: n.a. = not applicable

Year 1 Year 2 Year 3 Year 4
$30,000 $30,000 $30,000 $30,000
0 4,750 14,250 28,500
$30,000 §34,750 $44,250 §58,500
n.a. n.a. n.a. n.a.
0 1,155 870 300
11,702 9,989 19,774 8,535
18,298 23,606 23,606 49,665
$ 5,468 §7,781 §7,781 $20,835
$30,000 $34,750 $44,250 $58,500
25,000 n.a. n.a. n.a.
0 1,155 870 300
n.a. n.a, n.da. n.a.
0 1,900 5,700 11,400
5,468 7.781 7.781 20,835
{$468) $23,914 $29,899 $25,965
$30,000 $30,000 $30,000 $30,000
. 10,747 10,747 10,747 10,747
$19,253 $19,253 $19,253 $19,253
($19,721) $ 4,661 $10,646 $ 6,712
($17,928) $ 3,852 $ 7,998 $ 4,584

Year & Year 6 qur 3 Totals
$30,000 $30,000 $30,000 $210,000
22,106 7,500 2,500 79,606
$5’2)|56 y o 5289 ,606

n.a. n.a. n.a. n.a.
] 0 0 2,325
50,000
52,106 37,500 32,500 237,281
122,156 ,048 $77.964 $90,533
$52,106 $37,500 $32,500 $289,606
n.a. n.a. n.a. 25,000
0 ¢} 0 2,325

n.a. n.a. n.a. n.a.
6,000 0 0 25,000
22,156 14,548 11,986 90,533
$23,950 $22,952 , $20,535 $146,747
$30,000 $30,000 $30,000 $210,000
10,747 10,747 10,747 75,229
$19,253 $19,253 $19,253 $134,771
$ 4,697 $ 3,699 $ 1,283 $ 1,977
$ 2,916 $ 2,088 $ 658 $ 4,168
$ 4,168

AI-1IA 378YL
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The determination of the best possible net present value

figure (least discounted loss or greatest discounted nrofit) for each
investor-investment situation can fnvo]ve calculation of»many different

outcomes.8 These different outcomes are dependent on the amount of
capital cost allowance deduction which is used in each year of the
investment. For example, in the investment situation in which the
investor earns $30,000 annually and has the opportunity to buy a.$35,000
" non-Teveraged educational health video tape program, four possible out-
comes are calculated. Thé four outcomes are dependent on how much of
the $35,000 capital cost is deducted each year. In this example it is
assumed no distribution revenue is earned. Four possible uses of the
c.c.a. deductions are as follows:

1. Take maximum c.c.a. in year 1 to reduce the investor—bwner's

taxable income to nil. ($30,000 c.c.a.) Take the balance of

the c.c.a. ($5,000)in year 2. The il.P.V. of the investor's

. incremental.cash flow is then a loss of $20,131.
2. Spread c.c.a. over six years to reduce the investor—owner's
taxable income to the top of his present bracket (ie. $23,606).
Therefore, he pays a maximum of 41.30% on income exceeding |
$18,298 instead of 44.10% on income over $23,606. The N.P.V.
of investor's inérementa].caéh flow is a loss of $19,781.
3. Spread c.c.a. over two years to bring the investor-owner down
to the 43.58% marginal tax bracket (ie. annual income $18,298).
Use the balance of the available c.c.a. in year 3. The N.P.V. of
the investor's incremental cash flow is a Toss of $18,724.
4. Random use of the c.c.a., eg. claim $20,000 in year 1 and

$15,000 in year 2. The N.P.V. of incremental cash flow from the

investment is a loss of $18,896.
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The net present value is a negative in all these situations,
but the optimum position of the combinations calculated is to use the
c.c.a. to place the investor-owner at the beginning of the next lowest
marginal tax bracket assuming his basic $30,000 annual income, ie. as in

2 above.

A. Net Present Value Outcomes
The sixteen net present value outcomes for each motion picture
investment model's seven year incremental cash flow are as follows:

EdU—Films Production's Video Tape Program Investment

$30,000 income level

: 1. No motion picture revenue ($21,000)
Leveraged

2. Moderate motion picture revenue § 4,168

3. No rmotion picture revenue. - ($18,724)
»Non-]everaged% '
(4. Moderate motion picture revenue ($ 2,164)

$100,000 income level

5. No motion picture revenue ($10,567)
Leveraged {:’ , .
: 6. Moderate motion picture revenue $ 6,281
7. No motion picture revenue ($12,650)
Non—]everaged{
, 8. Moderate motion picture revenue ($ 288)

Somerville House Corporation's Feature Films Investment

$30,000 income level

9. No motion picture revenue ($12,921)
_Leveraged { _ ‘
10. Moderate motion picture revenue ($ 5,518)
11. No motion picture revenue ($13,008)
Non—]everaged%
12. Moderate motion picture revenue ($ 6,678)

$100,000 dincome level

13. {lo motion picture revenue ($ 2,090)
Leveraged

14. Moderate motion picture revenue $ 2,683
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‘ 15. o motion picture revenue ($ 8,739)
Non—]everaged{
16. Moderate motion picture revenue ($ 3,965)

7. COMPARISONS AND CONTRASTS

Comparisons and contrasts can be made between the sixteen
financial outcomes. (The net present value of the motion picture invest-
ments' cash flows using a 10% discount factor.) These comparisons and
contrasts are used to support the writer's conclusions and recommendations
with regards tovmotion picture investment.

The reader should refer to Table VII-V while cbnsidering the
following comparis ons and contrasts between the final financial outcomes‘
of the motion picture investmeht. |

1. ilone of the non-]everaged motion picture investments has a

positive net present value at a 10% discount rate.

2. In all the motion picture investments except bne, the loss

was greater in the non-leveraged investment than the similar

1everaged'motion picture investment. (The exception was the

video tape investment made by the $30,000 income level investor-

owner when no distribution revenue was earned.)

3. In all cases the investor-owner in the leveraged investment was

better,off than if he inVested in the non-leveraged investment when

the motion picture earned moderate distribution revenue.

4. The investment had a positive net present value only if the

motion picture earned a moderate amount of distribution revenue.

However, ;ven if moderate revenue was earned, the optcome was

negative for the $30,000 investor-ovwner investing in the feature

films.

5. The negative net present value of the incremental cash flow

was substantial for the $30,000 investor-owner if the investment



TABLE VII-V

Net Present Value of Incremental Cash Flow
From Motion Picture Investment at a 10% Discount Factor

VIDEQO TAPE PROGRAM

FEATURE FILMS

LEVERAGED NON-LEVERAGED _ LEVERAGED  NON-LEVERAGED
MOTION PICTURE '
($21,001) ($18,724) REVENUE: NIL ($12,921) ($13,008)
Investor-owner's Investor—owner's :J
Basic Income Basic Income o
$30,000 $30,000 .
MOTION PICTURE / ’
E
1
§
LEVERAGED NON-LEVERAGED . t LEVERAGED  NON-LEVERAGED
MOTION PICTURE
($10,567) ($12,650) REVENUE: NIL ($2,090) ($8,739)
Investor-owner's ' Investor-owner's
Basic Income : ! Basic Income
$100,000 MOTION PICTURE o $30,000
$6,281 ($288) REVENUE :"MODERATE" $2,683  ($3,965)
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fai]ed to generate any revenue in distribution.

6. The $30,000 investor-owner had a loss in all the situations
tested except in the leveraged video tape progréh which generated
a moderate amount of distribution revénue.

7. The potential loss to the $30,000 investor-owner is approxim-
até1y twice the potential loss to the $100,000 investor-owner in
the leveraged video tape program. The financial outcome for the
$30,000 investor-owner is the highest potential loss of any of
the motion picture investment model outcomes. His potential gain,
if the leveraged video tape program generates a moderate'amount
of revenue, is approximately one-half of the potential amount
which the $100,000 investor-ovwner would earn.

- 8. The video tape program investment offers a greater positive net
present value to either the $30,000 or the $100,000 investor-owner
thén in thé feature films 1nve§tment if moderate revenue is generated.
Albeit in all cases the potential loss is greater than the potentia]
loss in the feature films investment which has guaranteed distribdtion

9 However, the video tape‘

revenue to offset the future liabilities.
prograh has a definite upper 1imit to its earning potential whereas
the. feature films cou]d be "blockbusters”. If even one of the
feature films 1s.a blockbuster the earnings could be vefy high. The
potential box.office gross of an exceptional feature length .

motion picturé can be in the $100 millions.

8. CONCLUSIONS

Given the characteristics of the investor-owner and motion picture
investments, specific and general conclusions can be drawn about motion

picture investment by studying the motion picture investment model outcomes.
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1. The attractiveness of a motion picture investment is severely
diminished if the investment is not leveraged in order to enhance

the tax shelter aspect of the investment. It appears that an invest-
or would be unwise to consider investment in a motion picture

unless there is at least a two to one leverage of the initia] invest-
ment.  There must be a minimum distribution revenue guarantee to offset
promissory note liability, particularly if the leverage ratio is high;
2. There is no net tax advantage to an investor if the motion |
picture fails to generate any distribution revenue. Contrary

to what motion picture investment promoters maintain, the tax

shelter aspect alone is not enough to make motion picture invest-
ments attractive. Therefore, a taxpayer should not invest unless

the motion picture has a realistic potential to earn disfribution
 revenue.

3. The investor's marginal tax rate has a definite effect on the
outcomes of motion‘picture investments. The higher the taxpayer's
marginal tax rate the lower the potential loss on the investment

and the greater the poténtia] gafn.

4, Given the high potential dbwnside and Tow potential earnings

it appears that a taxpayer with a base income of $30,000 or less
~would be unwise to consider investing in any kind of motion picture
investment.

5.. The leveraged video tape program investment returns‘a greater
amount than the leveraged feature film investment given the
circumstances outlined in this analysis. However, the probabilities
of success or failure of either type of motion picture investment

would have to be carefully considered.
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This quantitative analysis through the use of a motion picture
investment model hés determined the final investment ctitcomes to an
investor-owner given certain financial characteristics and circumstances.
The net present value of the incremental cash flow allowed comparisons and
contrasts between the investor-owner's after-tax position based on two
income levels, two types of motion picture investments and two distrib-
ution revenue patterns. Comparisons and contrasts were made between |
leveraged and non-leveraged motion picture‘investments. From these
comparisons and contrasts conclusions were drawn concerning the income tax
incentives of motion picture investment.

It must be remembered that no mechanical rules can be substituted
for sound business -judgement. The relative risk and financial charatter—
istics of each motion picture investment package must be considered. In
the final analysis, the potential investor must weigh the motion picture
investment from two angles, the investor's personal tax position and the

specific merits of each motion picture investment package.
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FOOTNOTES CHAPTER VII

L W.B. Wheeler, Investment Analyst, Pemberton Securities Ltd.,

Vancouver, personal interview, April 24, 1977. \lheeler offered the
following example to justify his statement that a marketable Canadian
utility stock would in his opinion require an incremental apparent risk
premium of 4.3% over a risk free Canadian government savings bond:

Calgary Power common stock is allowed by government regulation

to earn a 15% return on common equity. The yield is 5.8%. The

reinvestment rate is 50% so the internal growth rate is 7.5%

(15% x .5 = 7.5%). Therefore the investor's apparent total

return equals 13.3% (5.8% + 7.5% = 13.3%). To calculate the

incremental premium for a utility investment the(y1e1d on a

risk free investment (e.g.Canadian government savings bond =

9%) is subtracted from the apparent total of the utility invest-

ment. The incremental risk premium is 4.3% (13.3% - 9% = 4.3%).

2 The educational video tape investment is based on Edu-Film
Productions Ltd., Investment Prospectus, The Vorld of Health (1974),
various pages.

_ 3 The feature films syndicate investment is based on an invest-
ment offered in The Somerville House Corporation, The Zerr0 Syndicate
(October 3, 1975), various pages.

4 A.H. Howe, "A Banker Looks at the Picture Business - 1971,"
The Journal of the Producers Guild of America, Vo]umo 13, Number 2, ﬂ971)
page 4.

> J. Fred Weston and Eugene F. Brigham, Managerial Finance (2nd
Edition, HNew York: Holt, Rinehart and Winston, Inc., 1966), p.139.

° The optimum minimum income tax payable position in reality is
not possible by simply deciding to utilize the capital cost allowance
deductions to reduce the taxpayer's taxable income to the next lower
income tax bracket. There are too many uncertainties in a taxpayer's
seven year planning horizon. The optimum minimum income tax position would
only be possible if "retroactive or hindsight" tax planning was permitted
on a regular basis by National Revenue, Taxation through refiling previous
years' income tax returns. : '
In reality most tax planners advise deducting the maximum c.c.a.
available in the initial year or years to reduce taxable income by as
much as possible. Any incremental cash flow generated in a tax shelter
can then be reinvested in other investments.

7 Financial Compound Interest and Annuity Tables, Fifth Edition
(Boston: Boston Financial Publishing Company).

8 A multitude of financial outcomes are possible for each set
of investor-motion picture investment circumstances. A computer program
would be necessary to determine the absolute optimum use of the c.c.a.
for each investor-investment combination.
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glf guaranteed distribution revenue was built into the
educational video tape program investments the outcomes to the
investor would be quite different. Hence the conclusions and
recommendations to the investor would also be different from
the ones offered in this chapter. However, educational producers
have not offered guaranteed d1str1but1on revenue in packages
available to Canadian investors.



APPENDIX A TO CHAPTER VII
RATIONALE FOR PURCHASE PRICE IN NON-LEVERAGED VIDEO TAPE PROGRAM INVESTMENT

The pricing decision for the non-leveraged video tape prograh
investment is both objective and subjective. The price at which the
producer sells a non-leveraged mofion picture investment should relate
objectively to the net present value of the cash flow to the producer
when he sells a leveraged motion picture investment. A comparison.is
made of the net present value of the cash flow to the producer when the
video tape program earns no distribution revenue and when it earns
moderate distfibution revenue. The net cash flow to the producer in
the four possible combination of variables is discounted by a present
value factor of 10%. The variables of disfribution revenue and leverage
are combined as follows:

1. No distribution revenue - Tleveraged

2. do distribution revenue - non-leveraged

3. Moderate distribution revenue leveraged

4, Moderate distribution revenue - non-leveraged
The pricing decision is also based subjectively on the collect-

ibility of the seven year promissory note by the producer..-

Discounted Cash Flow to the Producer Assuming Mo Distribution Revenue

In the leveraged investment the investor-owner would be liable
to the produCer for $32,500 if no revenue was earned by the video tape
program during the seven years.

Promissory note , j $25,000

Interest for 5 years @ $1500/yr. 7,500

Total paid by investor to producer :

assuming no distribution revenue earned-
leveraged investment $32,500
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The net present value of the cash flow of $32,500 over seven years is
$17,730 when the discount rate for the time value of money is 10%. .
| The total discounted cash flow to the producer is $42,730.
Investor down payment (production cost) $25,000
N.P.V. of promissory note and interest 17,730
Total: discounted value to producer

assuming no distribution revenue earned-
leveraged investment . $42,730

If the producer offers the non-leveraged investment for $35,000
and no distribution revenue is earned, the producer gives up a potential
discounted cash flow of $7,730.

Leveraged investment discounted cash flow"

to the producer $42,730
Minus: non-leveraged investment cash flow

to the producer 35,000
Difference: assuming no distribution

revenue earned $ 7,730

Discounted Cash Flow to the Producer Assuming Moderate
Distribution Revanue '

The net present value effect on the producer's share of moderate
distribution revenue must be considered for the leveraged and non-leveraged
investment situations. The annual distribution revenue flow for an
education video tape program ié shown in Table VIi—I.

If the video tape program investment is leveraged, the producér
cﬁm distributor is entitled to a 5% distribution fee until the promissory
note is retired and a 50% distributor's fee thereafter. Modefate revehue |
in the amount of $100,000 would earn the producer-distributor $47,719,
including the $25,000 promissofy note,’the interest on the note and the
distribution fee. (See Table VII-IV) The net present value of $47,719
spread over the seven year horizon at a 10% discount rate is $31,391; The
total discounted cash f]ow to the producer is $56,391 in the leveraged

video tape program investment;
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Production costs $25,000

M.P.V. of promissory note, interest
and distribution fee earnings - 31,391

Total: discounted cash flow to the producer
assuming moderate distribution revenue
earned - léveraged investment $56,391

If the educational video tape program is sold as a non-leveraged
investment, the producer cum distributor would receive 50% of the
distribution revenue as a distribution agent's fee. If moderate revenue
of $100,000 is earned by the non-leveraged video tape program the producer's
share is $50,000. Assuming the distribution revenue pattern of Table
VII-I, the net present value of $50,000 is $32,777. The total discounﬁed
cash flow to the producer is $67,777 if the video.tape prograin investment

is sold by the producer to the investor for $35,000.

Production costs $25,000
Production profit o 10,000
SubTotal: Non-leveraged purchase price $35,000
H.P.V. of producer's share of

distribution revenue - 32,777

Total: discounted cash flow to producer
assuming moderate distribution revenue -
earned - non-leveraged investment - $67,777

The producer earns additional revenue with a net present value
of $11,386 if he sells the video tape program investment at $35,000 and
the program earns distribution revenue of $100,000.

Jon-leveraged investment discounted cash

flow to producer $67,777
Minus: leveraged investment discounted.

cash flow to producer 56,391
Difference: assuming moderate distribution

revenue earned : $11,386

Comparison of ilet Present Value of Cash Flows to Producer

The four net present value cash flows to the producer are as

follows:
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Leveraged Non-leveraged

Investment Investment
Distribution Revenue: Nil $42,730 $35,000
Distribution Revenue: $100,000 $56,39] . $67,777

There is a reasonable trade-off between the leveraged and non-leveraged
net present value cash flows to the producer (vendor) of an educational
video tape program. If the producer sells a video tape program investment
which is leveraged, his minimum cash flow ($42,730) is higher than if he
sold the program as a non-leveraged investmeﬁt. However, if the video
tape program earns moderate distribution revenue he will receive less of
that revenue ($56,391). If the producer sells a video tape program
investment which is not leveraged his minimum cash flow ($35,000) is

lower but his share ($67,777) of the moderate distribution revenue will

be greater. The trade-off is that the producer gives up some of his
initial cash flow but is entitled to a greater share of the future profits,
if any.

Subjective Discount Factor

There is a subjective factor in‘se1ecting the selling price of
the non-leveraged video tape program investment. The objeciive.net present
value difference between the leveraged and non-leveraged investment -
assuming no distribution revenue - is $7,730. That is, the producer is
giving up earnings with a net present value of $7,730 if he sells the
non-leveraged investment for $35,000.

However, the price of $35,000 can be justified subjectively,
because the producef may not be able to collect the promissory note and
interest from the investor at the end of the seven years. This absence
of collectibility may be due to several reasons.

1. The producer is no Tonger in business.

2. Either the producer or investor-ovmer are deceased.
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3. The investor-owner is bankrupt or disappears.
4. The investor-owner refuses to pay the promissory note
because the investment failed to meet revenue expectations. The
producer would be forced to sue the investor-owner in-court. The
suit may be expensive and may be lost by the producer.
Therefore, it is reasonable that the producer further discount the seven
year promissory note objective net present value for subjective factors

such as collectibility.

FOOTNOTES APPENDIX A TO CHAPTER VII

]There is no interest due for the first year of the investment
because the note is signed on the last day of the year. There is no
interest due for the seventh year because the note is retired on or
before December 31.



APPENDIX B TO CHAPTER VII .
FEATURE FILMS INVESTHENT PACKAGE

Thcz Somervullcz House Corporcnhon

u@]bﬂkﬁﬂ

October 6, 1975

=+ Avenue,

o -

Vancouver, B.C.

re: fall, 1975 film packagé,
Zorro and The Story of O

Dear }‘ir-./ﬁf,, - “ “/:'.r—.:.vf ) i;‘,»ﬁ_l e L

Further to your request, I am pleased to enclose herewith a brochure describing
two films which we have acQuired the right to purchase and which, we believe,
have great potential for commercial success.

Zorro, a commercial production of an old faVorite, will return to the owners
307 of gross distributor's rentals in excess of $500,000 (U.S. and Canada only
~ the rest of the world is subject to a distribution agreement providing
guaranteed rentals).

The Story of 0, a highly commercial film based upon an extremely popular French
novel and presently the subject of much publicity, will return to the owners 107
of gross distributor's rentals from the first dollar on the same basis as for
Zorro (see above). : A

The Somerville House Corporation is forming a syndicate to purchase the films and
a mid-November closing is ant1c1pated co-inciding with the North American release
of the films. ’

Minimum contributions to the zorr0O syndicate have been set at $25,000, although,
as always, consideration will be shown to smaller investors. -

Syndicate and Contribution Agreemznis are presently being prepared, and will
be forwarded to you upon request.

As is our pollcy, we will accept syndlcate members' contributions on a "first-
come, first-served" ba q1s.

Please do not hesitate to contakt me should you wish any ;urthur information
or explanation with regard to- this venture. - :

Yours sincerely,

. /by
cnclosure

- 180 -
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J:JD The Somerville House Corporation

the zorrO syndicate

OCTOBER 3, 1975

CONTENTS . ‘ ' PAGE
Proposed Transactions 2
Synopsis - Zorro 4
Synopsis - The Story of 0 _ "~ 5
-Distribution v ' 6
Revenue Considerations | _ ’ ‘ 7

COPY FOR:
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the zorr0 syndicate

PROPOSED TRANSACTIONS

The Somerv111e House Corporation will form and manage a syndicate, to be
called "the 7orr0 syndicate", for the purpose of purchasing the motion
picture films known as Zorro and The Story of O..

Members of the Syndicate will initially invest the sum of $1,650,000 U.S.
($1,585,000 U.S. for the down payment in respect of the purchase — see
below; $65 000 U.S. to purchase a bank guarantee in respect of the receipt
of certain of the film rentals - see page 6) and will share in the profits
and losses of the syndicate pro rata to their respective investments.

The syndicate, for and on behalf of its members, will purchase all right,
title and interest in and to the motion picture films, Zorro and The Story
of 0, frowm = - - -v:;’“, a Swiss corporation, and w1ll own the copyright
and orlglnal negative thereof. -

At the time of acquisition of the films, the investors will acquire undivided
interests in the ownership of the films. It is not intended or desired that a
partnership be formed among the syndicate members. In fact, the express.
intention is that there be no partnership. : ’

The purchase price to be paid for the films will be $7,000,000 U.S.; of
which $1,585,000 U.S. will be paid on closing and the balance of $5,415,000
U.S. will be paid in the following installments on the dates indicated:

$1,000,000 U.S. on April 1, 1976

$1,000,000 U.S. on April 1, 1977

$1,000,000 U.S. on April 1, 1978 . -
$1,000,000 U.S. on April 1, 1979 '

$1,415,000 U.S. on April 1, 1980

Each investor shall have the obligation to pay his or her proportionate share
of the balance of purchase price. Such obligation shall be with full
recourse and must be paid when due.

The films are to be distributed in the U.S. and Canada by Allied Artistg
Picture Corporation and in the rest of the world by World Association Video
Establishment (Wave). The agreément with Allied Artists provides for.
contingent rentals, based on Allied Artists' receipts, and the agreement
with Wave provides for guaranteed rentals. The syndicate will purchase

a bank guarantee to ensure the receipt of the guaranteed rentals from Wave.

Page -6 hereof contains further details in respect of the distribution
agreements.

The Stofy of O has been released in France and has received immense publicity.
("Half of Paris seems to be queuing up to see it - and the other half is
talking about it'" - Timz, September 22, 1975)

North American release of both films has been moved up from January to
November in order to capitalize on the publicity being given to The Story
of ‘0, which will include a feature in the November issue of Playboy.
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the zorr0O syndicate

PROPOSED TRANSACTIONS

CONTINUED

All transactions of the éyhdlcate will be made in U.S. funds and, accordingly,
menmbers will purchase their interest in the films in U.S. dollars and will
receive dlqtrlbutlons of syndlcate funds in the same currency.

Allied Artists, Wave, .. ﬁdw_zht, the investors and the bank which will"

provide the guarantee of Wave s obligations under its distribution agreement
are not related to each other by family, ownership, control or other than by
virtue of the transactions referred to above.

The Somerville House Corporation will not receive any fees from the syndicate
for the organization or management thereof, but will be entitled to recover
its expenses incurred in managing the operations of the syndicate. The Vendor
is liable for costs of organizing the syndicate and consummating the purchase
of the films.

The Sommerville House Corporation will, howéver, receive remuneration from
the Vendor and from Allied Artists, as follows: -

a. from the Vendor, as a fee for organizing the venturé, the sum of
approximately $140,000; and

b. from Allied Artists, 237 of gross receipts in excess of $500,000
from the U.S. and Canadian distribution of Zorro and 237 of gross
receipts in excess of $2,500,000 from the U.S. and Canadian
distribution of The Story of O.

Persons wishing to purchase an interest in the films should:

a. sign two (2)'copies of a contribution agreement;
b. sign two (2) copies of a syndicate agreement;

c. forward both copies of the contribution and syndicate agreements,
together with a cheque in U.S. FUNDS for the amount of their

investment and payable to - . oLezmlc oz, in trust", to
The Somerville House Corporatlon.

One fully-executed copy of the contribution agreement'and the syndicate
agreement will be returned to you for your files.
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PRODUCTION:

STARS:

PURCHASE PRICE:
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the zorrO syndicate

SYNOPSIS - ZORRO

Zorro (Don Diego de Vega), the black garbed Robin
Hood of Spanish California originated as the hero

of a 1919 strip cartoon by Johnston McCulley and was
subsequently featured in a number of films — The Mark
of Zorro, Don Q, Son of Zorro, The Bold Caballero,
The Sign of Zorro and Zorro and the Three huspepoers
as well as serializations.

In this 1975 film version, Zorro, the devil-may-care
righter of wrongs, assumes the responsibilities of
Governor of New Aragon upon the death of his good
friend Miguel. In this new position, Zorro adopts
the personality of the palace playboy to camouflage
his true Zdentity as the restorer of Justlce to the
territory. -

A Franco- Itallan co-production by Mondlal TE.FI and
Les Productions Artistes Associes, produced by Luciano
Martino and directed by Duccio Tessanl.

Alain Delon...French leading man who became an inter-
national star through such films as The Leopard, The .
Yellow Rolls Royce, Once a Thief, Is Paris Burning and
Texas Aeross the szer.

Stanley Baker...tough looking Welshman who has played

important roles in The Cruel Soa, Alexander the Great,

Richard III, The Angry Hills, The Guns of Navarone and
Sands of the Kalahari. .

And co-starring the beautlful Italian actress, Ottavia
Piccolo. '

$4,500,000 . - - . o
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PRODUCTION:

DIRECTOR:

STAR: -

PURCHASE PRICE:
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the zorr0O syndicate

SYNOPSIS - THE STORY OF O

Based on the most widely read contemporary French
novel by Pauline Reage.

A Franco German co-production between S.H. Prodis-Yang
Films ~ A.D. Creation and Terra Filmkunst GmbH.

Just Jaeckin whose last year's success, Emamanuelle,
became the top grossing film in French history.

Corinne Cléry

$2,500,000 - - ; .
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the zorr0 syndicate

DISTRIBUTION AGREEMENTS

Allied Artists Picture Corporation will distribute the films in the United -
States and Canada. the zorrO syndicate is to receive percentages of such
distrubutor's gross recelpts as follows:

a. 1in respect of Zorro, 307 of gross receipts .in excess of $500,000; and
b. in respect of The Story of 0, 107 of gross receipts from the first dollar.

(Gross receipts are, generally, all monies received by the distributor from the
exploitation of the films in all media, before the deduction of any fees,
expenses oy other amounts due to or pa1d by the distributor.)

World Association Video Establishment (Wave), a Swiss Corporation, will distribute
the films in the rest of the world. the zorrO syndicate is to receive from such
distributor guaranteed film rentals of $5,415,000, payable on or before the
various dates on which syndicate members will be required to make payments on
account of the balance of purchase price of the films. the zorrO syndicate will.
receive no other film rentals from Wave. :

In order to insure the receipt of such guaranteed rentals, the syndicate ‘111
purchase, at a cost of approximately $65,000, a guarantee from a major Swiss

banking organization that if Wave fails to pay its rentals when due, the bank
will make payment in its stead. .
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- the zorrO syndicate

REVENUE CONSIDERATIONS

Zorro and. The Story of O are of sufficient quélity‘and should have
sufficient box office attraction to make them a finmancial success and
to produce a substantial return on the investment therein.

) - .
Based on films of similar natures, what we believe to be a conservative
cash flow projection is as follows:

RECEIPTS FROM ALLIED ARTISTS - U.S. AND CANADA:\.
Zorro, gross receipts estimated at $5,000,000 of . :
which the syndicate will receive 307 of $4,500,000 g 1,350,000

The Story of 0, gross receipts estimated at .
$10,000,000 of which the syndicate will receive 107 1,000,000

1” B “’

RECEIPTS FROM WAVE — REST OF THE WORLD: - C
Guaranteed rentals » _ © 5,415,000

TOTAL ESTIMATED RENTALS . - - 7,765,000
Costs

Cost of films ‘ : : - 7,000,000 :

Cost of bank guarantee ) _ " 65,000 7,065,000

ESTIMATED MINIMUM CASH SURPLUS
(before income taxes and expenses of operation) - ‘ $ 700,000

Syndicate members will appreciate that the ownership of motion picture films
. is a high risk investment and no guarantee or representation is made herein.



APPENDIX C TO CHAPTER VII
RATIONALE FOR PURCHASE PRICE IN NON-LEVERAGED FEATURE FILMS INVESTMENT

A 1/66th share of the two feature films offered by the Somerville
House Corporation is assumed to cost the investor $25,000 if the invest-
ment is not leveraged. The assumption is made that in the non-leveraged
investment, the syndicate will receive only the distribution revenue
earned in the Worth American theatrical film markets. The vendor
(prodﬁcer) of the two feature films will receive any revenue earned by
the films in the foreign theatrical motion picture markets.- These
assumptions aré based on the writer's theory that there must be some
arrangement petween the vendor of the films and the foreign distributor
to reimburse the distributor should the distributor have to pay the
investor-owner's promissory note liability. -Table VII-VI is a schematic
of the cash flow of the syndicate-guarantee financing arrangement. The
dotted lines represent the suspected flow of funds between the vendor and
the foreign distributor-quarantor or bank guarantor. If this theory 1is
correct the net effect of the flow of money between distributor-investor-
vendor-distributor is zero. (This flow of money could be effected by
withholding income taxes, however.)

Therefore{ if the vendor reimburses the distributor, if the film
is a financial failure in the foreign markets, the vendor is primarily
concerned with the amount of money 1ni?1a11y invested by the investoré
($1,585,000). If some money is earned by the films in the foreign markets,
that amount would be profit to the vendor because the vendor would not have
to reimburse to the distributor that amount réceived from the syndicate of

investors. For examnla, suppose the films earned $415,000 in the foreign
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TABLE VII-VI

Schematic of Cash Flow in Svndicate-Guarantee
Feature Film Financing Arrangement (Showing
Yriter's Reimbursement Theory)

"World Associated Video
Establishment  (WAVE) — —

- Swiss Bank
(if default by WAVE)
guaranteed distribution A ;
revenue of $5,514,000 ’
\

Investor-Owner

i ~
1
_ : |
v v !
T
promissory note liability of $5,4]5,0002
' |
l

\V

¥
’,

[

|

|

[

i

|

[ i

! I

| |

} ]

! . 1

| Somerville House |
| Corporation/Producer I
g (Vendor) i
| |
|

I
|

!
1
!
N

The solid lines represent the flow of distribution revenue from
the distributor to Investor-Owner and in turn to the Producer. The
'Swiss Bank on the,right hand side would only pay the investor-owner if
WAVE defaults. The broken lines represent the suspected cash reim-
bursement of any funds paid by the distributor, YAVE or the bank should
the feature films fail to earn at least enough for the investors to

pay the promissory notes of $5,415,000 to the producer.

_Source: } :
Somerville House Corporation, The Zerr0 Syndicate, (October 3, 1975)
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markets in bona fide distribution. The distributor, WAVE, would be
out-of-pocket $5,000,000 when WAVE was called upon to pay the investors
the guaranteed distribution receipts of $5,415,000. The investors would
in turn, use the $5,415,000 to pay the promissory notes held by the vendor.
And, if the writer's theory is correct, the vendor would reimburse the
~ distributor the $5,000,000 the foreign distributor was out-of-pocket to .
meet the guaranteed distribution revenue obligation. The vendor wou]d
have a profit of $415,000 before income taxes.

‘It appears that the series of promissory notes and the guaranteed
distribution revenues to off-set the promissory notes, is a charade
designed soley to offer to investors a tax shelter, or at least a defer-

ment of taxes payable by the investors.



CHAPTER VIII
SUMMARY, RECOMMEMDATIONS AND CONCLUSIOMS

1. INTRODUCTION

The purpose of this chapter is

1. To summarize the most important points of each chapter while
placing particular emphasis on the motion picture industry environment
in Canada and on the consequences to the private investor involved in
fhat enQironment.

2. To offer recommendations as to how the federal government
and .the motion picture industry together can attract the necessary
jnvestment capital for the development of a stable motion piéture
industry in Canada.

‘3. To repeat the stern premonition that motion picture invest-
ments are likely to be a financial loss.

4. To offer recommendations as to how those investors still
interested in investment, may increase their chances of earning a return
on their equity.

5. To offer suggestionsvfor futher study of the motion picture

’

industry.

2. SUMMARY CF PREVIOUS CHAPTERS

Chapter I. The marketing activities in the motion nicture

industry in Canada are foreign dominated. The distribution companies
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are subsidiaries of several large international American-based
companiés. Theatrical exhibition is dominated by two national theatre
chains which control over 60% of the theatre screens in Canada. The
two chains are owned by foreign interests.
The product markéted by the distributorsand exhibitors is
predominantly foreign produced. Lately, Canada has been producing
an average of about 30 feature films each year - an amount which is
equivalent to 10% of the annual American production. Commercial
Canadian product with mass audience appeal is in short supply.
Educationa1 motion picture production and distributinn is
American dominated. The product is for the most part, American and
.the distribution companies are either American subsidiaries or Amefican
influenced through exclusive product exchange agreementé. |
A federal government goal is the development of a motion picture
%ndustry in Canada. The first method the government devised to achieve
fhis goal was the founding of the Canadian Film Development Corporétion.
The C.F.D.C. is a crown corporation which has a‘mandafe to
invest in, or loan money to Canadian motion picture production. The
C.F.D.C. has expended over $25 million in its attempt to nuture a
Canadian film industry. The direct financial returns on this investment
have been disappointing. The benefits to the motion picture
industry and to the Canadian economy as a whole are cqntroversial.
The second concession the federal government offered the
motion picture industry was the income tax shé]ter incentive designed
to encourage direct private investment in Canadian motion pictures. To

date the provision for deducting the Capfta] cost of motion pictures
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from other sources of income has not worked for the mutual benefit

of the industry or.the investors. Both avaricious taxpay-investors

and rapacious promoter-producers have devised schemes which resulted

in very few products that were commercially viable. The result of

these schames was to increase the work load of the already over-
burdened iational Revenue, Taxation employees, who had to painstakingly
prove that the motion picture investments were made for no cher purpose
than to reduce the investors' income tax liabilities. The long term
result was loss of the investment, hence investor dissatisfaction thus
supportingAthe disreputable motion picture investment image.

.A third program to encourage the development of a mdtion
.picture industry in Canada is the co-production treaties with foreign
countries. These treaties offer Canadians the opnortunity to become
involved in international productions which draw on a much greater
corps of technical and creative talent. Properly administered, the
co-production program’may be the key to reaching the goal of a Canadian
motion picture industry which produces a product which can compete in
the world market.

Chapter II explores the basics of motion picture investment
through the tax shelter approach. The characteristics of the investor
and the investment are examined. The advantages and disadvantages of
the various financing arrangements are evaluated. The major point of
the chapter is that the financing arrangement must be satisfactory to
the investor and at the same time adhere to the requirements of theb

Canadian Income Tax Act and Regulations.
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Chapter I1II describes the relevant sections of the Income

Tax Act and Regulations as they pertain to motion picture investment:

and capital cost allowance. The Income Tax Act and Requlations are

written by the Department of Finance under the auspices of Federal
Parliament. The purpose of income tax is to provide a means of revenue
for the state. The revenue is used to supply the services and facilities
expected by Canadian citizens. The Act attempts to tax the profits
of Canadians so that the government can directly provide certain |
services and facilities. The Act also attempts to encourage taxbayers
to invest their income (before taxes) in a prescribed manner which
will indirectly provide certain services and facilities to Canadians.
The government does not wish to exclusively provide educa-
tioné] and entertainment motion nictures. The government would pfefer
that taxpayers provide motion pictures for themselves, therefore capital
cost incentive for investment in Canadian made or co—prpduced,motion
nictures has been devised.

The current Income Tax Reqgulations state that to be eligible for

the 100% capital cost allowance, the motion picture investment must
be in a "certified feature production” or a "certified short production®.
Those productions are either Canadian productions which meet the
.Canadian production content criteria 6r co-productions with nationals
of a country with which Canada has a co-production treaty. The Se;ret—
ary of State must approve and certify the motion picture.

Chapter IV. The government's intention is to encourage the use
of the capital cost allowance system to aid in the development of the
Canadian motion picture industry. iHational Revenue, Taxation's mandate

is to collect as much revenue from the Canadian taxpayer as possible by
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applying the terms . of the Income Tax Act and Regulations. The Act and

Requlations is not always written in precise terminology, therefore
the tax departﬁent has adopted the policy of publishing interpretations -
their 1nterpretations - as to the implications of the wdrding of the Act.
The tax department contends that a taxpayer can only claim a
capital cost a]]owanbe deduction for an asset if both the taxpayer and
the asset unconditionally meet certain recuirements. The requirements

are:

1. Ownership - which means that the owner behave in thé manner:
of a true owner, exercising control over the asset;
2. Commitment - which means that the asset must have been
purchased with the taxpayer's funds or with funds for which the
taxpayer is unconditionally Tliable;
3. Purpose - which means that the asset must have been purchased
for the purpose of gaining or producing income.
In Chapter IV National Revenue, Taxation's interpfetation of the three
requirements for a capital cost allowance deduction in a motion picture
investment are reviewed.
If a taxpayer does not agree with National . Revenue, Taxation's

interpretation of the provisions of the Act and Regulations the taxpayer

can submit his income tax return based on his own interpretation. Such
action by the taxpayer will almost certainly be contested by the tax
department's assessors. The taxpayer tan appeal to the Tax Reyiew

Board for a ruling and in turn to the Federal Court-Trial Division. The
taxpayer can present his case stating the grounds he used to calculate
his income tax and why he believes he is entitled to a capital cost
allowance deduction. The Minister of Natiohal Revenue wil]»present
arguments which contend that the taxpayer's income tax ca]cu]atidns are

* not in accordance with the wording.of the Act.
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Chapter IV includes the consideration of three tax cases:
two'appeals to the Tax Review Boafd and one appeal to the Federal Court-
Trial Division. ATl cases were ru]éd in favour of the Queen or her
representative, the Minister of MNational Revenue. The principal point |
in all cases was that the taxpayer is not entitled to deduct from
his income,capital cost allowance which includes in the capital cost
base, amounts which were not personally committed by him or for which
he was not personally liable. |

National Revenue, Taxation's interpretation has been upheld.
Capital cost allowance in motion picture investment can only be deducted
if the taxpayer has personally and unéondjtiona]]y committed and
expended the capital.

| Chagter V is a detailed case study of a motion picture invest-
ment in an educational video tape program. The purpose of the case
study was to demonstrate how the mechanics of a motion picture invest-

ment function within the perimeters of the Income Tax Act and Regulations.

The emphasis was that the investment be one of commercial reality, and
that the legal language of the contractual arrangements between the
investor, the vendor-producer and the distributor be éarefu]]y
designed to avoid the adverse effects of denial by the tax denartment
of the capital cost allowance deduction.

The chapter examines such factors as commitment of investment
funds, completion dates, copyright, oynership, and the flow of distrib-
ution revenue. A1l these factors are important to the tax shelter :
feature of the investment.

Chapter VI explains iational Revenue, Taxationfs procedures

for reassessing and auditing a taxpayer. The chapter reviews the
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. reassessment of the motion picture investment outlined in the
case study in the previous chapter. The arguments for reassessment by
the tax department and the taxpayer's rebuttal of the arguments are
presented. The chapter demonstrates why the technical and legal
structure of a motion nicture investment must be so thoroughly con-
sidered for every possibly contingency.

Chapter VII. In Chapter VII a motion picture investment model
was developed. The purpbse of the model was to undertake a quanti-
tative analysis of the financial outcomes to hypothetical taxpayers
investing in an education video tape program and theatrica’ featuré
films. The analysis studied the financial effects of leveraged and |
non-leveraged investments. The conclusions of this analysis wj]] be

considered in the next section of this chapter.

3, PRIVATE MOTION PICTURE INVESTMENT - GENERAL CONCLUSIONS

Private motion picture investment is a complicated, high risk
venture. Private financing must be arranged in a sophisticatéd manner
in order to satisfy the requirements of the investor, the investment,
the motion picture producer-vendor and the income tax laws of Canada.
There is an obvious risk that the motion picture will be an artistic
and commercial failure. There is also a risk»that the motion picture
will fail to qualify for a capital cost allowance deduction from the
investor's other sources of income.

A taxpayer contemplating investment in a motion picture should
be prepared to at least satisfy aquestions which tax department officials
will ask concerning the structure of the investment. A taxpayer may have

to submit to a tax department audit. The taxpayer should be prepared
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for the audit and he sould include a financial cdntingency for add-
itional legal and accounting fees in his consideration of the invest-
ment.» The audit can be very time consuming:

...since the (tax department) auditor has plenty of time to

do the job, he/she looks over all the returns in the file...

and asks any questions which come to mind based on the - /

information...filed. He/she might as well fill the page

as long as he/she is writing to you (the taxpayer) anyway.

A taxpayer should not consider motion picture 1nvestmeht if he can
not stand the rigors -(mental, physical, financial; emotional and/or
spiritual) of a National Revenue, Taxation audit.

The final outcomes of the quantitative analyses of the motion
picture investments indicate that the investment must be structured
-so that the initial capital investment is leveraged and that the capital.
cost allowance claim in the first year is equal to or greater than
the initial capital investment. The liability incurred by the lever-
age is offset by the minimum distribution revenue guarantee. There-
fore the loss to the investor is minimized if the motion picture is a
commercial failure. A taxpayer is advised that he should only consider
motion picture investment if his basic income exéeeds $30,000 annually,
that is, his marginal income tax rate is 50% or more.

Many motion picture investment-promoters and even some tax
advisors fail to consider the long term dimplications of the tax shelter
feature of.motion picture investment. The full long range effect must
be evaluated. Many investors see the,immediate tax deduction but fail
to fully consider the future liabilities attached to the promissory

notes. Investors often fail to consider the future tax consequences

in syndicate-guarantee arrangements. The quaranteed revenue credited
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to the investor-owner by the distributor is paid to the producer-

vendor, yet the investor-owner must pay taxes on the revenue flow.
Investors enticed by the excitement of motion pictUre glamour

and/or the initial tax deferral make naive statements. For example:
Who cares (what the prospects of the film are), I only know

that for every dollar I put up I receive a two-dollar tax
refund.?2

This line of reasoning is dangerous. If the motion picture.does not
‘earn any distribution revenue the net present value of the incremental
cash flow is negative. The investor will lose money in the long term.
A taxpayer must not consider investment unless the project has ele-
ments of commercial reality. Unrealistic projects will fail to gener-
ate a return on equity and the c.c.a. claim may be disallowed on the
grounds that the investment is a sham made solely for the purpose of
reducing tax.

A taxpayer must consider only projects which have a realistic
chance of exploitation in the international market. A motion picture
will have a realistic chance of_commercia] exploitation if it will
appeal to American audiences. Therefore, an investor should consider
only those motion picture projects which are based on a script which has
attracted the serious 1nterest of a large United States based international
distributor. Ideally, the project would have nartial financial backing
from an American distributor. |

The writer believes educational films and video tapes are not as good
an investment as awell packaged theatrical feature films. This
belief is based on the motion picture investment model outcomes and
the defipite restriction to educational audio-visual program earnings.

The potential earnings of an educational motion picture are not enough
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to outweigh the potential losses. A higher leverage ratio than was
used in the model (2:1) could be incorporated into an educational
motion picture investment. This Teverage would reduce the investor's
downside. The higher promissory note liability however, would make .
it impossible for the investor to earn any revenue because of the grosé
sales ceiling of educational motion pictures. If education producers
offered a minimum distribution revenue guarantee to offset the
promissory note liability the financial outcomes of an unsuccessful
educational motion picture would be improved. Education producers

have not offered this financing arrangemant in Canada.

The writer recommends that investors consider only feature
films. Feature film investments can be more highly leveraged than
educational motion picture investments because feature films have a
higher revenue ceiling than educational motion pictures. The leverage
liability is offset by guaranteed distribution revenue. The nigh
leverage vreduces the financial exposure for the high income taxpayer
because the avoidance or deferral of income tax is eauivalent to a
government investment or interest free loan.

The potential investor must realize that very few feature
length motion pictures earn money for the investor. Motion picture
industry spokesmen are fond of quotina that there is "one chance in
seven of earning some money on an investment and one chance in ten

of backing a box office smash.“3

The writer disputes these figures.
The motion picture industry is notorious for touting statistics which
are, at the very least, out of context and, at worst, dishonest.

Howard T. Lewis, writing in The !Motion Picture Industry, states:
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The industry has made no real attempt to give the public

any thorough-going, unbiased discussion of its organiza-

tion, operation or profits and that such information as has

been givgn ha§ been frank]y biasgd and lntended primarily

to promote friendly public relations...

The motion picture industry spokesmen who quote fiagures of one in

seven and one in ten are talking about feature films whiéh are actual]y
completed and released in the North American markets. The quoted
-figures ao not include the many pictures which are started but never
completed or those that are completed but never released. liotion
pictures which are not completed will not be eligible for a capital
cost allowance deduction because the tax department does not allow
depreciation on an asset which does not exist. Capital cost allowance
will 11ke1y be denied on unreleased theatrical features. If no serious
distribution attempts are made then the tax department could contend
that the aéset was not purchased to gain or nroduce income.

The Canadian Film Development Corporation has invested $25
million in feature films. WNone of those films have been "block busters"
and only three or four have earned any revenue for the C.F.D.C.
(approximately $4 million in total). hese facts confirm the writer's
opinion that the commonly quoted industry statistics are fd]se -
particularly in Canada.

The corporate strateaqy of the large American motion picture
production-distribution companies further confirms the high risk of
motion picture investment. These companies, which are in the best
position to evaluate the probability of commercial success and return
on investment are currently investing in few motion pictures despite

a good casi flow from some exceptional "hits". The companies are

investing in other businesses "quite far removed from (motion picture
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production)... - in areas‘that promise more stable and predictable
earm’ngs.”5

A Canadian taxpayer contemplating motion picture_iﬁvestment
must be fully prepared and able tb lose his investment. On the other
hand, changes in the movie-goina public's habits could make the
investment pay off handsomely. Statistics indicate that fever people
are attending fewer motion pictures but when a motion picture with
mass appeal is released a greater number of people will attend that
particular movie. The reason pebp]e are attending fewer films than
 they once did is that admission prices have steadily increased.
‘The cost of a theatre ticket is as high as $5.00. A person spending
.that amount of money makes a positive decision to attend much less
readily than he did when the admission price was $1.00 or less.
George Destounis, president of Famous Players Ltd., statedf

...audiences have every right to he selective. They're

b?ying. Tpey're no longer ki11ing¢time at 95 cents but 6

_choosing what they want to see at $3.25, $3.50 or $3.75.
© Motion. pictures must also compete with television as a form of enter-
tainment.

If, however, a theatrical motion pfcture is popular, the
revenues generated by that movie are Qreater than ever before :

From the first days of filmmaking until 1970, only a ,

dozen or so movies ever grossed as rwuch as $25 million.

flo fewer than 25 films since 1970 nave done that well,

and that does not count foreign distribution which can

sometines double the take.

Emanual fGerard, executive officer of Warner Communications, Inc.

stated in Business Meek "the upside payoff has shot up faster than

. . R &1
(production) costs, and when you score, you score big."



- 203 -

There are no proven formulas for a successful feature length
motion picture either in theme, creative content or budget size. There
are elements which a potehtia] investor should insist on in any motion
picture jnvestment under consideration. The most important of these
elements is that the motion nicture have international market appeal.
The international appeal factor can be best assured by investing in a
‘Canadian co-production. The co-production must be produced or
directed by a filmmaker of international renown. Other elements which
should be in a theatrical motion picfure investment will be outlined
in this chapter in the section entitled "Recommendations to Private
Investors".

A potential investor must seek competent tax advice before
investina in a motion picture. The investor and his advisors must
prepare for the eventuality of either a motion picture "hit" and
the subsequent return on the investment, or of a motion picture "bust".
The tax planning should include contingencies for either eventuality.
Plans must be made which either reduce the future tax liabilities
through other tax deferral investments or reduce the promissory note
liabilities with income from low risk investments. |

Good tax planning takes time and careful consideration.
Therefore a taxpayer is advised to investigate motion picture invest-
ments early in his tax year. He should avoid any last minute decisions.
Decisions which are made in haste cannot include and carefully consider

all the factors involved in motion picture investment.

4. RECOMMEMDATIONS
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A. Recommendations to the Federal Government

The federal government has a goal to encourage fhe development
of a self-supporting motion picture industry. Various policies and
incentives have been institutéd during the past ten years in an attempt
to achieve the government's goal. The policies and incentive programs
pave not been coordinated and are often initiated on an individual
basis in order to appease the most vocal pressure group of the moment.
This patch work film policy has resulted in a situation which has
certain government departments and agencies working at cross purposes .
to one another. The situation reduces the positive effect on the motion
picture industry.

The first step toward establishing a Canadian film policy and
viable rction picture industry should be a comprehensive examination
of the potential benefits for Canada of a motion picture industry.

The government must determine what the beneffts are and then evaluate
Canada's production and distribution capabilities to derive these
benefits. The evaluation of Canadian capabilities must be based on a
realistic appraisal of what can be accomplished immediately and in the
future. Canada must decide what is its present strength in motion
picture production.and distribution and whaf ski]]é Canédians canb

develop from the present base.

Canadian [(larket and Product |,

Canada's population and hence market.is not large enough to
support the expense of motion picture production. Canadians nust produce

products which are commercially acceptable in Canada and in the inter-



- 205 -

national markets, particu]ér]y the world's English and French speaking
markets. It must be accepted that until Canada's technical and creative
production skills are developed Canada is best to supply the current
needs of the international motion picture markets. Canadian filmmakers
must develop a reputation for excellent technical production before
.they attempt to make statements reflecting Canada's culture in their
motion pictures.

Sweden, a country with a population of less than 50% of
Canada's population, has a thriving motion picture industry. Their
film technicians are among the best in the world. Uhen a country
has a reputation for technical excellence it can deVe]op an interest
in the country's culture among its world wide audience.

The Canadian federal government must resist the temptation
to use the motion picture industry as a political tool. The govern-
ment's motion picture policy must consider the economic benefits of
a self-supporting motion picture industry. The government must put
aside the cultural and political benefits until the industry can
stand on its own feet.

Production of motion pictures involves millions of dollars.

The Canadian Motion Picture Distributors' Association considered the
economic versus the nationalistic cultural arguments in their "Position
Paper Concerning thé Motion Picture Distribution Industry in Canada."
The paper stated as a prehise that motion pictures have a cultural and
educational impact on society. The Association recognized that the
Canadian motion picture market can not economically support nurely

9

societal objectives and he self-sustaining. "A movie will have limited
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cultural or educational impact if the movie going public is
unwilling to attend."10 The primary thrust of the government's motion
picture policy must be to develop an industry which wi]]Iprovide the
type of product demanded by the market place.

What is needed now is a clear declaration of the government's
determination to build a motion picture industry - not just a Canad-
ian motion picture industry but a motion picture industry in Canada
capable of competing in the world markets. A govefnment study or
perhaps a royal commission should look intd the qctivities of the
various government bodies concerned with motion pictures. A policy
must evolve which coordinates the activities of the public and
private production/distributfon organizations. A cost benefit analy-

sis of the C.F.D.C. and the Hational Film Board must be undertaken.

Canadian Film Development Corporation

The government must decide if the C.F.D.C.'s present mandate is
correct. The writer believes that the C.F.D.C should be mdre concerned
vwith earning a return on . its financial participation in motion pictures.

Les Medman, the Vancouver Sun movie critic has stated that:

getting government money (from the C.F.D.C. and Canada Council)
has become a_pational pastime and everybody is playing with
film-making.
The writer agrees. Some "film producers” have developed a greater
skill for obtaining government financing than they have .for m&king motion
pictureé. The 1irresponsitle attitude of these producers does not
develop the Canadian industry, it simply contributes to the boom or bust
cycles. ‘Uhen government money is plentiful many unskilled or untalented

persons become involved in film productions. Later, when government

assistance is reduced, these non-professional persons swell the ranks



- 207 -

of the unemp]oyed; thereby adding to the taxpayer's burden by collecting
unemployment insurance benefits. These people 1is£ their occupation as

"filmmakers" and can legitimately refuse td take other forms of employ-

ment. They can continue to collect unemployment insurance cheques

until the advent of the next government handout through the C.F.D.C..

The original intention of the government in 1965-66 was to
establish a Toan fund to foster and promote the development of a feature
motion picture industry in Canada. It was expected at that time that
the injection of some $10 million would be sufficient to assist the
industry and make it self supporting. But the industry has not become
self-supporting. The incorporation of the C.F.D.C. created yet another
-government bureaucracy. The C.F.D.C. in league with the motion nicture
industry lobby in Canada, seems to have sufficient weight to not only
obtain some $15 million more in operating and investment funding from
'the Federa]ITréasury Board but to increase its mandate as well. The
C.F.D.C. officers argue thatf

It has become increasingly clear that government assistance

is fundamental to the successful continuation of a Canadian

film industry involved in feature film production and that

the Canadian Film Development Corporation, far from being an

agency which could launch the industry_and leave it to go on

its own, must have a continuing role". '

The C.F.D.C. can, of course, publish statistics in its annual
réports and make presentations to the government which indicate the
value of the C.F.D.C. contribution to the industry. It is common
knowledge that statistics can be made’manipulative. Statistics Canada's
production questionnaire is badly designed. The qﬁestionnaire leads to

overstated production statistics as it does not distinguish between

sub-contracted production work among different producers. Therefore,
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the basis of the statistics which are used by C.F.D.C. are unreliable:.
It may be conceded that the C.F.D.C. had to learn by experience

during these nast nine years. The total return of $4 mi1lion8 on the

$25 million -investment of the Canadian taxpayer's money is very poor.

The writer believes that encouraging tax shelter investment by wealthy

taxpayers who can perhaps afford to take a risk is a superior method

to that which forces all taxpayers‘to contribute to an industfy_which

is faced with intense world-wide competition in a declining market.

Foreign Co-Production

Wedman of the Vancouver Sun suggested:

do away with the entire C.F.D.C. as it curkent]y exists and

put film-making under the control of one man who knows how

to spend money wisely and how to make money. 13
The vriter believes that the C.F.D.C. should have a different mandate -
not to invest in motion pictures directly but to encourage and facilitate
production by coordinating all agencies involved. The C.F.D.C. should
actively develop more international motion picture co-production
treaties.

The C.F.D.C. should offer non;monetary government aid to
foreign producers. Part.of this aid for example, could he in the form
of assisting the foreign producer in obtaining permits and licences
necessary to shoot in certain public or restricted locations. The
C.F.D.C. could act as a liason with other government bureaucracies.
Foréign productions in Canada vould help to reduce the present cyclical
pattern of motion picture production.

Foreign producers must be made aware that they are expected to

contribute to the Canadian industry if they wish to take advantage of
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Canada's offer of assistance and encouragement. The foreign filmmakers
must agree to partake in apprenticeship training programs for Canadian

filmmakers. The editors of Cinema Canada, Connie and Jean-Pierre Tadros,

have editorialized:

Certainly the more films (co-productions) whiéh are made

in Canada, the better things will be for the technicians

who work and learn, and the stronger the industry will

become. :

The Department of [anpower and Immigration must be directed
to make special wvork permit concessions to foreign filmmakers working
on Canadian co-productions. Mostvimportant, streamlined processes
must be developed which will permit a foreign producer to get his
film crews into Canada in an expeditious ﬁanner, with minimal red tape.

A specia]Iprogram to encourage foreigners to work in Canada
should have sunset provisions. A time horizon should be determined in
advance which would gradually close the.door to foreigners. It would
be undesirable to allow foreigners to become entrenched in the Canadian

motion picture industry resulting ultimately in a competitive situation

for Canadian filmmakers.

Income Tax Incentives

The writer believes that the income tax capital cost allowance
legislation should be improved so that there is a greater incentive for
high 1ncomé taxpayers to finance motion pictures. The incentive should
not be so generous that the taxpayer-investors unfairly take advantage
of the situation but that they end up in the same net position as if they
had originally paid their taxes. In order to avoid a situation in which
every wealthy Canadian invests in motion pictures and there is a prolif-

eration of unrealistic motion picture projects, the onus will be on the
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investors and producers to prove that the unsuccessful motion pictures

are honest commercial failures if c.c.a. is to be allowed. That is

the picture was a failure because the public was unreceptive to the

creative e]eménts, not because the technical elements were poor.or

the picture was not aggressively marketed. If the motion picture is

a success the investors should be entitledto a fair return on their

equity. Paul Morton, president of Odeon-HMorton Theatres Ltd. says that:
if there is to be a film industry in Canada, it will have to

- be done with the co-operation of all segments of the private
sector together with government.15

Morton believes that “the greatest problem is how to finance a Canadian
motion picture“.]6 He suggests:
take the government out of direct financing of commercial
pictures, Tet them provide tax incentives to private capital
by extending capital cost allowances past the 100% mark.
There is no magic in that figure and there is nothing to
preclude capital cost allowance from being at 115% or 125%
for a few years as an experiment. This would not cost the
government any rore than they are currently spending with
the C.F.D.C., but it would stimulate private capital, and

the ability and creativeness of the people who manage it, and
bring them into the field of film production.17

A coordinated government policy encouraging private investment
would help develop the motion picture industry. Private investors
would become sophisticated in assessing motion picture investment
proposals. The investors would know what elements to Took for. It
has been the writer's experience that.the private investor attracts
the serious motion picture producer who has realistic projects in mind.
The private investor is a businessman’more concernad with making a return
on his investment than the C.F.D.C. is interested in making 2 return‘cn
theirs. Producers should realize that a private investor will not

invest solely to avoid income taxes. There is no net saving for the
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investor if he does. The government has tried in the past to aid
“the motion picture industry directly through the C.F.D.C. It is time
to let the industry build itself through indirect incentives. This
suggestéd approach may eliminate the incompetent filmmakers and the
non-commercial projects.

If the government fo]lows the recommendation to ammend the
rules for motion picture investment and capital cost allowance, the
rules must be clearly spelled oQt for both the investor and for

Hational Revenue, Taxation. The ammendments to the Income Tax Act

and Regulations must be written in clear, concise terminology. Nothing

will be accomplished if the federal government adoptscertain income
. tax incéntive policies and the tax department auditors disallow the
incentives.

Educational films and video tapes provide an excellent medium
for young filmmakers to gain experience in motion picture production.
Many educational motion pictures are simply short features - the.
technical and creative processes are similar and the project must work
within the economic perimeters of budget and market potential. The
vwriter believes that if the government is serious about é motion picture.
industry in Canada then the government should encourage the production
of short films by the private sector. (The National Film Board is
vell known for its short motion pictures but that is the public sector).

The market potential of an educational motion picture has a
definite upper limit, albeit, the costs and the risk of complete commer-
cial failure are 16wer. The government should consider special tax

incentives to encourage private investment in educational motion pictures.



- 212 -

The educational video tape investment model simulations and the
conclusions in Chapter VII demonstrated that educational programs

were not as attractive an investment as features because of the
educational market's revenue ceiling. Perhaps a structure of tax
incentives could be devised, similar to the dividend tax credit scheme
which was recently increased in the March, 1977 budget. The scheme
could be designed to reduce the taxes which investors pay on income
from an educational motion picture investment thereby increasing the '
after-tax-yield as compensation for the restricted educational audio-
visual market. Special tax incentives would stimulate the private

jnvestor and the production of educational motion pictures.

Theatrical Quotas

The writer does not agree with the recommendation made to the
government by the Canadian Council of Film lakers and others, that a
theatrical screen time quota for Canadian motion pictures should be
imposed. It is not possible to legislate audiences to see motion
pictures made in Canada or anywhere else:

The main thrust...was that if quotas were enacted in Canada,

we would have a viable Motion Picture Industry and the public

would automatically go to see every Canadian Film. Of course
this js ridiculous, you cannot legislate peo?le to pay $3.50

to see something they have no desire to see.!8 A
Audiences will not attend the theatres unless the motion picture is
appealling to them.

However, even if Canadian motion pictures were supported by
theatre quotas and Canadian content television rules, the motion

pictures will still not earn a profit in the Canadian market alone.

The market is simply not big enough. In 1974, the average film rental
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fees earned by motion pictures distributed in Canada vas $70,000 per
picture.]9 The maxirum dmounf expected "even with the best bookings
and a sound exploitation is $400,000".%°

Given that film rentals are the sole means by which investors

recoup production costs, the Canadian market is obviously not

making significant profits for producers from any country.2]

~ Quotas on Canadian te]evision would have the same adverse

effect. Viewers simply change channe]s if they are not interested in
viewing a particular motion picture. |

Motion picturés which cannot compete in the intérnational
markets should not.be produced. The United States has produced more
theatrical 1éngth motion pictures than any other country in the world.
-American mofion pictures have been thrust upon most western markets.
Canada's market has not been an exception. Nor is it a dumping ground
for American products. Other countries with even smaller domestic
markets than Canada (e.g. Sweden), have developed thriving motion
picture industries. These countries’ industries‘produce products for
both national and international consumption, including the American

market. The Canadian motion picture 1nddstry nust strive for the same

market goal.

B. Recommendations to the Motion Picture Industry

Canadian filmmakers must ignore the prevalent rumours that
taxpayers invest in motion picture production solely for the tax write-
offs. The tax shelter is not sufficient to attract serious investors.
Canadian film makers must realize that their projects must be designed

to earn a profit for the investor.
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Promotion in an International Industry

HMembers of the motion picture industry must recognize that
motion pictures are an internationaT industry. If Canada is isolated
through the imposing of screen time quotas, import restrictions and
other government interference with the free market, retaliation by
other countries is likely, notably by the United States. Budge Crawley, -
one of Canada's most prolific and successful producers commented in
Quest magazine: | _
you can't make money without world-wide diStribution.and that
means you have to crack the American market. If the Americans
don"t buy your film, nobody wil1.22
The message is clear that Canadian motion pictures must be
.distributed internationally. International distribution means not only
a picture with international appeal but proper intefnationa] distribution
and promotion. HMotion picture producers in Canada have not.been_spending
enough money on promotion of their product before, during and»after
production. The writer recommends that Canadian producers invest a
 greater proportion of the‘production cost bf the projects in promotion.
Distributors, exhibitors and audiences must be aware of your film -
they must anticipate its release. This is a key to commercial success;
Francis Mankiewicz, one of Québec's directors says:
promotion is crucial. You can have the most beautiful film
in the wor]d Bgt if people don't know about it they won't
go to see 1it. .
Canadian distributor Len Herberman, of Ambassador Film Distributors says:
I wish they (Canadian producers)'d get distributors involved
right at the beginning of a film, when it's still at the

script and screen treatment stage, instead of bringing them
in when the picture is already finished.24

Herberman points out that a distributor needs time to prepareban
effective sales campaign. A motion picture should not "sit on the

shelf" when it is completed. The picture must be distributed as soon
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~as it is finished to take advantage of the publicity momentum developed
| during production.

It is imperative that the produﬁers of educational motion pictures
seek diétributor guidance prior to commencing an educational production.
Distributors receive feedback from their sales force as to the education-
al market needs. The distributor can provide an educational producer
with information about the market requirements for current subjects,
content, style and optimal length. An educational diﬁtributor is in
an excellent position to assist in sé]es‘fbrecasting for a specific-
educational motion picture topic.

Educational motion picture producers musf face the reality of
.their market. The recent reduction in certain government spending,
particularly at the municipal level, has reduced the potential sales
for educational audio-visual programs. School boards have been
forced to reduce all but essential services. Money that used to be
spent on the purchase and rental of audio-visual materials is being
diverted to other uses - e.g. teachers' escalating salaries. The
educational producer must realistically Considef his production costs
vis-a-vis the potential gross sales.
| A portion of the financing for educational and enteftainment
motion pictures should be sought by the producer from the distribution
branch of the industry-: |

Money investment (by a distributor) is inherently the best

motivation for effective distribution of product towards

recouping such investment and turning a profit.25
A distributor is unlikely to invest in a motion picture which, in his

view, is. non-commerical.
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Unions

The members of the motion picture industry must review the
film union regulations and practices in the industry. The unions must
relax their rules in order to permit foreign filmmakers to work
temporarily in Canada. - The foreigners will give Canadian motion
pictures the necessary international appeal and they will teach
Canadian filmmakers. Presently tﬁe Canadian unfons have applied
pressure to the Department of !Manpower and Immigration which has
effectively prevented many proposed co-productions in Canada. The
ﬁotion picture co-productions (often involving Canadian investment)
are being shot 1nAthe co-proddcing country where the government bur-
eaucracies are more cooberative. The net result has been that instead
of learning from the foreigners working in Canada, Canadian filmmakers
have not worked at all. - |

The métion picture unions are going to have to examine the
current "feather-bedding" practices. The number of technicians a
- producer is forced to hire and the high wage scales are fncreasing thé
already enormous costs of motion picture productfon. Canada has an
international reputation among many industries, for high wages and
Tow productivity. Canadian filmmakers must not allow a reputation of
non-productiveness to become synonymous with the fledgling Canadian
motion picture industry. Prdduction costs must be kept low so that
the private investors who finance thesg.costs can expect a favourable

equity return ratio.
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Distributors

Distributors of educational and theatrical motion picture
products both in Canada and the United States must examine their opér—
ating overﬁead structure. Presently the percentage of the gross
selling price or box office receipts which is returned to the producer
is far too low vis-a-vis the producer‘é (or his investor's) capital
investment and risk: |

The terms of distribution are going to have to be enhanced

to motivate those who wish to make films to do so and to

risk their own capital, or to obtain risk capital from

(private investors).

Many motion picture distributors treat independent producers
very unfairly. This treatment is surbrising because the distributors
must rely on the producers for product supply. The distributors take
advantage of the producer's relatively weak financial position. Some
distributors are slow to remit to the producer his share of the gross
receipts. These distributors often use questionable accounting
methods, inflate expense accounts or worse simply fail to remit the
producer's share at all. Many independent producers are forced to
sue a distributor in court in order to obtain money which is rightfully

theirs.

Producers

The producers in turn must realize that their reputation and

- future funding depends on their treatment of their sources of private
financing. Producers must prepare the roya]ty renorts to their investors.
Most important, they must remit the investor:s share of the motion picture

.receipts on time and in full.
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The poor reputation of some Canadian producers' treatment of
their financial backers must be rectified if private motion picture
investment is to increase. Herberman, of Ambassador Films commented

on this problem in Cinema Canada:

Another of Herberman's pet peeves involves producers who,

in spite of everything, do manage to make money on their

pictures, but who then proceed to rip off their investors.

"The investor§," he says, "in some cases never get a dime 27

back on the picture, even when the picture has earned money.
Dishonesty has no place in the motion picture industry in Canada, nor}
in any other industry. |

Dishonesty is only one of the problems thch make it difficult
for investors to earn a return. Lack of investor knowledge of the
industry is also a problem, particu1ar]y lack of knowledge concerning
the method by which motion picture revenues are shared. Producers
must examine their present revenue sharing arrangements. The writer
recommends that the producers adopt revenue sharing arrangements which
are more generous to the investors. If the investors never recoup
their original investment nor receive their fair share of the distribution
profits they are unlikely to invest a second time.

| Producers would be wise to consider a revenue sharing formula

which permits most of the distribution revenue to be paid directly to
the investor until the investor has recouped hisbinvestment. After the
initial investment has been repaid the producer can then receive a
greater share of the profits. If invgstors insisted on the revenue
formula suggested, many marginal projects would be eliminated before
they were begun. The producers would consider the economics of production

and distribution more carefully if they realized that they would be

paid only after the investor had recouped his investment.
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When Canadian f11m>makers have developed the necessary technical
and creative skil]é to be commercially successful in the international
markets, they can then allow themselves the luxury of cultural narcissism.
Canadian film makers must prove their commercial ability “to build an
export-oriented industry thaf could eventually serve to reinforce
Canadian identity and cu]ture".28 |

Honest and generous treatment of investors by the motion picturé'

industry will build a sound business repore which will greatly aid the

devé]opment of the motion picture industry in Canada.

C. Recommendations to Private Investors

The first factor that an investor'shou1d.rea1ize is that

other than the Income Tax Act and Regulations motion picture invest-

ment is unregulated. There are no government or industry bodies
screening or approving motion picture investment packages offered to
the public. There is, for example, no motion picture equivalent of
a securities and exchange commission. It is not necessary for a
producer to issue a prospectus.
Anyone who wants to call himself a producer can do so:
The entertainment world has more than its share of sharks
just waiting for the unwary investor. The rule of thumb
in movie investing is: watch out. A lot of this boils
down to dealing with reliable people warns Sobol (Daniel
Sobol, former chairman of New York's Chelsea Mational Bank).
End (New York lawyer) Lee Steiner cautions that anybody

can be a movie producer these days - he can be good at it
or a complete novice.29 .

The private investor must demand solid evidence that the
motion picture has commercial potential. The investor should insist

that the producer supply an uncollaborated gross sales forecast from
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a reputable distributor. The investor should seriously consider only
investments in which a distributor, independent of the prodﬁcer, is
prepared to make either a financial commitment or at the very least
guarantee distribution of the cbmp]eted film.

The writer believes that the best way to ensure distribution
of Cahadian features would be to arrange a pre-production commitment of
financing from distributors and/or exhibitors. A commitment on the
part of the distributors or exhibitors would offer some guarantee
that an effort would be made to market the fi]m‘if only to recoup
their share of the investment. As a condition of investment the invest-
or sﬁou1d require that the producer raise_some_finanéing from the -
.motion picture indusfry itself, i.e. distributors and/or exhibitors.
The distributors and exhibitors know through their marketing experience
what types of motion pictures and what themes are likely to appeal to
"~ their audien;es. The distributors' and exhibitors' opinion of a script
would be worthwhile evaluations of the motion picture's chances of
commercial success. Their evaluation, while not infallible, would
counter-balance the eva]u&tion of the producer and others, e.g. the
C.F.D.C. bureaucrats. The C.F.D.C. officers and Canadian independént
producers are frequently accused by film critics and the North American
motion picture industry of making inaccurate judgements of the economic
realities of production and marketing.

The investor should obtain independent sales forecasts from
other distributors. This would determfne whether or not the sales
forecast prepared by the producer-promoter and the producer's distrib-

utor "is realistic.
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The investor, with the help of his accountant and lawyer,
must investigate all aspects of the motion picture project thoroughly.
The fo]]owing is a multi-point check list which a prospective investor
shdu1d use to analyse the potential of a motion picture investment.
No one can predict which motion pictures the public will embrace, but
the risk of failure is decreased if the packager (producer) stands up

30

to scrutiny. "Investigate everything in sight”3] warns Steiner.

Motion Picture Investment Check List

The Producer

1. The producer's credentials:
-How did his latest films do?
-Did he Tive up to his promises to his previous invéstors?
-Are he and his company financially healthy - will he provide
his financial statements? R
-Are his bank references good?
-Is his reputation among others .in the motion picture
industry good?
2. Is the producer prepared to defer most of his producer's fee
and pkoduction profit until the motion picture beginsvto earn
money from distribution?
3. Wi11 the producer stand behind his claims of the potential
of his motion picture project% Is he willing to undertake
responsibility for the information in his prospectus? Will he
issue a prospectus which discloses complete financial details
with all parties involved in the production and distribution of

the motion picture?
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The Motion Picture Project
4. Is it an educational or feature length motion picture which

will find a strong market in the United States? The U.S.A.
market represents approximately 40% of the world theatrical
market for English 1anguége films (or films suitable for dubbing
into foreign 1anguages).‘ Foreign sales are unlikely tolbe
significant if the motion picture is unsuccessful in the U.S.A.

5. Can a television sale be anticipated in the future? A
television sale is important but it is not enough to recoup the
budget cost alone. (U.S. television networks. pay on average -
of betueen $600,000 and §1 ,000,000%%. Sales expenses and
sales agents' fees are deducted from the gross.) The television
market is highly competitive.

.6. Have adequate profit forecasts been made and do other producers'

and distributors agree with these forecasts? |

7. Has a clear distinction been drawn between box office gross
receipts,‘distributors' receipts, producer's revenue, investor's
net revenue, etc.? |

8. Is the investor in a favourable position vis-a-vis fhe profits?
?. Are the expenses which the producer can deduct from distrib-
ution receints clearly defined and limited?

10. Are the contractual arrangements between the producer and

all other parties including the investor acceptable?

11. Has the producer prepared an adequate production budget

including a 10% amount for contihgencies? Has an independent

producer been consulted to ensure that no budget item has been

omitted, inflated or underestimated?
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12. If the project is a feature length motion picture with a
budget exceeding $1 million, has a completion guarantee been
arranged? If the budget is less than $1 million or the project
is educational the producer should have a strong line of credit
with his bank in the event of a budget overrun.

13. Has adequate pre-production been done e.g. research, budget
preparation, film scheduling, etc.?

14. Is the budget to be administered by a reputable trustee,
preferably a firm of chartered accountants?

15. Wi11 the producer prepare periodfc progress reports for

the investors during both production and distribution? Will
these be verified by the trustee thartered accountants?

16. Is adequate provision made in the budget for pre-production,
production and post-production publicity? Is some of the budget
set aside for advertising when the picture is finished? The
distribution terms can be more favourable if the producer shares
some of the distributors' advertising costs.

Distribution

17. If a distribution arrangément has been made or when it is
made, what is the distributor's reputation? How has he treated
other independent producers in the past? |

18. Is the distributor credit worthy?

19. Are the distribution terms fair? How do the fees compare

to the range of ®es charged by other distributors?

20. Will the distributor offer an advance against future earnings
or otherwise commit himself financially to the motion picture?

21. WUill the distributor accept a performance clause with certain
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guaranteed minimum earnings within a definite period of time?
The final question which the investor should ask is: will the terms of
the contracts between the investor, producer and distributor work .
viithin the income tax laws of Canada?

An investor cannot expect to have knowledge in all the areas
mentioned in the foregoing check list. To educate himself an investor
would be wise to examine many motion picture investment proposals.
Potential investors are often secretive about the fact that they are
interested in motion picture investment. The isolated investor then
only gets exposed to the projects offefed by the most persistent producer-
promoter or the producer who has a personal contact with the investor.
This "head-in-the-sand" ‘behaviour is wrong. If an investor is seriously
interested in motion picture investment the writer recommends that he
let hfs interest be known to the industry. UndouBtedIy the investor
will be inundated with proposals but this exposure will give the

| investor an understanding of the industry. The undersfanding will
enable him to develop the ability to assess the relative merits of
motion picture investments. A prudent investor should then submit the
‘most promising projects to an independent producer for a second opinion.

The writer offers a special recommendation to those investors
considering féature 1ength'motion picturesk% Although there is no hard
and fast rule, generally films with a budéet of less than $1 million
will Tack the productfon quality necessariy for international audience
appéa]. Films with budgets of over §3 m%]]ion will require that up to
seven times that amount be earned at the theatre box office just to
recoup the initial investment. The writer recommends that invéstors
consider only projects whose budgets are over $1 million and less than

$3 million.
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5. AREAS OF FURTHER STUDY

Several areas of the motion picture industry in Canada warrant
further investigation. The findings of these investigations would be
useful to the motion picture industry, to the federal government and
to the private investor. The data could be used as input for a coordin-
ated motion picture policy for Canada.

Accurate production and distribution statistics should be
collected. The statistics should then be correlated with major events
which have influenced the industry ih Canada. The motion picture
industry itself would benefit most from the cerrelation and it is the
industry that iS in the best position to Qndertake.the statistics
gathering task.

Motion picture production volumes in Canada should be correlated
with: H

1. The ammendments'to the Income Tax Act and Regulations in

order to determine their affect;

2. The motion picture investment reassessment cases. The
decisions have had an affect on the attitude of potential
jnvestors and their financial advisors. These reassessment
decisions have directly influenced the amount of private motion
picture investment funds available.

3. The financial participation of the Canadian Film Development
Corporation. A study should determine the true effect of‘the
C.F.D.C.'s financial assistance. The study should examine not
jusf production volume but also the short and long term benefits
to the motion picture industry and the Canadian economy as a

whole.
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4. The recent co-production treaties. A study should attempt

to determine how beneficial these treaties have been to the

Canadian industry, to the private investors and to the balance

of e*port payments.

5. The ammendments to the United States income tax system.

Preferential tax treatment is no longer given to investors in

“motion pictures in the U.S. The major motion picture production-
distribution companfes have begun looking for ways they can
pfoduce in Canada where there Sti]] are tax incentiVes for
1nvestment.

Up to date distribution statistics must be gathered to
-determine'the market potentia] in Canada and in the foreign markets for
Canadian made educational motion pictures. Correlations and conclusions
could be made with regard to the recent"reductibns of educational audio-
visual purchasing budgets in North America.

The basic theory behind audio-visual education is being questioned
by some educators. Originally, educators believed that the’audio—visué]
medium would be a very effective one to reach a>generation of students
who have been exposed to television all their lives :

According to television survey-taker A.C. Nielsen, children

under five watch an average of 23.5 hours of TV a week.

Today's typical high-school graduate has logged at least

15,000 hours before the small screen - nore time than he

has spent on any other activity except sleep.

Through constant exposure to the teleyision screen children of today's
generation have learned to blot out the information, much like older
generations do when their radio programs are interrupted by commercials.

The demand for educational audio-visual material may not increase even

after budget restrictions are removed.
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- The long range future of feature length theatrical motion
picture markets should be studied. The study should include the
demographic change affectiné the motion picture markets as the chiid-
ren of the "baby boom" mature. The advent of pay television and six foot
television_screéns in private homes shou]d‘be studied to determine the
.affect on fhe future marketing of motion pictures.

A sophisticated computer study should be undertaken which
employs a model capable of incorporating a large number of factors
affecting motion picture investment. A person or group of persons,
familiar with computer programs and the motion picture industry sﬁou]d
approach the problem by setting out a preﬁise, developing a motion
‘picture investment model, and running the program for various motion
picture investment packages and investors. The computer output should
then be analyzed.

The computer program could include such investor factors as:

age of the investor;
- risk of investor death;
- marginal income tax rate;
- personal income tax deductions;
- type of income: salary, professional, business or investment;
- expected earning pattérn which would consider increases and
decreases of income over the motion picture investment planning
horizon. ‘ . |
Characteristics of the motion picture investment should also be built.
into the computer program model. These characteristics could include:

- qinitial cash investment;
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- interest on cash investment if the investor is required
to borrow the initial investment from conventional lending

institutions;

1

cost of a distribution revenue guarantee;

- leverage ratio;

- maturity date of promissory notes;

—_inferest rate on promissory notes;

- repayment pattern of promissory notes;

- expected annual inflation rate;

- expected yield on any income tax savings that are reinvested;

- cost of an insurance policy on the investor's life;

- coét of investor's legal and accounting fees.
The computer program could simulate the net outcomes to the investor at
different income levels and under many different distribution revenue
patterns. A risk factor, based on.historical distribution earnings
statisticé, could be assigned to the different types of motion pictures.
This factor could be incorporated in the motion picture investment model.

A computer program incorporating these and other factors could
be extremely valuable.to private investors considering inVestment in
specific motion pictures. The program could take some of the guess work
out of the investment decision which may lead to wiser investments and

a high success factor.

6. CONCLUSION

'This paper has been a study of the investment income tax incent-

jves for the motion picture industry in Canada. Alone, the income tax
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incentives are not enough to attract private investment. The motion
picture industry must'make an effort to reduce the investor's chances
of investment loss.

The motion picture industry throughout the western world has
been seeking new methods of financing since 1948 when the Anti-Trust
Division of the U.S. Justice Department obtained a Courf Order in
the Paramount34 decision forcing the major production-distribution
companies to sell their national theatre chains. Television has further
eroded the financial stability of the motion picture industry, "an

n35 ‘No

industry that seems perpetually in need of a transfusion,
counthy's‘motion picture industry, not even that of the United States
can expect to be self supporting without producing for world consumption.
Canadian filmmakers must improve their motion picture invest-
ments if they expect to survive. Canadians must strive to produce
economically viable pictures of commercially acceptable technical
quality. These pictures must have themes interesting not only to
Canadians, but to all English language audiences. Only then will the
risk of financial loss be decreased and private investment be encouraged.
The capital cost allowance system compensates a private investor
for sbme of the high risk of motion picture investment, provfded the
“deduction is accebtab]e to all government departments, including the
tax department. "Theré is nothing reprehensible in seeking td take

w36 particularly if the invest-

advantage of a tax benefit allowed by taw
ment supports a labour intensive, non-polluting industry. The motion
picture industry is an industry which Cou]d benefit the Canadian

- economy through employment and product export. The federal government
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should encourage private investment in motion pictures. The logical
government policy to encourage-inVestment, under the present circum-
stances, is to expand the co-production treaty program and to refine
the income tax incentive system.

High income taxpayers should only consider motion picture
investments which a]low a high degree of leverage on the initial
capital fnvestment. The liability incurred by the leverage must be
offset by a guaranteed minimum revenue distribution agreement.
Invesfments structured thus, will reduce the investor's potential
capital loss through income tax deferment.

.Present1y, feature films produced under Canadian co-production
treaties offer the best chances for investment success. Thoughtfully
packaged co-productions can have strong international appeal and hence
ready access to important world markets.

Finally, it is important not to become too enamoured by the
income tax ramifications and remember that the object is to invest in
Vthe production of a marketable product. An investor should never
invest in a motion picture so]e]y.for the purpose of sheltering income.
The investment must be an irreproachable business decision based on a

sound investment structure.
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