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OPl N1 ON

This appeal is made pursuant to section 26077 of
the Revenue and Taxation Code fromthe deened disall owance
by the Franchise Tax Board of the claimof Andrew L. Stone,
Inc., for refund of franchise tax in the amounts of $3,037.96
and §£3,081.55 for the income years ended Cctober 31, 195’9 and

60, Tespectively. Pursuant to section 26076 the clai m was

deened disal | owed since the Franchise Tax Board did not act
on it within six nonths after it was filed.

~ Appellant is a California corporation engaged in
the business of independently producing notion pictures.
|ts principal business asset consists of an exclusive contract
for the services and talents of Andrew L. Stone %ge%eafter
referred to as "Stone"), an individual. Stone and his wfe
own al| of appellantts capital stock. Appellant keeps its
books and records and files its returns under the cash
recei pts and dishursenents nethod of accounting.

The separate issues presented by this appeal are
an outgrowth of two agreenents entered into by appellant and
Loew's Tncorporated (hereinafter referred to” as "Loew!s")
for the production and distribution of a nunber of notion
pi cture photopl ays.
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Joint Venture One

The first agreement, dated August 13, 1956, gave
rise to a joint venture and provided for the production of
two motion picture photoplays by appellant and distribution
by ‘Loew!s. The cost of producing the photoplays (hereafter
termed the '"negative cost") was financed jointly with Loew?s
furnishing 75 percent and appellant 25 percent of the cost.
This was accomplished by a "dry mortgage" financing arrange-
ment whereby Loew!s put up all the funds and "loaned" appellant
the latters 25 percent of the cost of each photoplay, Loew's
was granted a lien on appellant®s interest to secure repayment
of such advances. All ?unds were placed in a production account
for disbursement upon the joint signatures of the parties.
Each party received an undivided ownership interest in the
photoplays equivalent to its respective share of "net profits”
which was stipulated to be 75 percent for Loew'!s and 25 percent
for appellant.

"Net profits" were defined as any gross receipts
from distribution remaining after Loew!s recouped and retained
the following:

(a) A stated percentage of gross receipts
from distribution as a “distribution
fee," o

(b) Direct distribution expenses.

(¢) The cost of producing the negative and
other funds advanced to appellant,

Loew's was entitled to recoupment of the total cost of the
negatives from '"net receipts” (gross receipts - less distri-
bution cost) of both photoplays as a group before appellant
was entitled to receive a distribution of net profit. No
deficiency judgment was to issue against appellant on account
of the funds advanced by ILoew'!s except for a breach of its
obligation to fully perform the agreement. Loew's was given
the exclusive right to possess and distribute the photoplays.

Appellant duly completed production and delivered
the photoplays to Loew's for distribution. Loew's credited
25 percent of net receipts from distribution of the photo-
plays against the advances made for appellant's share of the
production cost, These credits amounted to $79,241.89 and
$38,901.20 for the income years ended October 31, 1959 and
1960, respectivelty. Appellant did not include these amounts
in gross ineome for franchise tax purposes. On its returns
for these same years it claimed deductions for amortization
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of 25 percent of the total negative cost in the anounts of
$134,298.32 and $100,107.73, respectively, .based upon a
projected useful life of 104 weeks for the assets.

Respondent concluded that .appellant constructively
received inconme to the extent the net receipts were applied
In paynent of its proportionate ownership interest in the
photopl ays.  It-disallowed the claimed deductions for
amortization in excess of the anpunts of these net receipts
on the basis that appellant's [iability to pay the bal ance
of the negative cost was contingent and therefore did not
constitute cost subject to amorfization. In view of this
action the issues raised as a result of the performnces
under the first agreement may be stated as foll ows:

1. Did appellant constructively receive incone
for the income years 1959 and 1960 to the extent that the
net receipts were applied in paynent of its 25 percent
share of the negative cost?

2. Is appellant entitled to deductions for
anortization for the years 1959 and 1960 in excess of
Its invested cost in the photoplays?

Appel | ant contends that it did not derive inconme
fromthe application of the net receipts in paynent of its
share of the negative cost because, by the ternms of the
agreenent, Loew's was entitled to recoup the entire cost
of the negative and all other |oans before appellant was
privileged to share in "et profits." It submits that the
advances made for appellant®s share of the negative cost
were bona fide | oans representing appellant?s cost basis
|n|the(?ssets subject to anortization over the period
sel ect ed.

Ve agree with respondent's determ nation that
appel | ant constructively received income fromthe appli-
cation of the net receipts in payment of its share of the
negative cost. The power to dispose of income is the
equi val ent of ownership of it, and the exercise of that
power to procure the paynent of that income to another is
the enjoyment and hence the realization of the incone by
the one who exercises it. (Helvering v. Horst, 311 U S.
112 [85 L. Ed. 75-J.) Pursuant to the agreenent appellant
acquired the right to have the rece|%ts applied In paynent
of its share of "the negative cost. The application of the
funds by way of offset was of benefit to appellant because
such payment was necessary to fund its capital interest in
the asset and thereby entitle it to share in any distribu-
tion-of net profit. ~Appellant thus obtained satisfaction
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of economc¢ worth and hence the realization of the ful

benefit of the incone. d Colonv Trust Co. v, Cramissi.oner
279 U.S. 716 g73 L. Ed.(91 }; Acer Realty Co. V.Commissioner:

132 F.2d 512.

Appellantts claimin essence seeks approval of the
"cost recovery" nethod of accounting for income. Under thjs
method it would realize no taxable inconme until all costs have
been fully recovered. The cost recovery method has been
expressly rejected as a basis for determning inconme from
motion picture %hotoplays for federal income tax Pur 0SEsS.
{Rev. Rul . 60-358, 1960-2 Cum Bull,, 68; Rev. Rul. ©Ls-273,
964-2 Cum Bull. 62; Inter-City Television Film Cogs,
43 T.C. 270.) W find rﬁﬁ1ﬂ‘ﬁg‘TﬁTxrﬁEF7’§EﬁTfrTMTFcrr‘warrants

Its application here.

Wth respect to the second issue, the amunt allow

able to appellant as a deduction for amortization is dependent
n the first instance upon the extent of its capital investnent
n the photoPIays. . The capital sum subject to anmortization

s the actual cost incurred by appellant. (cal, Adnin. Code,

[

!

|

tit. 18, reg. 24121g(4); Detroit Edison Co. v, Conm Ssiongef,

319 u.s, 98 [87 L. gEd. 1286].) V& have previ ousty nerd that

I ndependent notion picture producers should use the "estimted
ross receipts nethod" to determne the annual amount of the
eduction.  (See Appeal of Filntraft Trading Corp. , Cal, St.

Bd. of Equal., Feb. 17, 1959.)

Whi | e the anounts advanced by Loew's were designated
as |oans to appellant, the question remains whether the
obligation created thereby was so fixed and absol ute and
constituted such an econom ¢ burden as to represent cost
to appellant. The true nature of an obli?ation for tax pur-
poses hinges not upon formal characterization, but rather
Uﬂpn the whole of the underlying transaction and the relation-
ship in fact created thereby. (Gooding Anusenment Co., 23 T.C.
408, afftd, 236 F.2d 159, cert. dented, 352 U S TU3T [1 L. Ed

24 599].)

The parties* agreenent was in the nature of a joint
venture, wth Loewts advancing 100 percent of the cost
retaining an elenment of control over disbursenent of the
funds durln% production, and acquiring an inmediate ownership
I nterest. fter release of a photoplay Loew!s was entitled
to retain a substantial portion of gross receipts as a
distribution fee and to recoup its direct distribution
expenses before any portion of the receipts were applied
in payment of the negative cost. Paypent of the negative
cost was to be recouped fromthe renaining net receipts,
with.no deficiency judgnent to issue against appellant in
the event receipts were insufficient to recoup the cost.
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While Loew!s was given a lien to secure repaynent, this
vested it with no substantial additional right since by
the terms of the agreement it held the exclusive right
to possess and distribute the photoplay and apply the
paynents until the advances and fees were paid in full.

It is thus apparent that Loew!s received preference
.in the order of distribution of gross incone including the
payment of a distribution fee of substantial value, ereas
appellantis right to derive any benefit fromthe use of the
funds was conditioned upon the earning of net recaints.
Wien this condition, Precedent 10 appellant?s right to
benefit fromthe use of the funds, is considered together
with the substantial restriction placed on the source of
funds available for payment of the "loans," the probability
that the security for the |loans woul d be w thout val ue at
the date of maturity and the limtation of appellant's
liability to repay the funds fromnet receipts, we believe
there is a clear demonstration that the parties intended to
create an obligation to repay only if net receipts were
earned, and only to the extent thereof. Such a linited
pbllgat]on to pay out of future receipts or profits is too
indefinite to constitute depreciable cost prior to the time
paynent becanme certain. (Inter-City Television Film Corp.
sup'a, 43 T.C. 270; al so s€€ Rei singer v, Conmm SsLOnAar,
14+ F,2d 475.) Since respondent has all owed a deduction
for the full anount of the net receipts applied in the year
paynment became certain, we affirmits action on this issue.

Joint Venture Two

o The renainin? i ssue is concerned with a second
joint venture agreement which provided for the production
and distribution of four photoplays under terns simlar to
those contained in the first agreement. During the income
ear ended Cctober ?1 1960 appel | ant received payment in
our installnents of the sumof one hundred thousand dol [ ars
($100,000) from the joint venture production account pursuant
to the follow ng contract provision

c) The sum of ONE HUNDRED THOUSAND
DOLLARS ($100,000,00) shal | be incl uded
in the budget "and negative cost of the,
Bhotoplay, as an item payable by the

roducer, for and on account of Stone's
services as aforesaid and all rights in
and to the literary material (including,
but not limted to, the story and screen-

| ay) on which the photoplay is based,

he af oresai d sum of ONE HUNDRED THOUSAND
DOLLARS ($100,000,00) shall be payable to
the Producer as follows ...
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Other provisions of the agreement made reference to
appellantts employment contract with Stone and recited
that his employment was the essence of the- parties*
agreement. Appellant warranted that its contract with
Stone would "remain in full force and effect throughout
the entire term of production ...", that appellant had
not "tramsferred, assigned, hypothecated or In any way
disposed of its right, title and interest in and to said
Stone employment contract ...." and that the cost of
Stone's services '"shall be borne by and paid by the
producer [appellant] and shall not be included in the
negative cost of the photoplay." Under the terms of its
separate personal service contract, with Stone, appellant
had also acquired ownership of Stone3% work product
excepting certain original publication rigits not at
issue in this appeal.

Respondent included the one hundred thousand
dollar ($100,000) payment in income as compensation
received by appellant for services and property furnished
the joint venture. A deduction was allowed for payments
made by appellant to Stone which amounted to $1,000 per
week.

It is appellant!s position that no income was
realized from receipt of the one hundred thousand dollars
($100,000) because the money was specifically earmarked
for fulfilling its legal obligation under an employment
contract with Stone, It relies on the recognized rule
that the receipt of funds impressed with a trust for dis-
bursement to a third party for a specific obligation does
not result in income to one who merely functions as a
trustee for disbursement of the funds. (The Seven-Up Ta.

14 T.C. 965; Broadcast Measurement Bureau Inc., 16T.Co 9538.)
However, close analysis of the terms of the agreement and the
action of the parties thereunder discloses that no such
relationship or restriction on the use of the funds existed,
We do not find, therefore, that the funds were advanced to
pay a specific obligation to Stone.

Neither Loew!s nor the joint venture, as such,
had any contractual agreement with Stone. Whatever right
this individual had to compensation was derived from its
separate contract with appellant, which called for payments
of $1,000 weekly. Whereas the one hundred thousand dollar
sum was included in the production "budget and negative cost
of the photoplay, " the cost of Stone!s services was to be
borne by appellant and "not ... included in the negative
cost. " Appellant * s contractual promise to discharge this
separate obligation from the funds does not prevent the
realization of income. (Compton Bennett, 23 T,C. 1073.)
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The absence of restriction on the use of the funds
Is also confirmed by the release of the funds to appellant in
four lump sum paynents contrary to the usual nmanner of paying
production cost due third parties. W believe respondent
Broperly det erm ned appellants i ncome on an annual accounti ng

basis wthout reference to paynents made by appellant to Stone
in subsequent vyears.

Having reviewed the entire record and finding no
error therein, Wwe sustain the denial of appellant's claim
for refund and order accordingly.

ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

IT IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the deened disallowance by the Franchise Tax
Board of the claimof Andrew L. Stone, Inc,, for refund
of franchise tax in the anounts of $3,037.96 and $3,081.55
for the incone years ended Cctober E},1959 and 1960,
respectively, be and the sane is hereby sustained.

Done at Sacramento, California, this 7th day

of August » 1967, by the State Board of Equalization

h D Y 7

a (}04\[ A NLoke /7, Chairman

[ ; 7 7 ]

;>$;z:fih, élﬁu%%gpp4é¢:4éL///j/R®nber
(2?55;252f;2%fi£/%fq _, Menber
= = g /

y, 4Zlé”{ZZ¥éEcu(/ , Member

f/*< 7z 4 ,  Menber

ATTEST: , Secretary
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