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March 10, 2006

Re: Our file number LR 05-208; Income Tax - Oklahoma Rural Venture Capital Formation
Incentive Act

This is in response to your inquiry of November 28, 2005 wherein you requested a letter ruling

regarding the Oklahoma Rural Venture Capital Formation Incentive Act. Following is a restatement of
the facts outlined in your request, the specific rulings requested, and our responses thereto.

FACTS:

is an Oklahoma limited liability company. will form a
"Fund", another Oklahoma limited liability company. will participate in the Fund as a
manager, but not as a2 member.

The Fund will establish one or more series of members and membership interests as authorized
by 18 O.S. § 2054.4(A). All distributions and assets associated with such investment in a series
will be allocated to only those members subscribing to that series as authorized by 18 OS. §
2054.4(H). The Fund intends to attract investments from production companies with motion
picture projects that have equity and debt financing in place to provide the cash to make an
investment in the Fund. The Fund will also seek investments from Olklahoma equity financiers
(the "Tax Credit Investors") who it is anticipated will be investing for the sole purpose of
obtaining the tax credits provided by the Act. The Tax Credit Investors will not be seeking an
economic return from their investment other than the receipt of the tax credits, but their
investment will act as an incentive to production companies to engage in the business of motion
picture production within the State of Oklahoma. Investments into separate series of the Fund
will be ongoing as production companies come to Oklahoma seeking to establish an Oklahoma
Rural Small Business Venture for the purpose of motion picture production.

and the Fund will form a Qualified Rural Small Business Capital Company ("Capital
Company"), an Oklahoma limited liability company and the Fund will be the members
of the Capital Company. The Capital Company will issue series units of both common and
preferred membership interests. The Capital Company intends to establish its place of business
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in a non-metropolitan area within the State.

The Capital Company intends to establish its principal office location in

Oklahoma. It is intended that ~_ will qualifyas a non-metropolitan area as defined in
68 O.S.§2357.72(5). __isnotlocated in an "urbanized area" as currently defined by
the United States Bureau of the Census. is not located within one and one-half
road miles of the Tulsa metro area and has a population of less than 50,000. Therefore, as per
the definition of68 O.S. 2357.72(5), this area should qualify as a non-metropolitan area.

The Fund and the Capital Company will not elect to be treated as a corporation for Federal
income tax purposes. Therefore, pursuant to Treasury Regulations § 301.7701-3, both entities
will either be treated as partnerships for Federal income tax purposes if they have two or more
members or as a disregarded entity if they have one member or will be treated as a series of
partnerships and disregarded entities if the respective series are treated as separate entities.
Income, losses, gains, and deductions of a partnership flow through to the individual partners
under LR.C. § 701. Oklahoma law states that income, losses, gains, and deductions of a
partnership flow through to the partners in the partnership. 68 O.S. § 2363.

The Oklahoma statutes are not specific regarding the flow through of income tax credits to the
partners of a partnership. However, the structure of the Oklahoma income tax regarding
partnerships mandates that tax credits, like income, losses, gains, and deductions, must flow
through and be available to the partners of the partnership. This recognition of credits flowing
through to partners is also recognized on the Oklahoma Partnership Return Form 514, allowing
for both deductions for credits and an allocation of partners distributive share. Further, the
credits may be used against the bank privilege tax, the insurance company premium tax, and
beginning July 1, 2006 against the oil and gas extraction tax. The payment obligations with
respect to these taxes may come due at various intervals and the statutes do not require that
credits earned be used only after the end of the taxable year. Therefore, we believe the credits
earned by investors should be available immediately to offset tax payments due at that time or
later.

and the Fund will both contribute to the capitalization of the Capital Company by
entering into a contractual commitment to provide funds to the Capital Company on demand
and subject to an economic penalty equal to 5% of the requested capital for breach of the
commitment to provide such funds on demand. It is anticipated that - contractual
commitment to provide funds will allow the Capital Company to meet the requirement that it
have a minimum $500,000 of capitalization until such time as production companies with
motion picture projects and Tax Credit Investors have made actual cash contributions of
$500,000 or more to the Fund and the Fund has further contributed such amounts to the
Capital Company. However, it is not expected that these contractually committed funds will
actually be called or invested in an Oklahoma Rural Small Business Venture. It is expected that
contractual commitment to provide funds will allow the Capital Companyto attract to

the State of Oklahoma multiple motion picture projects which will result in actual contributions
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of cash to the Capital Company in excess of $500,000 in the aggregate even if the initial actual
contributions are less than $500,000 may also increase its contractual commitment from
time to time to allow the Capiral Company to continue to meet the requirement that it not invest
more than 25% of its capitalization in anyone company. The Fund will make investments into
separate series of the Capital Company on an ongoing basis as required by production
companies seeking to establish Oklahoma Rural Small Business Ventures for the purpose of
filming a motion picture within the State. It is anticipated that a separate Oklahoma Rural Small
Business Venture will be formed to conduct each separate motion picture project.

The Capital Company will establish one or more series of members and membership interests as
authorized by 18 O.S. § 2054.4(A). All income, losses, distributions, and assets, associated with
such investment in a series will be allocated to only those members subscnbmg to that series.

Addmonally, all debt associated with a series is separate from any other series and creditors of
one series do not have any claim to the assets of another series.

will have an interest in the Capital Comparny will also be entitled to receive a
management fee, on a project-by-project basis, from the Fund not to exceed 10% of the amount
invested by the Fund in the Capital Company (dependmg on the extent of Indion's involvement
with each Rural Small Business Venture investment made by the Fund).

The Fund will have an interest in both the Capital Companyand also any Oklahoma Rural Small
Business Venture into which direct investments are made pursuant to 68 O.S. § 2357.74 in
conjunction with the investment by the Capital Company. Distributions will be made from the
Capital Company, to the particular series of the Fund that made the investment in the
correspondmg series of the Capital Company. The Fund will make distributions to its series
investors, to the extent such distributions are made from a particular series of the Capital
Company, in proportion to the capital investments of the series investors (other than the Tax
Credit Investors) in that series. All of the Oklahoma Tax Credits arising from an investment will
flowthrough to the Fund, will be specially allocated by the fund to the Tax Credit Investors and
are anticipated to result in a return on investment to the Tax Credit Investors at a rate of 60% to
100% of the amount invested in the Fund (e.g., $1.60 to $2.00 of tax credits for every $1.00 of
capital contribution).

The Capital Company intends to qualify as a Qualified Rural Small Business Capital Company.
The Capital Company will be an Oklahoma limited liability company located in a non-
metropolitan area within the state Oklahoma). The Capital Company will be
capitalized (as described in this letter) with a contractual commitment from to provide
funds in an amount equal to or greater than $500,000 and with direct, ongoing investments from
the Fund. Measured at the time each investment is made the Capital Company will not invest
more than 25% of its capitalization in anyone project, counting for this purpose any
capitalization satisfying the terms of the Act and occurring on or prior to the date of the
investment.
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The Capital Company intends to make qualifying investments, in the form of equity, near equity
and subordinated debt, as defined in the Act, into Oklahoma Rural Small Business Ventures.
The investment in anyone Oklahoma Rural Small Business Venture will be in an amount not in
excess 0f25% of the Capital Company's aggregate capitalization. The Capital Company may,
depending on the amount of capital required to commence the business of an Oklahoma Rural
Small Business Venture, may require the Fund or the production company funding that
Oklahoma Rural Small business Venture to contract with (capitalize) the Capital Company for
an amount greater than the amount of cash actually invested in the Capital Company;, it not
being anticipated that this additional amount will ever be called upon for payment. This may be
required so that the Capital Company can invest an amount such that the investment by the
Capital Company, together with any co-investment by the Fund pursuant to 68 O.S. § 2357.74,
will equal the amount of capital needed to obtain a credit on the full budget of the project and
thus commence the business of the Oklahoma Rural Small Business Venture. Any such
contractual commitment to provide additional capital will be subject to an economic penalty
equal to 5% of the amount called in the event the funds are not provided within a specified time
frame.

Each of the Oklahoma Rural Small Business Ventures invested into by the Capital Company will
be an Oklahoma limited liability company formed for the purpose of producing a feature length
motion picture within the State. The Oklahoma limited Liability companies formed for the
purpose of motion picture production within the State each intend to qualify as an Oklahoma
Rural Small Business Venture as defined by 68 O.S. § 2357.72. Each Oklahoma limited liability
company formed for the purpose of motion picture production will have, at the time investment
is made, at least 50% of its employees or assets located in Oklahoma, each company will need
financial assistance in order to commence a business which provides goods, each company will
have its principal place of business, as defined by 18 O.S. § 1021, located within a non-
metropolitan area within the State, each company will be engaged in a lawful business under SIC
Division II Major Group 78, and each company will be a small business, having less than $25
million m annual sales on a stand-alone basis not including any affiliation with investors in the
Fund.

The Oklahoma limited liability companies formed for the purpose of motion picture production
within the State will conduct pre-production, photographyand post-production within the non-
metropolitan areas of the State in varying time increments. Depending on the sophistication and
budget of the motion pictures, it is expected that each company will operate for a period of two
(2) to twelve (12) months within the non-metropolitan area of the State. The companies will
maintain their physical address within the non-metropolitan area of the State beyond the time a
portion of their managers, directors, or officers are physically present in the State. This address
will likely be the address of as will serve as both each company’s in-State
registered agent and also business partner or director in the production of each company's
motion picture.

The activity conducted by the companies will be comprised of periods of pre-production,
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photography, and possibly post-production. It is intended that the activities of pre-production,
production management dutmg photographyand any post-production (specifically excludmg the
actual filming of each motion picture) conducted within the non-metropolitan area in the State
during these periods will account for activities resulting in at least 75% of the company's annual
revenue for purposes of the Act. Pre-production will consist of each company coordinating
schedules, hiring personnel scouting locations, negotiating and signing contracts, paying salaries,
placing deposits on equipment, signing leases, and conducting all other business of the
company. The companies will then commence pnnc1pal photographyor the actual filming of the
motion picture in a non-metropolitan area, a metropolitan area, or a combination of the two,
continuing the administrative requirements for the company within the non- metropolitan area
of the State. Following photography, each company may engage in a period of postproduction
within the State.

During the period of principal photography, each Oklahoma limited liability company formed
for the purpose of motion picture production within the State will require a different amount of
time in which to film, or photograph, the motion picture. It is anticipated that this time frame
will range from one (1) to four (4) months of filming of the motion picture within the State. The
locations used for filming will vary. It is anticipated that the amount of time spent by each
company in pre-production of the motion picture within 2 non-metropolitan area, together with
motion picture production management ongoing at this non- metropolitan location during
principal photography, will qualify as "conducting activity that results in at least 75% of its gross
annual revenue" under 68 O.S. § 2357.72(6)(c). Therefore, each company may utilize locations
other than those qualifying as non-metropolitan areas dunng the actual filming of the motion
pictures. Yet, each company will conduct a substantial amount of filming within the State of
Oklahoma.

RULINGS REQUESTED AND RESPONSES THERETO:

1. The limit on the amount of investment that the Capital Company may make in any single
Rural Small Business Venture to 25% of the Capital Company's capitalization pursuant to 68
O.S. §2357.73, can be determined by the aggregate capitalization of the Capital Company
including both funds actually invested plus funds contractually committed to the Capital
Company under terms substantially similar to those described in this ruling request. For this
purpose the capitalization of the entire Capital Company will be taken into account and will
not be determined by looking at the individual series.

Yes limit on the amount of inestrrent that the Capital Compary may make in any single Rural Small
Business Ventureto 25% of the Capital Company's capitalization pursuant to 68 OS. § 2357.73, aanbe
determined by the aggregate aapitalization of the Capital Company induding both funds acally truested
plus funds contracually committed to the Capital Compary.

2. Anyco-investment made by the Fund pursuant to 68 O.S. § 2357.74 in conjunction with an
investment by the Capital Company will qualify for the tax credits.
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Yes. Assuning that co-imestrents are made under same terns and conditions as Capital Cormparny
UTUEStIENISS.

. Anyinvestments made bythe Fund into the Capital Companyfollowed by an investment by
the Capital Company into an Oklahoma Rural Small Business Venture formed for the
purpose of motion picture production within the State will qualify for the 30% tax credits
on the entire amount invested by the Capital Company into the Oklahoma Rural Small
Business Venture.

The 30% Credit is generated upon the Capital Company’s irestiment into an Oklaboma Rural Small
Business Venture.

. Areas located immediately, but not less than 1.5 road miles, outside of Oklahoma's

metropolitan areas and having a population of less than 50,000 qualify as non-metropolitan
areas pursuant to 68 O.S. § 2357.72 (including Sand Springs, Oklahoma).

Yes, provded that this is the definition used by the United States Burean of the Census.

. The Capital Company will qualify as a Qualified Rural Small Business Capital Company
under 68 O.S. § 2357.72.

Yes, it appears that the qualifications as a Rural Small Business Capital Company have been e,

. An Oklahoma limited liability company formed for the purpose of motion picture
production within the State and conducting business pursuant to the facts stated above will
qualify as an Oklahoma Rural Small Business Venture under 68 O.S. § 2357.72, specifically;

a. 'The "principal place of business" requirement of68 O.S. § 2357.72 is satisfied
pursuant to 18 O.S. § 1021 by a company conducting pre-production, motion
picture production management during principal photography and possibly post-
production activities within a non-metropolitan area in the State of Oklahoma fora
period less than one (1) year, yet maintaining the physical address, registered agent,
and director or officers within a non-metropolitan area within the State of
Oklahoma indefinitely.

b. The "activity resulting in at least 75% of its gross annual revenue" under 68 O.S. §
2357.72 is satisfied by each Oklahoma Rural Small Business Venture conducting
pre-production, motion picture production management during principal
photography, and possibly post-production activities, as described more particularly
in the facts above, within a non-metropolitan area of the State, notwithstanding that
actual filming of the motion picture may occur in both metropolitan and non-
metropolitan areas of the State of Oklahoma.
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Na Although the Ok lahorma lipmited liability company formed for the purpose of motion pictre production
within the State and conducting business pursuant to the facts stated abowe meets some of the statutory
requirenrents, it is our vuling that the LL C's formed for the purpese of motion picture filming arve not formed
to provde goods or sertices for an extended period of time. A nd therefore do not forma “principal place of
business™ as required by the A .

. The credits gained bythe Capital Company or the Fund (pursuant to any direct investment)
will pass through to the Tax Credit Investors, or their ultimate owners if the Tax Credit
Investors are pass-through entities, and be usable by them against anytax of each Tax Credit
Investor then due under the tax provisions of the statute, including estimated income tax
payments, immediately upon the statutory requirements being met. The Tax Credits maybe
specially allocated to the Tax Credit Investors pursuant to the Fund operating agreement
without regard to the manner in which other tax items are allocated for either Federal or
Oklahoma tax purposes

Generally, properly earned credits are able to offset Oklaboma tax liabilities of and mey be allocated armong
members of the Fund. Inthe aase of flow through entities (L L Cs, pantnerships, and Sub S conporation), the
credit is generally distributed to the appropriate member, partrer or sharebolder. The Tax Cormassion has
historically alloed the distributing entity to determine howthe amounts of credits are distributed so long as
the following tuo conditions are met. One, the armount distributed does not ex ceed the anmount of awilable
credit and run, distribution must be made to a member, sharébolder or parimer of the flowthrough entity that
has generated the credit.

The credits are avulable to be used to offset Ok laboma tasces wben due, provided incore tax. year integrity is
muintained. Forexample, an inwestment made in 2006 generates a credit that is awilable to offset tax year
2006 taxes and would not be available to pay 2005 income tax. that may be due in 2006,

This response applies onlyto the circumstances set out in your request of November 28, 2005.
Pursuant to Commission Rule 710:1-3-73(e), this Letter Ruling may be generally relied upon only bythe
entityto whom it is issued, assumning that all pertinent facts have been accurately and completely stated,
and that there has been no change in applicable law.

Further, please also be advised that the issuance of this ruling does not preclude the Oklahoma
Tax Commission from conducting an audit or examination under 68 O.S.§206 of ‘ _the
“Fund” formed by or any member of these LLC.’s regarding the transactions outlined
in this letter ruling. The Commission further reserves the right to issue any assessment, correction, or
adjustment authorized under 68 O.S. § 221.

If I can be of further assistance, please feel free to call me at (405) 521-3133.

Sincerely,
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/
FOR THE QKL AHOMA TAX COMMISSION

Michael C'Waufmann
Tax Policy Analyst



