
DATE April
TO________
oiF:CE_

FROM
OFFiCE

r--r^d' r-lrrn/l D

MEMO
APPLE (N.Y. AUD■T CLAIM FOR EXCESS PACKACE DEDUCT■ ON IN CANADA

The folfowing material- has been prepared at your direction.

The basis for Apple's claim has no merit. It vTas the intention of
both parties that the standard package deduction used in each
country be the standard package deduction as used i.n that particular
country. Not only aloes the Addendum make thj-s clear, but Apple (and
A1len Klein) were well aware of the standard procedure (i.e. from
the previous !957 Agreement, etc.). If the parties had intended
otherwi-se, they would have so stated in the Agreement or in the
Addendum thereto.

STATED BASIS FOR APPLETS POSITION (Exhibit A) AllD CAPITOLTS REPI,Y

Since the Addendum to the 9/L/69 Agreement specifically provides
that royalties in canada are computed on the retail- price in Canada,
less excise tax, l-ess Canadars standaril package deduction (Exhibit A)
they try to refute this as the intention of the parties by the
foltowing reasoning:

l-. The percent royalty applicable to Canada was feft blank in
the signed Agreement and therefore "does not provide for a
specific royalty percentage rate. "

CAPITOLI S REPLY

The percent royalty applicable to Canada was omitted due to
pressure in getting the Agreement signed immediately. The
Agreement form had been typed leaving room for only one
percentage figure rather than the six figures (two each for LP,
tape, and singles). This omission was covered by a side letter
signed and dated simuftaneously acknowledging certain omissions
woul-d be covered. by an amendment. The six percentage figures
had been agreed upon and were included in the Addendum.

The current Apple (N.Y.) audit claim covering
through 6/30/'79 includes a claim of $231,343.
"excess package deductions in Canada":

Canadi-an Excess Package Deductions
Escalation on Above 

Total cr-aim

APPLE ' S P0SITION (Exhibit A)

the period 9/■ /69
33 for what it Ca■ ■s

S207′ 267,90
24′ 075.43
,231′ 343.33

position that the intention of
package deduction be the same as

The basis for the claim is App■ e:s
the parties was that the Canadian
for the UoS. Package deduction.

CAPITOLiS POSIT■ ON

SICNED:
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APPLE AUDIT CLAIM FOR EXCESS PACKAGE DEDUCT■ ON IN CANADA‐ Pg. 2

canada has used the
for sal-es i-n canada

Not true:  The percentage royalty
canada remain ■dentica■ .  Had the
the standard stated computations

AN APPLE SECONDARY POSIT10N

same equivalent royalty percentage rates
as in the U. S.

2.

CAPITOLiS REPLY

As intended by both parties and included in the Addendum.

3. Since the Canadian package deductions used by Canada \"/ere
substantially higher than those in the U.S., the result rntas
substantially lower royalties in Canada.

CAPITOL'S REPLY

Since retail royalties have always been based on the bare record
portion of the total price (excluding tax and package deduction),
the royalties in Canada were not lower in proportion to the
royalty base (tota1 price, less tax and package deduction).

4. Consequently, . the use of the higher package deduction in
Canada has the effect of reducing the equivalent royalty
percentage rate and is therefore not in accordance with
the Agreement and intent of the parties.

CAPITOL,S REPLY

percentages for the U.S. and
parties intended that other than

be made, they would have so stated.

The auditors mention in their discussion of this subject that while
Capitol continued to use its 9/l/69 U.S. package dealuctj-on throughout
the term of the Agreement, it alid not continue to use iEs 9/L/69
Canadian package deduction in Canada if the Package deduction was
increased in Cinada. This, of course, has no practical signifj-cance
since Apple takes the position that the U.S. package deduction is to
be used in Canada anyway. If, however, Apple's position is not
correct, as Capitol insists, then the question could arise as to
whether the paities intended that an oral agreement re keeping the
package deduction at the 9/L/69 figures applied to Canada as well
ls to the U.S. I was advised by Mr. Chaum at the time that he had
made the oral agreement with Al1en Ktein in a discussion of the U.s'
only, and therefore it did not apply to canada. I would suspect
thi! freeze would have minimal dollar impact if applied to Canada.

USUAL QUESTION RE: REASONABLENESS OF PACKAGE DEDUCTION

Artists' auditors, and Tennebaum in Particular, usuall-y claim the

FoRM 1669L REV 3 1′78



FROM MEMO
AUDIT CLAIM FOR EXCESS PACKAGE DEDUCT■ ON IN CANADA ―

packaging deduction is unreasonable and attempt to eliminate it
;;;,i;i1i or completery. rn this particufar case, Apple's auditors
ho not d6 so and- seem willing to accept capitolrs U's' package
deduction aE 9/I/69 as being in accord with the Agreement '

In the past, capitol has made studies to determine that the packaging

"o.t" ai noi beir a higher mark-up than the record manufacturing costs.
untit .f..ro.ry 1980, these studies had included only the U's' As far
as canada vras concerned, the higher packaging deduction was justified

"" tir" basis of smaller packaging runs (about 1,/10 the size of U'S'
i"nst. These smaller ma;ufacauring runs affect packaging (printecl
goods) more than pressing costs. In January-1980, -I made a compara-
i.i.r" "o"t mark-up study ior both the U.S. and Canada. The summaries
schedule is atta;hed ai exhibj-t g. (No cover memo was written at
ifr" ti.". ) you will note that the Canaclian package deductions for
lPsappeartobeinlinebutthatthedeductionfoltaPernightbe
questionable.
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ROYALTY RATES (BUY.SELL PRICE SPREADS) IN CANADA.. GENERAL COMMENTS

ln connection with the manufaeture and sale of your records in Canada, Article lV,
Section I of The Agreement indicates that:

rr.. . Capitol shall have all of the same rights and obligations it has under
Article ll and as Distributor has under Article lll except insofar as modified
herein. Apple shall have all of the same rights and obligations under this
Article IV as Apple has under Articles II and III. . .rl

Article IV Section 4 of The Agreement further indicates that:

tr...Anything in this Agreement to the contrary notwithstanding, Capitols 6ole
obligation with respect to peyment in connection with distribution in the
Licensed Territory shall be for Capitol to pay Apple an amount equal to _96ol 9OVo of the retail list price with r€spect to records manufactured from
Beatle masters end sold, which payments shall be computed and paid in
accordance with the provisions of Addendum rrl|r hereto...r'

Addendum i'1" states in Paragraph (A) that!

It. ..Royalties will be based on the list price per record for retail sales. All
such prices shall be less excise and any other other applicable tax...ir

and in Paragraph (C) that:

It. . .Royalties on records packaged in albums, jackets, boxes or other similar
containers will be based upon the list price for replacement records computec
in accordance with Capitol's licensee's standard accounting Practices exclusive
of excise and other applicable taxes. The list price of the album, jacket' box
or other container in which such records are Packaged will be excluded in said
determination...i'

1(

You will note from the ebove that the

Section 4 of The Agreement. lt appears

percentage rate was left blank in Article IV
that it was the intention of the parties that

Canadian royalties be calculeted in a similar manner to United Stetes royalties' with two

possible exceptions. The retail list prices and excise taxes in Cenada mey have been

different, and to thet extentr the royalty calculation could vary.
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I.n iractice Capitol catculated royalties in Canada by determining myalty rates which

were the equivatent of buy-sell price spreads and mechanical rate adjustments used in the

United states... They used the 6ame equivalent royalty Percentage rates as were

determined in the United States, and applied them to 90% of the bare record prices which

were based upon Csnadian retail list prices. Howevet, Capitol varied the formula in

Canada by employing packaginq deductions that were substantially higher than those used

to determine the same equivalent royalty percentage rates in the United States. Counsel

has informed us that this variation is not in accordance with the terms of The Agreement.

You have informed us that you have EccePted the use of the royalty percentages for

Canadian sates, providing the formula used to calculate the bare record prices was

consistent with the formula used in the United States.

This appears to have been the intention of Capitol as it is borne out in the unexecuted

January 21, 1970 amendment (Appendix 7). Ttris amendment embodied Capitol's clarif ica-

tion of the understanding of the parties with regard to the blank roya.lty percentage rate

in The Agreement. Paragragh 5 would have inserted into The Agreement a Schedule I'C"

(ettached to the Emendmbnt), which included the equivalent royalty percent€ge rates

which Capitot had calculated in connection with sales in the United States based upon

both regutar and escalated prices, These percentege rates were to be used in Ganada (and

in fact the rates before price escalation were used by Capitol).

When prices changed in Canada, Capitol followed substantially the same procedures in

calculating Canadian royalty rates as they did in calculating buy-sell Price sPreads when

prices changed in the United States, with two exceptions. The packaginq deductions used

in Canada were higher than those used to determine the equivalent royalty PercentEge

rates in the United Stetes. And, the packaging deductions used in Canade were varied

from time to time, whereas they remained constant in sll United States calculations.

Using higher packaging deductions, and varying packaging deductions has the effect of

changing the effective royalty rate. counsel hes informed us thst this ls not in

accordance with the terms of The Agreement.

Since the intent of the provisions in The Agreement governing royalties in Canada is to

determine royglty rates in CanEda eimilarly to buy-aell price aprca ds in the United Statest

for purposes of this report ure have aometimes referred to these rates es the Canadian

buy-sell price apreads. Llkewise mechanical rete adjustments hsve 8ometimes been

referred !o as Cenadien mechanical rate differentials.

44
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EXCESS PACKACING DEDUCT10NS BASED UPON REGULAR ROYALTY RATE

(BUY‐5ELL PRICE SPREADS)IN CANADA

Article IV, SeCliOn 4 of The Agreement indicates that for distribution in a

territory Capitol will:

Exhibit
3 of 5

1icensed

A

r

'... pay Apple an amount equal to _Vo ol 90Yo of the retail list price with
respect to records manufactured for Eeatle masters end sold, which payments
shall be computed and paid in eccordance with the provisons of Addendumrrl"
heteto.tt

Addendum l, Paragraph (C) Provides that:

rr. . . royalties on records packaged in albums, jackets, boxes or other similar
containers will be based upon the list price for replacement records comPuted
in accordance with Capitols licenseers standard accounting practices exclusive
of excise and other applicable taxes. The list price of the album, jacketr or
other container in which sueh records are packaged will be excluded in such
de term inati on...rl

As discussed above, Article IV, Section 4 does not provide for a specific royalty

percentege rate. CRC has used the same equivalent royalty percentage rates for sales in

Cdnada, as Capitol Records, Inc. used to determine your buy-sell price spreads in the

United States. CRC applies these percentages to the royally base prices which rePresent

90oh ol the suggested retail list price less e deduction for packaging and sales tax. We

have found that the packaging deductions used by CRC were substantially higher than

those used by Capitol Records in calculating lbare tecordfi prices in the United Stetes for

the same product, thereby resulting in substantially lower roya.lties to you in Canada.

tn addition, in the United States, Capitol Record's calculations of your domestic buy-sell

price spreads in accordance with Schedule t'A'r, were based upon e packaging deduction

which remained a fixed amountr regardless of changes in the reteil list price. However,

the Canadian packaging deduction increased when the retail tist price increased, thereby

further reducing your royalties.

CRC does not eell replacement recotds, nor to out knowledqe does:it publish a list price

for such records. We have discussed the term |tlist price for replacement recordsrr with

counsel. The term I'replacement tecotdr' goes beck in the recording industiy Prior to the

advent of the 71-llJ RPM record when 78 RPM records were packaged six to 8n album. A
good deat of b*reakage occurred in those days and tecord compsnies therefore rold
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relilacement records to complete a set when one ot more of the six records contained in

an atbum were broken. This theory would no longer hotd true as fl-t/l RPM record

albums ere only sold as a unit which are comprised of a record and a jacket. The

components are'not sold separately. Of course, the same would hold true of the various

confiqurations. of tapes which are sold by CRC.

We discussed the issue of excessive packaging deductions with counsel who have advised

us that the use of higher packaging deductions in Canada has the effect of reducing the

equivalent royalty percentege rate snd is therefore not in accordance with The

Agreement and the intent of the Parties"

Accordingty, we have computed the excess packaging deduction taken by cRC for each

prefix based on the etlowabte deductions taken by Capitol in the USA. Applying the

equivatent royalty percentage rate to the excess deductions (as converted to Canadian

dollars in Schedute l?A), we have catculated the difference in your unit royalty rate based

on regular price spreads in Schedute l7A. Our computations of additional royalties due

were made by computer ehd aPPear in Appendix 5 of our report. The total amount due

Apple is $1041550.82 as summarized ln Schedule 17.

A ctaim for excess packaging in the amount of $1021707.08 was made in Schedule 7 (eee

Appendix 11) of the previous examination rePort covering the examination of CRC from

September !, !969 to December tlt 1974. The calculation was made based on an

estimeted percent8ge of underpayment of 4.17% applied to the total of royalties reported

and royalties claimed. This margin of error is reasonably close to the margin of error in

the period we examined. Accordingly, we have included the emount of $1021707.08 in our

Summary of Findings under the prior examination' brinqing the tolat amount due to

$2O7,267.90.

EXCESS PACKAGING DEDUCTIONS AT ESCALATED ROYALTY RATES (BUY-SELL

PRICE SPREADS) IN CANADA

The unit royatty rate differences r€sulting from the excess packaging deductions tEken in

CEnada were eatculated in Schedule l7A based uPon your regular buy-sell price spreads.

As discussed a'bove, your buy-selt price spreads should have been escalated, effective

September l, 1972 tn Canada as well as in The United States.
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Aciordingly, we have calculated the unit royalty rate differences (resulting from excess

packaging deductions taken by CRC) based upon escalated rates in Schedule l8A. Our

calculations of .additional royalties due were made by comPuter and appear in Appendix 5

of this report. The total amount due Apple is $24,O7 5.43 as summarized in Schedule 18.

FREE C00DS ―CHARCE"REC IN CANADA

Capitol Records Canada (CRC) follows policy of shipping certain quantities of records

It would eppear fromon a t'no-charge" basis, classifying them so-called "free goods".

f ollowed this policy forthe records provided to us that they h
fino-charge" records were consistently

cRc.
ed in direct proportion

The trno-charge" records shipped by CRC connection with the sales of records are

meant for resale to the eonsumer. Since records are consistently shipped in

dir€ct proportion to quantities rrsold" by CR regardless of the size of the order end

throughout the life of a record, it would that they have reduced their regular

wholesale selling price and treated the reduction as tino-chargei' records, possibly to avoid

the payment of royalties. Thus, they would be ting their regular wholesale selling

price and treating the difference between the ar wholesa.le selling price End the

ly e billing technique and in effect
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many years and that
to quantities rrsold" by

overstatement as rrno-chatge'r records. This is m

their true wholesale prices per record are less

invoices,

For example, if CRC ships 110 tecotds, they bill

no-charge" for a total invoice of $55.00. Thus, the

They eould just as well have billed for 55 units at $1.00

the same total invoice of $55.00' and only Pay royalties

those which are stated on their

100, at say, $.55 and ship l0 at

only pay royalties on 100 units.

shipped 55 at "no-charge'! for
55 units. The real economics

of the trensaetion is that they have sotd ll0 records at $ for e totat invoice of $95.00,

economic effect on Capitol

are not paid for all of these

and they should pay royalties on 110 units. Thus, there is

or it6 customers; but only an advetge effect on your if
records. CRC unilaterally determined the quantities gt t'no-chargerr. Their

arbitrary billing technique should not be treated as a license or CRC to arbitrarily reduce
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