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SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-KSB

[ X1 Annual Report Pursuant to Section 13 or 15{fi)he
Securities Exchange Act of 1934

For the fiscal year ended June 30, 1996CommisdmiNb. 0-18866
OR

[ ] Transition Report Pursuant to Section 13 ord) B the
Securities Exchange Act of 1934

FIRST NATIONAL ENTERTAINMENT CORP.

(Exact name of small business issuer as specifi@id charter)

Colorado 93-1004 651
(State or other jurisdiction of (LR.S. E mployer
incorporation or organization) Identificat ion No.)

600 Enterprise Drive, Suite 109, Oak Brook, Illisé0521
(Address of principal executive offices)

2443 Warrenville Road, Suite 600, Lisle, Illinoi8332
(Address of previous executive offices)

(630) 573-8209
(Registrant's telephone number, including area)ode

Securities registered pursuant to Section 12(b) dfie Act: None
Securities registered pursuant to Section 12(g) ¢iie Act:

Common Stock $0.005 Par Value
(Title of Class)

Indicate by check mark whether the registrant ¢ filed all reports required to be filed by Seeti or 15(d) of the Securities Exchange
of 1934 during the preceding 12 months (or for sstobrter period that the registrant was requirdilésuch reports), and (2) has been
subject to such filing requirements for the pastiags.

YES[X]NO[]

Indicate by check mark if disclosure of delinquiélers pursuant to Item 405 of Regulation S-B i$ cantained herein, and will not be
contained, to the best of registrant's knowledgelefinitive proxy or information statements incorated by reference of Part Il of this Form
10-KSB, or any amendment to this Form 10-KSB. ppRtrant's revenues for the 1996 Fiscal Year:33,542.

As of October 1, 1996 the registrant had 16,898gt&8es of its $.005 par value Common Stock oudstgn The aggregate market value of
shares of Common Stock held by non-affiliates wa2#%4,615 as of this date.
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Iltem 1 - Business
General

The Company was incorporated on January 10, 198frithe name of Power Capital Inc., a Coloradpa@tion. In November of 1989,
Power Capital became a public company. On Octobet 290 Power Capital acquired 100% of the stocksvNational Film Corp., a
California corporation (1st National Film - Califoa) in a tax- free, stock-for-stock exchange. fimncial reporting purposes this acquisition
was considered a reverse acquisition, in whiciNhgional Film - California was deemed the acquirimgsuccessor parent corporation. In
December of 1990 the name of the Company was chaigkst National Film Corp. (the "Company"), ared Mlational Film - California's
inception date of July 7, 1989 is considered them@any's inception date. In October of 1994, the @amy changed its name to First Natic
Entertainment Corp. Since July of 1991, the Comga@pmmon Stock has been listed and traded on ARDMQ.

In December, 1991 the Company completed the adiguigif all U.S. and Canadian distribution, merdliaing and ancillary licensing rights
to the completed animated film property Happily E&éer from Mr. Lou Scheimer for approximately $5.million. Mr. Scheimer is a world-
renowned animator and was the founder and formesigent of Filmation Associates, which was a Catifa- based animation studio
acquired by French conglomerate L'Oreal. HappilgEAfter is an animated sequel to the classic SWhite fairy tale, and includes one of
the largest all-star casts of voices ever assenfbtegh animated motion picture. Mr. Scheimer istkad to certain residual royalties based
upon revenues earned by the Company from this pof{&ee Financial Statements - Note 10 "Commitihand Contingencies").

On May 28, 1993, Happily Ever After was indepentergleased by the Company in over 1,000 theatetiseé U.S. The film ran for
approximately two months, and generated gross Kameaeceipts of approximately $3.6 million, whiadetted the Company approximately
$1.5 million. These results allowed the Compangreduate from the development stage, but werefgigntly below former management's
revenue expectations.

In July of 1993 the Company awarded its Happily iEAker home video distribution rights to Worldvisi Enterprises Inc., a unit of Spelling
Entertainment Group, which is principally ownedBlpckbuster Entertainment (which, since the videlease, has merged with Republic
Pictures, "Republic"). The Company and Republieaséd the Happily Ever After video on October B93] and through June 30, 1996, the
Company has recognized approximately $7.0 millloprioducer royalties from home video sales of filis.



In July of 1993 the Company entered into a manufagg and distribution agreement with American $oitks Corporation ("ASC"), a
leading video game software company, for the dearekmt of a state-of-the-art video game for Ninteadd Sega hardware platforms.
Nintendo has since approved this game for salésdmrdware platform. The Company's ASC agreemeshtritially focused on th
development of a video game for Happily Ever Aftaraddition, the game has been uniquely designd tplayed from either a boy's or
girl's perspective, which may provide crossoveesalppeal to players of both genders.

In June of 1994 the Company entered into a revisledision exhibition agreement with Technovisiodustries, Inc. ("TVI"), a New York
based distributor of entertainment propertiestlierdistribution of Happily Ever After into U.S. @€anadian television markets. TVI acte
the Company's agent through August 1, 1995 in sgekilevision broadcast and cable opportunitiescditdracts were entered into as a result
of the agreement and the Company did not extenddgheement after August 1, 1995.

On October 4, 1995 the Company signed an agreemignSeaGull Entertainment, Inc., a New York andléngeles based distributor, for
the distribution of Happily Ever After. SeaGull Ertainment was to act as the Company's agent thrdwge 30, 2001. The Company reta
the right to terminate this agreement at the erghgffiscal year in which certain performance geatsnot met. On June 30, 1996, the

Company elected to terminate the agreement witke8k&ntertainment. The Company is currently intewing for a replacement distribut

Family Classics

In January of 1994 the Company announced the fawmaf its Family Classics division, which is dealied to the production of feature films
based on classic tales. Concurrently, the Compangunced that it had acquired all worldwide medjats to Nigel Miles-Thomas' stage
production of Cinderella. As of the date of thisfi, based on the lack of a renegotiated songwgritiontract, inability to secure a funding
partner, as well as competitive offerings goingiptoduction by Hollywood studios, the Company élested to write off the pre-production
costs of Cinderella.

The Company is currently in negotiations to prodseeeral new animated features similar to HEA foed to video release. However, these
productions will call for the Company to raise sfgrant additional capital, the availability of wdhi cannot be assured.

Stylus Records

In April of 1994 the Company acquired an 80% owhgrén Stylus Records Inc. ("Stylus") from LewinRosenthal and Frontline Records,
which are an entertainment law firm and music tistor, respectively. Pursuant to the Stylus Fousd&greement, the Company agreed to
capitalize Stylus with 160,000 shares of its Comr8tock, assumed $105,000 of long-term liabilitiesf Stylus and agreed to provide a line
of credit for up to $500,000. Stylus in turn issuleelse shares to Lewin & Rosenthal and Frontlind,agreed to reimburse $105,000 to Le

& Rosenthal and Frontline for their initial contuittons. The Company retains an 80% ownership ituStyvith Lewin & Rosenthal (15%)

and Frontline (5%) as minority investment partrierStylus. Currently the Company is negotiatinghAbbth minority partners to acquire th
interests in Stylus. Additionally, the Company leéected to write off the remaining unamortized jporiof goodwill related to Stylus.

In addition to its initial acquisition costs, Stglhas advanced over $308,000 for the developmenp@motion of Ms. Della Miles, most of
which is contractually recoupable to Stylus from.MEles' future royalties. However, there can beassurance of any future royalties deri
from Ms. Miles' efforts, and thus, there can beassurance of any recoupment of Stylus' advancdstéo Therefore, in accordance with the
Statement of Financial Accounting Standards No(F0AS 50") Financial Reporting in the Record anddit Industry, the advance royalties
have been expensed. Currently Ms. Miles continaelispute the recoupment under her contract wighbmpany. (See Financial Statement,
Note 7 "Stylus Records"

Diversification Plan

In August 1995, the Company announced plans tankeediversification plan into the retail video gandustry. Several acquisition
transactions were closed during the first halfieddl year 1996, however, these acquisitions water Lnwound due to the unavailability of
debt financing during the second half of fiscalry&296.

The Company still intends to enter the retail videare industry and continues to hold discussioitis video store chain owners who desire to
work with the Company to build a new publicly heldain. The Company is reevaluating its pricing medewell as seeking alternative
financing for its acquisition plans, taking intocaant the current conditions in the retail videarstindustry. The Company is currently in
negotiations to acquire a new platform video stivain to serve as a base for its video store dpesatOf course, no assurance can be given
as to the ultimate acceptance of the Company'sigitiqn strategy and financing structure by the keaplace.

In September 1996, the Company announced thatliekelusively optioned the screenplay "Chicago Blieom a local screenwriter.
Financing for this live action feature is budge#t&1,000,000 and will be offered via the formataiwWindy City Pictures I, LLC. The
Company will serve as executive producer of thiwimand intends to produce two to three such pribolug a year in Chicago. However, no
assurance can be given that the funding for thagept or additional movies will be available.

The Company continues to aggressively seek additmpportunities in the animation, live action mes/and retail video store arenas.

Financial Information About Industry Segments



Not applicable
Competition

The Company competes with many other entertaine@mpanies that have greater industry experiencepaance, and financial resources
than the Company. The Company faces significantpegition from other companies in the areas of a@mi financing, developing,
producing, marketing, and distributing quality etaénment products into related markets.

Seasonality

The Company's entertainment businesses may beeaffbyg industry seasonal factors. Theatrical atiand generally increases during
summer months and Christmas holiday period. Hordeosand related merchandising sales are typidadystrongest during the Christmas
selling season, from October through December. 8aisd other entertainment property sales are ne¢@sonal as theatrical and home video
sales, but generally experience their strongesssiiring the Christmas selling season.

Employees

As of September 30, 1996 the Company had threegreant employees, including two officers and ondgssional staff. No employee of the
Company is represented by a labor union or is stibjea collective bargaining agreement. The Comiimatieves that its relationship with its
employees is good.

Research and Development

The Company did not incur any research and devedopifR&D) costs in fiscal years 1996 and 1995. Thenpany does not expect to
generate any significant R&D costs in fiscal 1997.

Regulation

The Code and Ratings Administration of the Motiactiite Association of America, an independent indusade association, assigns ratings
for age suitability for viewing of motion pictureBhe Company has and will continue to submit itedifor ratings.

United States television stations and networksyelsas foreign governments, impose restrictionshencontent of motion pictures and other
entertainment properties. There can be no assuthat&ture restrictions on entertainment propsrteleased by the Company may not a
the Company's ability to exhibit or sell such efatierment properties.

Item 2 - Properties

The Company's principal executive offices are ledait 600 Enterprise Drive, Suite 109, Oak Brobikdis 60521, telephone
(630) 573-8209. The Company leases approximatddysglare feet of office space in an executive effiemplex. This lease commenced
June 1, 1996 and expires May 31, 1997.

The Company does not own production studios or arses, sound stages, music studios or any otlaéedeproduction facilities. As such,
the Company does not have the fixed payroll, owetend other operating costs associated with oWwipeasid operation of such production
facilities.

Item 3 - Legal Proceedings

The Company and its former executive officers ainglctbrs were defendants in a class action lawshith commenced in the United States
District Court for the Eastern District of Penngva. The action was commenced on July 8, 1998fiedras a class action on September 8,
1994, and alleged fraud and various violationseaisities laws in connection with the Company'sliguttisclosures during the period
preceding and through the theatrical release ofilineHappily Ever After. The Company's motion farchange of venue from Philadelphia to
the Western District of Texas was granted on JanBar1995. The class incorporates all personsadaoired the Company's Common St
between March 9, 1993 and June 2, 1993, inclu€iveJune 30, 1995, a second shareholder lawsuifilwdsn the United States District
Court for the Western District of Texas (seekindpéocertified as a class action) covering the statis as the previous shareholder suit. On
December 28, 1995 the Company settled the firsfeu$50,000 in cash and 4,000,000 shares of camstuck, valued at $0.50/share. These
amounts plus legal costs have been recorded iha8é statement of operations as settlement oétibg. The second class action lawsuit
filed on June 30, 1995 has been dismissed by Histiffs based on the settlement of the previolts su

Item 4 - Submission of Matters to a Vote of SecugtHolders
No matters were submitted to a vote of securitglérd during the fourth quarter of fiscal year 1¢

Part Il



Item 5 - Market for the Registrant's Common Stock ad Related
Stockholder Matters

The Company's $.005 par value Common Stock shagdsamled on the NASDAQ 'Small Cap' Market Systewten the symbol "FNAT." Th
following table shows the range of reported higtl Exw bid quotations for the Company's Common shédue the fiscal periods indicated, as
reported on the NASDAQ Regular Market System thiotige National Quotation Bureau and NASDAQ MontRigports.

High Low
Fiscal 1996:
July - September $2.06 $0.28
October - December $1.69 $0.34
January - March $0.78 $0.19
March - June $0.59 $0.16

As of October 1, 1996, the Company had 1,081 slédels of record. The Company has never paid adiagtend on its Common Stock a
does not expect to pay a cash dividend on its ComBtock in the foreseeable future.

The Company has previously issued 200,000 ClassaAafits and 200,000 Class B Warrants, each exbleigar one share of the Compar
Common Stock at a price of $12.50 per share. Tisate current active market for trading in theseusigies, which expired on April 1, 1996.

On October 6, 1996 the Company's Board of Dired@prgoved and issued an Extension and Optional Rigsing Offer to the holders of
Warrants from its Private Placement of 1,260,00thefCompany's common stock in December 1995. Th@6€,000 Warrants originally
entitled the holders to purchase an additionalesbach of the Company's common stock at a pri§d.80 through an expiration date of
December 15, 1997. The Extension and Optional Neging Offer allows an extension at the same puictl December 31, 1998 for no
additional consideration OR an extension until Dedger 31, 1999 at a share price of $.15 for addifioconsideration of $.05 per Warrant OR
an extension until December 31, 2000 at a shace pfi$.05 for additional consideration of $.10 Yéarrant.

Item 6 - Management's Discussion and Analysis
Overview

First National Film Corp. was founded to pursuedahquisition, distribution, and marketing of higladjty entertainment properties targete
the family market in all forms of media. The Compéeft the development stage and entered the dpeedistage in 1993 concurrent with -
national theatrical release of its animated mogimture Happily Ever After and the resultant getieraof revenues.

The Company initiates the recognition of revenuesfits entertainment properties when it releaBemtfor sale into their primary and/or
secondary markets. Revenue recognition often pescegl/enue collection due to substantial colleatigries, which are common for the
entertainment industry. Extended collection pericaisld adversely affect the Company's liquidityvB®ues and results of operations for any
period are significantly dependent upon the puddticeptance of the Company's entertainment propextié products, and, as such, may
materially fluctuate from period to period, and nmt be indicative of results in future periods.

For theatrical, video, merchandising, televisiam] ather film-related revenues, the Company usegnividual-film-forecast computation
method as promulgated under Statement of FinaAciebunting Standards No. 53, Financial Reportind®’byducers and Distributors of
Motion Picture Films. Under this method, film co&is each period are amortized in proportion torgwenue earned in the current period,
relative to management's estimate of the totalmegeo be realized from all markets for a givemfdver its commercial life. Film costs
include acquisition costs, distribution costs, pand certain advertising costs, and all otherteel@xploitation costs which benefit future
periods. Management reviews its total revenue eséisifor its film properties on a regular basisiclwhmay result in changes of projections
film revenues, costs, and rate of cost amortizafiet income for any period may therefore be afféddiy the Company's revenue projections
and amortization of film costs.

The Company's unamortized film costs associateld Mappily Ever After totaled approximately $2.7 lioih at June 30, 1996. To date, the
Company has amortized over 74% of its total capgdl costs for this film, the majority of which feteeen matched against home video
producer royalties earned from the Company's Répuabhtract.

For future album, soundtrack, merchandising, ptbig, music video, and mechanical revenues, theg@domwill use the accounting
standards provided for in FAS 50. Under these stats]j the Company will recognize license fee reesmhen the earning process is
complete and minimum guaranteed revenues are earhedCompany will record advance royalty paymentiss recording artists as an asset
when paid and as an expense when actually earndk artists, provided it is reasonable to considese costs will be recoupable by the
Company. The cost of record masters which are rnedidp considered to be recoupable will be treatedraasset of the Company. (See
Financial Statements - Note 7 "Stylus Records").

Liquidity and Capital Resources



The Company's operations were burdened by overr§lidn of non-cash costs, approximately $1.7 il of which were amortized film
and goodwill costs, with the balance made up byigbgance of stock in settlement of a class adfimreholders' suit

During its history the Company has recognized &23.6 million in accumulated deficits, most of wiighould be available to be used as tax
loss carryforwards. However, under Internal Reve@ade ("IRC") Section 382, Limitation on Net OpémgtLoss Carryforwards, the
Company is somewhat limited in its annual utilisatof accumulated tax losses based on certain elsangwnership. (See Financial
Statements Note 5 "Income Taxes"). A majority of the Compangéficit was incurred during the Company's devalept stage through M:
1993, prior to the release of Happily Ever Aftersig§gnificant portion of the Company's losses haserbderived from non-cash costs.

During fiscal 1996, the Company collected no casimftheatrical and home video revenues earnedstanimated motion picture property
Happily Ever After. As a result, the Company haslreen able to internally finance its operationsrduthe year. The Company has
substantially reduced its overhead expense aneMesliit will be able to increase cash revenuesaalfyear 1997 via the television
exploitation of Happily Ever After. (See Item 1 "8ness - General"). In addition, the Company isentty seeking to produce its first live
action movie in an effort to diversify its operatfoand to increase its cash flow. (See Financak8tents Note 11 "Continuing Operations").

In July 1995, the Company moved its corporate effito an executive suite in Chicago, Illinois aold &l of the Company's office furniture,
furnishings and equipment to the former Chief ExeeuOfficer, Milton Verret, for $600,000 to be pain equal monthly installments
commencing on July 15, 1995. In addition, Mr. Veagreed to assume all capital and operating leagesed into by the Company prior to
June 30, 1995. The Company later agreed to a disod$50,000 on the principal of this note in exabe for an acceleration of payments.
Mr. Verret satisfied the note during fiscal yeaP&9

As of June 30, 1996, the Company had approxim&®#&h7,000 in unrestricted cash and cash equivatentempared to $75,000 at the end of
fiscal 1995. The Company had $27,000 net accoegtsivable and $2.7 million in film inventory at thed of fiscal 1996, as compared to
zero and $4.2 million at the end of fiscal 1995pextively. A majority of the Company's receivatdes inventory balances are based on
Happily Ever After sales and capitalized costspeesively. To date, the Company has amortized Ve million (or 74%) of Happily Ever
After's total capitalized costs, and expects torizea majority of the remaining balance by 20@himated films often have relatively long
revenue producing lives from ancillary sources)e Tlompany expects to generate revenues from Happdy After at least into fiscal 2003.
The Company invested approximately $14,000 in pty@nd equipment during fiscal 1996.

The Company had approximately $3.1 million in tassets and $519,000 in total current liabilitietha end of fiscal 1996, as compared to
$4.9 million and $401,000 at the end of fiscal 19@5pectively. The Company issued approximatel§ ##llion of its Common Stock in

fiscal 1996 as compared to $490,000 in fiscal 1$25million of which was for litigation settlemeand the balance substantially for cash. On
October 13, 1995 the Company announced that itscBafaDirectors had approved a private stock offgrof up to 10,000,000 shares of its
par value $0.005 Common Stock at $0.50 per shére offering was made only to a limited number ot#edlited Investors (as that term is
defined in the federal securities laws). The shaffessed were not registered under the federalrigzsilaws or the securities laws of any s
and accordingly will not be tradable and may notdidfered or resold in the United States unlesy tire subsequently registered or an
applicable exemption from registration is available

Results of Operations

The Company incurred a net loss during the fisearyended June 30, 1996 of ($4.76) million or ($P®er share as compared to ($4.95)
million or ($0.43) per share for fiscal 1995. Appirnately $1.7 million of the fiscal 1996 loss watiauted to write downs of the
unamortized film costs for the Company's featura filappily Ever After, pre-production costs of Candlla and the unamortized goodwill of
Stylus Records. Almost $2.1 million of the fisc&I9B loss was attributable to settlement of thescéasion litigation which commenced in
1993. These two categories in total contributed 8286 of the year's loss. From inception throughdl 1996, the Company incurred an
accumulated deficit of ($23.6) million, as compated$18.8) million from inception through the eofdfiscal 1995. A majority of the
accumulated deficit and the resultant loss pereskimce the Company's inception occurred duringitvapany's development stage prior to
the theatrical release of Happily Ever After in Mafy1993, which includes start-up expenses, filmuasition and marketing costs, movie
prints and advertising campaigns, employment cohstock issuances for certain key managementsettiément of debts resulting from
attempted earlier theatrical releases of HappilgrEAfter in the early 1990's. A majority of thesists were paid through the issuance of the
Company's Common Stock. Management believes that ofithese expenses were unusual in nature aaafount, and does not expect a
recurrence of these items at previous expensesl@véliture periods, although there can be no asser

Comparison of Fiscal 1996 to Fiscal 1995. Totakreie increased to approximately $1,153,000 inlfis@@6 from $806,000 in fiscal 1995 as
a result of an increase in the number of home vaddes recognized in 1996. Total revenue from thieeat and previous year were compri
primarily of royalties from sales of the Compartytsne video version of its Happily Ever After title.

The Company graduated from the development staga wltommenced operations as an independent fitrilmitor in the fourth quarter of
fiscal 1993 with the national theatrical releas@®film Happily Ever After in over 1,000 theatarationwide. The Company expects to
continue generating sales from secondary revenureas for this film title over the next seven fisgaars, primarily in the home video,
television, video game, merchandising, and prensatas markets, although there is no assuranceubhtsales will be generated. A change
in management's lifetime revenue estimate for Hgpier After made at the end of fiscal 1996 hagl éfffect of accelerating approximately
$500,000 of amortized film costs into fiscal 19@Bee Financial Statements - Note 1 "Summary ofifiigmt Accounting Polices.")

Direct film costs associated with revenues (inalgda writedown of $500,000 in fiscal 1996 and $tiBion in fiscal 1995) totaled $1.



million in fiscal 1996 and $2.5 million in fiscaB®5. These costs reflect an amortized portion eftthal capitalized costs associated with the
acquisition and marketing campaign required todHappily Ever After to market and position it fales in ancillary markets. Unamortized
costs related to the film totaled $2.7 million la¢ £nd of fiscal 1996 and $3.8 million at the ehfiszal 1995. (See Financial Statements -
Note 3 "Film Inventory")

Operating expenses totaled $4.7 million in fisc@®@, up from $2.8 million in fiscal 1995. This iease was primarily attributable to the w
off of Cinderella of $400,000, and an increase@mas for uncollectable receivables of $600,000 alat reserved in fiscal 1995.

Marketing, selling and royalties expenses fell d@% to $253,000 in fiscal 1996 from $554,000 gtél 1995. This decline was primarily
due to the reduction of sales efforts to only ideluhat associated with the exploitation of Happilser After.

General and administrative expenses were $2.2omilfi fiscal 1996 and fiscal 1995.

The Company incurred no income tax liabilitiesistél 1996 or 1995. The Company hopes to utilizéax loss carryforwards of
approximately $22.4 million in the future agairestable income, which would allow the Company toid¥ving to pay federal income ta:
against an equivalent amount of otherwise taxatderne. However, there is no assurance that the @oynpill generate sufficient taxable
income to offset any or all of its tax loss carryfards in the statutory time frame allowed for saalryforwards. Further, the Company is
limited in its annual utilization of tax loss cafwywards under IRC Section 382, Limitation on Ngtetating Loss Carryforwards, based on
certain changes in ownership. (See Financial Sextésrt Note 5 "Income Taxes").

Item 7 - Financial Statements and Supplementary Dat
The financial statements listed in the accompaninidgx to financial statements are filed as archtteent to this Report.
Item 8 - Disagreements on Accounting and Financiddisclosures

For fiscal year 1996, the Company engaged Crowize&land Company LLP as its independent accountiotsfiscal years 1994 and 1995,
Ernst & Young LLP had served as its independenv@ctants. Ernst & Young LLP resigned as the Comisangependent accountants on
June 10, 1996. Through the date of resignatioretivere no reportable events or disagreements wiitst & Young LLP on any matter of
accounting principles or practices, financial staat disclosure or auditing scope or procedurechvtlisagreements if not resolved to the
satisfaction of Ernst & Young LLP would have causieein to make reference thereto in their repottherfinancial statement for such
periods. The reports of Ernst & Young LLP on theaficial statements for fiscal years 1995 and 19®ained no adverse opinion or
disclaimer of opinion and were not qualified asiteertainty, audit scope or accounting principlde Company's Board of Directors
participated in and approved the decision to chamgependent accountants.

Part Il
Iltem 9 - Directors and Executive Officers

Directors and Executive Officers
The following table sets forth the Executive Offie@and Directors of the Board for the Company,rthges, positions held with the Company
and term of service as Director of the Companyfakine 30, 1996.

ame Age Positions Held With Per iods of Service

Company as Company Director
StephenJ. 43 President, Acting May 1995 to Present
Denari Chief Financial Officer,

Chief Operating Officer
and Director

Joanne K.
Fabere 39 Controller, Secretary  Fe bruary 1996 to
and Director Pr esent

Eugene Denari, Jr., age 70, served as Chairmdareddard and Chief Executive Officer from June 1888l his resignation in February of
1996.

All Directors serve until the next annual meetirfigtmckholders and the concurrent election of dmex All officers serve at the pleasure of
the Board of Directors. No Director holds directops in other reporting companies.

Business Experience of Nominees and Executive Offis

Stephen J. Denari - As President and Chief Oper&iificer, Mr. Denari participates in the formutatiof and is responsible for the overall
operation and implementation of corporate stratefjy.20 years of business experience began witbwapositions at large organizations
such as Coopers & Lybrand, IBM and National Semdeaor. His corporate turnaround experience begad early 1980's, as Presiden



Harley Davidson Finance Company and Vice Presidehiarley Davidson.

Joanne K. Fabere - As Controller, Ms. Fabere islirad in the day to day operations of the Compéter. 14 years of business experience
range from banking, operations management, quadisyrance and business process re-engineeringdnyarganizations. Ms. Fabere has
worked with Mr. Denari in his corporate turnarouweftbrts for several years.

Item 10 - Executive Compensation
Summary Compensation Table

The following table summarizes the compensatiod garing the last three fiscal years to the Comfzaeyecutive officers and directors.

Annual Compensation  Long-Ter m Compensation
Restricted Secur ities
Name and Fiscal Stock  Under lying  All Other
Principal Position Year Salary Awards Optio ns/SARs(#) Compensation
Eugene
Denari, Jr. CEO 1995 $30,199 $0 500, 000(a) 0
1996 50,769
Stephen J.
Denari  President 1995 $14,487 $0 800, 000(b) 0
Chief
Operating
Officer & 1996 $103,846
Acting CFO
Joanne K.
Fabere Controller1996 $29,230 $0 0 0
Company
Secretary

NOTES:

(a) Mr. Eugene Denari, Jr. received an option tecipase 500,000 shares of Company stock in June dta®% exercise price of $0.40 per
share which vest over a period from July 1, 1996ubh July 1, 1996. This option was canceled ieitSrety after his resignation from the
Company in February 1996.

(b) Mr. Stephen J. Denari received an option tapase 800,000 shares of Company stock in Junedt@B® exercise price of $0.40 per sl
which vested over a period from July 1, 1995 thiodgly 1, 1996.

Options/SAR Grants in the Last Fiscal Year The Camyphas one stock option plan in place: the 1988KSDption Plan, under which up to
3,500,000 shares may be issued. The plan authdhizegrant of incentive stock options with exergisiees no lower than the fair market
value of the underlying stock on the date of thengrand also non-qualified stock options at eserpirices no lower than par value. As of
June 30, 1996, options to purchase 25,000 shadedem issued under this plan. The grant was ntadddrmer officer of the Company in
August of 1993 at an exercise price of $1.53 pareshThe following table sets forth information aegjng the stock option grants the
Company has made to the named executive officarsglfiscal 1995. None were granted during fisc2®a.

Number of % of Total
Securities  Options/SARs

Underlying  Granted to Exercise or Expiration
Options/SARs Employees in Base Pri ce Date
Granted Fiscal Year ($/Share )

Name

Eugene

Denari, Jr. 500,000(a) 38% $0.40 7/1/2006

Stephen J.

Denari 800,000(b) 62% $0.40 7/1/2006

(@) Mr. Eugene Denari, Jr. received an option teipase 500,000 shares of Company stock in June di%88 exercise price of $0.40 per
share which vest over a period from July 1, 1996ugh July 1, 1996. These options were not issuesuant to the 1993 Stock Option Plan
or any other plan. This option was canceled ieiitrety after his resignation from the Company@truary 1996.

(See Note 6 - Shareholders' Equity)

(b) Mr. Stephen J. Denari received an option tepase 800,000 shares of Company stock in JunedtaB8 exercise price of $0.40 per sl
which vest over a period from July 1, 1995 throdgly 1, 1996. These options were not issued putgaahe 1993 Stock Option Plan or any
other plan



Aggregated Option/SAR Exercises in the Last Fis@ar and Fiscal Year-End Option/SAR Values.
The following table provides information about thations exercised by the named executive officarind fiscal 1996 and about unexerci
stock options held by the named executive offiearsf June 30, 1996.

Number of Securities
Underlying Unexer- In-the-Money
cised Options/SARs  Options/SARs at

Shares at Fiscal Year-End (#) Fiscal Year- Acquired/alue Exercisable(E)/ Exercisable (E)/ NamerEise(#) Ralized Unexercisable(U)
Unexercisable(U)

Eugene

Denari, Jr. 0 0 0 0
Stephen J.

Denari 0 0 800,000(E) 0

Item 11 - Security Ownership of Certain Benefi cial Owners and
Management

Principal Stockholders and Stock Holdings of Mamaget The following table sets forth as of Octobet996 all persons known by the
Company to be a beneficial owner of more than figecent of any class of the Company's voting sgéesrand the security ownership in the
Company or its affiliates, directly or indirectly all directors and nominees, executive officerd alhdirectors and officers of the Company
as a group. Unless otherwise stated, the natuvera#ficial ownership is that of sole voting powed &ole investment power.

Name and Address Amount and Percent
of Beneficial Nature of of Class Q)
Owner Beneficial
Ownership
Stephen J. Denari 800,000(2) 4.7%

600 Enterprise
Drive, Ste 109,

Oak Brook, IL
60521
Joanne K. Fabere 1,000 .01%

600 Enterprise
Drive, Ste 109,
Oak Brook, IL
60521

Officers and 801,000 4.71%
Directors as a

Group (two

people)

1 Calculated based upon 16,898,458 shares of Constomk issued and outstanding as of the Record &ia@etober 1, 1996. In addition to
its Common Stock, the Company had outstanding &ctdber 1, 1996, 1,260,000 Warrants to purchasesbare of common stock, $0.005
par value each. None of the holders of the Warrargsntitled to vote, receive dividends, receistices of meetings or to any other
shareholder rights on account of the Warrants poi@xercise thereof.

2 Mr. Stephen J. Denari received an option to pasel800,000 shares of Company stock in June 1388 akercise price of $0.40 per share
which vest over a period from July 1, 1995 throdgly 1, 1996. This table includes the underlyingusiéies for options vesting within 60
days of the Company's fiscal year end (June 305.199

Item 12 - Certain Relationships and Related Transamons Certain Relationships and Related Transactios

For the years ended June 30, 1996 and 1995, th@&ugnincurred and paid consulting fees of $2,000,996 and interest payments of
$6,571 in 1995, which were substantially to relgiadies Additionally, during fiscal year 1996, Eeng Denari and Timothy Denari, father
and brother of Company president Stephen Dengretively, worked for the Company, and Eugene skorethe Board of Directors. As of
June 30, 1996 both Eugene and Timothy Denari hsigrred all positions with the Company. An indepenideview of all compensation and
expenses was conducted, and both parties and thp&y have executed mutual releases regardinguatief financial issues related to tt
work for the Company. (See Financial Statement®[8ct"Related Party Transactions").

In December of 1993, the Company issued 556,88 sl its Common Stock to Mr. Verret in paymen$687,000 of accumulated cash
advances which he had made to the Company. Thasesshere recorded as "Redeemable Common Stothe& iGompany's financial
statements for the 1994 Fiscal Year, as Mr. Vawat given the option to return these shares t€tmpany for payment in cash of the
original $587,000 obligation owed to him by the Gmmy. In May of 1994, the Board of Directors apgathe payment in cash of tl



obligation and in July, 1994, Mr. Verret surrendetieese shares to the Company in exchange forcasthpayment.

Further, in December of 1993, the Company paid\krret 191,743 shares of common stock in lieu b&kance due of $200,000 in annual
salary, subject to the right of Mr. Verret to paick all or a portion of such shares, if the openketasales of such shares did not achieve
payment in full of the amount owed. Mr. Verret s&laD,000 of these shares and returned the baldrgde 3 shares to the Company in July
of 1994 for cancellation in exchange for Companynpant of the remaining $107,471 owed on his 19%gaafter deducting the net sales
proceeds from the shares sold.

In April of 1994, the Company paid $100,000 towatd$222,000 note payable to Mr. Thomas Verrehefaof the Company's then
Chairman, Mr. Milton Verret. This note was origilyalssued in December of 1991 as final paymentiierCompany's acquisition of Happily
Ever After. The Company paid annual interest of I#%his note on a monthly basis. The Company thagdobligation in full in July of
1994.

The Company had a five-year employment contradt itstformer President, Mr. Jeffrey S. Schwaber his exclusive services to the
Company. This contract, dated May 1, 1993, providedn annual salary for Mr. Schwaber of $204,06&ddition, the President was to
receive 500,000 shares of Company stock in corediderfor services to be rendered over the terth@fttontract. These shares vested as
follows: 100,000 shares, which vested on Septer2bet993; 200,000 shares, to vest on April 1, 19@%t 200,000 shares to vest on April 1,
1997. The two blocks of 200,000 shares were twlfeifed if employment was terminated prior to threispective vesting dates. In Novem
of 1994, Mr. Schwaber resigned his position asigess and pursuant to another agreement with thepgany, he returned 200,000 shares to
the Company. Mr. Schwaber was granted the une@0@®00 shares by the Board upon his resignation.

The Company also had a five-year employment convih its Executive Vice President, Mr. Rick D. gy, for his exclusive services to the
Company. This contract, dated January 15, 199%j¢ed for escalating annual salary levels to apipnakely $165,000 per year by April of
1994, with annual 6% increases thereafter througtil Af 1997. The Company also issued 100,000 shef€ommon Stock to Mr. Busby,
which are fully vested. Mr. Busby also receivedogtion to purchase 11,500 shares of Common Staglalge by the Company, in partial
consideration for an earlier loan to the Company.. Blisby exercised this option in fiscal 1993. BbRuary 1995, Mr. Busby resigned his
position as the Company's Executive Vice President.

Compliance with Section 16 (a) of the Exchange Act

The Securities Exchange Act of 1934 requires akeakve officers, directors and 10% or greater ahalders to report any changes in their
ownership of Company common stock to the SecurdiesExchange Commission, NASDAQ and the Compaage8 solely upon a review
of these reports, the Company believes that ddisegl 1996 all Section 16 filing requirements weoenplied with except as follows: Joanne
K. Fabere failed to timely file an initial reponh &-orm 3. These filings have now been made.

Part IV
Item 13 - Exhibits, Financial Statements and Reposton Form 8-K
Financial Statements and Schedules:
See Table of Contents at the beginning of attafihadcial statements.
Exhibits required by Item 601 of Regulation S-B.

Exhibit Description

No.

3.1 * Articles of Incorporation as Amended on 78.&pproved by shareholders on May 21, 1993 (Restet@mended). (Incorporated by
reference to Exhibit 3.1 of the Company's Annugbdteof Form 10-K for the 3.1.1 year ended Junel®@3, Commission File No. 0-8866

Amendment of Articles of Incorporation approved@ctober 28, 1994.

3.2 * By-laws approved and adopted March 30, 198@orporated by reference to Exhibit 3.2 of thepany's Annual Report of Form X0O-
for the year ended June 30, 1993, Commission FaleONL8866)

4.1 * Instruments Defining Rights of Security HalsleClass A and Class B Common Stock Purchase Wfari@ncorporated by reference to
the Registration Statement on Form S-18, decldifedt&re on 9/19/89, SEC Reg. No. 33-30153-B)

10.1 * 1993 Non-Statutory Stock Option Plan, Afiril1993. (Incorporated by reference to Exhibit 1df.the Company's Annual Report of
Form 10-K for the year ended June 30, 1993, Coniamidsile No. 0-18866)

10.2 * 1993 Incentive Stock Option Plan, April B9B. (Incorporated by reference to Exhibit 10.2hef



Company's Annual Report of Form 10-K fo
ended June 30, 1993, Commission File No. O

10.3 * Employment Agreement with Jeffrey S. Sch
March 26, 1993. (Incorporated by referenc
10.3 of the Company's Annual Report of Fo
the year ended June 30, 1993, Commission
0-18866)

10.4 * Employment Agreement and option with Ric
dated January 15, 1993. (Incorporated by r
Exhibit 10.4 of the Company's Annual Repo
10-K for the year ended June 30, 1993,

File No. 0-18866)

10.5* Milton Verret Stock Purchase Arrangement
1, 1991 (Written Summary). (Incorporated

to Exhibit 10.5 of the Company's Annual Report ofrg 10-K for the year ended June 30,

10.6 * Continental Capital & Equity Corp. Advertigi

Consulting Agreement dated March 5, 1993
of May 11, 1993 (Incorporated by referenc
10.6 of the Company's Annual Report of Fo
the year ended June 30, 1993, Commission
18866)

10.7 * Television Distribution Agreement with
Industries, Inc. dated March 16, 1993 (
by reference to Exhibit 10.7 of the Compa
Report of Form 10-K for the year ended Jun
Commission File No. 0-18866)

10.8 * Letter Agreement and Amendment Agreemenrh &ittertainment Marketing & Communications Inteioadl dated February 3, 1992
and June 15, 1993, respectively (Incorporated fereace to Exhibit 10.8 of the Company's Annual étepf Form

10-K for the year ended June 30, 1993,
File No. 0-18866)

10.9* Agreement with American Softworks Corpor
June 17, 1993. (Incorporated by reference
10.9 of the Company's Annual Report of Fo
the year ended June 30, 1993, Commission
18866)

10.10 * Agreement with Worldvision Enterprises ldated July 16, 1993. (Incorporated by referendextaibit 10.10 of the Company's

r the year
-18866)

waber dated
e to Exhibit
rm 10-K for
File No.

k D. Busby
eference to
rt of Form
Commission

of December
by reference

1993, Comonsiile No. 0-18866)

and Agenda
e to Exhibit
rm 10-K for
File No. 0O-

Technovision
Incorporated
ny's Annual
e 30, 1993,

Commission

ation dated
to Exhibit
rm 10-K for
File No. 0-

Annual Report of Form 10-K for the year ended J8@e1993, Commission File No. 0- 18866)

10.11*+ 1994 Employee Stock Purchase Plan, dateaaip 22, 1994 (Incorporated by reference to ExHiBill of

the Company's Annual Report of Form 10-K
ended June 30, 1994, Commission File No. 0

10.12* Amendments to Worldvision Enterprises Inc
dated April 13, 1994 and May 23, 1994 (
by reference to Exhibit 10.12 of the Comp
Report of Form 10-K for the year ended Jun
Commission File No. 0-18866)

10.13* Stylus Records Inc. subsidiary Founder'
dated April 15, 1994 (Incorporated by r
Exhibit 10.13 of the Company's Annual Rep
10-K for the year ended June 30, 1994,
File No. 0-18866)

10.14* Replacement Television Program Distributio
with Technovision Industries, Inc. date
1994 (Incorporated by reference to Exhib
the Company's Annual Report of Form 10-K
ended June 30, 1994, Commission File No. 0

10.15*+ Employment Agreement with Stephen J. Dedatéd May 10, 1995. (Incorporated by referend&xoibit 10.15 of the Company's

for the year
-18866)

. Agreement,
Incorporated
any's Annual
e 30, 1994,

s Agreement
eference to
ort of Form
Commission

n Agreement
d June 10,
it 10.14 of
for the year
-18866)

Annual Report of Form -K for the year ended June 30, 1995, CommissionNrile(- 18866)



10.16*+ Non-Qualified Stock Option Grant Agreemuiith Eugene E. Denari, Jr. dated June 26, 19980(porated by reference to Exhibit

10.16 of the Company's Annual Report of Form 1®Kthe year ended June 30, 1995, Commission Fil&DN&866)

10.17*+ Non-Qualified Stock Option Grant Agreemuwiith Stephen J. Denari dated June 26, 1995.

(Incorporated by reference to Exhibit 10.17 of the

Company's Annual Report of Form 10-K fo r the year
ended June 30, 1995, Commission File No. 0 -18866)
10.18* Promissory Note from Milton J. Verret date d July 14,
1995.
(Incorporated by reference to Exhibit 10 .18 of the
Company's Annual Report of Form 10-K fo r the year
ended June 30, 1995, Commission File No. 0 -18866)
10.19* Distribution Agreement with SeaGull Ente rtainment ,
Inc. dated October 4, 1995.
(Incorporated by reference to Exhibit 10 .19 of the
Company's Annual Report of Form 10-K fo r the year
ended June 30, 1995, Commission File No. 0 -18866)

10.20* Amendment to Promissory Note and Collater

al Agreement

with  Milton Verret, dated July 14, 1995.
(Incorporated by reference to Exhibit 10 .20 of the
Company's Annual Report of Form 10-K fo r the year
ended June 30, 1995, Commission File No. 0 -18866)

10.21 Option Agreement with Vivienne Crowe date

d September

14, 1996.

16.1* Letter from former accountant regarding concurrence
with registrant's statements in repor t regarding
dismissal as registrant's principal accoun tant, dated
June 30, 1994 (Incorporated by reference to Exhibit
16.1 of the Company's Annual Report of Fo rm 10-K for
the year ended June 30, 1994, Commission File No. O-
18866)

21.1* Subsidiaries of the Registrant, as amende d on April
15, 1994 (Incorporated by reference to E xhibit 21.1
of the Company's Annual Report of Form 1 0-K for the
year ended June 30, 1994, Commission F ile No. O-

18866)

* Previously filed with the Commission.
+ Constitutes agreement or plan relating to empkynor employee benefits.

Reports on Form 8-K during the last quarter

On April 16, 1996, the Company filed on Form 8-Kat on April 2, 1996 the Company had announceditlaatd the owners of Video Tyme,
Inc. of Las Vegas mutually terminated their agreeimBased on this event, no assets or liabilitresesults of operations related to this
acquisition had been recorded in the Company'siaé statements for the quarter ended Decembet 5.

On May 21, 1996 the Company filed on Form 8-K, tratMay 3, 1996 Eugene E. Denari, Jr., former CBiadcutive Officer, revised his
resignation agreement with the Company, and on ®dp96, the Company accepted his revised agreement

On June 17, 1996, the Company filed on Form 8-Kt ¢im June 10, 1996, the Company received nofificdbhat its independent auditor,
Ernst & Young LLP was resigning as independenttaudin connection with the audit of the Comparfiiancial statement for each of the
two fiscal years ended June 30, 1994 and 1995inatte subsequent interim periods, there were sagidements with Ernst & Young on any
matters of accounting principles or practices,riial statement disclosure, or auditing scope andgulures, which, if not resolved to the
satisfaction of Ernst & Young would have causedsE& Young to make reference to the matter in theort.

SIGNATURES

Pursuant to the requirements of Section 13 or 1&{the Securities and Exchange Act of 1934, thgifeant has duly caused this report tc
signed on its behalf by the undersigned thereuualy authorized.

Dated: October 15, 1996

FIRST NATIONAL ENTERTAINMENT CORP.



By:/s/ Stephen J.
Pr esi dent

Pursuant to the requirements of the Securities &xgh Act of 1934, this report has been signed bélpthe following persons on behalf of
the registrant and in the capacities and on thesdaticated.

Si gnature

/'Sl Stephen J. Denari

/'SI Joanne K. Fabere

Exhibit No. Description Comment

Title

Director, President,

Dat e

Chi ef Operating Oficer,

Acting Chief Financial

O ficer

Controller,
Secretary
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21.1** Subsidiaries of the Registrant,
as Amended R estated as amended

* Incorporated by reference to Annual Report onnrd0-KSB-A1 filed on November 18, 1993.

**Incorporated by reference to Annual Report onrRdr0-KSB-A1 filed on September 27, 1994.

***|ncorporated by reference to the Registratioat®ment on Form S-18, declared effective on 9/1B&L Reg. No. 33-30153-B
**** |ncorporated by reference to Annual Report Borm 10-KSB filed on October 28, 1995.
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REPORT OF INDEPENDENT AUDITORS

The Board of Directors
First National Entertainment Corp.

We have audited the accompanying consolidated balsineet of First National Entertainment Corpgfaiune 30, 1996 and the related
consolidated statements of operations, sharehoketguity and cash flows for the year then ende@sé&Hinancial statements are the
responsibility of the Company's management. Oysarsibility is to express an opinion on these frahstatements based on our audit.

We conducted our audit in accordance with generalbepted auditing standards. Those standardsegtat we plan and perform the audit
to obtain reasonable assurance about whethenthedial statements are free of material misstaterdgnaudit includes examining, on a test
basis, evidence supporting the amounts and dis@lssn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by managememiell as evaluating the overall financial statetpeesentation. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial stateteerferred to above present fairly, in all matenégpects, the financial position of First
National Entertainment Corp., at June 30, 1996, thadesults of its operations and its cash floevgtie year then ended in conformity w
generally accepted accounting principles.

The accompanying financial statements have begraprd assuming that the Company will continue gairag concern. As discussed in N
11 to the consolidated financial statements, thea@my has suffered recurring losses from operatimdishas liabilities substantially in
excess of current assets that raise substantiat @mout its ability to continue as a going concédanagement's plan in regard to these
matters are also described in note 11. The finhatagéements do not include any adjustments thghtrarise from the outcome of this
uncertainty.

/sl Crowe, Chizek and Company LLP

Cak Brook, Illinois
Cct ober 14, 1996 Crowe, Chizek and Conpany LLP



F-1
Report of Independent Auditors

The Board of Directors
First National Entertainment Corporation and Suibsiéls

We have audited the consolidated balance shedtsifNational Entertainment Corporation and Sulasids as of June 30, 1995 and the
related consolidated statements of operations,ggsim stockholders' equity and cash flows fornyb&r then ended. These financial
statements are the responsibility of the Compangisagement. Our responsibility is to express aniopion these financial statements based
on our audit.

We conducted our audit in accordance with generadbepted auditing standards. Those standardsedtyat we plan and perform the audit
to obtain reasonable assurance about whethemthedial statements are free of material misstaterdenaudit includes examining on a test
basis, evidence supporting the amounts and dis@lssn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by manageemniell as evaluating the overall financial statetpeesentation. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the financial statements refermedlbove present fairly, in all material respedts, ¢consolidated financial position of First
National Entertainment Corporation and Subsidiaaieune 30, 1995 and the consolidated resultseaf dperations and their cash flows
the year then ended, in conformity with generatlgepted accounting principles.

Cct ober 12, 1995 /sl Ernst & Young LLP
Austin, Texas

Ernst & Young LLP
FIRST NATIONAL ENTERTAINMENT CORP.

CONSOLIDATED BALANCE SHEET

June 30, 1996 1995
ASSETS
Current Assets

Cash $156,993 $75,248

Accounts receivable,
net of allowance for doubtful
accounts of $1,601,942 (1996)

and $567,246 (1995) 26,945 0

Film inventory 0 405,987

Other 9,514 10,720
Total Current Assets 193,452 491,955
Property and equipment, net 42,064 135,870

Other Assets
Film inventory, net of accumulated
amortization of $7,862,101 (1996)
and $6,722,101 (1995) 2,700,000 3,840,000
Intangible assets, net of
accumulated amortization of
$106,904 (1996) and
$131,489 (1995) and other 145,174 425,719

Total Other Assets 2,845,174 4,265,719

TOTAL ASSETS $3,080,690 $4,893,544
See accompanying notes to consolidated financsgstents
F-2

FIRST NATIONAL ENTERTAINMENT CORP.



CONSOLIDATED BALANCE SHEET

June 30, 1996 1995

LIABILITIES AND SHAREHOLDERS' EQUITY

Common stock, $.005 par value,
authorized 100,000,000 shares,
issued and outstanding:

1996, 16,898,458 shares, and

Current Liabilities

Accounts payable $273,285 $21

Accrued expenses 225,041 15
Obligations under capital
leases 21,081 3

Total Current Liabilities 519,407 40

Shareholders' Equity
Preferred stock,
$.0001 par value,
authorized 10,000,000 shares,
no shares issued and
outstanding --

1995, 11,293,631 shares 84,495 5

Paid in capital
Accumulated deficit

26,090,608 23,28
(23,613,820) (18,84

Total Shareholders' Equity 2,561,283 4,49

TOTAL LIABILITIES AND

SHAREHOLDERS' EQUITY $3,080,690 $4,893,544

See accompanying notes to consolidated financ#sients F-3

FIRST NATIONAL ENTERTAINMENT CORP. CONSOLIDATED

STATEMENTS OF OPERATIONS

For the years ended June 30, 1996
TOTAL REVENUES $1,153,542
COST OF REVENUES

Amortization of film costs 1,140,000
GROSS PROFIT (LOSS) 13,542

OPERATING EXPENSES
Marketing, selling & royalties 253,158

General and administrative 2,219,111

Gain on sale of furniture

and equipment (427,860)

Settlement of litigation 2,081,040

Write-off film inventory 405,987

Write-off and amortization

of goodwill 225,000
TOTAL OPERATING EXPENSES 4,756,436
OPERATING LOSS (4,742,894)
OTHER (EXPENSE) (21,040)

6,181
1,978
3,754

1,913

6,468
5,049
9,886)

1,631

1995

$806,324
2,481,430

(1,675,106)

554,300
2,200,117

72,000
60,000
2,886,417

(4,561,523)

(385,384)



NET LOSS $(4,763,934) $
NET LOSS PER SHARE $(.33)

Weighted average shares outstanding14,314,317 24748
See accompanying notes to consolidated financsgstents
F-4
FIRST NATIONAL ENTERTAINMENT CORP.
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the years ended June 30, 1996

Cash Flows From Operating Activities
Net loss $(4,763,934)
Adjustments to reconcile net
loss to net cash (used in)
operating activities:
Gain on sale of furniture
and equipment (427,860)

Amortization of film costs 1,140,000
Stock issued for services

and compensation, net 3,667
Provision for doubtful accounts 1,126,097
Other amortization and depreciation 279,880
Decrease (increase) in accounts

receivable (1,153,042)
Increase (decrease) in accounts

payable 57,103
Changes in other assets &

liabilities, net 472,633
Issuance of common stock in

settlement of class action

lawsuit 2,000,000
Net Cash (Used in) Operating
Activities: (1,265,456)

Cash Flows From Investing Activities

Proceeds from sale of equipment 531,387
Acquisition of property and equipment  (14,186)

Net Cash Provided by (Used in)
Investing Activities: 517,201

Cash Flows From Financing Activities

Repayments to Officers

Note payable repayments

Redemption of redeemable common stock
Redemption of common stock

Issuance of common stock 830,000

Net Cash Provided by (Used in)

Financing Activities: 830,000
Net Increase (Decrease) in Cash 81,745
Cash - Beginning of Year 75,248
Cash - End of Year $156,993

See accompanying notes to consolidated financsients
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(4,946,907)

$(.43)

1995

$(4,946,907)

2,481,430
395,230
1,190,915
350,610
(95,223)

(691,738)

(1,315,683)

(27,330)

(27,330)

(140,794)
(122,000)
(587,000)
(91,743)
9,464
(932,073)
(2,275,086)
2,350,334

$75,248



CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

Common Stock Additional

Number of Paid-In  Unearned Accumlated

Shares Amount Capital Compensation (Deficit) TOTAL
Balance
at June 30,
1994 11,178,620 $55,893 $23,913,673 $(1,281,2 50) $(13,902,979)$8,785,337
Issuance of

Common Stock
for employee
compensation,
services,and
professional

fees, net 369,058 1,846 393,384 395,230
Issuance of
Common Stock 19,801 929 9,365 9,464
Conversion

of Redeemable

Common Stock

to Common

Stock 17,895 89 84,911 85,000

Cancellation

of Common

Stock pursuant

to return

by former

Chairman  (91,743) (459) (91,284) (91,743)

Cancellation

of Common

Stock pursuant

to return by

President (200,000) (1,000)(1,025,000) (1,026,000)

Amortization
ofunearned
compensation 1,281,25 0 1,281,250

Net Loss (4,946,907) (4,946,907)

Balance
at June 30,

1995 11,293,631 $56,468 $23,285,049 $0 $(18,84958891,631

Issuance of
Common Stock
for employee
compensation,
services,and
professional

fees, net 4,365 22 3,645 3,667

Issuance of
Common
Stock 1,617,143 8,086 821,914 830,000

Issuance of

Common

Stockin

settlement

of class

action

lawsuit 4,000,000 20,000 1,980,000 2,000,000

Cancellation
of Common
Stock
pursuant to
return by



former

Chairman (16,681) (81) (81)

Net Loss (4,763,934) (4,763,934)
Balance

at

June 30,

1996 16,898,458 $84,495 $26,090,608 $0 $(23,61382661,283
See accompanying notes to consolidated financssients.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Principles of Consolidation

The financial statements include the accounts st National Entertainment Corp. (a Colorado cosfion) and its subsidiaries First National
Film Corp. - California and Stylus Records (colieely referred to as the "Company"). As of June BI96, there were nominal assets and
liabilities in the Company's First National Film o- California subsidiary. All significant intesmpany accounts and transactions have beel
eliminated in consolidation.

The Company's primary business activity has beeratiguisition, distribution and marketing of highatity entertainment properties targeted
at the family market in film and other media.

The accompanying consolidated financial statemieste been prepared in conformity with generallyepted accounting principles. The
preparation of financial statements in conformiiytwgenerally accpeted accounting principles resgiinanagement to make estimates and
assumptions that affect the reported amounts eftassd liabilities and disclosure of contingersieds and liabilities at the date of the
financial statements and the reported amountsvefmges and expenses during the reporting periodiahcesults could differ from those
estimates.

Revenue Recognition

Revenue from the exhibition and sales of Company éntertainment properties are recorded when datresed on the Company's rights
under various exhibition/distribution agreementsv&ues from theatrical properties are recordechvexfibited, based on a percentage of
box office receipts. Revenues from home video preduoyalties are recorded based on reported aatksollections by the Company's
distributor(s), which is currently Republic PictaréSee Note 2 - Accounts Receivable). Revenues fietevision, merchandising, and other
related markets for the Company's film entertaininpeoperties are recorded when the propertiesedeased for sale in these media, subject
to acceptance, collectibility, and other criteria.

The Company's revenues for fiscal years 1996 aB8 ®@re comprised of producer participation rogalticcrued from its video distribution
partner Republic Pictures for home video saleh@f@ompany's animated motion picture property Hgipier After.

Cost Recognition

Costs associated with the Company's entertainmepepties are generally recognized consistent asociated revenues. Under Statement
of Financial Accounting Standards No. 53, FinanRaporting by Producers and Distributors of Motitioture Films, the Company amorti
film costs for each period in proportion to thegaue recognized in the current period, relativeémagement's estimate of the total revenue
to be realized from all markets for a given filnoperty over its commercial life. Amortized film ¢esnclude acquisition, distribution, print,
advertising, marketing, and certain other costsltiaefit a property over its entire revenue-praagdife. (Certain local advertising,
marketing costs, and direct theatrical costs foraperty are immediately expensed in the perioith@atrical exhibition.)

Management reviews its revenue projections for fihmperties on a regular basis, which may resutheinges of projected film revenues,
costs, and rate of cost amortization, which careleamaterial effect on income for any current anfifture period. Estimated losses from a
property, if any, are provided for currently.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
(continued)

Income Taxes

The Company accounts for income taxes using therchef asset and liability method as required byeStant of Financial Accounting
Standards No. 109 ("FAS 109"), Accounting For Ineohaxes. This method was adopted by the Compaagtefé July 1, 1993. Deferred
income taxes are provided as temporary differendes between the basis of assets and liabilitiefirfancial reporting and income tax
reporting.

Earnings/(Loss) Per Share

Earnings/(Loss) per common share is computed higidiy the net income/(loss) for the period by theighted average number of common
shares outstanding during the period. The weightedage number of common shares used in the per sbaputations was 14,314,317 for
1996 and 11,372,741 for 1995. Since the Compangk@arienced net operating losses, the outstarggitigns and warrants to purchase
common stock have an anti-dilutive effect. Therefaptions and warrants were not included in thieiegs/(loss) per share calculation.

Cash and Cash Equivalents

For purposes of the statement of cash flows, thagamy considers all investments with maturitiethoée months or less, when purchase
be cash equivalents.

Accounts Receivable

Accounts receivable consists of committed recersllom customers and estimated accrued revensed ba distributor accounts
receivable from shipped but uncollected entertaimrpeoperty revenues. Accounts receivable includalbwance for doubtful accounts,
which is based on management's estimate of poligniigcollectible accounts.

Film Inventory

Film inventory consists of certain capitalized sdgtr the acquisition, production, and exploitatadrentertainment properties. Inventory is
stated at the lower of unamortized cost or estithatt realizable value for each property. In acancg with Statement of Financial
Accounting Standards No. 53, Financial Reportind®byducers and Distributors of Motion Picture Filith® Company amortizes its film
costs using the "individual film forecast methodHich requires that cost amortization relate filosts to the estimated total gross revenues
from all lifetime sources on an individual film bsisAmortization of film costs begins when a filmoperty is released into its primary market
and revenue generation has begun. Unamortized regstsn as inventory on the balance sheet, wititalegged costs for the property's initial
(primary) market recorded as current inventory, eayitalized costs associated with secondary markebrded as non-current inventory.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
(continued)

Intangible Assets

Intangible assets, which includes goodwill of $80@, in 1995, and organizational costs of $252,G8anortized over 60 months using the
straight line method. The carrying value of goodiwilreviewed annually to determine if the factsl @rcumstances suggests that it may be
impaired (See Note 7).

Property and Equipment

Property and equipment are recorded at cost. Digieat is computed using the straight-line methedrahe estimated useful lives of the
assets, generally 3 to 7 years. Leasehold improntnage amortized over the useful lives of the mrpments or the term of the lease,
whichever is shorter. Capital lease assets arete@mdover their estimated useful lives, and araation is included in depreciation expense.
Ordinary maintenance and repairs are expensecasda.



NOTE 2 ACCOUNTS RECEIVABLE

On August 16, 1994 the Company received an acamystatement from Republic Pictures ("Republid® film distributor, that reported
video sales and collection results for Happily EAéter through June 30, 1994. This statement réfit@ lower producer royalty payment
than the Company had anticipated because of cessimmptions, used by Republic in the accountimgistent, that the Company believes
were inconsistent with its distribution agreemeithvirepublic. The Company communicated these issuB&public and conducted a
comprehensive third-party special audit of all mi@d video results. Republic subsequently agreeevise the August 16, 1994 accounting
statement for the number of videos shipped, anSeptember 26, 1994 delivered payment to the Comfmarthis revised accounting
statement, plus interest. However, according tespeeial auditor's report, Republic owes the Com@aproducer's bonus of 5% of the first
one million units sold, which approximates $256,060addition to amounts owed the Company for fnegurrency adjustments and excess
units held in reserve of $184,000. In 1996, Repu@ported units sold of 389,000 units but, becafigertain cost assumptions used by
Republic in submitting its accounting for thesedsmhits, informed the Company that they have nuillig for producer royalty payments. T
Company maintains that under the terms of the bigior Agreement they are entitled to a specifioant for each unit sold or approximat
$1,150,000 for 1996. The Company intends to vigsisopursue collection efforts with respect to theseeivables, however, due to the
uncertainty of the results of the collection effpthe Company has provided an allowance for thieeeputstanding amount due at June 30,
1996.

During the third quarter of fiscal 1995 the Compahgred in the net profits from the sale of appr@ately 15,000 Happily Ever After video
games manufactured and distributed by Americans®okis Corporation ("ASC"). The Company recorde@eeivable from ASC for
$175,000 (less the amount paid by ASC) represemtiivgnces made to ASC for the developing of theosgame. ASC disputed amounts
owed under the contract. The amount of net recédgalafter costs of collection) due from Americaft®orks Corporation at June 30, 1996,
in the amount of $26,945, represents the agreed sipillement between the parties.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 2 ACCOUNTS RECEIVABLE (continued)

The activity in the Company's allowance for doub#itcounts for the periods ended June 30, 1996 888 is as follows:

Balance at Charged to Balance
Beginning Costs & Expenses at End of
For the Period of Period D eductions Period
Ended
June 30, 1995 $90,000 $477,246 $0  $567,246
June 30, 1996 567,246 1,126,097 91,401 1,601,942

NOTE 3 FILM INVENTORY
The Company's film inventory is summarized as fgio

1996 1995

Development costs for Cinderella
allocated to the primary market
and recorded as a current asset $ $ 405,987

Unamortized film costs for

Happily Ever After allocated to

the secondary market and recorded

as a non-current asset 2,700 ,000 3,840,000

Total Film Inventory $2,700 ,000 4,245,987

Amortization of capitalized film property costsasmputed using the individual-film-forecast compiota method as promulgated under
Statement of Financial Accounting Standards NoFa3ancial Reporting by Producers and DistributdfrMotion Picture Films. The
Company expects to amortize the remaining unangattitm costs for its Happily Ever After propertyer the next five years. Market
conditions could alter this accounting estimate gaedCompany's annual computation of net realizahlee could result in unamortized costs
being charged to operations over a shorter timasdtr



During fiscal year 1996, the Company evaluatedpthtential future marketability of its film versiaf the Nigel Miles- Thomas stage
production of Cinderella. Based upon difficulitiassecuring satisfactory songwriting and financiag well as the production of competitive
properties by major Hollywood studios, the Comphag decided to abandon its effort to produce thision of Cinderella. Accordingly the
previously deferred development and preproductasischave been charged against 1996 income.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 4 PROPERTY AND EQUIPMENT

Property and equipment at June 30, 1996 and 1995jsted of the following:

1996 1995
Office equipment $ 12,610 $98,910
Furniture and fixtures 1,575 58,609
Leasehold improvements 0 26,830
Capital Leases 41,994 41,994

56,179 226,343
Less accumulated depreciation 14,115 90,473
Net Property and Equipment $42,064 $135,870

In July 1995, the Company moved its corporate effito an executive suite in Chicago, Illinois aold sl of the Company's office furniture,
furnishings and equipment to the former Chief ExeeuOfficer, Milton Verret, for $600,000 to be pain equal monthly installments
commencing on July 15, 1995. In addition, Mr. Veagreed to assume all capital and operating lezr#esed into by the Company prior to
June 30, 1995. The Company later agreed to a disod$50,000 on the principal of this note in exabe for an acceleration of payments.
Mr. Verret satisfied the note during fiscal yeaP&9

NOTE 5 INCOME TAXES

In 1993, the Company adopted SFAS 109 which regueeognition of deferred tax assets and liabdlifaa the expected future tax
consequences of events that have been includée ifinancial statements and tax returns.

The Company had cumulative net operating loss fammards of approximately $22.4 million and $17.8lion at June 30, 1996 and 1995,
respectively, for federal tax reporting purposdse fiet operating loss carryforwards expire in vapamounts beginning in the year 2000.

Due to changes in the Company's ownership, theamnilization of the net operating loss carryfordsarising prior to the ownership
changes may be limited. Generally, the amountaseicarryforwards available for annual utilizatistnased on the value of the Company at
the time of the ownership change, multiplied byt ispecified by the Internal Revenue Service.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 5 INCOME TAXES (continued)

Significant components of deferred tax assets ifdities at June 30, 1996 and 1995, are as falow

1996 1995
Deferred tax assets:
Net operating loss carryforwards ~ $7,750,000 $6,025,000
Reserves and allowances 375,000 300,000
8,125,000 6,325,000

Valuation allowance 8,125,000 6,325,000



Net deferred taxes $ - $

A valuation allowance has been established by tragany due to the uncertainties of the realizadiodeferred tax assets based on the
Company's prior history of tax losses. The valuatiserve increased approximately $1.8 million986. due to the increase in net deferred
tax assets. Management will continue to re-evaltreeppropriateness of the valuation allowandeture years.

There were no income tax payments in the yearsceh@@6 and 1995.
NOTE 6 SHAREHOLDERS' EQUITY

Preferred Stock - The Company has authorized thmixe of 10,000,000 shares of $.0001 par valderkRd Stock. At June 30, 1996, the
Company had not issued any preferred shares.

Common Stock - The Company issued 4365 sharesdié 48d 369,058 shares during 1995 for employee eosgtion, contractual services,
and professional fees valued at $3,667 and $395r28pectively.

In the second quarter of 1996December of 1995Ctmapany initiated an equity restructuring programwhich the Company issued
1,260,000 shares of its common stock (par valuésy.along with warrants to purchase an additior260,000 shares of its common stock
(par value $.005) at $1.00/share. for Total prosdeaim the offering amounted to $830,000. All of tharrants were to expire on December
15, 1997. (See Note 12 "Subsequent Events")
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 6 SHAREHOLDERS' EQUITY (continued)

Rentrak, Inc., of Portland, Oregon, is a largeritistor of video cassettes on a pay per view haai®nally. On December 22, 1995, the
Company and Rentrak entered into a 10 year Agreewiegreby Rentrak purchased 357,143 shares of constock for $200,000. Rentrak
has also agreed to buy an additional $10,000 ohwomstock for each new non- Rentrak video storeiaed by the Company.

On December 28, 1995 the Company issued 4,000/td@s of common stock as part of the settlemeatatdiss action lawsuit. (Note 9
"Settlement of Legal Matters".)

Unearned Compensation - At June 30, 1994, the Coynpad ($1,281,250) of unearned compensation redardits financial statements.
This balance represented the unamortized porti@en8f0,000 share stock grant given to the CompémgtsPresident, Mr. Schwaber, in May
1993 when he joined the Company (this grant wasedhht $2,562,500 on the date of grant). Thesesheere to vest to Mr. Schwaber over
the term of his five-year employment agreement withCompany, and the Company recognized a paasgompensation expense each
period, with the unamortized balance remaininghanttalance sheet as a corgrpiity account for future amortization. In Novembhee4, Mr
Schwaber resigned as President of the Company.résuét the Company has written off the remainingmortized balance and has received
and canceled 200,000 of the shares originally tksue

Stock Options - On May 21, 1993, shareholders aggat@n incentive stock plan which reserved 3,5 ®tares of the Company's Common
Stock for issuance under the 1993 Incentive Stgakod Plan ("ISO") and the 1993 Non-Qualified St@gtion Plan ("NQSQ") (collectively
referred to as the "1993 Plan"). The 1993 Planigesvincentives to officers, directors, employeessultants and advisors in the form of
stock options, subject to certain restrictions. Toenpany's Board of Directors determines the gngntif options under the 1993 plan,
including the exercise period, contingencies, westieriods and employee qualifications. Optionsdgassued under the ISO are intended to
qualify as "incentive stock options" under sec@2 of the 1986 Internal Revenue Code (the "Codsamended. Options granted under the
NQSO are subject to fewer restrictions than the $8@ are considered "N-statutory Stock Options" as defined in the Code oAJune 30,
1996, 25,000 option shares had been issued undd?ltim. The 25,000 options were issued in Audi823 at the exercise price of $1.53 per
share. All of the outstanding options were exeldisat June 30, 1996. No options were exerciseahgltine fiscal years ended June 30, 1996
and 1995.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 6 SHAREHOLDERS' EQUITY (continued)



On May 10, 1995, the Company hired Stephen J. Dasd?resident and Director and promoted EugeieRari, Jr. (father of Stephen) to
the position of Senior Vice President and Directam.June 28, 1995, Eugene Denari, Jr. replacediviferret as Chief Executive Officer.
On June 26, 1995, the Board approved a stock ogtiamt for 800,000 and 500,000 shares of the Cogp&ommon Stock at an option pr
of $0.40 per share (the then current market vatu&tephen Denari and Eugene Denari, Jr., resgdgtiVhese options may be exercised in
accordance with a vesting schedule which extends a¥ive quarter period. One fifth of the optiare exercisable each quarter beginning
July 1, 1995 until July 1, 1996 at which time gitions are vested and exercisable. During fiscal #©96, Eugene Denari resigned from the
Company and its Board; as a part of his resigna@tiement, the stock option grant covering 500 §lfares previously granted was entirely
canceled. No options were exercised during thalffisear ended June 30, 1996.

Employee Stock Purchase Plan - The Company impledem Employee Stock Purchase Plan in 1994 whaamigs substantially all
employees to acquire Company Common Stock. Paaticip employees may acquire stock at the end df saxemonth period (June 30 and
December 31 of each year) at a purchase price%f@3he lower of fair market value at the begimnor end of the period. Employees may
designate up to 10% of their base compensatiothéopurchase of stock under this plan. There arehaeges to income in connection with
this plan.

NOTE 7 STYLUS RECORDS

In April 1994, the Company acquired a majority ovagp in Stylus Records, a Delaware Corporation;1&0,000 shares of Common Stock
and the assumption of $105,000 in liabilities. Hoeinder's Agreement calls for the Company to guaeacertain stock values for 60,000 of
these issued shares relative to their market pisogf March 31, 1996. The Company has the optigsstee additional shares to the extent of
any differences between the market price and tlaeagtiee price. The shares issued for this acaunsiincluding the price guarantees, have
been valued at $375,000. The Company maintain®&m®vnership in Stylus, with its investment partneewin & Rosenthal and Frontline
Records maintaining 15% and 5% ownership interesspectively. The purchase method of accountingwsad to record this acquisition.
The initial investment included $300,000 of goodaid $252,078 organizational costs, which aredamortized on the straight line mett
over five years. At June 30, 1996, the Companyuatatl the underlying value of goodwill and the appiateness of amortizing this asset
over future periods. Based upon this evaluatiom Gbmpany has determined that the original basisaoying goodwill has diminished and
therefore there is no basis for carrying this aks®tard to future years. Accordingly, the unanmed balance of $225,000 was charged
against 1996 income.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 7 STYLUS RECORDS (continued)

Through June 30, 1995, the Company advanced appabely $308,000 for the promotion and record prtidacof its foundation artist, Ms.
Della Miles which represents advance royalties & Miles and are recoupable from any advances afdige royalties earned for the
Company by Ms. Miles. During fiscal year 1995, M&les informed the Company, that she disputes tlizeeamount of advance royalties
and believes her contract has been breached iyaimpany rendering it void. In accordance with SP¥S 50, the advance royalties have
been expensed.

NOTE 8 RELATED PARTY TRANSACTIONS

In July 1994 the Company repaid all outstandinggaibions to its former Chairman, Mr. Verret totgi$i140,794 which was for advances
made to the Company in 1994. In addition, the Cawpadeemed 648,624 shares of Common Stock for,$838vhich had previously been
issued to Mr. Verret in consideration for the rapayt of past advances and unpaid salary.

The Company also repaid the remaining $122,00thbelglus interest, on its outstanding note paytbterelated party in July 1994.

For the years ended June 30, 1996 and 1995, the&ugnincurred and paid consulting fees of $2,000996 and interest payments of
$6,571 in 1995, which were substantially to relgiadies Additionally, during fiscal year 1996, Eeng Denari and Timothy Denari, father
and brother of Company president Stephen Dengrerdvely, worked for the Company, and Eugene gkorethe Board of Directors. As of
June 30, 1996 both Eugene and Timothy Denari hsigrred all positions with the Company. An independeview of all compensation and
expenses was conducted, and both parties and the&y have executed mutual releases regardinguatief financial issues related to tt
work for the Company.

NOTE 9 SETTLEMENT OF LEGAL MATTERS

On June 27, 1995 the Securities and Exchange CaiamiBivision of Enforcement filed a complaint aggtithe Company, its former CEO
and several of its former officers and employed® 3Juit was the result of an informal investigatidrich commenced in fiscal year 1994 and
alleged, among other things, that between theofdlB92 and June 1993, First National and certadividual members then in management
disseminated materially false and misleading infation to the public regarding projections of revetitat the Company would earn from



release of the animated film Happily Ever After.
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June 30, 1996 and 1995

NOTE 9 SETTLEMENT OF LEGAL MATTERS (continued)

The Company entered into an agreement with the t8E€Ettle the suit on June 27, 1995. As part okttdement, Milton J. Verret agreed to
resign as the Company's Chief Executive OfficeiigCRinancial Officer and Chairman of the Board @g@rohibited from attempting to
influence First National's management or sharemslihethe nomination of directors or other corpenatatters during the pendency of the
litigation against him. In addition, Mr. Verret &gd to vote his First National Entertainment C@pmmon Stock in proportion to the votes
cast by the Company's other shareholders. As & ifghe SEC investigation which began in Novemid&94, Jeffrey Schwaber resigned as
President (even though he was not implicated byste€), and Ricky D. Busby and Michael Swinglergasid as officers and directors. On
May 10, 1995 the Company hired Stephen J. Dendfr@sident and Director and promoted Eugene E. Melma(father of Stephen) to the
position of Senior Vice President and Director andJune 27, 1995, Eugene E. Denari, Jr. replace&/dtret as Chief Executive Officer,
who resigned as an officer and director.

Pursuant to the terms of the settlement, the Cognpeithout admitting or denying the allegationstioé complaint, consented to the entry by
the court of a final judgment of permanent injuactagainst it for the securities law violationegkd in the complaint. The Company also
agreed to cooperate with the SEC in connection arithdiscovery request made by the SEC in its angliigation against the individual
defendants.

Class Action Lawsuit - The Company and its formazaeitive officers and directors were defendants @tass action lawsuit which
commenced in the United States District Court fier Eastern District of Pennsylvania. The action e@amenced on July 8, 1993, certified
as a class action on September 8, 1994, and alfeygdiand various violations of securities lawsamnection with the Company's public
disclosures during the period preceding and thrdhghheatrical release of the film Happily Evetekf The Company's motion for a change
of venue from Philadelphia to the Western DistoicT exas was granted on January 31, 1995. The itlesgorates all persons who acquired
the Company's Common Stock between March 9, 1983ane 2, 1993, inclusive. On June 30, 1995, angkesbareholder lawsuit was filed
in the United States District Court for the WestBistrict of Texas (seeking to be certified asasslaction) covering the same facts as the
previous shareholder suit. On December 28, 199&tmepany settled the first suit for $50,000 in cast 4,000,000 shares of common st
valued at $0.50/share. These amounts plus lege hase been recorded in the 1996 statement o&tipes as settlement of litigation. The
second class action lawsuit filed on June 30, 1885been dismissed by the plaintiffs based ondtieesent of the previous suit.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 10 COMMITMENTS AND CONTINGENCIES

The Company received notice from the Screen Actarigd that supplemental residuals of 4.5% of tiet 51,000,000 and 5.4% of all
remaining gross producer receipts are due themCHmepany's entertainment counsel is researchingtiger to determine if the Company
has a liability related to this matter. As of theelof this filing there has been no determinatind the Company believes that, if any resid
are due, they should be the responsibility of Lobe®mer and Filmation (the original producer of tifra) or its succesor in interest.

Contingent Liabilities Against Future Revenues eT@ompany has agreed to pay compensation to varanties based on gross revenues
from the film Happily Ever After as follows:

Mr. Lou Scheimer, creator and original owner of pipEver After

Home Video - Forty cents ($.40) for each video ettesunit sold, up to two million units; thereaftewventy-five cents ($.25) for each
additional home video unit sold in excess of twdlioni units;

Video Disc - 15% of producer's gross;
Merchandising - 45% of gross revenue received byGbmpany after deductions of licensing commissantsfees.

Technovision Industries Inc., marketing consulfantHappily Ever After
Home Videc- 5% of net Company collection proceeds from Republiter partial deductions for Scheimer royal



American Softworks Corp. for Happily Ever After \&id Games - 50% of net proceeds to the Companydsthrctions for manufacturing,
marketing, and distribution by the distributor.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 1996 and 1995

NOTE 11 CONTINUING OPERATIONS

The Company has historically incurred operatingéss and to date has an accumulated deficit obapately $23.6 million. Since new
management was installed at the end of fiscal ¥885, the Company has substantially reduced itsatipg overhead by reducing full time
staff from 14 permanent and 15 temporary employe&sfull time professional staff at the end otfisyear 1996. Additionally, the
Company's move from over 7,000 square feet of effacility in Austin to under 1,000 square feethie Chicago area has substantially
reduced administrative costs. Settlement of the Biz€stigation with no financial penalties at thelef fiscal year 1995 and the shareholder
class action suit for primarily Company issued gqin fiscal 1996 leaves the Company with no litiga pending as of this report.

In August 1995, the Company announced plans tankeediversification plan into the retail video gandustry. Several acquisition
transactions were closed during the first halfieddl year 1996, however, these acquisitions waex Lnwound due to the unavailability of
debt financing during the second half of fiscalry&296.

The Company still intends to enter the retail videare industry and continues to hold discussioitis video store chain owners who desire to
work with the Company to build a new publicly heldain. The Company is reevaluating its pricing medewell as seeking alternative
financing for its acquisition plans, taking intocaant the current conditions in the retail videarstindustry. The Company is currently in
negotiations to acquire a new platform video stivain to serve as a base for its video store dpesatOf course, no assurance can be given
as to the ultimate acceptance of the Company'sigitiqn strategy and financing structure by the keaplace.

The Company's distribution agreement with RepuBiatures covering Happily Ever After (HEA) expiiiesOctober 1996. The television
distribution agreement of HEA previously reporteithwSeagull Entertainment was canceled as of JOn&36 for lack of performance. The
Company is currently in negotiations with anothistributor for both TV and video rights of this perty. Additionally, the Company is
currently in negotiations to produce several neinated features similar to HEA for direct to videdease. However, these productions will
call for the Company to raise significant additiboapital, the availability of which cannot be assii

In September 1996, the Company announced thatliekelusively optioned the screenplay "Chicago Blieom a local screenwriter.
Financing for this live action feature is budget¢&1,000,000 and will be offered via the formatixdiwindy City Pictures |, LLC. The
Company will serve as executive producer of thizimand intends to produce two to three such pridoiug a year in Chicago. However, no
assurance can be given that the funding for thagept or additional movies will be available.

The Company continues to aggressively seek additmpportunities in the animation, live action mes/and retail video store arenas.
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NOTE 12 SUBSEQUENT EVENTS

On October 6, 1996 the Company's Board of Direaprgroved and issued an Extension and Optional Riésing Offer to the holders of
Warrants from its Private Placement of 1,260,00thefCompany's common stock in December 1995. Th@6€,000 Warrants originally
entitled the holders to purchase an additionaleshach of the Company's common stock at a pri§d.@0 through an expiration date of
December 15, 1997. The Extension and Optional Neginig Offer allows an extension at the same puictl December 31, 1998 for no
additional consideration OR an extension until Delger 31, 1999 at a share price of $.15 for addiiconsideration of $.05 per Warrant OR
an extension until December 31, 2000 at a shace pfi$.05 for additional consideration of $.10 Yéarrant.

NOTE 13 FOURTH QUARTER ADJUSTMENT

During the fourth quarter of fiscal 1996, amortiaatof film inventory costs was adjusted to reflebinges in total estimated revenue from
Happily Ever After. Based on the change in revesstémates and the related costs associated witle tiewenues, net film inventory cost was
reduced by approximately $500,000 and the defgrreduction costs for Cinderella ($405,987) wereteni off to reflect net realizable val



write-downs. No other significant quarter-to-quaftactuations were noted except for the goodwiliteroff described in Note 7. The chang
in estimates made during the fourth quarter aredbas management's plans and estimates for the film
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