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 Entertainment Industry Economics A Guide for Financial Analysis, Seventh Edition
 
 The entertainment industry is one of the largest sectors of the U.S. economy and is in fact becoming one of the most prominent globally as well. In this newly revised book, Harold L. Vogel examines the business economics of the major entertainment enterprises: movies, music, television programming, advertising, broadcasting, cable, casino gambling and wagering, publishing, performing arts, sports, theme parks, and toys and games. The seventh edition has been further revised and broadened and differs from its predecessors by restructuring and repositioning the previous Internet chapter, including new material on the economics of networks and advertising, adding a new section on policy implications, and further expanding the section on recent theoretical work pertaining to box-office behavior. The result is a comprehensive, up-to-date reference guide on the economics, financing, production, and marketing of entertainment in the United States and overseas. Investors, business executives, accountants, lawyers, arts administrators, and general readers will find that the book offers an invaluable guide to how entertainment industries operate. Harold L. Vogel is the author of Travel Industry Economics: A Guide for Financial Analysis (Cambridge University Press, 2001), a companion volume to this textbook. He was senior entertainment industry analyst at Merrill Lynch & Co. for 17 years and was ranked as top entertainment industry analyst for 10 years by Institutional Investor magazine. Mr. Vogel frequently writes and speaks on investment topics related to entertainment and media, leisure, and travel and currently heads an independent investment and consulting firm in New York City.
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 Preface en·ter·tain·ment – the act of diverting, amusing, or causing someone’s time to pass agreeably; something that diverts, amuses, or occupies the attention agreeably. in·dus·try – a department or branch of a craft, art, business, or manufacture: a division of productive or profit-making labor; especially one that employs a large personnel and capital; a group of productive or profit-making enterprises or organizations that have a similar technological structure of production and that produce or supply technically substitutable goods, services, or sources of income. ec·o·nom·ics – a social science that studies the production, distribution, and consumption of commodities; considerations of cost and return. Webster’s Third New Unabridged International Dictionary, G. & C. Merriam Company, Springfield, Massachusetts, 1967.
 
 Each year Americans cumulatively spend at least 140 billion hours and more than $280 billion a year on legal forms of entertainment. And globally, total annual spending is approaching $1 trillion. So we might begin by asking: What is entertainment, why is there so much interest in it, and what do its many forms have in common? At the most fundamental level, anything that stimulates, encourages, or otherwise generates a condition of pleasurable diversion could be called entertainment. The French word divertissement perhaps best captures this essence. But entertainment can be much more than mere diversion. It is something that is so universally interesting and appealing because, when it does what it is intended to do, it moves you emotionally. As the Latin root verb tenare suggests, it grabs you: It touches your soul. xix
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 Although life is full of constraints and disciplines, responsibilities and chores, and a host of things disagreeable, entertainment, in contrast, encompasses activities that people enjoy and look forward to doing, hearing, or seeing. This is the basis of the demand for – or the consumption of – entertainment products and services; this is the primary attribute shared by the many distinct topics – from cinema to sports, from theme parks to theater – that are discussed in the pages that follow. Entertainment – the cause – is thus obversely defined through its effect: a satisfied and happy psychological state. Yet, somehow, it matters not whether the effect is achieved through active or passive means. Playing the piano can be just as pleasurable as playing the stereo. Entertainment indeed means so many different things to so many people that a manageable analysis requires sharper boundaries to be drawn. Such boundaries are here established by classifying entertainment activities into industry segments, that is, enterprises or organizations of significant size that have similar technological structures of production and that produce or supply goods, services, or sources of income that are substitutable. Classification along those lines facilitates contiguous discussion of entertainment software, as we might more generically label films, records, and video games, and of hardware – the physical appurtenances and equipment on which or in which the software’s instruction sets are executed. Such classification also allows us to more easily trace the effects of technological developments in this field. So accustomed are we now to continuous improvements in the performance of entertainment hardware and software that we have trouble remembering that, early in the twentieth century, moving pictures and music recordings were novelties, radio was regarded as a modern-day miracle, and television was a laboratory curiosity. Simple transistors and lasers had yet to be invented, and electronic computers and earth-orbiting communications satellites were still in the realm of science fiction. These fruits of applied technology have nevertheless spawned new art forms and vistas of human expression and have brought to millions of people around the world, at virtually the flick of a switch, a much more varied and higher-quality mix of entertainment than has ever before been imagined feasible. Little or none of this, however, has happened because of ars gratia artis (art for art’s sake) – in itself a noble but ineffectual stimulus for technological development. Rather, it is economic forces – profit motives, if you will – that are always behind the scenes, regulating the flows and rates of implementation. Those are the forces that shape the relative popularity and growth patterns of competing, usually interdependent, entertainment activities and products. And those are the forces that ultimately make available to the masses what was previously affordable only by upper-income classes. It is therefore surprising to find that most serious examinations of the economics of entertainment are desultory and scattered among various
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 xxi
 
 pamphlets, trade publications and journals, stockbrokers’ reports, and incidental chapters in books on other topics. The widely available popular magazines and newspapers, biographies, histories, and technical manuals do not generally provide in-depth treatments of the subject. This book, then, is a direct outgrowth of my search for a single comprehensive source. It attempts to present information in a style accessible and interesting to general readers. And, as such, it should prove to be a handy reference for executives, financial analysts and investors, agents and legal advisors, accountants, economists, and journalists. To that end, some supplementary data appear in Appendix C. Yet Entertainment Industry Economics will most likely be used as a text for graduate or advanced undergraduate students in applied media economics and management/administration courses in film, music, communications, publishing, sports, performing arts, and hotel-casino operations. Instructors should find it easy to design one-semester courses focused on one or two areas. A minimum grasp of what entertainment and media economics is all about would require that most students read at least the first halves of Chapters 1 and 2 and, at the end of the course, the first section of Chapter 15. But many different modules can be readily assembled and tailored. Among the most popular would be concentrations on film, television, and music (Chapters 2 through 8); gaming and sports (Chapters 7, 8, 11, and 12); arts and popular culture (Chapters 6, 7, 9, 10, and 13); or entertainment merchandising and marketing (Chapters 2, 7, 9, 10, and 14). The topics covered in the book have been chosen on the basis of industry size measured in terms of consumer spending and employment, length of time in existence as a distinct subset, and availability of reliable data. In a larger sense, however, topics have been selected with the aim of providing no more and no less than would be required by a “compleat” entertainment and media industry investor. The perspectives are thus inevitably those of an investment analyst, portfolio manager, and economist. Whereas this decision-oriented background leads naturally to an approach that is more practical and factual than highly theoretical, it nevertheless assumes some familiarity, supported by the appended glossary, with the language of economics and finance. This seventh edition has been further revised and broadened and differs from its predecessors by restructuring and repositioning of the previous Internet chapter, inclusion of new material on the economics of networks and of advertising, a new section on policy implications, and further expansion of the section on recent theoretical work pertaining to box-office behavior. I am especially grateful to Elizabeth Maguire, former editor at Cambridge University Press, for her early interest and confidence in this project. Thanks are also owed to Cambridge’s Rhona Johnson and production editor Michael Gnat, who worked on the first edition, to Matthew N. Hendryx, who worked on the second, and to Scott Parris for the third through seventh. I am further indebted to those writers who earlier cut a path through the statistical forests and made the task of exposition easier than it would have
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 Preface
 
 otherwise been. Particularly noteworthy are the books of John Owen on demand for leisure, Paul Baumgarten and Donald Farber on the contractual aspects of filmmaking (first edition; and second with Mark Fleischer), David Leedy on movie industry accounting, David Baskerville and Sidney Shemel/M. William Krasilovsky and Donald Passman on the music business, John Scarne and Bill Friedman on the gaming field, Gerald W. Scully and Andrew Zimbalist on sports, and William Baumol/William Bowen on the performing arts. Extensive film industry commentaries and data collections by A. D. Murphy of Variety (and later, The Hollywood Reporter and the University of Southern California) were important additional sources. My thanks also extend to the following present and former senior industry executives who generously took time from their busy schedules to review and to advise on sections of the first edition draft. They and their company affiliations, as of that time, were Michael L. Bagnall (The Walt Disney Company), Jeffrey Barbakow (Merrill Lynch), J. Garrett Blowers (CBS Inc.), Erroll M. Cook (Arthur Young & Co.), Michael E. Garstin (Orion Pictures Corp.), Kenneth F. Gorman (Viacom), Harold M. Haas (MCA Inc.), Howard J. Klein (Caesars New Jersey), Donald B. Romans (Bally Mfg.), and James R. Wolford (The Walt Disney Company). Greatly appreciated, too, was the comprehensive critique provided by my sister, Gloria. Acknowledgments for data in the second edition are also owed to Arnold W. Messer (Columbia Pictures Entertainment) and Angela B. Gerken (Viacom). Although every possible precaution against error has been taken, for any mistakes that may inadvertently remain the responsibility is mine alone. I’ve been most gratified by the success of the previous editions and, as before, my hopes and expectations are that this work will provide valuable insights and a thoroughly enjoyable adventure. Now, on with the show. Harold L. Vogel New York City
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 1
 
 Economic perspective To everything there is a season, and a time to every purpose under the heaven. – Ecclesiastes
 
 Extending this famous verse, we can also say that there is a time for work and a time for play. There is a time for leisure. An important distinction, however, is to be made between the precise concept of a time for leisure and the semantically different and much fuzzier notion of leisure time, our initial topic. In the course of exploring this subject, the fundamental economic forces that affect spending on all forms of entertainment will be revealed, and our understanding of what motivates expenditures for such goods and services will be enhanced. Moreover, the perspectives provided by this approach will enable us to see how entertainment is defined and how it fits into the larger economic picture. 1.1 Time concepts
 
 Leisure and work Philosophers and sociologists have long wrestled with the problem of defining leisure – the English word derived from the Latin licere, which means “to be permitted” or “to be free.” In fact, as Kraus (1978, p. 38) and Neulinger 3
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 1 ECONOMIC PERSPECTIVE
 
 (1981, pp. 17–33) have noted, leisure has usually been described in terms of its sociological and psychological (state-of-mind) characteristics.1 The classical attitude was epitomized in the work of Aristotle, for whom the term leisure implied both availability of time and absence of the necessity of being occupied (De Grazia 1962, p. 19). According to Aristotle, that very absence is what leads to a life of contemplation and true happiness – yet only for an elite few, who would not have to provide for their daily needs. Veblen (1899) similarly saw leisure as a symbol of social class. To him, however, it was associated not with a life of contemplation, but with the “idle rich,” who identified themselves through its possession and its use. Leisure has more recently been conceptualized either as a form of activity engaged in by people in their free time or, preferably, as time free from any sense of obligation or compulsion.2 As such, the term leisure is now broadly used to characterize time not spent at work (where there is an obligation to perform). Naturally, in so defining leisure by what it is not, metaphysical issues remain largely unresolved. There is, for instance, a question of how to categorize work-related time such as that consumed in preparation for, and in transit to and from, the workplace. And sometimes the distinctions between one person’s vocation and another’s avocation are difficult to draw: People have been known to “work” pretty hard at their hobbies. Although such problems of definition appear quite often, they fortunately do not affect analysis of the underlying concepts. Recreation and entertainment In stark contrast to the impressions of Aristotle or Veblen, today we rarely, if ever, think of leisure as contemplation or as something to be enjoyed only by the privileged. Instead, “free” time is used for doing things and going places, and the emphasis on activity more closely corresponds to the notion of recreation – refreshment of strength or spirit after toil – than to the views of the classicists. The availability of time is, of course, a precondition for recreation, which can be taken literally as meaning re-creation of body and soul. But because such active re-creation can be achieved in many different ways – by playing tennis, or by going fishing, for example – it encompasses aspects of both physical and mental well-being. As such, recreation may or may not contain significant elements of amusement and diversion or occupy the attention agreeably. For instance, amateurs training to run a marathon might arguably be involved in a form of recreation. But if so, the entertainment aspect here would be rather minimal. As noted in the preface, however, entertainment is defined as that which produces a pleasurable and satisfying experience. The concept of entertainment is thus subordinate to that of recreation: It is more specifically defined through its direct and primarily psychological and emotional effects.
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 Time Most people have some hours left over – “free time,” so to speak – after subtracting the hours and minutes needed for subsistence (mainly eating and sleeping), for work, and for related activities. But this remaining time has a cost in terms of alternative opportunities forgone. Because time is needed to use or to consume goods and services as well as to produce them, economists have attempted to develop theories that treat it as a commodity with varying qualitative and quantitative cost features. However, as Sharp (1981) notes in his comprehensive coverage of this subject, economists have been only partially successful in this attempt: Although time is commonly described as a scarce resource in economic literature, it is still often treated rather differently from the more familiar inputs of labor and materials and outputs of goods and services. The problems of its allocation have not yet been fully or consistently integrated into economic analysis. (p. 210)
 
 Nevertheless, investigations into the economics of time, including those of Becker (1965) and DeSerpa (1971), have suggested that the demand for leisure is affected in a complicated way by the cost of time to both produce and consume. For instance, according to Becker (see also Ghez and Becker 1975): The two determinants of the importance of forgone earnings are the amount of time used per dollar of goods and the cost per unit of time. Reading a book, getting a haircut, or commuting use more time per dollar of goods than eating dinner, frequenting a nightclub, or sending children to private summer camps. Other things being equal, forgone earnings would be more important for the former set of commodities than the latter. The importance of forgone earnings would be determined solely by time intensity only if the cost of time were the same for all commodities. Presumably, however, it varies considerably among commodities and at different periods. For example, the cost of time is often less on weekends and in the evenings. (Becker 1965, p. 503)
 
 From this it can be seen that the cost of time and the consumption-time intensity of goods and services (e.g., intensity, or commitment, is usually higher for reading a book than reading a newspaper) are significant factors when selecting from among entertainment alternatives. Expansion of leisure time Most of us do not normally experience sharp changes in our availability of leisure time (except on retirement or loss of job). Nevertheless, there is a fairly widespread impression that leisure time has been trending steadily higher ever since the Industrial Revolution of more than a century ago. Yet the evidence on this is mixed. Figure 1.1 shows that in the United States the largest increases in leisure time – workweek reductions – for agricultural and nonagricultural industries were achieved prior to 1940. But more recently, the lengths of average workweeks, as adjusted for increases in holidays and vacations, have scarcely changed for the manufacturing sector and have also stopped declining in the services sector (Table 1.1 and Figure 1.2). By
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 1 ECONOMIC PERSPECTIVE
 
 Table 1.1. Average weekly hours at work, 1948–2004a , and median weekly hours at work for selected yearsb Average hours at work
 
 Median hours at work c
 
 Year
 
 Unadjusted
 
 Adjusted
 
 Year
 
 Hours
 
 1948 1956 1962 1969 1975 1986
 
 42.7 43.0 43.1 43.5 42.2 42.8
 
 41.6 41.8 41.7 42.0 40.9
 
 1975 1980 1984 1987 1995 2004
 
 43.1 46.9 47.3 46.8 50.6 50.0
 
 a
 
 Nonstudent men in nonagricultural industries. Source: Owen (1976, 1988). b Source: Harris (1995), www.Harrisinteractive.com. c Adjusted for growth in vacations and holidays.
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 Figure 1.1. Estimated average weekly hours for all persons employed in agricultural and nonagricultural industries, 1850–1940 (ten-year intervals) and 1941–1956 (annual averages for all employed persons, including the self-employed and unpaid family workers). Source: Zeisel (1958).
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 Figure 1.2. Average weekly hours worked by production workers in (a) manufacturing industries, 1947–2005, and (b) service industries, 1965–2005. Source: U.S. Department of Commerce.
 
 comparison, average hours worked in other major countries, as illustrated in Figure 1.3, have declined markedly since 1970. Although this suggests that there has been little, if any, expansion of leisure time in the United States, what has apparently happened instead is that work schedules now provide greater diversity. As noted by Smith (1986), “A larger percentage of people worked under 35 hours or over 49 hours a week in 1985 than in 1973, yet the mean and median hours (38.4 and 40.4, respectively, in 1985) remained virtually unchanged.”3 If findings from public-opinion surveys of Americans and the arts are to be believed, the number of hours available for leisure may at best be holding
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 Figure 1.3. Average annual hours worked in the United States versus other countries, 1970–2005. Source: OECD Employment Outlook.
 
 steady.4 Schor (1991, p. 29), however, says that between 1969 and 1987, “the average employed person is now on the job an additional 163 hours, or the equivalent of an extra month a year . . . and that hours have risen across a wide spectrum of Americans and in all income categories.”5 Aguiar and Hurst (2006) argue the opposite. And Robinson (1989, p. 34), who has measured free time by age categories, found that “most gains in free time have occurred between 1965 and 1975 [but] since then, the amount of free time people have has remained fairly stable.” By adjusting for age categories, the case for an increase in total leisure hours available becomes much more persuasive.6 In addition, Roberts and Rupert (1995) found that total hours of annual work have not changed by much but that the composition of labor has shifted from home work to market work, with nearly all the difference attributable to changes in the total hours worked by women. A similar conclusion as to average annual hours worked was also reached by Rones, Ilg, and Gardner (1997).7 Yet, as Jacobs and Gerson (1998, p. 457) note, “even though the average work week has not changed dramatically in the U.S. over the last several decades, a growing group of Americans are clearly and strongly pressed for time.” In all, it seems safe to say that for most middle-aged and middle-income Americans – and recently for Europeans too – leisure time is not expanding.8 However, no matter what the actual rate of expansion or contraction may be, there has been a natural evolution toward repackaging the time set aside for leisure into more long holiday weekends and extra vacation days rather than in reducing the minutes worked each and every week.9 Particularly for those in the higher-income categories – conspicuous consumers, as Veblen would say – the result is that personal-consumption expenditures (PCEs) for leisure activities are likely to be intense, frenzied, and compressed instead of evenly metered throughout the year. Moreover, with some adjustment for cultural
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 Table 1.2. Time spent by adults on selected leisure activities, 1970 and 2005 estimates Hours per person per yeara
 
 % of total time accounted for by each activity
 
 Leisure activity
 
 1970
 
 2005
 
 1970
 
 2005
 
 Television Network affiliates Independent stationsc Basic cable programs Pay cable programs Radio Home Out of home Newspapers Recorded music Magazines Leisure books Movies: theaters home video Spectator sports Video games: home Cultural events
 
 1,226
 
 46.5
 
 3
 
 1,730 754 104 792 80 1,053 380 673 135 199 74 87 11 46 16 99 6
 
 50.1 21.8 3.0 22.9 2.3 30.5 11.0 19.5 3.9 5.8 2.1 2.5 0.3 1.3 0.5 2.9 0.2
 
 Total Hours per adult per week Hours per adult per day
 
 2,635 50.7 7.2
 
 3,456 66.5 9.5
 
 872
 
 218 68 170 65 10 3
 
 33.1
 
 8.3 2.6 6.5 2.5 0.4 0.1 0.1 100.0b
 
 100.0b
 
 a
 
 Averaged over participants and nonparticipants. Totals not exact because of rounding. Also excludes 60 hours of Internet usage in 2005. c Includes Spanish-language stations and PAX. Sources: CBS Office of Economic Analysis and Wilkofsky Gruen Associates, Inc. b
 
 differences, the same pattern is likely to be seen wherever large middle-class populations emerge. Estimated apportionment of leisure hours among various activities, and the changes in such apportionment between 1970 and 2000, are indicated in Table 1.2.10 1.2 Supply and demand factors
 
 Productivity Ultimately, though, more leisure time availability is not a function of government decree, labor union activism, or factory-owner altruism. It is a function of the rising trend in output per person-hour – in brief, rising productivity of
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 Figure 1.4. Nonfarm business productivity in the United States, 1960–2006, shown by output per hour. Index 1992 = 100. Bars indicate periods of recession. Source: U.S. Department of Labor.
 
 the economy. Quite simply, technological advances embodied in new capital equipment, in the training of a more skilled labor pool, and in the development of economies of scale allow for more goods and services to be produced in less time or by fewer workers. Thus, long-term growth in leisure-time-related industries depends on the rate of technological development throughout the economy. Information concerning trends in productivity and other aspects of economic activity is provided by the National Income and Product Accounting (NIPA) figures of the U.S. Department of Commerce. According to those figures, overall productivity between 1973 and 1990 rose at an average annual rate of approximately 1.2% as compared with a rate averaging 2.8% between 1960 and 1973 (Figure 1.4). But productivity growth in the 1990s rebounded to an average annual rate of 2.0%, thereby implying that the potential for leisure-time expansion remained fairly steady in the last third of the twentieth century.11 And after 2000, productivity has again accelerated. Demand for leisure All of us can choose to either fully utilize our free time for recreational purposes (defined here and in NIPA data as being inclusive of entertainment activities) or use some of this time to generate additional income. How we allocate free time between the conflicting desires for more leisure and for additional income then becomes a subject that economists investigate with standard analytical tools.12 In effect, economists can treat demand for leisure as if it were, say, demand for gold, or for wheat, or for housing. And they often estimate and depict the schedules for supply and demand with curves of the type shown in Figure 1.5. Here, in simplified form, it can be seen that, as the price of a unit rises, the supply of it will normally increase and
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 Figure 1.5. Supply and demand schedules.
 
 the demand for it decrease so that, over time, price and quantity equilibrium in an openly competitive market will presumably be achieved at the intersection of the curves.13 It is also important to note that consumers typically tend to substitute less expensive goods and services for more expensive ones and that the total amounts they can spend – their budgets – are limited or constrained by income. Owen (1970) extensively studied the effects of such substitutions and changes in income as related to demand for leisure and observed: An increase in property income will, if we assume leisure is a superior good, reduce hours of work. A higher wage rate also brings higher income which, in itself, may incline the individual to increase his leisure. But at the same time the higher wage rate makes leisure time more expensive in terms of forgone goods and services, so that the individual may decide instead to purchase less leisure. The net effect will depend then on the relative strengths of the income and price elasticities. . . . It would seem that for the average worker the income effect of a rise in the wage rate is in fact stronger than the substitution effect. (p. 18)
 
 In other words, as wage rates continue rising, up to point A in Figure 1.6, people will choose to work more hours to increase their income (income
 
 Figure 1.6. Backward-bending labor-supply curve.
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 effect). But they eventually begin to favor more leisure over more income (substitution effect, between points A and B), resulting in a backwardbending labor-supply curve.14 Although renowned economists, including Adam Smith, Alfred Marshall, Frank Knight, A. C. Pigou, and Lionel Robbins, have substantially differed in their assessments of the net effect of wage-rate changes on the demand for leisure, it is clear that “leisure does have a price, and changes in its price will affect the demand for it” (Owen 1970, p. 19). Indeed, results from a Bureau of Labor Statistics survey of some 60,000 households in 1986 suggest that about two-thirds of those surveyed do not want to work fewer hours if it means earning less money.15 As Owen (1970) has demonstrated, estimation of the demand for leisure requires consideration of many complex issues, including the nature of “working conditions,” the effects of increasing worker fatigue on production rates as work hours lengthen, the greater availability of educational opportunities that affect the desirability of certain kinds of work, government taxation and spending policies, market unemployment rates, and several other variables.16 Expected utility comparisons Individuals differ in terms of the sense of psychic gratification experienced from consumption of different goods and services. Consequently, it is difficult to measure and compare the degrees of satisfaction derived from, say, eating dinner as opposed to buying a new car. To facilitate comparability, economists have adapted an old philosophical concept known as utility (which is essentially pleasure).17 As Barrett (1974, p. 79) has noted, utility “is not a measure of usefulness or need but a measure of the desirability of a commodity from the psychological viewpoint of the consumer.”18 Of course, rational individuals try to maximize utility – in other words, make decisions that provide them with the most satisfaction. But they are hampered in this regard because decisions are normally made under conditions of uncertainty, with incomplete information, and therefore with risk of an undesired outcome. People thus tend to implicitly include a probabilistic component in their decision-making processes – and they end up maximizing expected utility rather than utility itself. The notion of expected utility is especially well applied in thinking about demand for entertainment goods and services. It explains, for example, why people may be attracted to gambling, or why they are sometimes willing to pay scalpers enormous premiums for theater tickets. Its application also sheds light on how various entertainment activities compete for the limited time and funds of consumers. To illustrate, assume for a moment that the cost of an activity per unit of time is somewhat representative of its expected utility. If the admission price to a two-hour movie is $6, and if the purchase of video-game software for $25 provides six hours of play before the onset of boredom, then the cost per minute for the movie is 5 cents whereas that for the game is 6.9 cents. Now,
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 obviously, no one decides to see a movie or buy a game based on explicit comparisons of cost per minute. Indeed, for an individual, many qualitative (nonmonetary) factors, especially fashions and fads, may affect the perception of an item’s expected utility. However, in the aggregate and over time, such implicit comparisons do have a significant cumulative influence on relative demand for entertainment (and other) products and services. Demographics and debts Over the longer term, the demand for leisure goods and services can also be significantly affected by changes in the relative growth of different age cohorts. For instance, teenagers tend to be important purchasers of recorded music; people under the age of 30 are the most avid moviegoers. Accordingly, a large increase in births following World War II created, in the 1960s and 1970s, a market highly receptive to movie and music products. As this postwar generation matures past its years of family formation and into years of peak earnings power and then retirement, spending may be naturally expected to collectively shift to areas such as casinos, cultural events, and tourism and travel, and away from areas that are usually of the greatest interest to people in their teens or early twenties. The expansive demographic shifts most important to entertainment industry prospects in the United States include (1) a projected increase of the numbers of 18- to 34-year-olds in the early 2000s (4.8 million more in 2010 than in 2000), (2) a projected rapid growth in the large group of 35- to 64year-olds (up from 105 million in 1990 to 118 million in 2010), and (3) a significant expansion of the population over age 65 (Table 1.3). That the number of people in the 45 to 64 age group will be gaining rapidly in proportion to the number of people in the 18 to 34 age group is of particular importance given that those in the younger category are generally apt to spend much of their income when they enter the labor force and form households. Those in the older category, however, are already established and are thus more likely to be in a savings mode, perhaps to finance college education for their children or to prepare for retirement, when earnings are lower. A ratio of people in the younger group to those in the older group – in effect, the spenders versus the savers – is illustrated in Figure 1.7a. Although it depends on the specific industry component to be analyzed, proper interpretation of long-term changes in population characteristics may also require that consideration be given to several additional factors that include dependency ratios (Figure 1.7a), fertility rates, number of first births, number of families with two earners, and trends in labor-force participation rates for women (Figure 1.7b).19 Indeed, two paychecks have become an absolute necessity for many families as they have attempted to service relatively high (in proportion to income) installment and mortgage debt obligations that have been incurred in the household-formative years. As such, elements of consumer debt (Figure 1.7c), weighted by the aforementioned demographic factors,
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 Table 1.3. U.S. population by age bracket, components of change, and trends by life stage, 1970–2010 Components of population change Percentage distribution
 
 Change (millions)
 
 Age
 
 1970 1980 1990 2000 2010
 
 1980–1990 1990–2000 2000–2010a
 
 Under 5 5–17 18–34 35–65 65 and over Total
 
 8.4 7.2 7.6 6.9 6.6 2.4 29.3 24.6 18.2 18.8 17.6 −1.9 15.1 18.2 28.1 23.1 23.0 2.0 33.2 34.3 33.6 38.5 39.5 13.7 14.0 15.7 12.5 12.7 13.3 5.5 100.0 100.0 100.0 100.0 100.00 21.7
 
 0.0 6.5 −6.4 21.7 3.7 25.5
 
 0.8 0.5 4.8 12.3 4.8 23.2
 
 1990
 
 2000a
 
 2010a
 
 53.8 47.6 50.9 40.6 46.5 40.1 25.3 37.6 43.1 23.1 25.9 37.8 23.3 22.8 46.3 18.7 21.8 21.1 20.1 25.7 31.2 204.9 227.9 249.4
 
 55.0 41.9 37.4 44.7 37.1 24.0 34.9 275.0
 
 55.2 46.9 38.4 38.9 43.7 35.4 39.7 298.1
 
 Population trends by life stage (millions) Life stage 1970 1980 0–13 Children 14–24 Young adults 25–34 Peak family formation 35–44 Family maturation 45–54 Peak earning power 55–64 Childless parents 65 and retirement Total a
 
 Forecast. Source: U.S. Department of Commerce, series P25.
 
 probably explain why, according to the Louis Harris surveys previously cited, leisure hours per week seem to have declined noticeably since the early 1970s. As the median age rises, however, these very same elements may combine to abate pressures on time availability. As can be seen from Figure 1.8, aggregate spending on entertainment is concentrated in the middle-age groups, which are the ages when income usually peaks even though free time may be relatively scarce. Barriers to entry The supply of entertainment products and services offered would also depend on how readily prospective new businesses can overcome barriers to entry and thereby contest the market. Barriers to entry restrict supply and fit largely into the following categories listed in order of importance to entertainment industries: Capital Know-how Regulations20 Price competition
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 Figure 1.7. (a) Ratio of spenders to savers, 1950–2010. (b) Labor force participation rate for women (20+), 1960–2005. (c) Consumer credit as a percentage of personal income, 1960–2005.
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 Figure 1.8. Spending on entertainment classified by age groups, 2005. Source: U.S. Department of Commerce survey.
 
 To compete effectively, large corporations must of necessity invest considerable time and capital to acquire technical knowledge and experience. But the same goes for individual artists seeking to develop commercially desirable products in the form of plays, books, films, or songs. Government regulations such as those applying to the broadcasting, cable, and casino businesses often present additional hurdles for potential new entrants to surmount. Furthermore, in most industries, established firms would ordinarily have some ability to protect their positions through price competition. 1.3 Primary principles
 
 Marginal matters Microeconomics provides a descriptive framework in which to analyze the effects of incremental changes in the quantities of goods and services supplied or demanded over time. A standard diagram of this type, Figure 1.9, shows an idealized version of a firm that maximizes its profits by pricing its products at the point where marginal revenue (MR) – the extra revenue gained by selling an additional unit – equals marginal cost (MC), the cost of supplying an extra unit. Here, the average cost (AC), which includes both fixed and variable components, first declines and is then pulled up by rising marginal cost. Profit for the firm is represented by the shaded rectangle (price [p] times quantity [q] minus cost [c] times quantity [q]). Given that popular entertainment products feature one-of-a-kind talent (e.g., Elvis or Sinatra recordings) or brand-name services (e.g., MTV, Disney theme parks), the so-called competitive-monopolistic model of Figure 1.9a, in which many firms produce slightly differentiated products, is not farfetched. The objectives for such profit-maximizing firms are to both rightward-shift and also steepen the demand schedule idealized by line D. A shift to the
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 Figure 1.9. (a) Marginal costs and revenues, normal setting, (b) demand becomes more inelastic and right-shifted, and (c) consumers’ surplus under price discrimination.
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 right represents an increase in demand at each given price. And a schedule of demand that becomes more vertical – that is, quantity demanded becomes less responsive to change in price (i.e., becomes more price-inelastic) through promotional and advertising efforts – enables a firm to reap a potentially large proportionate increase in profits as long as marginal costs are held relatively flat (Figure 1.9b). In all, the more substitutes that are available, the greater is the price elasticity of demand. Look, for example, at what happens when a movie is made. The initial capital investment in production and marketing is risked without knowing how many units (including theater tickets, home video sales and rentals, television viewings, and the like) will ultimately be demanded. The possibilities range from practically zero to practically infinite. Whatever the ultimate demand turns out to be, however, the costs of production and marketing, which are large compared with other, later costs, are mostly borne upfront. Come what may, the costs here are sunk (i.e., the bulk of the money is already spent and should be presumed as being unrecoverable) whereas in many other manufacturing processes, the costs of raw materials and labor embedded in each unit produced (variable and marginal) may be relatively high and continuous over time. In entertainment, the cost of producing an incremental unit (e.g., an extra movie print) is normally quite small as compared with the sunk costs, which should by this stage be considered as irrelevant for purposes of making ongoing strategic decisions. It may thus, accordingly, be sensible for a distributor to take a chance on spending a little more on marketing and promotion in an attempt to shift the demand schedule into a more price-inelastic and rightward position. Such inelastic demand is characteristic of products and services that Are considered to be necessities Have few substitutes Comprise a small part of the budget Are consumed over a relatively brief time Are not used often Economists use estimates of elasticity (i.e., responsiveness) to indicate the expected percentage change in demand if there is a 1% change – up or down – in prices or incomes (or some other factor). In the case of price, this can be stated as price elasticity = εp =
 
 % change in quantity demanded . % change in unit price
 
 All other things being equal, demand would be normally expected to rise with an increase in income and decline with an increase in price.21 For example, if demand declines 8% when price rises 4%, the price elasticity of demand would be –2.0. In theory, cross-elasticities of demand between
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 goods and services that are close substitutes for each other (a new Star Trek film versus a new Star Wars film), or complements to each other (movie admissions and sales of popcorn), might also be estimated. Similarly, elasticity with respect to income can be estimated for goods and services classifiable as luxuries, necessities, or inferiors. With luxuries, demand grows faster as income rises, and the income elasticity is greater than 1.0. For necessities, demand increases as income rises but more slowly than income (elasticity 0.0 to 1.0). And for inferior goods, income elasticity is negative, with demand falling as income rises. By these measures, most entertainment products and services are either necessities or luxuries for most people most of the time (but with classification subject to change over the course of an economic or individual’s life cycle). Price discrimination If, moreover, a market for, say, airline or theater seats (see Chapter 13) can be segmented into first and economy classes, profits can be further enhanced by capturing what is known in economics as the consumers’ surplus – the price difference between what consumers actually pay and what they would be willing to pay. Such a price discrimination model extracts, without adding much to costs, the additional revenues shown in the cross-hatched rectangular area of Figure 1.9c. The conditions that enable discrimination include Existence of monopoly power to regulate prices Ability to segregate consumers with different elasticities of demand Inability of original buyers to resell the goods or services Public good characteristics Public goods are those that can be enjoyed by more than one person without reducing the amount available to any other person; providing the good to everyone else is costless. In addition, once the good exists, it is generally impossible to exclude anyone from enjoying the benefits, even if a person refuses to pay for the privilege. Such nonpayers are, therefore, “free riders.” Spending on national defense or on programs to reduce air pollution would be of this type. And in entertainment it is not unusual to find near public good characteristics: The marginal cost of adding one viewer to a television network program or of allowing an extra visitor to a theme park is not measurable. 1.4 Personal-consumption expenditure relationships
 
 Recreational goods and services are those used or consumed during leisure time. As a result, there is a close relationship between demand for leisure and demand for recreational products and services.
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 Table 1.4. PCEs for recreation in real (2000) dollars, 1990–2005a Type of product or service
 
 1990
 
 2000
 
 2005∗
 
 Total recreation expenditures Percentage of total personal consumption Books and maps Magazines, newspapers, sheet music Nondurable toys and sport supplies Wheel goods, sports, and photographic equipmentb Video and audio goods, including musical instruments, computers, etc. Radio and television repair Flowers, seeds, and potted plants Admissions to specified spectator amusements Motion picture theaters Legitimate theaters and opera, and entertainments of nonprofit institutionsc Spectator sportsd Clubs and fraternal organizationse Commercial participant amusements f Pari-mutuel net receipts Otherg
 
 290.2 7.6 16.2 21.6 32.8
 
 585.7 8.7 33.7 35.0 56.6
 
 756.3 8.7 42.2 43.8 67.2
 
 29.7 53.0
 
 57.6 116.6
 
 81.5 141.2
 
 3.2 10.9 15.1
 
 4.2 18.0 30.4
 
 4.8 19.7 38.3
 
 5.1 5.2
 
 8.6 10.3
 
 9.7 12.7
 
 4.8 13.5 25.2 3.5 65.4
 
 11.5 19.0 75.8 5.0 133.9
 
 15.9 23.5 107.3 6.2 180.0
 
 ∗
 
 In 2000 dollars. In millions of dollars, except percentages. Represents market value of purchases of goods and services by individuals and nonprofit institutions. See Historical Statistics, Colonial Times to 1970, series H 878–893, for figures issued prior to 1981 revisions. b Includes photo equipment, boats, and pleasure aircraft. c Except athletic. d Includes professional and amateur events and racetracks. e Consists of dues and fees excluding insurance premiums. f Consists of billiard parlors; bowling alleys, dancing, riding, shooting, skating, and swimming places; amusement devices and parks; golf courses; sightseeing buses and guides; private flying operations; and other commercial participant amusements. g Consists of net receipts of lotteries and expenditures for purchase of pets and pet care services, cable TV, film processing, photographic studios, sporting and recreation camps, and recreational services, not elsewhere classified. Sources: U.S. Bureau of Economic Analysis, The National Income and Product Accounts of the United States, 1929–1976; and Survey of Current Business, July issues.
 
 a
 
 As may be inferred from Table 1.4, NIPA data classify spending on recreation as a subset of total personal-consumption expenditures (PCEs). This table is particularly important because it allows comparison of the amount of leisure-related spending to the amount of spending for shelter, transportation, food, clothing, national defense, and other items.22 For example, percentages
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 of all PCEs allocated to selected major categories in 2005 were as follows: Medical care Housing Food (ex. alcohol bev.) Transportation (total) All recreation Clothing
 
 17.1% 14.9 13.7 12.0 8.7 3.9
 
 Also, as may be seen in Figure 1.10, spending on entertainment services has trended gradually higher as a percentage of all PCEs, whereas the percentage spent on clothing and food has declined. That spending on total recreational goods and services responds to prevalent economic forces with a degree of predictability can be seen in Figure 1.11 and in Supplementary Table S1.1.23 Figure 1.11 illustrates that PCEs for recreation as a percentage of total disposable personal income (DPI) had held in a band of roughly 4.0% to 6.5% for most of the 60 years beginning in 1929. It is only since the late 1980s that new heights have been achieved as a result of a relatively lengthy business cycle expansion, increased consumer borrowing ratios, demographic and household formation influences, and the proliferation of leisure-related goods and services utilizing new technologies. Measurement of real (adjusted for inflation) per capita spending on total recreation and on recreation services provides yet another long-term view of how Americans have allocated their leisure-related dollars. Although the services subsegment excludes spending on durable products such as television sets, it includes movies, cable TV, sports, theater, commercial participant amusements, lotteries, and pari-mutuel betting – areas in which most of the largest growth has been recently seen. The percentage of recreation services
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 Figure 1.10. Trends in percent of total personal consumption expenditures in selected categories, 1980–2005.
 
 P1: JZP 0521874854c01
 
 CUFX085/Vogel
 
 0 521 86017 2
 
 Feb. 21, 2007
 
 17:40
 
 22
 
 1 ECONOMIC PERSPECTIVE 9
 
 %
 
 8 6 5 3 29
 
 39
 
 49
 
 59
 
 69
 
 79
 
 89
 
 99
 
 Figure 1.11. PCE for recreation as percentage of disposable income, 1929–2005.
 
 spending is now above 40% of the total spent for all recreation (Figure 1.12), and a steeper uptrend in real per capita PCEs on total recreation and on recreation services beginning around 1960 is suggested by Figure 1.13.24 This apparent shift toward services, which is also being experienced in other economically advanced nations, is a reflection of relative market saturation for durables, relative price-change patterns, and changes in consumer preferences that follow from the development of new goods and services. As such, even small percentage shifts of spending may represent billions of dollars flowing into or out of entertainment businesses. And for many firms, the direction of these flows may make the difference between prosperous growth or struggle and decay. Because various entertainment sectors have such different responses to changing conditions, the degree of recession resistance, or cyclicity of the
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 Figure 1.12. PCE on recreation services as percentage of total PCE on recreation, 1959–2005.
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 Figure 1.13. Real per capita spending on total recreation and on recreation services, 1929–2005.
 
 entertainment industry relative to that of the economy at large, is unfortunately not well depicted by such time series. For example, broadcasting revenue trends are dependent on advertising expenditures, which are, in turn, related to total corporate profits. However, the movie and theater segments often exhibit contracyclical tendencies and, to effectively study these business cycle relationships, data at a less aggregated level must therefore be used. In other words, measures of what is known as the gross national product (GNP), or of the more recent standard of gross domestic product (GDP), can provide only a starting point for further investigations.25 1.5 Industry structures and segments
 
 Structures Microeconomic theory suggests that industries can be categorized according to how firms make price and output decisions in response to prevailing market conditions. In the model assuming perfect competition, firms all make identical products, and each firm is so small in relation to total industry output that its operations have a negligible effect on price or on quantity supplied. At the other idealized extreme is a monopoly structure, in which there are no close substitutes for the single firm’s output, the firm sets prices, and there are barriers that prevent potential competitors from entry. In the real world, the structure of most industries cannot be characterized as being perfectly competitive or as monopolistic but as somewhere in between. One of those in-between structures is known as monopolistic competition, in which there are many sellers of somewhat differentiated products and in which some control of pricing and competition through advertising is seen. An oligopoly structure is similar, except that in oligopolies, there are only a few sellers of products that are close substitutes and pricing decisions
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 may affect the pricing and output decisions of other firms in the industry. Although the distinction between monopolistic competition and oligopoly is often blurred, it is clear that when firms must take a rival’s reaction to changes of price into account, the structure is oligopolistic. In media and entertainment, industry segments fall generally into the following somewhat overlapping structural categories: Monopoly
 
 Oligopoly
 
 Monopolistic Competition
 
 Cable TV Newspapers Professional sports teams
 
 Movies Recorded music Network TV Casinos Theme parks
 
 Books Magazines Radio stations Toys and games Performing arts
 
 These categories can then be further analyzed in terms of the degree to which there is a concentration of power among rival firms. A measure that is sensitive to both differences in the number of firms in an industry and differences in relative market shares – the Herfindahl–Hirschman Index – is then frequently used by economists to measure the concentration of markets.26 Segments The relative economic importance of various industry segments is illustrated in Figure 1.14, the trendlines of which provide long-range macroeconomic perspectives of entertainment industry growth patterns. These patterns then translate into short-run financial operating performance, which is revealed by Table 1.5, where revenues, pretax operating incomes, assets, and cash flows (essentially EBITDAs) for a selected sample of major public companies are presented. This sample includes an estimated 80% of the transactions volume in entertainment-related industries and provides a means of comparing efficiencies in various segments. Cash flow is particularly important because it can be used to service debt, acquire assets, or pay dividends. Representing the difference between cash receipts from the sale of goods or services and cash outlays required in production of the same, operating cash flow is usually understood to be operating income before deductions for interest, taxes, depreciation, and amortization (EBITDA) and more recently and alternatively, operating income before depreciation and amortization (OIBDA).27 Although it has lost analytical favor in recent years, cash flow (EBITDA), so defined, has customarily been used as the basis for valuing all kinds of media and entertainment properties because the distortionary effects of differing tax and financial structure considerations are stripped away: A business property can thus be more easily evaluated from the standpoint of what it might be worth to potential buyers.28
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 Figure 1.14. PCEs of selected entertainment categories as percentages of total PCE on recreation, 1929–2005.
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 27
 
 Table 1.5. Entertainment industry composite, selected sample, 2001–2005 Compound annual growth rates (%): 2001–2005 No. companies Operating in sample Revenues income
 
 Industry segment Broadcasting (TV & radio) Cable (video subs.) Filmed entertainment Gaming (casinos) Publishing (books, cons. mag., newsp.) Recorded music Theatrical exhibition Theme parks Toys Total
 
 Operating Assets cash flow
 
 24 24 6 22 25
 
 3 18 8 3 5
 
 39 NMb 24 7 11
 
 5 3 −1 11 5
 
 −6 34 6 5 −3
 
 4 5 7 8 125
 
 −3 1 6 6
 
 71 117 −2 10
 
 −17 8 4 3
 
 4 17 0 10
 
 Total composite Pretax return (%) on
 
 2005 2004 2003 2002 2001 CAGRa
 
 Revenues
 
 Assets
 
 16.4 15.6 13.8 7.5 6.1
 
 6.6 6.0 5.3 2.4 1.8
 
 Operating income Operating Revenues ($ billions) Assets cash flow 291.4 275.2 258.5 234.9 220.5 7.2
 
 47.8 42.8 35.8 17.7 13.3 37.5
 
 718.9 716.9 677.8 724.9 732.5 −0.5
 
 67.3 63.1 56.4 46.4 41.3 13.0
 
 a
 
 Compound annual growth rate (%). Not meaningful. Source: Company reports.
 
 b
 
 More immediately, we can further see that entertainment industries generated revenues (on the wholesale level) of about $290 billion in 2005 and that annual growth between 2001 and 2005 averaged approximately 7.2%. Over the same span, operating income rose from recession lows at a compound rate of 37.5%, whereas assets have remained largely unchanged. Clearly then, operating cash flows, rising at a rate of 13.0%, have more than kept pace with the growth of revenues. Additions to assets have been financed by borrowings and/or by sales of equity (i.e., shares of stock) but also out of cash flows. A thorough analysis of the composites shown in Table 1.5 would nevertheless further require consideration of many business-environmental features, including interest rates, antitrust policy attitudes, the trend of dollar exchange
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 Figure 1.15. Inflation-rate comparisons for Consumer Price Index (CPI-U) and selected industry segments, 1982–2005. Source: Bureau of Labor Statistics.
 
 rates, and relative pricing power. This last factor is suggested by Figure 1.15, which compares the rise of the Consumer Price Index for a few important entertainment segments against the average of all items for all urban consumers (CPI-U). From this, we can see that cable television service prices have been rising at well above average rates, while toys have been below the average. Although economists also examine various segments through the use of what are known as input–output (I/O) tables, such tables are more robustly employed in the analysis of industrial products and commodities and in travel and tourism than they are in entertainment and media services. A typical I/O table in entertainment (see Table 2.2) would, for example, indicate how much the advertising industry depends on spending by entertainment companies.29 Finally, an indexed comparison of the percent of personal consumption expenditures going to different segments reveals the effects of changes in technology and in spending preferences. Three such trends are reflected in Figure 1.16, which illustrates the indexed percentages of total PCEs going to movie admissions, spectator sports, and live entertainment (including legitimate theater, opera, and entertainments of nonprofit institutions, i.e., “performing arts”). Interestingly, since around 1980, live entertainment, with a boost from relatively rapidly rising prices, had until recently gained in comparison with the spending percentage on spectator sports. Meanwhile, though, the percentage of PCE spending for movie tickets has fallen sharply now that technology has provided many other diversions and/or alternative means of seeing films (e.g., on videocassettes, DVDs, satellite or cable television hookups, or the Internet).
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 Figure 1.16. Indexed personal consumption expenditures on spectator sports, live entertainment, and movie theater admissions as a percent of total PCEs (1929 = 1.0), 1929–2005.
 
 1.6 Valuation variables
 
 Important as it is to understand the economic perspectives, it is ultimately the role of the financial analyst to condense this information into an asset valuation estimate. The key question for investors is whether the market is correctly pricing the assets of an industry or of a company. In attempting to arrive at an answer, we find that valuation of assets often involves as much art as science. Valuation methods fall into three main categories of approach, using discounted cash flows, comparison methods, and option pricing models. Sometimes all three approaches are suitable and the results of each are compared. At other times the characteristics of the asset to be valued are such that it makes sense for only one approach to be used. In most cases, however, discounted cash flow is the central concept that takes account of both the time value of money and risk. Discounted cash flows Given that the primary assets of media and entertainment companies are most often intangible and are embodied in the form of intellectual property rights, it makes sense to base valuations on the expected future profits that the control of such rights might be reasonably expected to convey over time. Although it is not a flawless measure, estimated cash flow (or perhaps EBITDA) discounted back to a present value will usually provide a good reflection of such profit potential as long as the proper discount rate is ascribed: Cash flow to equity must use a cost of equity capital discount rate (i.e., after interest expenses and principal payments), whereas cash flow to
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 the firm (i.e., prior to interest expenses and principal payments) would use a weighted average cost of capital (WACC) discount rate. Essentially, the discounted cash flow approach takes the value of any asset as the net present value (NPV) of the sum of expected future cash flows as represented by the following formula: NPV =
 
 n 
 
 CFt /(1 + r )t ,
 
 t=1
 
 where r is the risk-adjusted required rate of return (tied to current interest rates), CFt is the projected cash flow in period t, and n is the number of future periods over which the cash stream is to be received. To illustrate this most simply, assume that the required rate of return is 9%, that the projected cash flows of a television program in each of the next three years are $3 million, $2 million, and $1 million, and that the program has no value beyond the third year. The NPV of the program would then be 3(1.0 + 0.09) + 2/(1.0 + 0.09)2 + 1/(1.0 + 0.09)3 = 2.75 + 1.683 + 0.7722 = $5.205 million. Comparison methods Valuations can also be made by comparing various financial ratios and characteristics of one company or industry to another. These comparisons will frequently include current price-multiples of cash flows and estimates of earnings, shareholders’ equity, and revenue growth relative to those of similar properties. For instance, often one of the best yardsticks for comparing global companies that report with different accounting standards is a ratio of Enterprise Value (EV) to EBITDA. Enterprise Value, subject to adjustment for preferred shares and other off-balance sheet items, equals total common shares outstanding times share price (i.e., equity capitalization) plus debt minus cash. A ratio of price to cash flow, earnings, revenues, or some other financial feature should of course already reflect inherently the estimated discounted cash flow and/or salvage (terminal) values of an asset or class of assets. If cable systems are thus being traded at prices that suggest multiples of ten times next year’s projected cash flow, it is likely that most other systems with similar characteristics will also be priced at a multiple near ten. In valuations of entertainment and media assets, this comparative-multiple approach is the one most often used even though it is not particularly good in capturing what economists call externalities – those factors that would make a media property especially valuable to a specific buyer. Prestige, potential for political or moral influence, or access to certain markets are externalities that ordinarily affect media transaction prices.
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 Options For assets that have option-like characteristics or that are not traded frequently, neither the discounted cash flow nor the price and ratio comparison approaches can be readily applied. Instead, option-pricing models (e.g., the Black–Scholes model) that use contingent claim valuation estimates (of assets that pay off only under certain contingencies and assumed probability distributions) are usually employed. With the possible exception of start-up Internet shares in the late 1990s, however, this approach has not normally been used in entertainment industry practice unless the asset to be valued is an option contract (e.g., a warrant, call, or put) or is a contract for marketing or distribution rights or for some form of intellectual property right, such as for a patent.30 1.7 Concluding remarks
 
 This chapter has sketched the economic landscape in which all entertainment industries operate. It has indicated how hours at work, productivity trends, expected utility functions, demographics, and other factors can affect the amounts of time and money we spend on leisure-related goods and services. It has also provided benchmarks against which the relative growth rates and sizes of different industry segments or composites can be measured. We can see, for example, that as a percentage of disposable income, U.S. PCEs for recreation – encompassing spending on entertainment as well as other leisure-time pursuits – first rose to well over 6% in the 1980s. And we can see that entertainment is big business: At the wholesale level, it is now generating annual revenues exceeding $300 billion. Moreover, as measured in dollar value terms, entertainment has consistently been one of the largest net export categories (estimated to be at least $9 billion in 2006) for the United States.31 Technological development has obviously played an important role, too. It underlies the very growth of productivity and thus of the relative supply of leisure time. But just as significantly, technological advancement, tracked in Figure 1.17, has changed the way in which we think of entertainment products. Such products – whether movies, music, TV shows, video games, or words – must now be regarded as composite bits of “information” that can be produced and processed and distributed as a series of digits – coded bursts of zeros and ones that can represent sounds and pictures and texts. Already, this has greatly altered the entertainment industry’s economic landscape. The past, then, is clearly not a prologue – especially in a field where creative people are constantly finding new ways to turn a profit. The wideranging economic perspectives discussed in this chapter, however, provide a common background for all that follows.
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 Notes 1. Similarly, the concept of play has been studied under the disciplines of sociology and psychology. The Dutch anthropologist Johan Huizinga in his book Homo Ludens (Man the Player, 1938, 1955) advanced the notion that play might be its own end. Huizinga (1955, p. 8) notes that the first main characteristic of play is “that it is free, it is freedom. A second characteristic . . . is that play is not ‘ordinary’ or ‘real’ life.” It also demands order, casts a spell over us, and contains elements of tension and solution, such as in gambling. Torkildsen (1999, p. 93) makes further distinctions between play, recreation, and leisure. Play activity is “freely chosen and indulged in for its own sake and for the satisfaction it brings in the doing: it exhibits childlike characteristics of spontaneity, self-expression and a creation of its own special meaning . . . Recreation, unlike play, appears to need to be justified . . . It carries greater social responsibilities than leisure . . . Re-creation is another meaning. In its purest sense, it is characterized by an inner-consuming experience of oneness that leads to revival . . . Leisure is perceived in different ways – time, activity, experience, state of being, a way of life, and so on . . . It can encompass play and recreation activity.” Here, recreation, play, and leisure concepts form partially overlapping circles centered on pleasure. See also Roberts (1995). 2. As De Grazia (1962, p. 13) notes, it is obvious that “time on one’s hands is not enough to make leisure,” and free time accompanied by fear and anxiety is not leisure. 3. As Smith (1986, p. 8) has further noted, such surveys indicate that for full-time, dayshift plant workers, the average workweek decreased by 0.8 hour between 1973 and 1985 but that, over the same period, “the schedule of full-time office workers in the private sector rose by 0.2 hour, with the result that the workweek of these two large groups converged markedly.” Also, Hedges and Taylor (1980) show that hours for full-time service workers declined faster than for white-collar and blue-collar employees between 1968 and 1979. And the Bureau of Labor Statistics estimated that the percentage of nonagricultural salaried jobs in which the workweek exceeded 49 hours rose to 18.5% in 1993 as compared with 14.2% in 1973. Through World War I Americans regularly worked six days a week, and it was not until after passage of the Fair Labor Standards Act in 1938 that overtime pay and a 40-hour workweek became the norm. See also Supplementary Table S1.2. 4. A Louis Harris nationwide survey found that the estimated hours available for leisure had been steadily decreasing from 26.2 hours per week in 1973 to 16.6 hours per week in 1987. Since 1989 this has stabilized at around 20 hours. Harris argues that an apparent combination of economic necessities and choices by women who want to work has increased the number of families in which both husbands and wives hold jobs. Also see Gibbs (1989). 5. These estimated changes in hours worked appear strikingly high. It seems that, although the analysis could have been correct in catching the direction of change, it might have mistakenly estimated its magnitude. Schor’s book is so politically imbued with an anticapitalist theme that the methodology and the objectivity of its findings are accordingly suspect. See also Robinson and Godbey (1997) and The Economist, December 23, 1995, p. 12. 6. Robinson (1989, p. 35) found, for example, that “people aged 51 to 64 have gained the most free time since 1965, mainly because they are working less. Among people in this age group, the proportion of men opting for early retirement increased considerably between 1965 and 1985.” Also, Robinson and Godbey (1997) suggest that Americans, in the aggregate, have more time for leisure because of broad trends toward younger retirements and smaller families. Except for parents of very young children, or those with more than
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 four children under 18, everyone else, they say, has gained at least one hour per week since 1965. 7. Roberts and Rupert (1995) state that the presumption of declining leisure is a fallacy. “Previous studies purporting to have uncovered such a fact have not adequately disentangled time spent in home production-activities . . . from time spent enjoying leisure activities. [W]hile hours of market work and home work have remained fairly constant for men since the mid-1970s, market hours have been rising and home production hours have been declining for women . . . Possible reasons include an increase in market versus nonmarket productivity or labor-saving technological advancements in the home.” Rones, Ilg, and Gardner (1997) concluded that, between 1976 and 1993, “after removing the effect of the shifting age distribution, average weekly hours for men showed virtually no change (edging up from 41.0 to 41.2 hours), and the average workweek for women increased by only a single hour [but] . . . a growing proportion of workers are putting in very long workweeks . . . This increase is pervasive across occupations, and the long workweek itself seems to be associated with high earnings and certain types of occupations.” See also Kirkland (2000). Also note that the U.S. Federal Government approved funding in December 2000 for an American Time Use Survey of Activity. See Shelley (2005). 8. Divergence of results in studying hours of work may be caused by differences in how government data are used. For example, such data generally are based on hours paid rather than hours worked. This means that a worker on paid vacation would be counted as working, even though he or she is not. Also, hours per job, rather than hours per worker are used. The shift in work-hour trends in Europe is a function of competition from low-wage countries and is discussed in Landler (2004). 9. Rybczynski (1991) provides a detailed history of the evolution of the weekend. And Spring (1993) provides a study of the popularity of spare-time activities classified by day of the week. Television viewing, consuming one-third of free time on weekdays and one-fourth on weekends, leads the list by far on every day of the week. 10. Also, studies comparing time allocation in different countries can be found in Juster and Stafford (1991), where, for example, it can be seen that both men and women allocate more time for leisure in the United States than in Japan or Sweden. As Bell and Freeman (2000) note, however, the differences in hours worked in different countries are related less to cultural values than to a greater diversity of wages, the effects of number of hours worked on future compensation, and less job security in the United States than elsewhere. They find that an American working 2,000 hours per year who increases that by 10%, to 2,200 hours, can generally expect a “1 percent increase in future wages.” 11. The apparently reduced rate of improvement between 1973 and 1990 may have been caused by unexpected sharp cost increases for energy and capital (interest rates), by high corporate debt levels, or perhaps by the burgeoning “underground” (off-the-books) economy not directly captured in (and therefore distorting) the NIPA numbers. As McTague (2005) suggests, growth of the underground economy still creates important distortions, especially in the measurement of productivity. 12. There are many fine texts providing full description of these tools; see, for example, Henderson and Quandt (1971). 13. In most mathematical presentations, the independent variable or “cause” of change is presented along the horizontal x-axis and the dependent variable on the vertical y-axis. Economists, however, have generally found it more convenient to depict prices (the independent variable) and quantities by switching the axes. Thus, prices are usually seen on the vertical axis and quantities on the horizontal one. Werner (2005, p. 326) notes that “The variable that produces the equilibrium in this model is price. However, to achieve
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 this outcome, perfect information is required. If there is imperfect information, there is no guarantee that equilibrium will ever be obtained. It would be pure chance if demand equaled supply.” 14. In Linder (1970), standard indifference-curve/budget-line analysis is used to show how the supply of labor is a function of income and substitution effects. The standard consumers’ utility function is V = f (Q, Tc ), where Q is the number of units of consumption goods and Tc is the number of hours devoted to consumption purposes. Two constraints are Q = pTw and T = Tw + Tc , where p is a productivity index measuring the number of consumption goods earned per hour of work (Tw ) and T is the total number of hours available per time period. To maximize utility, V now takes the Lagrange multiplier function L = f (Q, Tc ) + λ[Q − p(T − Tc ), which is then differentiated with respect to Q, Tc , and multiplier λ. 15. See Trost (1986) and Monthly Labor Review, U.S. Department of Commerce, Bureau of Labor Statistics, November 1986, No. 11. 16. Owen’s (1970) exhaustive study of these issues leads to a model supporting the hypothesis of a backward-bending labor-supply curve and suggesting that demand for leisure activity has positive income and negative price elasticities consistent with economic theory. More recent work by Deidda and Cerina (2002) explores the elasticity of wages per unit of labor relative to the fraction of labor income saved. 17. Utility can often be visualized in the form of a mathematical curve or function. For instance, the utility a person derives from purchase of good x might vary with the square root of the amount of x (i.e., U(x) = square root of x). Also see Section 11.5 and Levy and Sarnat (1972). 18. Taking this a step further, one finds that a marginal rate of substitution (MRS) between good x and good y can then be presented in the form of indifference curves that are a ratio of the marginal utility (MU) of x to the marginal utility of y, and along which utility is constant. The underlying assumption is that of diminishing marginal utility, which means that the curves never intersect and are negatively sloped and generally convex to the origin. 19. A dependency ratio is the number of people who are net consumers (children and senior citizens) divided by the number of net producers; see, for example, Burton and Toth (1974), and Gladwell (2006). 20. Regulation is often deemed politically necessary to offset alleged imperfections in the market economy. At times, for example, there have thus been movements to contain monopoly power, to control excessive competition, to provide public goods, and to regulate externalities. 21. Price or other elasticities are also often taken at a point and expressed in the calculus as ε p = −( p/q) × (dq/dp), where q is a measure of quantity of units demanded and p is price per unit. 22. The table, however, does not do justice to the cable television and lottery spending categories, which have been among the largest and fastest growing segments but are unfortunately lumped into the “other” section. 23. Both Figure 1.10 and Supplemetary Table S1.1 are based on NIPA data series. 24. However, the entertainment services series as a percentage of total recreation spending has demonstrated considerable volatility since 1929. This series hit a peak of nearly 50% in the early 1940s, when there were relatively few consumer durables available. Then, for
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 a dozen or so years ending in the late 1970s, the percentage had been confined to a fairly narrow band of 33% to 36%. 25. GNP measures output belonging to U.S. citizens and corporations wherever that output is created, whereas GDP measures the value of all goods and services produced in a country no matter whether that output belongs to natives or foreigners. In actuality, in the United States, the differences between the values of the two series have been slight. However, critics of National Income Accounting, for example, Cobb, Halstead, and Rowe (1995), argue that GDP measurements allow activities in the household and volunteer sectors to go entirely unreckoned. As a result, GDP measurements mask the breakdown of the social structure and are grossly misleading. “GDP does not distinguish between costs and benefits, between productive and destructive activities, or between sustainable and unsustainable ones. The nation’s central measure of well-being works like a calculating machine that adds but cannot subtract. . . . The GDP treats leisure time and time with family the way it treats air and water: as having no value at all” (pp. 64–67). See also Uichitelle (2006). 26. The Herfindahl–Hirschman Index (HHI) – used by the Department of Justice in determining whether proposed mergers ought to be permitted – is calculated as the sum of the squared market shares of each competitor in the relevant product and geographic markets: HHI =
 
 n 
 
 Si2 ,
 
 i=1
 
 where S is the market share of the ith firm in the industry and n equals the number of firms in the industry. Generally, near monopolies would have an HHI approaching 10,000, modest concentration would fall between 1,000 and 1,800, and low concentration would be under 1,000. 27. OIBDA eliminates the uneven effect across company business segments of noncash depreciation of tangible assets and amortization of certain intangible assets that are recognized in business combinations. The limitation of this measure, however, is that it does not reflect periodic costs of certain capitalized tangible and intangible assets used in generating revenues. OIBDA also does not reflect the diminution in value of goodwill and intangible assets or gains and losses on asset sales. In contrast, free cash flow (FCF) is defined as cash from operations less cash provided by discontinued operations, capital expenditures and product development costs, principal payments on capital leases, dividends paid, and partnership distributions, if any. 28. Enthusiasm for use of EBITDA as an important metric of comparison has waned in light of the accounting scandals of the early 2000s. Increasingly, investors appear to favor measures of free cash flow and net earnings, especially now that the rules for writing down goodwill have been changed (see Chapter 5) and given that EBITDA does not indicate the detrimental effects of high and rising debt obligations on balance sheets and rising interest expenses on net earnings. 29. The input–output (I/O) accounts show how industries interact; specifically, they show how industries provide input to, and use output from, each other to produce gross domestic product (GDP). These accounts provide detailed information on the flows of the goods and services that make up the production process of industries. I/O accounts are presented in a set of tables: Use, Make, Direct Requirements, and Total Requirements. The Use table shows the inputs to industry production and the commodities that are consumed by final users. The Make table shows the commodities that are produced by each industry. 30. See also Lev (2001) for discussion of measurement and valuation of intangibles.
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 31. Official data on entertainment industry exports are sketchy, but as noted by the U.S. Department of Commerce (1993, p. 20), net exports (using country-based rather than firmbased measurements) of motion picture and television programming amounted to $2.122 billion in 1991. For the same year, net exports of records, tapes, and other media amounted to $283 million. Other areas may have generated the following amounts: theme parks, $0.5 billion; casinos, $0.5 billion. Also, according to the OECD Services, Statistics on International Transactions Table A-21, net U.S. film and television exports in 1994 were $2.48 billion as compared with $195 million in 1980. See also Bernstein (1990), who discusses the implications of global acceptance of American entertainment products and services, and Variety, January 9, 1991. More recent estimates based on different data and not netted against imports appear in Copyright Industries in the U.S. Economy (2002) prepared by Stephen E. Siwek Economists Incorporated (Washington, DC) for the International Intellectual Property Alliance (www.iipa.com). In that report, foreign sales and exports for broadly defined copyright industries, the largest of any other grouping, including aerospace and chemicals, are estimated to have been $89 billion in 2001. The core copyright industries are here defined to include newspapers and periodicals, music publishing, radio and television broadcasting, cable television, records and tapes, motion pictures, theatrical productions, advertising, and computer software and data processing. Within this core, for 2001, motion pictures, television, and video are estimated to have accounted for $14.69 billion, music, $9.51 billion, and publications, $4.03 billion.
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 Basic elements Listen to the technology and find out what it is telling you. – Carver Mead, chip design pioneer
 
 Entertainment and media industries all operate within a framework of commonly shared elements. All sectors are conditioned by the same underlying rules, are affected by changes in distribution technologies at approximately the same time, and, because of the nature of the products and services offered, are often both buyers and sellers of advertising services. The relevance of these basic and usually invisible aspects common to every entertainment and media business sector is explained in this chapter. 2.1 Rules of the road
 
 Laws of the media Media pioneer Marshall McLuhan (1964, p. 305) early on noted that “the content of any medium is always another medium.” In other words, each medium, whether it be books, music, film, games, or theater, borrows from the others and is interdependent: The content of the movie may be based on the novel, or the novel may inspire the movie or the song. The Lion King animated movie, for example, led to the introduction of a children’s game, 39
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 while the video games Mortal Kombat and Tomb Raider ended up being made into movies. Chicago went from a play to a Broadway musical to an award-winning film. This notion, however, forms the basis of only one of McLuhan’s four immutable “laws” of media (McLuhan and McLuhan 1988, p. viii), which may be directly verified by observation and applied to every product of human effort. 1. Extension: Every technology extends or amplifies some organ or faculty of the user. For example, the wheel (e.g., in the form of a bicycle or a car) is an extension of the foot. Media amplify or enhance aspects of social culture. 2. Closure: Equilibrium requires that, when one area of experience is heightened or intensified, another is diminished or numbed. For instance, it’s possible to read a book and listen to music at the same time, but neither the reading nor the listening experience can then be of maximum intensity. Or, in another meaning, in watching a film or television show, the viewer’s attention to dialog and sound or vice versa will be overpowered by extremely bright colors or graphic images. In the same way, new media create obsolescence or push older media out of prominence. 3. Reversal: Every form, pushed to the limits of its potential, reverses its characteristics – for example, the network (Internet) is a computer and the computer has become part of the network.1 4. Retrieval: The content of any medium is retrieved from an older medium or previous medium (e.g., the book spawns the movie, which begets the play, the record album, the video game, or vice versa).2 In addition to these, however, there appears to be a fifth “law” of media that McLuhan might have missed (or that could arguably be taken as a corollary of retrieval). It is also derived by observation and can be stated as: 5. Entropy/Fragmentation: Every successful form, immediately after introduction, rapidly fragments into many slightly different subsidiary niches. We can readily see this, for example, in the proliferation of magazine titles, cable channels, books, television shows, video games, popular music, and movie genres.3 Fragmentation and proliferation are seen in all media and every time a new form is successfully developed. This process is akin to biological cell division and proceeds until the economic energy of the sector is exhausted and risks of financial failures rise to intolerable levels.4 And the comparably described concept in the physical sciences, commonly called entropy, also applies. Media entropy, as in physics and communications theory, increases as we go, via the process of fragmentation, from a state of order to disorder. 5 Fragmentation also leads us to further observe that the success of media and entertainment products and services (like many others) can be ranked
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 (scaled) according to an exponential, or power law that has mathematical characteristics similar to those that are used to rank the strength of earthquakes, the sizes of cities, or percentage changes in stock prices. The essence here can be distilled into the notion that for movies, books, recordings, television shows, toys and games, cable channel viewers, Internet site visitations, actors’ salaries, and virtually anything else in the field, at least 80% of the total income is generally derived from sometimes much less than 20% of the product or service categories. Such power law relationships (discussed in greater detail in Chapter 4 and illustrated in Figure 4.9) are the basis for the sixth and seventh “laws” of media. 6. Exponentiality: Income is scaled exponentially, with relatively few items or categories accounting for most of the results while a much larger number of items or categories adds little or nothing to the total. Many different industries will operate with an 80:20 rule of this type – that is, 80% of revenues or profit come from 20% of the items. But especially in entertainment, the realities are often much harsher; in music, for example, the ratio is probably closer to 98:2. 7. Spread: Like water flowing downhill into a basin, media content will always try to be spread as widely as possible, with content seeking maximum distribution and distribution seeking maximum content.6
 
 Network features In entertainment and media, content is often said to be king. What this means is that companies with recent popular content in the form of films, books, records, television shows, or game software, for example, obtain competitive marketing and equity valuation advantages. Content is certainly where most consumer and investor attention is typically focused. Yet, were it not for the presence of vast distribution networks that quietly operate behind the scenes and that constantly evolve from new technologies, most content alone would not have inherently great financial value and impact on society and culture. It is in this sense, then, that distribution power trumps control of content: The best content in the world is not worth anything if it cannot be made readily available to audiences.7 This is then the imperative for spread, the aforementioned notion that content seeks maximum distribution and distribution seeks maximum content. Networks are thus a basic element embedded in the operating context of all entertainment and media businesses. Although media networks adhere to McLuhan’s laws, their most important feature is perhaps better described by Metcalfe’s Law of Connectivity, which applies to all networks, whether composed of computers, telephones, or roads, or of people who express their opinions to their families and friends about things like movies, music, television programs, or toys or books.8
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 Figure 2.1. Law of Connectivity illustrated.
 
 If a network has sufficient capacity to remain unclogged even while carrying lots of traffic, its utility (or value) rises by at least the number of users (or nodes) squared. More formally, V = a N 2 + bN + c, where V is the value, N is the number of users, and the other terms are constants. Figure 2.1 illustrates the concept. The only difference in the case of the Internet is that nodes are able to connect simultaneously with more than one other node, which means that unlike most (single point-to-point) telephone connections, the value rises faster than N squared. Such networks therefore show exponential, not linear, growth and increasing, not decreasing, returns to scale.9 As Shy (2001, p. 5) further explains, in network industries, including those of software development, banking, broadcasting, cable, and airlines, the huge upfront sunk cost (i.e., cost that cannot be recovered) of developing the first unit of a product or service “together with almost negligible marginal cost implies that the average cost function declines sharply” as the number of product or service units sold increases. “This means that a competitive equilibrium does not exist and that markets of this type will often be characterized by dominant leaders that capture most of the market.”10 2.2 Internet
 
 The Internet is not only a major new medium for the transmission of information and entertainment – a network of all networks, if you will – but also by now an integral part of every modern business operation. It has rudely upended the long-standing business models of virtually every industry, especially those pertaining to media and entertainment. Figure 2.2 illustrates
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 Figure 2.2. Internet development milestones, 1960–2006.
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 Figure 2.3. Personal-consumption expenditures for Internet service providers (left scale) and as a percent of total PCEs for recreation services, 1990–2005.
 
 the historical milestones in the evolution of the Internet, while Figure 2.3 indicates that personal-consumption expenditures for Internet services have grown rapidly as a percent of total spending for recreation services.11 Agent of change It is the unregulated aspect of the Internet that, in particular, makes it a powerful agent of change that allows alternative forms of service distribution to readily circumvent traditionally structured segments. The Net is a constantly evolving organism, and anyone on it can be a global publisher or a broadcaster of self-produced content with no need to obtain a government agency license or to navigate a labyrinth of corporate gatekeepers. All entertainment industry segments are being constantly transformed because, in each industry segment, the Internet fundamentally r Redefines and rearranges (but does not necessarily wholly eliminate) the
 
 functions of the middleman or wholesaler/distributor
 
 r Changes the nature of customer relationships by altering the proportion
 
 of total revenues derived from advertising, subscriptions, and sales
 
 r Increases the amount, variety, and accessibility of entertainment program
 
 content and related products and services (through what is known as a long-tail effect)12 r Opens the way for new forms of entertainment products and services to be developed13 r Challenges the entire technological and geographical rights-based business structures that have evolved Of these, the last will likely prove to be the most disruptive of them all over the longer term. For instance, movie theater distribution contracts are based
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 on geographically defined exhibition rights. Broadcast television signal distributions (and to a lesser extent radio) are technologically limited by distance from the transmission source and to time of transmission. Programming as played on DVDs and iPods is device dependent. And cable and satellite program reception rights are tied directly to the location of the receiving household’s location. With the Internet, geography, device type, and household location are no longer relevant: Traditional rights-defined “fences” are no longer restrictive because the Internet enables all content to be distributed and played on numerous devices at any time and anywhere. Within this context are generally two major business-model types that describe Internet-related companies: r As in broadcast television, information (content) is bundled with adver-
 
 tising and provided at no or minimal cost to users.14
 
 r As in pay cable, content can be paid for through subscription, license, and
 
 other fees – including percentages of transaction prices – that compensate service providers and intellectual property owners.15 Revenue streams that are based on a combination of both advertising and fees are preferred because cyclical risk is reduced through such diversification. Accounting and valuation Accounting At least in the early years of the Internet, traditional yardsticks – multiples of cash flow or of earnings or sales as well as balance sheet ratios of leverage and debt – had not served well in the valuation of Internet company shares and their assets. In part, this is because Internet businesses had been growing so rapidly and with so much potential presumed to be still ahead. Also, established accounting methods have not been able to fully explain the growth in value of companies that are mostly composed of intangible assets built through intensive early-stage spending on advertising, marketing, and research and development. Traditional accounting is based on measurements taken when transactions occur, whereas with knowledge assets, value can be created or destroyed without making any transactions at all.16 Accounting controversies in this area extend to problems of revenue recognition, discounts, and even routine issues of when to recognize expenses.17 Valuation As Internet and other early-stage media companies mature, conventional valuation metrics ultimately become more relevant. But, in the meantime, the assets clearly have option-like characteristics, which suggest that the application of option pricing models (e.g., Black–Scholes) is appropriate. Such models explicitly take into account the volatility of returns and the enormous operating leverage potential of most early-stage companies.18 The fundamental presumption here is that new firms will be able to generate much higher returns on invested capital (ROIC) than older ones.19
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 Many new companies also do not, at least initially, have any earnings at all. In such instances, analysts will usually first seek to compare market valuations against recent takeover prices for similar assets or to compare ratios of market price to revenue (or, perhaps, price to cash flow) for similar companies. Ratios such as market capitalization to advertising views or to unique users, average revenues per subscriber, revenues per viewer-hours, and other such indicators are often then also calculated. All such metrics will over time fall into and out of favor and depend on investors’ needs and interests of the moment.20 But value investors will not pay much for growth alone unless a firm has some kind of special franchise or protected position.21
 
 2.3 Advertising
 
 Advertising is the key common ingredient in the tactics and strategies of all entertainment and media company business models. Indeed, it might further be said that advertising has substantively subsidized the production and delivery of news and entertainment throughout the last century. As Figure 2.4 shows, advertising moves pretty much in tandem with personal-consumption expenditures.22 Some companies, depending on the sector, are more apt to be buyers than sellers, or vice versa. Toy companies, casinos, and theme parks are typical of the first category, and broadcasters, newspapers, and magazines are typical of the second.23 Relatively high advertising-to-sales (A/S) ratios are typical of heavily branded products and services, many of which are offered by media and entertainment firms. The top ten advertising categories in the United States in 2004 appear in Table 2.1, with movies and media near the top of the list. These category rankings do not normally change much over time and would also appear largely in the same order in other developed countries. $ billions
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 Figure 2.4. Advertising expenditure and PCE trends, log scale, 1900–2005.
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 Table 2.1. Top ten ad spending categories in the United States, 2004 Category
 
 $ millions
 
 Print
 
 Broadcast
 
 Internet
 
 Outdoor
 
 Automobiles Retail Movies & media Drugs Food & beverages Financial services Home furnishings Telecommunications Personal care Airlines & travel
 
 20,518 17,285 9,059 8,168 7,343 6,840 6,270 5,528 5,339 5,246
 
 9,199 8,820 2,975 2,234 2,783 1,794 2,896 2,048 1,667 2,506
 
 10,582 7,039 4,554 5,528 3,425 4,889 2,405 3,411 3,450 2,606
 
 375 1,108 1,362 388 915 79 520 53 116 128
 
 362 318 168 18 220 78 449 16 106 6
 
 Source: Advertising Age.
 
 However, another way to see the uses and sources of advertising in the economy as a whole is through analysis of what are known as input–output (I/O) tables. Excerpts of I/O tables relating to advertising and selected other media sectors are illustrated in Table 2.2. Such grids indicate what individual industries buy from and sell to each other.24 Functionality Advertising is especially important to media and entertainment industries because the products normally have unique, time-perishable characteristics in which, as shown in Chapter 1, there is a substantial financial gain to be derived by shifting a demand curve to the right and making it more priceinelastic. In fact, once the relatively large investment in the project’s original development has been assimilated, each additional unit of a product or service then normally entails little extra marginal cost to make or to provide. At that point, advertising often becomes the primary marketing tool and the dominant component of unit cost.25 Table 2.2. Input/output direct industry requirements, selected sample, 1992 Direct requirements per dollar of industry output at producers’ prices, inputs to industry in columns
 
 Radio & TV broadcasting Advertising
 
 Newspapers and periodicals Amusements
 
 Advertising Radio & TV broadcasting Newspapers and periodicals Amusements
 
 .02830 .02064 .00024 .37883
 
 .00020 – .02026 .00062
 
 .00606 .00496 .00023 .02056
 
 .03896 – .00052 .16209
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 Advertising is similarly important to the sellers of advertising spaces and time slots. Broadcasters, cable networks, and newspapers, for example, provide the content and thus the context in which advertising is placed. The large upfront investments required for advancement of these information delivery formats have already long been made, and fixed costs hardly change over the near to medium term. Thus, even small positive or negative changes in demand for advertising, as reflected in pricing of the inventory of spaces and slots, have immediate and significant effects on profits. From all this we can see that, especially for entertainment and media industries, advertising plays a central role for both buyers and sellers. And advertising has also become fully integrated – through merchandising, licensing, event sponsorships, tie-ins, and placements – with the distribution and propagation of many entertainment products and services. It is another basic element. Economic aspects In an exhaustive survey of the literature, Bagwell (2001, 2005) shows that the economic aspects of advertising – its effectiveness and its role in product branding, for example – have by now been extensively explored but that much remains to be done. From this work there has emerged three somewhat conflicting conceptual views that characterize advertising as being persuasive, informative, or complementary (i.e., advertising complements a consumer’s stable preferences for prestige, brand affiliation, and so on). The theoretical base for all of these views evolved out of theories of monopolistic competition that were formalized by economists of the 1930s. According to the persuasive view, advertising not only makes the demand for a firm’s products and services more inelastic – thereby enabling higher average prices to be obtained – but it also presents a barrier to entry that is especially important when economies of scale come into play. The persuasive view appears to best describe the situation for most entertainment products and services. In part this is because many such products are sold at relatively fixed prices (e.g., movie tickets) and in quasi-monopolistic temporal situations (e.g., “must-see” events or “must-have” toys). Targeted advertising then allows a firm to segment consumers and to command a higher return by implementing price discrimination strategies (as described in Chapter 1). The informative view, in contrast, suggests that advertising information enables consumers to find low prices. Advertising of this kind thus promotes competition among established firms and has the potential to facilitate entry of new firms.26 The largely complementary view discussed in Becker and Murphy (1993, p. 943) is, however, also pertinent. As they note, “advertising tends to raise elasticities of demand for goods advertised by lifting the demands of marginal
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 Figure 2.5. Advertising and GDP per capita, selected countries, 2000.
 
 consumers . . . Firms do not advertise when they cannot differentiate their products from many competing products.” In entertainment and media, such differentiation is considered to be essential by both buyers and sellers even though the effectiveness of the advertising in terms of costs incurred versus benefits attained is not always clear. Although the same basic principles apply everywhere, different countries and cultures have developed their media industries differently, which means that the intensity of advertising on a per capita basis is not the same everywhere. A comparison of GDP per capita as measured against per capita spending on advertising is shown in Figure 2.5, and representative advertisingto-sales ratios for selected items appear in Figure 2.6. As per Motion Picture Association of America (MPAA) data, movies here have the high
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 Figure 2.6. Advertising-to-sales ratios, selected industries, 2004.
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 A/S ratio that characterizes star-branded and time-perishable products and services. Advertising is generally seen as a barrier to market entry by new competitors, who must devote a relatively high proportion of sales to advertising merely to gain name recognition and attention to new products. The optimal proportion of sales that should be spent on advertising, however, is a central question for all firms, whether old or new. Yet it is difficult to implement in practice the formal theoretical approach to finding the optimal monopoly A/S ratio that was first developed by Dorfman and Steiner (1954).27 The model shows that the ratio of advertising expenditures to revenues, known as the advertising intensity, must equal the ratio of elasticities of demand with respect to advertising and price. Symbolically, k A/S = εa /ε p , where k is a constant, εa is elasticity of demand with respect to advertising, and ε p is elasticity with respect to price. 2.4 Concluding remarks
 
 Media and entertainment industry segment operations are all guided by the simple but usually unstated rules initially formulated by Marshall McLuhan; by the imperatives of a network economy now amplified in its effect on profits, culture, and society through growth of the Internet; and by a common need to buy and/or sell advertising. As such, distribution is at least as important as content, though content is what receives the most attention. We have already seen enough of the Internet to recognize that it is, in many ways, often as disruptive as it is supportive and expansive. The benefits extend primarily from the ability of the Internet to transmit existing libraries of films, television programs, games, written materials, and music into new markets and to change them into new forms. Yet, the more bandwidth availability expands, the more the Net has the ability to upend traditional business models, changing customer relationships in terms of distribution structure, pricing, convenience, advertising, and fees. The Internet is also still evolving in ways that are not entirely understood or predictable. A not fully comparable but similar situation involved the development of television in the 1920s and 1930s. In those early days, television could be described only as a radio service with pictures. After all these years, we now know that the influence and reach of television and its impact on society and on our collective psyche has been much greater than what a mere radio-with-pictures description would suggest. The impact of the Internet has already been at least as profound.
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 Notes 1. An example of reversal given by McLuhan and McLuhan (1988, pp. 107–109) includes the change of the country, which used to be the center of all work, into a place of leisure and recreation, and vice versa for cities. More recently, cable companies are turning into telephone companies, while telephone companies are providing cable services. Perhaps the best example is that telephone service used to be exclusively by wire and broadcasting over the air. These days telephony is increasingly provided by wireless means and broadcasting delivery is increasingly by wire (cable). As noted, the network (Internet) has become a computer, and computers have become the network. Kelly (1998, p. 76) notes that a “car becomes not wheels with chips, but a chip with wheels.” 2. For example, Marks (2002) and also Isenberg (2005) note that Broadway producers now turn increasingly to movies for familiar source material and Nussenbaum (2003) describes how toy product brands are the basis for movies. 3. Each fragment appeals to ever-smaller slivers; for example, horror films become horror films for teens, or in magazines, there might be titles targeted at gardening for people over 50 and some for people under 50. In cable, there are now more than 300 special-interest networks. And in books, there might be hundreds of variations on different diet segments. Once fragmentation is no longer seen to be a profitable strategy, a reversal occurs as survival then requires again appealing to a larger audience. Martin (2004) writes that, to remain profitable, many niche cable channels have begun to program for more general-interest audience preferences. 4. The first Star Trek film or television show is, for instance, new, fresh, and exciting. But by the time the nth version in the series or the mth imitation or clone appears, the energy of the original concept has been fully dissipated: Instead of a tight, unifying concept, we are left with an indistinguishable disordered mass (and mess). 5. Entropy also is a sometimes confusingly used term in communications theory as developed by Shannon and Weaver (1949) and described in Pierce (1980, p. 80). In communications theory, the entropy measure is described by the equation H = −ki pi log pi , in which k is a constant (equal to 1) and pi may represent ordinary, joint, or conditional (marginal) probabilities of selecting one item out of a large sample of similar items. 6. This rule was first noted in the Manager’s column of the Wall Street Journal of March 30, 2004 by D. Tapscott. 7. The value of self-produced programming can be enhanced if there is also ready access to distribution. The relevance of content to distribution and vice versa was underscored by the March 2004 dispute between EchoStar and Viacom. EchoStar resisted demands by Viacom for price increases and bundling of additional carriage of new, unproven channels. For part of a week, EchoStar did not show Viacom’s CBS station and cable (e.g., MTV, Nickelodeon) programs. The circumstances and results were similar to those played out in May 2000, when Time Warner dropped Disney’s ABC signals from its cable systems and bore the brunt of public and political wrath. Disney had pressed Time Warner for carriage of new cable networks in return for what are called retransmission rights. In each situation, the distributor was trying to keep prices down and retain channel space for carriage of smaller independent programming producers but was largely blamed for the problem. See Wall Street Journal, March 10, 2004, and New York Times, May 2, 2000. 8. The law is named after Robert Metcalfe, one of the Internet and Ethernet engineering pioneers.
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 9. The only cautionary aspect is that for small N, the cost of maintaining a network usually exceeds its value and a critical mass must be reached if the network is to succeed in the long run. Network effects are most visible in the establishment of services such as those enabling e-mail, auctions, instant messaging, and chat rooms. Also, as Huberman (2001, p. 25) notes, “distributions describing patterns observed on the Web have a particular form, called a power law . . . The probability of finding a Web site with a given number of pages, n, is proportional to 1/n B , where B is a number greater than or equal to 1.” Kelly (1998, p. 32 and p. 115) has, in addition, noted that in a network economy, knowledge is substituted for materials, the prosperity of a firm depends on the prosperity of its network, and the more plentiful things become, the more valuable they become. 10. Using concepts of game theory, Shy (2001, pp. 136–159) further describes how and why broadcast and cable industries and viewers respond to various aspects of deregulation and competition. 11. The underlying software linkages of the Internet began to develop in the 1960s, when scientists at the Pentagon’s Defense Advanced Research Projects Agency (DARPA), now ARPA, sought to build a communications network that would enable different kinds of computers running different software systems to exchange information with each other. The first “node” in the network was installed at UCLA in 1969 by Bolt, Beranek, & Newman (now BBN Corp.), and by 1975, about 100 such nodes linking research centers and government facilities had been established around the world. Meanwhile, significant advances in signal compression algorithms (mathematical formulas for manipulating data) were being incorporated into the software of signal-transmission systems. The pace of development, though, has always been ultimately tied to progress in the design and production of hardware in the form of microprocessor chips and memory storage devices. And throughout the 1980s and 1990s, hardware speed and efficiency rose rapidly even as unit prices fell dramatically; the functionality of a 1970s-era room-sized computer that cost $1 million could be replicated a decade later in a desktop unit costing only a few thousand dollars. In all, the underlying technological concepts driving the Internet’s growth might be summarized as (a) the network is the computer; (b) computing power doubles every 18 months (Moore’s law); (c) bandwidth, a measure of how many bits per second can be transmitted, is doubling every year; and (d) the bandwidth capacity of fiber approaches infinity. By 1985, these developments in both software and hardware had enabled the National Science Foundation to create a high-speed, long-distance artery – the network’s “backbone” – and to supplant the original military network. However, by 1995, the NSF backbone was replaced by services operated primarily by seven companies. The World Wide Web, developed by British scientist Tim Berners-Lee in 1991, then allowed researchers to readily swap images instead of just messages. Images were the key to unlocking the power of the Internet. See also Ziegler (1996). Despite an early ban on them, commercial Internet services quickly emerged. The catalyst for commercial use was the development of effective “browser” software exemplified by the Mosaic program that was nurtured and distributed for free by the University of Illinois. And by the late 1990s, the Internet had already evolved into a low-cost mass communications medium that empowered anyone to instantly relay – anywhere around the world – words, moving pictures, music, computer software, and anything else that can be digitized. As noted by Anderson (2004), this opens the way for older, archived art, films, music, books, and so on to be remixed and changed into new products. Thus instead of the usual brief shelf life of even the most highly visible and successful productions, a longer tail of usage and economic value develops. 12. The long-tail concept was popularized by Anderson (2004, 2006) and implies that in movies, books, music, and other such items, the pre-Internet concept that 80% of the sales
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 are generated by 20% of the items is no longer valid. On the Web it is just as profitable to download any movie or book or piece of music as any other because there is no physical inventory required beyond the one copy. That is not the case, say, at the local cinema or at Wal-Mart, where the titles displayed are only those likely to be selected by a mass audience. This thus makes for a long tail of demand in which even old and obscure titles can now be made readily available without penalizing profitability. See also Gomes (2006). 13. The downloading of films via the Internet to digital projectors in theaters eliminates the costs of handling reels of film. Progress in this direction as of 2005 is reviewed in McBride (2005a) and financing in Verrier (2006a). Traditional video stores are being rendered obsolete as true video-on-demand distribution of any film, anytime, anywhere becomes ever less expensive and more technologically feasible. The first Internet-based video-on-demand services supported by the major studios began to be made available in late 2002 with the introduction of Movielink, owned by Sony, Warner, Paramount, Universal, and MGM. The service allows features to be downloaded for a cost to the viewer ranging between $1.99 and $4.99 for 24-hour availability, but had not gained wide support in its first years. Starz Entertainment Group introduced Vongo, a service that for $9.99 a month allows subscribers to view around 850 films as many times as wanted until the subscription expires or the available titles are rotated out of the roster. This was the first service making recent (one-year delayed) mainstream films available on a flat-rate subscription plan over the Internet. In 2006 Movielink began to allow downloads that enable consumers to own copies of the films, whereas before it was rental only. CinemaNow, a competitor, has done the same with films from Sony and Lionsgate. Newer releases on Movielink are priced at between $20 and $30, with older catalog titles, $10 to $16. A 2006 agreement between BitTorrent and Warner Bros. that makes 200 digitally encrypted films available online the same day the DVD is released may also be significant. See also McBride (2006), Hansell (2004), Colker (2006), and Fritz and Snyder (2006). Internet program distribution is covered in Grant (2006) with a focus on Brightcove, whose technology enables producers of any size to distribute videos through any number of Web sites. The basic business model is that Brightcove, the producers, and the sites share revenues from advertising and/or sales. The commercials appear before the videos are played. If the video content is to be sold without advertising, Brightcove shares the revenues thus generated. Harmon (2003) discusses the digital distribution restrictions being technologically placed on movies and television shows. And Grant and Orwall (2003) discuss the growth of broadband availability. It should be noted, too, that the Internet seems to reduce time spent in watching movies or television programming through traditional means. A Stanford University survey suggested that 60% of regular Internet users reduced television viewing, and 33% said they spent less time reading newspapers. See Markoff (2000, 2004). In cable, the Internet has become the catalyst for growth and consolidation and widespread installation of digital signal delivery devices (in set-top boxes and cable modems). Meanwhile, it is not at all clear that television viewing – the original raison d’ˆetre of the cable business – will be sustained near previous levels. Traditional broadcast industry reliance on the placement of television and radio programs into specifically designated time slots and dayparts will also have to be modified as audiences obtain greater flexibility in electing where and through which medium they watch or listen. Audience viewing and listening patterns thus are not as easily controlled or measured as in the past. Music has been in even more turmoil given that it is the easiest to download with currently available technology. The major distribution companies are just beginning to develop standards and procedures on how best to charge for music sold over the Internet and on
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 how to protect against “piracy” of intellectual property rights (which in noncommercial instances often is more accurately described as free-ridership). The Net also effectively allows artists to function as labels, which means that artists can bypass the major record distribution companies and the onerous contracts that artists are often forced to accept in return for distribution services. The changes are just as great in all corners of the publishing businesses. In books, authors, like musicians, may now have an option to bypass the large publishing distributors. On the newspaper and magazine fronts, highly profitable classified advertising is meanwhile being supplanted by online classifieds even as Internet companies are creating a large new category of demand for advertising in these traditional media. See also BusinessWeek, May 2, 2005. And in games it is now not unusual to play with a cyberspace partner halfway across the world. While the local arcade can benefit from downloads of new games into existing video cabinet circuits, the video arcade industry’s growth may be slowed as the ability of the Internet to deliver high-quality games to the at-home market increases. The Internet has also shifted the preferences of toy and game buyers toward computer-related items. Although wagering over the Internet is still ambiguously illegal in the United States, many fully operational, internationally based Internet gaming and wagering sites already exist. Such sites may ultimately call into question the need for construction of more local casino properties even while the sites expand the total worldwide amount spent on gaming and wagering activities. In the closely related hotel and airline businesses that feed casino-hotel traffic, the flow of bookings and control of prices has already, to an extent, been unwillingly surrendered to new online distribution wholesalers like InterActiveCorp. See Mullaney and Grover (2003). 14. Measures of effectiveness of Internet ads similar to those used in traditional broadcast and print media (e.g., reach, frequency, gross ratings points, circulation, demographic spread, and cost per thousand) have only recently begun to be established. Meanwhile, evolution of legal and technological standards continues for Internet distribution rights and for webcasting, which uses software to automatically organize advertiser-supported content into channels selected by viewers. See Gaither (2006). Unlike the situation in broadcasting, Internet advertising space is theoretically unlimited. However, inventory on the most popular branded Web entry points, the so-called portals, nonetheless commands premium pricing for the traffic attracted. Advertisers would pay more for an ad on a World Wide Web (i.e., graphical/multimedia) site that must be “clicked through” than for one that only appears as a banner on a page that is merely “hit.” Advertising on the Net, as noted in BusinessWeek of March 27, 2006, is divided into two general categories: search term related, such as in the Google model, and banner ads, as might be found on a portal such as Yahoo or MSN. As of 2006, a banner on a leading portal might cost around $500,000 for a day, which is comparable to the cost of a 30-second spot on a popular network television series. On search advertising, of the average of 35 cents a click that advertisers might for example pay, Yahoo might retain at least 21 cents. Audits by third-party firms such as Nielsen’s NetRatings or comScore Networks enable advertisers to analyze reach, Web site visits per month, visit length, visits by day, week, or time of day, number of unique visitors, etc. Such information is essential to building advertising activity. For ads that appear each time a search engine like Google finds key words, the price in 2004 might have averaged around 40 cents per click-through. See also Wingfield (1999), Delaney (2004), and BusinessWeek of March 24, 2003.
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 15. Subscription (or membership), transaction, and other fees are significant sources of revenue for many Internet companies. While transaction fees normally amount to at most 2% to 5% of the price of an item sold, other fees, such as those for links to other sites or for listing, would usually be scaled to the perceived value of the services provided. The mix of fee versus advertising income will vary not only with the type of Internet services a company provides but also with the company’s stage of development (i.e., maturity) and strength of brand identity. In all, the Internet’s ability to generate revenues from a mix of advertising, service subscription fees, and potential participations in online sales has turned it into an important direct-marketing and program distribution medium with companies specializing in categories that include business services, e-services, marketplaces, portals, and retailers. As such, the Web has become an integral and unexceptional part of most business-to-business transactions. 16. This is noted in Lev (2000a, 2000b). Accounting controversies for most Internet companies begin at the top line where, as Kahn (2000) notes, firms report “the entire sales price a customer pays at their site when in fact the company keeps only a small percentage of that amount.” In fact, such reported figures are more akin to gross bookings by travel agents or to the total amount bet at a casino’s table games (handle) than to actual revenues generated through exchange of goods and services for hard currency. See also Porter (2001) and Thurm and Delaney (2004). 17. Revenue-recognition problems often involve barter, which for old-media companies might typically amount to 5% of total sales but for new-media companies might be as much as 50%. Although barter helps build brand awareness and conserves cash, by its nature it cannot directly contribute to coverage of everyday out-of-pocket cash expenses such as employee salaries, rent, insurance, and so forth. The Financial Accounting Standards Board’s Emerging Issues Task Force (EITF) has proposed that advertising should be counted as revenue only when a company has an established history of earning cash for the same space that is being bartered. Internet company offerings of coupons and discounts may, moreover, cause classifications of revenues and costs to be confused, much in the same way that this often occurs in movie industry accounting. For instance, it is possible to book a full, undiscounted price as revenues and to then take a charge for discounts as marketing expenses. A more conservative approach would be simply to book the discounted price as revenues (with no charge for marketing expenses), but that would, of course, make revenues appear to be smaller. The timing of recognition for various expenses is more routine, yet also an issue. Should, for example, product shipment fulfillment costs (involving warehousing, packaging, and shipping) be considered as part of a company’s long-run cost structure (which would reduce reported gross margins) or as a mere period marketing expense? Should customer acquisition costs be amortized over several years or be expensed immediately? 18. As noted in Ip (1999), Internet stocks appear to adhere to a downward-sloping trendline if size of capitalization in dollars (y-axis) and rank of size (x-axis) are both placed on logarithmic scales. This suggests option-like characteristics. If the company begins to lose financial backing and fails, the option is worthless, but if the company begins to succeed on a financial basis, the value of the option accelerates upward. With valuations largely dependent on perceived growth potential, one relatively simple way to estimate the option values attributable to new companies is to derive a ratio of total invested capital (TIC) – that is, market value of equity (shares outstanding times price per share) plus debt – to sales. Then apply this ratio to a current sales estimate for the new media company.
 
 P1: JZP 0521874858c02
 
 CUFX085/Vogel
 
 56
 
 0 521 86017 2
 
 Feb. 21, 2007
 
 17:55
 
 2 BASIC ELEMENTS
 
 For example, assume that the total invested capital-to-sales ratio of a traditional retailer is 3:1. If there were no growth expectations above those of the traditional retailer, the estimated value of an early-stage company with no debt and annual sales of $10 million would be $30 million. However, the market may price the equity at $100 million, thereby suggesting that the option value of the young company’s growth opportunities is worth $70 million more. The reality of growth assumptions can be assessed by comparing company revenues estimated a few years into the future against the projected size of the related industry at that time. 19. For instance, two companies begin with $1 million in earnings and want to grow by 20%. The one with an ROIC of 10% would have to invest an additional $2 million, while the one with an ROIC of 40% would require only $500,000. Investors will naturally pay a premium valuation for such relatively cheap growth (i.e., efficient use of capital), and it is then the analyst’s function to make a determination, on the basis of competitive conditions, rates of technological change, and other elements, as to how large this premium ought to be. The market usually gets it right over the long run but not necessarily so in the short run. Another approach that has intuitive appeal is to take the overall market’s estimated priceto-earnings (P/E) ratio as a base from which projected P/E ratios for faster-than-average growth companies may be calculated. For instance, using standard finance models, the P/E ratio for the Standard & Poor’s 500 index might be estimated as
 
 S&P market P/E =
 
 dividend payout ratio . (equity discount rate − earnings growth rate)
 
 For the market as a whole, the dividend payout for the S&P 500 companies is approximately 40%, and the earnings growth rate might be 6% while the discount rate is 8%. The estimated market P/E ratio would then be 0.4/(0.08 – 0.06) = 20. The next step is to calculate an earnings payback period over which $1 of current earnings will sum to $20. At a growth rate of 6%, that requires approximately 13 years. However, should the growth rate of the company in question be 20% instead of 6%, in 13 years, the sum of $1 of original investment will be $54. This suggests that the appropriate estimated P/E multiple for the faster-growing company ought to be 54. But then further adjustments for volatility would have to be made: Those companies with greater than average volatility of returns (i.e., riskiness) should normally have a lower P/E, and vice versa. Another comparison is enterprise value (EV is stock market capitalization, i.e., share price times number of shares outstanding, plus net debt) divided by total revenues (TR). Usually, high EV/TR ratios relative to other similar companies (and to the same ratio for the whole market as measured by the S&P 500) would suggest that the shares in question might be too high in price. A more informal approach that is also often used in many industries involves dividing the P/E ratio by the projected long-term growth rate of earnings (G). Such so-called PEG ratios may then be used to derive a sense of relative valuations within an industry group. For example, shares of a company sporting, say, a P/E ratio of 30 but growing by more than 30% (i.e., a PEG ratio below 1.0) might be attractively priced for purchase as compared with a similar company with a PEG ratio significantly above 1.0. 20. Still, all of these methodologies are just roundabout ways to define future cash flows and to attach a probability that such estimated cash flows will be realized at some point in the future. The cash flows that will be discounted back to determine present value, the
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 discounted cash flows (DCFs), are simply probability weighted and are what statisticians call an expected value. If, for instance, in five years there is a 20% probability that the cash flow of an enterprise will be $2 million, a 30% probability that it will be $10 million, and a 50% probability that it will be $7 million, the expected value of the future cash flow that is to be discounted is 0.2 × 2 + 0.3 × 10 + 0.5 × 7 = $6.9 million. As such, even small changes in probability estimates and discount rates (which are relatively high because of the inherently higher risks incurred with investments in new, untested companies) lead to large and rapid changes (volatility) in present-value estimates and thus in the share prices of publicly traded companies. 21. This approach is more fully developed in Greenwald et al. (2001). 22. The advertising time series is cointegrated with the PCE time series. However, which causes which is an open question. That is, does advertising cause PCEs to rise or is it that rising PCEs lead to higher corporate profits and thus more advertising? See also Gertner (2005). 23. Advertising goes back a long time in human history. Merchants in ancient Rome, for example, had street signs advertising their wares. The main advances, however, came with the invention of the printing press, which enabled handbills and circulars and later newspapers to be readily printed, and with the rise of broadcast technologies in the early twentieth century. N. W. Ayer & Son, founded in Philadelphia in 1869, was one of the first agencies to define precise financial terms between advertisers and publishers and to establish set percentage fees for the agency’s services. At around the same time, J. Walter Thompson began to use advertisements in magazines. Nevertheless, it was the rise of broadcast media, especially radio in the 1920s that carried the advertising industry into its heyday and made it central to the operations of so many different industries, including everything from cereals and soaps, to cars, clothing, and beer, and to the whole gamut of entertainment products and services. By the late 1930s, radio advertising accounted for more than one-third of top agency billings. And starting in the 1950s, television advertising began its rise to prominence, surpassing newspaper advertising dollar volume by 1994. Internet advertising then began to take significant share away from more traditional media beginning around the year 2000. As shown in Chapter 7 (Figure 7.2), advertising expenditure on a global basis now amounts to nearly $500 billion, with spending in the United States accounting for some 45% of the total. There are currently more than 21,000 advertising establishments in the United States, with some 6 out of 10 writing, copying, or preparing artwork, graphics, and other creative works. 24. As Wassily Leontief said at a 1973 press conference after the announcement of his Nobel Laureate for development of I/O concepts, “When you make bread, you need eggs, flour, and milk. And if you want more bread, you must use more eggs. There are cooking recipes for all the industries in the economy” (Harvard University Gazette, February 11, 1999). 25. Think, for example, in terms of a movie or theme park attraction that costs $100 million to make or build. Each additional unit sold in the form of a theater or park admission ticket has virtually zero incremental cost except for the advertising needed to bring another person through the turnstile. This would hardly describe the situation for manufactured products like cars, which though relying heavily on advertising, also incur high costs of incremental materials and labor for each unit made. 26. As Bagwell (2001) summarizes, studies of the 1970s generally concluded that (a) advertising is associated with an increase in sales, but the effect is short-lived; (b) advertising is combative in nature; and (c) the effect on demand is difficult to assess and differs across
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 industries. Also, while the evidence suggests that retail advertising leads to lower retail prices, the evidence concerning the association between advertising and ease of entry is mixed. The informative view of advertising appears to be relevant for sets of frequently purchased consumer goods (e.g., gas, milk, sodas, and tissues), especially those for which experience is an important determinant of purchase behavior. 27. This advertising intensity model is described in Bagwell (2005). Elasticity estimates, as first presented in Chapter 1, are the first step in applying the theory. An advertising elasticity measure, εa , estimates the percent change of sales to the percent change in advertising expenditures. A second measure, price elasticity of demand, ε p , represents the percent change in sales to the percent change in price. This model shows that it makes sense to increase spending on advertising as long as the sales gain from doing this is greater than the sales to be gained if such spending were to instead be used for price reductions.
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 Movie macroeconomics You oughta be in pictures!
 
 A more appealing pitch to investors would be hard to find. Many people imagine that nothing could be more fun and potentially more lucrative than making movies. After all, in its first four years, Star Wars returned profits of over $150 million on an initial investment of $11 million (and many millions more on re-release 20 years later). Nonetheless, ego gratification rather than money may often be the only return on an investment in film. As in other endeavors, what you see is not always what you get. In fact, of any ten major theatrical films produced, on the average, six or seven may be broadly characterized as unprofitable and one might break even. Still, as we shall soon discover, there are many reasons why such characterizations must be applied with care and why the success ratio for studio/distributors is considerably better than for individual participants. Be that as it may, moviemaking is still truly entrepreneurial: It is often a triumph of hope over reality, where defeat can easily be snatched from the jaws of victory. But its magical, mystical elements notwithstanding, it is also a business, affected as any other by basic economic principles. 65
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 This chapter is concerned with macroeconomic trends and movie asset valuations; the next two chapters deal with issues of operational structure, accounting, and television-related microeconomics. 3.1 Flickering images
 
 Snuggled comfortably in the seat of your local theater or, as is increasingly likely, in front of the screen attached to your home video exhibition device, you are transported far away by your imagination as you watch – a movie. Of course, not all movies have the substance and style to accomplish this incredible feat of emotional transportation, but a surprising number of them do. In any case, what is seen on the screen is there because of a remarkable history of tumultuous development that is still largely in progress. Putting pictures on a strip of film that moved was not a unique or new idea among photographers of the late nineteenth century. As noted by Margolies and Gwathmey (1991, p. 9), it was by then already known that the way we see film move is an optical illusion based upon the eye’s persistence of vision; an image is retained for a fraction of a second longer than it actually appears. But the man who synthesized it all into a workable invention was Thomas Edison. By the early 1890s, Edison and his main assistant, William Dickson, had succeeded in perfecting a camera (“Kinetograph”) that was capable of photographing objects in motion. Soon thereafter, the first motion picture studio was formed to manufacture “Kinetoscopes” at Edison’s laboratory in West Orange, New Jersey. These first primitive movies – continually looping filmstrips viewed through a peephole machine – were then shown at a “Kinetoscope Parlor” on lower Broadway in New York, where crowds formed to see this most amazing novelty. The technological evolution of cameras, films, and projection equipment accelerated considerably at this stage. In Europe, for instance, full-time cinemas proliferated in London after 1906 and France reigned powerfully in the initial growth of all global film industry segments.1 And everywhere entrepreneurs were quick to grasp the money-making potential in showing films to the public. The early years in the United States, though, were marked by a series of patent infringement suits and attempts at monopolization that were to characterize the industry’s internal relations for a long time. As Stanley (1978, p. 10) notes: Movies were being shown in thousands of theaters around the country . . . After years of patent disputes, the major movie companies realized it was to their mutual advantage to cooperate . . . A complex natural monopoly over almost all phases of the nascent motion picture industry was organized in December 1908. It was called the Motion Picture Patents Company. This company held pooled patents for films, cameras, and projectors, and apportioned royalties on the patents. It also attempted to control the industry by buying up most of the major film exchanges (distributors) then in existence, with the goal of organizing them into a massive rental exchange, the General Film Company.2
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 The Patents Company and its distribution subsidiary (together known as the “Trust”) often engaged in crude and oppressive business practices that fostered great resentment and discontent. However, eventually the Trust was overwhelmed by the growing numbers, and by the increasing market power, of the independents that sprang up in all areas of production, distribution, and exhibition (i.e., theaters). The Trust’s control of the industry, for example, was undermined by the many “independent” producers who would use the Patent Company’s machines, without authorization, on film stock that was imported. Yet more significantly, it was from within the ranks of these very independents that there emerged the founders of companies that were later to become Hollywood’s giants: Carl Laemmle, credited with starting the star system and founder of Universal; William Fox, founder of the Fox Film Company, which was combined in 1935 with Twentieth Century Pictures; Adolph Zukor, who came to dominate Paramount Pictures; and Marcus Loew, who in the early 1920s assembled two failing companies (Metro Pictures and Goldwyn Pictures) to form the core of MGM. At around the same time, there began a distinct movement of production activity to the West Coast. Southern California was not only far for the Trust enforcers to reach, but it could also provide low-cost nonunion labor and an advantageous climate and geography for filming. By the mid-1920s, most production in these film “factories” had thus shifted to the West, although New York retained its importance as the industry’s financial seat. Hollywood had also by this time begun to dominate the world cinema, competing effectively against filmmakers in Europe, especially those in England and France. As Trumpbour (2002, pp. 18–19) has noted, the U.S. industry exploited several advantages over its rivals: Even then it already had the world’s largest domestic market composed of diversified immigrant cultures; it had a well-developed industrial organization as compared with the largely artisanal production and distribution systems in other countries; and it had an ideology of optimism and happy endings as compared with the often morose fade-outs of films made abroad. By the late 1920s, though, the industry was shaken by the introduction of motion pictures with sound and, soon thereafter, by the Great Depression. In that time of economic collapse, the large amounts of capital required to convert to sound equipment could only be provided by the Eastern banking firms, which refinanced and reorganized the major companies. Ultimately, it was those companies with the most vertical integration (controlling production, distribution, and exhibition) that survived this period intact. Those companies were Warner Brothers, RKO, Twentieth Century Fox, Paramount, and MGM. On a lesser scale were Universal and Columbia, which were only producer-distributors, and United Artists, which was essentially a distributor. The Depression, moreover, also led to the formation of powerful unions of skilled craftsmen, talent guilds, and other institutions that now play an important role in the economics of filmmaking. Except for their sometimes strained relations with the unions, the eight major companies came out of this period of restructuring with a degree of
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 control over the business that the early Patents Company founders could envy, and the complaints of those harmed in such an environment began to be heard by the U.S. Department of Justice. After five years of intensive investigation, the government filed suit in 1938 against the eight companies and charged them with illegally conspiring to restrain trade by, among other things, causing an exhibitor who wanted any of a distributor’s pictures to take all of them (i.e., block booking them). By agreeing to a few relatively minor restrictions in a consent decree signed in 1940, the majors were, however, able to settle the case without having to sever the link between distribution and exhibition. Because of this, five majors retained dominance in about 70% of the first-run theaters in the country.3 Not surprisingly, complaints persisted, and the Justice Department found it necessary to reactivate its suit against Paramount in 1944. After several more years of legal wrangling, the defendants finally agreed in 1948 to sign a decree that separated production and distribution from exhibition. It was this decree – combined with the contemporaneous emergence of television – that ushered the movie business into the modern era (Table 3.1 and Figure 3.1). 3.2 May the forces be with you
 
 Evolutionary elements The major forces shaping the structure of the movie industry have historically included (1) technological advances in the filmmaking process itself, in marketing and audience sampling methods, and in the development of distribution and data storage capabilities using television signals, cable, satellites, video recorders, computers, and laser discs; (2) the need for ever-larger pools of capital to launch motion-picture projects; (3) the 1948 consent decree separating distribution from exhibition; (4) the emergence of large multiplex theater chains in new suburban locations; and (5) the constant evolution and growth of independent production and service organizations. Each of these items will be discussed in the context of a gradually unfolding larger story. Technology Unquestionably the most potent impetus for change over the long term has been, and will continue to be, the development of technology. As Fielding has observed: If the artistic and historical development of film and television are to be understood, then so must the peculiar marriage of art and technology which prevails in their operation. It is the involvement of twentieth-century technology which renders these media so unlike the other, older arts. (Fielding 1967, p. iv)
 
 In the filmmaking process itself, for instance, the impact of technological improvements has been phenomenal. To see how far we have come, we need only remember that “talkies” were the special-effects movies of the
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 Table 3.1. Chronology of antitrust actions in the motion-picture industry, 1900–1999 1908
 
 1910 1914 1916 1917 1917 1917 1918 1925 1927 1929 1929 1930
 
 1932 1938 1940 1944
 
 1948–49
 
 1950–99
 
 Motion Picture Patents Co. established; horizontal combination of ten major companies that held most of the patents in the industry; cross-licensing arrangement General Film Co. purchased 68 film exchanges (local distribution companies) (vertical integration) Five film exchanges combined as Paramount to distribute films (vertical integration) Famous Players merged with Lasky to form major studio (horizontal integration) Famous Players-Lasky acquired 12 small producers and Paramount (vertical and horizontal integration) Motion Picture Patents Co. and General Film Co. dissolved as a result of judicial decisions and innovations by independents 3,500 exhibitors became part of First National Exhibitors Circuit; financed independents, built studios (vertical and horizontal integration) Exhibitor combination formed in 1912 partially enjoined Series of federal suits brought against large chains of exhibitors for coercing distributors Paramount ordered to cease and desist anticompetitive practices Standard exhibition contract struck down as restraint of trade Exhibitor suit resulted in injunction against restrictive practices of sound manufacturers (talkies) Full vertical integration established as norm (production/distribution/ exhibition); major exhibitor circuits given special treatment such as formula deals, advantageous clearances; studios owned supply of natural resources (stars) Uniform zoning protection plan for the Omaha distributing territory enjoined Start of a series of Justice Department antitrust actions against the industry (Paramount case I) Major studios entered into a series of consent decrees Justice Department brought Paramount case II, asked for divestiture of exhibition segment of major studios; District Court stopped short of divestiture but ordered other practices to cease; both parties appealed Supreme Court (in effect) ordered divestiture; under jurisdiction of District Court, major studios divested themselves of their theaters and entered into consent decrees in other areas Series of antitrust actions (private and federal) against various segments of the industry for past practices, violations of the consent decree, price fixing, block booking, product splitting, and other anticompetitive activities
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 Figure 3.1. Film industry milestones, 1870–2006. Key events underlined.
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 2010
 
 Disney buys Pixar
 
 Sony group buys MGM for $5 billion
 
 MGM buys 1,300 PolyGram films for $250 million First Internet-distributed film, Pi First digital screenings in theaters (Phantom Menace) Vivendi buys Seagram/Universal for $35 billion Film accounting rules tightened GE/NBC buys Universal
 
 Digital Video Discs popularized
 
 Titanic worldwide gross tops $1.7 billion
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 Sony buys Columbia and Tri-Star for $3.4 billion
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 late 1920s; indeed, it was not until the 1970s that special effects began to be created with the help of advanced computer-aided designs and electronic editing and composition devices. Titanic, Terminator 2, The Matrix, and Spider-Man are examples of films that would not and could not have been made without the new machines and methods. In addition, new technologies have enabled distributors to launch international marketing campaigns with much more speed and complexity than could have been imagined in the early years of the industry. And distributors and exhibitors now have the ability – using sophisticated sampling techniques and forecasting models – to closely estimate audience size and demographic responsiveness to a picture within a day or two of its release, and therefore to make quick adjustments. The ready availability of television, cable, and other home video displays has also been important in changing the movie industry’s economic and physical structure; film presentations on any of these media are competitive as well as supplementary to theatrical exhibitions, which historically constitute the core business. And advancements in program distribution and storage capabilities have made it possible to see a wide variety of films in the comfort of our homes and at our own discretion. Such unprecedented access to filmed entertainment – enabling viewers to control the time and place of viewing – has redirected the economic power of studios and distributors and opened the way for new enterprises to flourish. As the rate of change in signal distribution technology (Internet bandwidth, for example) begins to outpace the rate of change in production technology, filmed-entertainment products and services are sure to become ever more personalized and adaptable.4 Capital After technology, the second most important long-term force for change has been the packaging and application of relatively large amounts of capital to the total process of production, distribution, and marketing. In this regard, financing innovations (as discussed in the next chapter) have played a leading role. Without the development of sophisticated financing methods and access to a broad and deep capital market, it is doubtful that the movie industry could have arrived at the position it occupies today. From an economist’s standpoint, it is also interesting to observe further that the feature-film business does not easily fit the usual molds. Industries requiring sizable capital investments can normally be expected to evolve into purely oligopolistic forms: steel and automobile manufacturing are examples. But because movies – each uniquely designed and packaged – are not stamped out on cookie-cutter assembly lines, the economic structure is somewhat different. Here, instead, we find a combination of large oligopolistic production/distribution/financing organizations regularly interfacing with and being highly dependent on a fragmented assortment of small, specialized service and production firms. At least in Hollywood, energetic little fish often can swim with great agility and success among the giant whales, assorted sharks, and hungry piranha.
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 Hollywood is always in flux, a prototype of the emerging network economy, assembling and disassembling itself from one deal and one picture and one technology to the next. Pecking orders Exhibition Back in the 1920s, a 65-cent movie ticket would buy a few hours in a comfortable seat in the grandeur of a marbled and gilded theater palace in which complimentary coffee was graciously served while a string quartet played softly in the background. But those were the good old days. The 1948 antitrust consent decree had considerable impact on movie industry structure because it disallowed control of the retail exhibition side of the business (local movie theaters) by the major production/distribution entities of that time. Disgruntled independent theater owners had initiated the action leading to issuance of the decree because they felt that studios were discriminating against them: Studios would book pictures into their captive outlets without public bidding. However, the divestitures – ordered in the name of preserving competition – turned out to be a hollow victory for those independents. Soon after the distribution–exhibition split had been effected, studios realized that it was no longer necessary to supply a new picture every week, and they proceeded to substantially reduce production schedules. Competition for the best pictures out of a diminished supply then raised prices beyond what many owners of small theaters could afford. And by that time, television had begun to wean audiences away from big-screen entertainment; the number of movie admissions had begun a steep downward slide. The 1948 decree thus triggered and also hastened the arrival of a major structural change that would have eventually happened anyway.5 In the United States, exhibition is dominated by several major theater chains, including Regal Entertainment Group (United Artists, Edwards Theaters, Hoyts, and Regal Cinemas), AMC Entertainment (American MultiCinema, Loews Cineplex including Sony, Plitt, Walter Reade, and RKO), Carmike Cinemas, Redstone (National Amusements, Inc.), Cinemark USA, and Marcus Corp. In aggregate, these companies operate approximately 20,000 of the best-located and most modern urban and suburban (e.g., shopping mall) movie screens, with most of the other 15,000 or so older theaters still owned by individuals and small private companies. As such, the chains control about 65% of the screens, but they probably account for at least 80% of the total exhibition revenues generated. In Canada, however, Cineplex (controlled through Onex) is estimated to control about 65% of total annual theatrical revenues (with about 1,300 screens in 132 theaters as of 2005). The Canadian market is roughly 10% that of the United States. In both the United States and Canada, construction of conveniently located multiple-screen (i.e., multiplexed) theaters in suburban areas by these large
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 Table 3.2. Exhibition industry composite, five companies, 2001–2005
 
 CAGR(%)b 2001–2005 a b c
 
 Revenues
 
 Operating income
 
 Operatinga margin (%)
 
 Assets
 
 Operating cash flow
 
 1.3
 
 117.3
 
 NMc
 
 8.0
 
 17.0
 
 Average margin, 2001–2005 = 7.4%. Compound annual growth rate. Not meaningful.
 
 chains has more than offset the decline of older drive-in and inner-city locations and has accordingly helped to stave off competition from other forms of entertainment, including home video. The chains, moreover, have brought economies of scale to a business that used to be notoriously inefficient in its operating practices and procedures. As a result, control of exhibition has been consolidated into fewer and financially stronger hands, and the five companies aggregated in Table 3.2 together account for more than 70% of total industry dollar volume.6 Production and distribution Theatrical film production and distribution have evolved into a multifaceted business, with many different sizes and types of organizations participating in some or all parts of the project development and marketing processes. However, companies with important and long-standing presence in both production and distribution, with substantial library assets, and with some studio production facilities (although nowadays this is not a necessity) have been collectively and historically known as the “majors.” As of the early 2000s, subsequent to many mergers and restructurings, there were six major theatrical-film distributors (studios): The Walt Disney Company (Buena Vista, Touchstone, Hollywood Pictures, and Pixar), Sony Pictures (owned by Sony and distributor of Columbia/TriStar and MGM/UA films), Paramount (Viacom Inc. and DreamWorks), Twentieth Century Fox (News Corp.), Warner Bros. (Time Warner Inc.), and Universal (formerly MCA, Inc. and now part of GE/NBC Universal).7 These companies produce, finance, and distribute their own films, but they also finance and distribute pictures initiated by so-called independent filmmakers who either work directly for them or have projects “picked up” after progress toward completion has already been made.8 Of somewhat lesser size and scope in production and distribution activities are so-called minimajors such as New Line Cinema (Time Warner), Lionsgate, and The Weinstein Company. (The now-defunct Orion Pictures, whose library was bought by MGM, fit into this category, too, as did Miramax and DreamWorks when those were run by the founders.) Many smaller production companies also often have significant distribution capabilities in specialized market segments. Generally, such smaller companies would
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 not handle theatrical product lines that are as broad as those of the majors, nor would they have the considerable access to capital that a major would have. Nevertheless, these smaller companies can occasionally produce and nationally distribute pictures that generate box-office revenues that are large enough to attract media attention.9 Several smaller, “independent” producers also either feed their production into the established distribution pipelines of the larger companies or have minidistribution organizations of their own. Many of these newer independents largely finance their productions away from the majors and then, in effect, merely make distribution agreements with the larger studios (i.e., they “rent” the studio’s distribution apparatus). They thus retain much more control over a film’s rights and can build a library of such rights. In addition, many executive project development firms do not produce films but instead option existing literary properties and/or develop new properties for others to produce. Small independent firms, sometimes called “states-righters,” will also still occasionally handle distributions in local and regional markets not well covered by the majors or submajors.10 And Lionsgate, IFC, and Picturehouse (HBO/Newmarket) are examples of relatively new significant independent distribution companies in the United States, with counterparts in overseas markets, where distributors of various sizes operate. Although at first it may be a bit startling to learn of the existence of so many different production and service organizations, their enduring presence underscores the entrepreneurial qualities of this business. The many “independents” have been a structural fact of life since the industry began, and they add considerable variety and verve to the filmmaking process. 3.3 Ups and downs
 
 Admission cycles There has long been a notion, derived from the Depression-resistant performance of motion-picture ticket sales, that the movie business has somewhat contracyclical characteristics (Figure 3.2). Indeed, it may be theorized that as the economy enters a recessionary phase, the leisure-time spending preferences of consumers shift more toward lower-cost, closer-to-home entertainment activities than when the economy is robust and expansionary. If so, this would explain why ticket sales often remain steady or rise during early to middle stages of a recession, faltering only near the recession’s end. By that stage, many people’s budgets are apt to be severely stretched and long-postponed purchases of essential goods (e.g., new cars) and services (e.g., fixing leaky ceilings) will naturally take priority over spending on entertainment. The performance of movie-ticket sales vis-`a-vis the economy during recessionary episodes since 1929 is illustrated in Figure 3.3.
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 Figure 3.2. PCEs on movies, 1929–2005.
 
 In fact, an important study of cycles in ticket demand (Nardone 1982) has indicated that the motion-picture industry acts contracyclically to the economy 87.5% of the time in peaks and 69.3% of the time in troughs. Also, there are suggestions that both a four-year and a ten-year cycle in movie admissions may be present, but the statistical evidence in this regard is inconclusive.11 Ticket sales peaked in 1946 and troughed in 1971 – a time when the economic survival of several major distributors was seriously in question. Although seasonal demand patterns are not as sharply defined as they used to be (largely because there are now so many multiscreen theaters around the country), it is still much easier to discern and to interpret such seasonal rather than long-wave cycles. Families find it most convenient to see films during vacation periods such as Thanksgiving, Christmas, and Easter, and children out of school during the summer months have time to frequent the
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 Figure 3.3. Motion-picture receipts: percentage change over previous year’s receipts, 1929–2005. Bars indicate periods of recession.
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 Figure 3.4. Normalized weekly fluctuations in U.S. film attendance, 1969–1984. Source: Variety, copyright 1984 by A. D. Murphy.
 
 box office.12 In the fall, however, school begins again, new television programs are introduced, and elections are held; people are busy with activities other than moviegoing. And in the period just prior to Christmas, shopping takes precedence. Thus, the industry tends to concentrate most of its important film releases within just a few weeks of the year. This makes the competition for moviegoers’ attention and time more expensive than it would be if audience attendance patterns were not as seasonally skewed (see Section 4.4 on marketing costs). Normalized seasonal patterns are illustrated in Figure 3.4. Prices and elasticities Ticket sales for new film releases are typically insensitive to changes in boxoffice prices per se, but sales may be more responsive to the total cost of moviegoing, which can include fees for complementary goods and services, such as those for babysitters, restaurant meals, and parking. Although demand for major-event movies, backed by strong word-of-mouth advertising and reviewer support, is essentially price inelastic, exhibitors are sometimes able to stimulate admissions by showing somewhat older features at very low prices during off-peak times (e.g., Tuesday noon screenings when schools are in session). Many retired and unemployed people, and probably bored housewives and truants, like to take advantage of such bargains. There is, moreover, a widespread impression that ticket prices have risen inordinately. Yet, as Figure 3.5 indicates, movie-ticket prices, as deflated by the consumer price index, remain below the peak of the early 1970s.
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 Figure 3.5. Motion-picture admissions in billions and average real ticket-price index, 1965–2005.
 
 In addition to price, many other factors – from story type, stars, and director to promotional budgets, demographics, ratings, awards, and critical reviews – will usually enter into the moviegoing (or home video purchase/rental) decision. Viewed collectively, the economic studies that have been done in this area seem most of all to suggest that movie-audience tastes and responses to such different variables shift fairly often.13
 
 Production starts and capital In at least one respect, the movie industry is no different from the housing construction industry. The crucial initial ingredient is capital. Without access to it, no project can get off the ground. It should thus come as no surprise to find that the number of movies started in any year may be sensitive to changes in interest rates and in the availability of credit. To illustrate this relationship, a statistical experiment was conducted using the Daily Variety endof-quarter production-start figures from 1969 to 1980, the quarterly average bank prime interest rate adjusted by the implicit gross national product (GNP) deflator for the same period, and the banking system’s borrowed reserves (also deflated) as a proxy for the availability of capital. The results were as follows: 1. There may be a moderate, statistically significant inverse correlation, with at least a one-quarter lag, between real interest rates and the number of production starts. 2. There probably exists, with a six-quarter lag, an inverse relationship between production starts and borrowed reserves (credit availability) (Figure 3.6).
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 Figure 3.6. Production starts, interest rates, and borrowed reserves lagged six quarters, 1969–1980.
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 That production starts should lag behind changes in the availability of capital by as much as six quarters should not be unexpected in view of the long lead time usually needed to assemble the many diverse components required for motion-picture productions. Beginning with a rudimentary outline or treatment of a story idea, it can often take over a year to arrange financing, final scripts, cast, and crew. In total, it normally requires at least 18 months to bring a movie project from conception to the answer-print stage – the point at which all editing, mixing, and dubbing work has been completed. Moreover, because the industry ordinarily depends on a continuous flow of cash, when credit is restricted by the Federal Reserve Bank, sources of funding for movie projects rapidly dry up: Everyone in the long chain of revenue disbursement slows payments on bills, and it becomes more difficult to effectively attract relatively scarce capital flows away from alternative uses that promise higher returns for less risk. Thus, especially for independent filmmakers, the cost and availability of credit with which to finance a project are often the most important variables affecting the amount of time that elapses from start to finish. No matter what the monetary environment, however, in theory (but not always in practice) only the worthiest of projects are supported, with the best concepts presumably first being offered to, and sometimes erroneously rejected by, the large studios/financiers/distributors. In this respect, it is significant that the number of potential film projects on Hollywood’s drawing boards always far exceeds the number that can actually be financed. Parkinson’s law applies here: The number of projects will always expand to fully absorb the capital available, regardless of quality, and without regard to the quantity of other films scheduled for completion and release at around the same time. Releases and inventories Variations in production starts are eventually reflected in the number of films released (supplied) to theaters. In turn, the number of releases and the rate of theater admissions influence industry operating profits. But it is difficult to estimate (using regression models) how large this effect may be; variations in the numbers of releases and admissions are not independent of each other, and aggregate profits are also influenced by the demand for filmed entertainment products in television, cable, and other markets.14 Sometimes, a more practical way to view the effects of changes in supply is through comparison of total dollar investments in film inventories against sales (i.e., film rentals). As in other industries, such comparisons often lead to the discovery of important economic relationships. For instance, a falling ratio of inventory to sales may be a manifestation of improving demand and/or of declining investments in production; either way, inventories become less financially burdensome to carry as cash is being recycled relatively rapidly.
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 Table 3.3. Filmed entertainment industry operating performance, major theatrical distributors, 1975–2005 Revenues Oper. income Film inventory Invent./revenue ($ millions) ($ millions) Margin (%) ($ millions) ($ millions) 2005 44,300 3,782 8.5 2004 44,799 4,544 10.1 2003 42,036 4,072 9.7 2002 37,808 3,064 8.1 2001 31,547 1,590 5.0 2000 29,416 900 3.1 1999 29,651 1,062 3.6 1998 29,468 2,153 7.3 1997 28,758 2,143 7.5 1996 25,644 1,884 7.3 1995 22,073 1,831 8.3 1994 19,850 927 4.7 1993 17,583 733 4.2 1992 16,147 1,302 8.1 1991 14,128 941 6.7 1990 12,676 1,103 8.7 1989 11,571 1,130 9.8 1988 9,121 1,151 12.6 1987 8,251 928 11.2 1986 6,839 799 11.7 1985 6,359 465 7.3 1984 5,839 516 8.8 1983 5,324 590 11.1 1982 4,548 565 12.4 1981 3,749 301 8.0 1980 3,997 489 12.2 1979 4,009 661 16.5 1978 3,498 606 17.3 1977 2,739 406 14.8 1976 2,336 336 14.4 1975 2,078 353 17.0 Five- and ten-year compound annual growth rates 2000–2005 8.5 33.3 1995–2005 7.2 7.5
 
 19,176 18,881 18,194 18,771 18,846 22,959 21,033 20,412 18,371 16,404 12,361 12,288 11,597 10,374 9,663 8,127 7,242 5,089 4,710 4,458 4,216 3,370 2,980 2,729 2,267 1,423 1,538 1,212 973 936 822
 
 0.43 0.42 0.43 0.51 0.60 0.78 0.71 0.69 0.64 0.64 0.56 0.62 0.66 0.64 0.68 0.64 0.63 0.56 0.57 0.65 0.66 0.58 0.56 0.60 0.60 0.36 0.38 0.35 0.36 0.40 0.40
 
 −3.5 4.5
 
 Estimated inventory-to-sales figures for the major studios are shown in Table 3.3, where proper interpretation requires recognition that many independently produced projects are carried off-balance-sheet until release impends. The visible ratios – generally around 0.6 or higher since the early 1980s – are consequently somewhat akin to the tip of an iceberg, the size
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 of which is often more easily gauged from the number of films rated each year by the Motion Picture Association of America (MPAA).15 Additional industry data are shown in Table 3.4. Market-share factors Many consumer-product industries rely on market-share information to evaluate the relative positions of major participants. However, because consumers have little, if any, brand identification with movie distributors (or most producers), and because market share tends to fluctuate considerably from year to year for any one distributor, such data generally have limited applicability and relevance. In the picture business, the approach is of necessity far different than in market-share research for soaps, or cigarettes, or beverages. This kind of information therefore seems best suited for contrasting the effectiveness of major distributor organizations over the long term or for comparing a film’s short-term rental performance in one region against that for another film in the same region. In long-term analysis, for example, averaging of Disney’s share and those of other distributors over the years beginning in 1970 quantifies that company’s significant erosion of market presence in the 1970s and subsequent rebound into the 1990s (see Supplementary Data Table S3.4). Collateral factors Exchange-rate effects Between 30% and 45% of gross rentals earned by the majors usually are generated outside the so-called domestic market, which includes both the United States and Canada (about 10% of the U.S. total). Swings in foreign-currency exchange rates may therefore substantially affect the profitability of U.S. studio/distribution organizations. For instance, during most of the 1970s and after 1985, with the U.S. dollar relatively weak against major export-market currencies (Japanese yen, British pound sterling, Deutsche mark, French franc, and Swiss franc), studio profitability was significantly enhanced as movie tickets purchased in those currencies translated into more dollars. Contrariwise, in the late 1970s and early 1980s, a strengthening dollar probably reduced the industry’s operating profits by some 10% to 15% ($100 million or so) under what would otherwise have been generated. In other words, although there is some countervailing effect from the higher costs of shooting pictures in strong-currency countries and from maintaining foreign-territory distribution and sales facilities in such locations, a weakening dollar exchange rate will, on balance, noticeably improve movie industry profitability. Estimates of the importance of foreign-currency translation rates on industry profits are shown in Figure 3.7, from which it can be seen that a weakening dollar results in significant net benefit. Aggregate theatrical admissions
 
 82 8,891.2 9,539.2 9,488.5 9,519.6 8,412.5 7,661.0 7,448.0 6,949.0 6,365.9 5,911.5 5,493.5 5,396.2 5,154.2 4,871.0 4,803.2 5,021.8 5,033.4 4,458.4 4,252.9 3,778.0 3,749.4
 
 3,486.0 3,600.0 3,980.3 3,575.0 3,270.0 2,850.0 3,120.0 2,787.0 2,640.0 2,417.5 2,393.7 2,040.3 1,997.6 2,005.0 1,847.5 1,829.0 1,780.0 1,413.6 1,244.5 1,165.1 1,109.1
 
 MPAA U.S. rentalsc ($ million) 289.3 279.7 261.0 242.0 221.7 189.3 207.8 174.1 175.5 146.7 110.2 126.8 131.9 130.4 133.9 148.3 152.5 125.2 96.7 86.8 76.8
 
 MPAA Canadian rentals ($ millions) 38.8 37.7 41.9 37.6 38.9 37.2 41.9 40.1 41.5 40.9 43.6 37.8 38.8 41.2 38.5 36.4 35.4 31.7 29.3 30.8 29.6
 
 MPAA U.S. rentals % of BOd 42.0 40.7 44.7 40.1 41.5 39.7 44.7 42.6 44.2 43.4 45.6 40.2 41.3 43.8 41.3 39.4 38.4 34.5 31.5 33.1 31.6
 
 U.S. + Canadian rentals % of BO 6,683.0 7,480.0 7,510.0 6,715.0 5,710.0 5,480.0 5,970.0 5,695.0 5,320.0 4,921.5 4,609.6 4,089.1 4,017.6 3,444.1 3,273.2 3,478.4 3,126.9 2,433.9 2,179.6 1,963.4 1,729.0
 
 Worldwide (U.S. + foreign rentals) ($ millions) 3,197.0 3,837.0 3,529.7 3,140.0 2,440.0 2,630.0 2,854.0 2,908.0 2,680.0 2,504.0 2,215.9 2,048.8 2,020.0 1,439.1 1,425.7 1,649.5 1,346.9 1,020.3 935.1 798.3 619.9
 
 Foreign rentals ($ millions)
 
 47.8 51.3 47.0 46.8 42.7 46.8 47.8 51.1 50.4 50.9 48.1 50.1 50.3 41.8 43.6 47.4 43.1 41.9 42.9 40.7 35.9
 
 Foreign as a % of total (%)
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 2005 2004 2003 2002 2001 2000 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986 1985
 
 Total U.S. BOb revs ($ millions)
 
 Table 3.4. Motion picture theater industry statistics, 1965–2005a
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 1,313.2 1,297.4 1,342.7 1,163.6 1,182.6 1,067.7 1,119.9 868.0 576.6 628.0 545.9 390.5 426.4 336.7 381.3 317.4 372.3 355.9 319.5 287.2 6.4%
 
 111.0 94.2 99.8 88.7 91.5 75.0 77.6 66.8 60.8 63.2 54.4 39.9 38.7 29.4 27.4 27.7 30.0 28.1 26.4 23.2 6.5%
 
 32.6 34.5 38.9 39.2 43.0 37.8 42.4 36.6 28.3 29.7 28.6 25.6 26.9 24.9 26.7 24.5 29.0 32.1 29.9 27.6
 
 35.3 37.0 41.8 42.2 46.4 40.5 45.3 39.4 31.3 32.7 31.4 28.2 29.4 27.1 28.6 26.7 31.4 34.6 32.4 29.8
 
 1,967.2 2,136.2 2,061.3 2,015.0 2,093.7 1,966.6 1,949.4 1,466.8 1,147.5 1,232.2 1,040.7 819.3 827.7 684.7 741.7 665.8 711.3 713.7 680.9 630.7 6.1%
 
 654.0 838.8 718.6 851.4 911.2 911.4 829.5 597.6 570.9 604.2 494.8 428.8 401.3 348.0 360.4 348.4 339.0 357.8 361.4 343.5 5.7%
 
 33.2 39.3 34.9 42.3 43.5 46.3 42.6 40.7 49.8 49.0 47.5 52.3 48.5 50.8 48.6 52.3 47.7 50.1 53.1 54.5
 
 Feb. 23, 2007
 
 b
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 Totals may be affected by rounding. Box office. c Motion Picture Association of America (MPAA) rentals are assumed to be about 95% of total U.S. rentals. Remainder is from non-MPAA member companies. d Rentals percentage for United States is understated by 1%–2% because state admissions taxes are not deducted from box-office figures. e Compound annual growth rate, 1965–2005 (%).
 
 4,030.6 3,766.0 3,452.7 2,965.6 2,748.5 2,821.0 2,643.0 2,372.0 2,036.0 2,115.0 1,909.0 1,524.0 1,583.0 1,350.0 1,429.0 1,294.0 1,282.0 1,110.0 1,067.0 1,042.0 5.5%
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 84 1.403 1.536 1.574 1.639 1.487 1.421 1.465 1.481 1.388 1.339 1.263 1.292 1.244 1.173 1.141 1.189 1.263 1.085 1.089 1.017 1.056 1.199
 
 6.41 6.21 6.03 5.81 5.66 5.39 5.08 4.69 4.59 4.42 4.35 4.18 4.14 4.15 4.21 4.23 3.99 4.11 3.91 3.71 3.55 3.36
 
 198 199 198 225 196 197 218 235 253 240 234 183 161 150 164 169 169 160 129 139 153 167
 
 Total number of MPAA releases 37,740 36,652 35,995 35,836 35,173 36,280 37,131 34,168 31,865 29,731 27,843 26,689 25,626 25,214 24,639 23,814 22,921 23,129 22,679 22,765 21,147 20,200
 
 Total 37,092 36,012 35,361 35,170 34,490 35,567 36,448 33,418 31,050 28,905 26,995 25,830 24,789 24,344 23,740 22,904 21,907 21,632 20,595 19,947 18,327 17,368
 
 Indoor 648 640 634 666 683 683 683 750 815 826 848 859 837 870 899 910 1,014 1,497 2,084 2,818 2,820 2,832
 
 Drive-in
 
 Number of domestic f screens
 
 238,241 260,264 263,606 265,643 239,175 211,163 200,587 203,377 199,777 198,833 197,303 202,188 201,132 193,186 194,943 210,876 219,598 192,762 187,526 165,957 177,302 199,535
 
 Dom. BO ($)
 
 37,162 41,910 43,728 45,745 42,285 39,162 39,460 43,336 43,549 45,024 45,347 48,398 48,544 46,530 46,292 49,912 55,094 46,902 47,996 44,683 49,941 59,361
 
 Admissions
 
 Average per screen
 
 190.6 184.2 181.8 159.3 179.5 184.2 170.3 145.4 125.9 123.9 119.0 145.8 159.2 168.1 150.2 140.9 135.6 144.6 175.8 163.8 138.2 121.0
 
 Screens per MPAA release
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 2005 2004 2003 2002 2001 2000 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986 1985 1984
 
 U.S. number of admissions Avg. ticket (billions) price ($)
 
 Table 3.4. (cont.)
 
 P1: JZP 0521874854c03 0 521 86017 2 Feb. 23, 2007 16:59
 
 190 173 173 161 138 114 110 133 138 155 163 193 183 185 183 196 199 181 210 2.7 3.1
 
 18,884 18,020 18,040 17,590 16,901 16,251 16,041 15,832 15,030 14,417 14,420 14,428 14,055 13,750 13,480 13,190 13,000 12,930 12,825 3.5 4.0
 
 16,032 14,977 14,732 14,029 13,331 12,671 12,434 12,197 11,402 10,839 10,765 10,694 10,335 10,000 9,750 9,500 9,330 9,290 9,240
 
 199,428 191,604 164,390 156,254 166,913 162,636 147,871 128,600 140,719 132,413 105,687 109,717 96,051 103,927 95,994 97,195 85,385 82,521 81,248 2.7 1.7
 
 2,852 3,043 3,308 3,561 3,570 3,580 3,607 3,635 3,628 3,578 3,655 3,734 3,720 3,750 3,730 3,690 3,670 3,640 3,585 −4.2 −6.6
 
 −1.9 −1.8
 
 63,382 65,228 58,758 58,073 66,327 69,411 66,268 60,447 68,729 70,126 59,986 64,735 58,342 66,982 67,656 74,223 71,308 75,406 80,468
 
 99.4 104.2 104.3 109.3 122.5 142.6 145.8 119.0 108.9 93.0 88.5 74.8 76.8 74.3 73.7 67.3 65.3 71.4 61.1
 
 Feb. 23, 2007
 
 4.7% 3.5
 
 3.15 2.94 2.78 2.69 2.52 2.34 2.23 2.13 2.05 1.89 1.76 1.70 1.65 1.55 1.42 1.31 1.20 1.09 1.01
 
 0 521 86017 2
 
 0.8% 1.3
 
 1.197 1.175 1.060 1.022 1.121 1.128 1.063 0.957 1.033 1.011 0.865 0.934 0.820 0.921 0.912 0.979 0.927 0.975 1.032
 
 CUFX085/Vogel
 
 f In traditional industry parlance, the term domestic includes U.S. and Canadian rentals. In this table, foreign includes Canada. Sources: Variety and Daily Variety as based on MPAA-MPEAA data.
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 Figure 3.7. Film industry foreign theatrical rentals, estimated differentials for dollar exchange rate effects, 1965–2005.
 
 in five developed countries are shown in Figure 3.8a, with theatrical admissions on a per capita basis and screen availability comparisons shown in Figures 3.8b and 3.8c.16 As of 2005, there were approximately 149,000 screens in the world generating a global box-office total of around $24 billion from estimated unit ticket sales (admissions) of 8 billion. Total feature film production was approximately 4,600 titles, of which 1,100 were made in India. China, too, now produces a large number of titles.17 Trade effects Although every region of the world produces and distributes film and television programming, the United States has long been the dominant exporter, with a net trade balance for these products of at least $4 billion a year. This dominance can be explained as a function of historical happenstance, technological development, availability of capital, application of marketing prowess, and culture. But from an economist’s standpoint, the essential elements are that r Movies and television programs have public-good/joint-consumption
 
 attributes wherein the viewing by one consumer does not use up the product or detract from the enjoyment of other viewers. r The home market in the United States is relatively large in terms of population and per capita or per household penetration of cinema screens, television sets, cable connections, and video playback devices – all of which provide relatively greater opportunity for cost amortization in the home market. r The base language is English, the second most-used after Mandarin Chinese, with the majority of the speakers residing in the wealthiest countries. This means that the “cultural discount” – the diminished value of an imported film or program due to differences of style, cultural references and preferences, and relevance – on shipping U.S. programming to other English-speaking countries is relatively small.18
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 Admissions (billions)
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 * U.K., France, Germany, Italy, Japan
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 Figure 3.8. (a) Theatrical admissions in the United States and in five major developed countries, 1965–2005. Sources: Country statistical abstracts and MPAA data. (b) Admissions per capita, selected countries, 2005. (c) Screens per 1 million population, selected countries, 2005.
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 Given all these advantages it seems unlikely that the export dominance of the U.S. feature film business will be greatly eroded anytime soon. In television, however, application of new technologies and the development of regional production skills suggest that the U.S. share will probably continue to be gradually reduced.19 Financial aggregates As we have already seen, for all its purported sophistication and glamor, the movie industry remains fragmented in its organizational structure: Especially on the creative ends it remains a cottage industry, and there are good economic reasons to believe that it will remain so, if only because many small service firms and production units are efficiently scaled. The majors, though, still consistently generate the bulk of industry revenues (an estimated 90% of gross domestic film rentals), and when they have problems, so does everyone else in the business. The financial statements of these large companies accordingly provide, in the aggregate, a useful overall representation of the industry’s financial performance trends (Table 3.3). But because entertainment companies often find it difficult to systematically match overhead and financing costs against revenues from specific sources, these data do not normally allow us to analyze whether profit potential is greater in theatrical, television, or ancillary-market sales. Such issues are best addressed through an understanding of the microeconomic aspects of the business, which are discussed in the chapters that follow.20 3.4 Markets – primary and secondary
 
 Theaters have historically been the primary retail outlet for movies and the place where most of the revenues had been collected and where most of the viewing had occurred. But since the mid-1980s, the total fees from the licensing of films for use in ancillary markets (network and syndicated television, pay cable, and home video) have collectively far overshadowed revenues derived from theatrical release. Table 3.5 illustrates what an “average” feature film released through a major distributor might receive from each of the ancillary markets as of the early 2000s. Technological development, the driving force behind the transition to dominance by so-called ancillary markets, has led to sharp decreases in the costs of distributing and storing the bits of information that are contained in entertainment software. Yet it is still an open question as to whether such unit-cost decreases are in themselves sufficient to sustain the industry’s profitability. An individual seeing a newly released feature film in a theater would, for example, ordinarily generate revenue (rental or gross) to the distributor of anywhere between $2.00 and $4.50. However, viewing on pay television, or from a rented prerecorded disc or cassette, sometimes results in revenue per person-view of as little as 20 to 30 cents (Table 3.6). That happens when
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 Table 3.5. Estimated ancillary revenues for an “average” MPAA-member filma in 2005 ($ millions) Typical license fees or revenues per filmb Pay cable Home video (cassettes and DVDs) Network TV licenses Syndication Foreign TV
 
 9.5 13.0 2.5 1.5 3.0
 
 Total
 
 29.5
 
 a
 
 Per-film figures for ancillary markets represent the approximate going rate for representative pictures. However, they are not derived by dividing total ancillary-market revenues by an exact number of releases. Averages would, of course, be much lower if non-MPAA member films were to be included. b Also see Section 3.5 where it is explained why averages such as those used here require careful interpretation. Examples of wide positive and negative deviations from these approximate averages are shown in Table 5.8.
 
 several people in a household watch a film at the same time, or when one watches several times without incurring additional charges. It may, of course, be argued that in recent years declining average unit costs at home have had no discernible effect on theater admissions and that, indeed, markets for filmed entertainment products have been broadened by attracting, at the margin, viewers who would anyhow not pay the price of a ticket. In addition, it seems that, no matter how low the price at home, people still enjoy going out to the movies. As sensible as this line of reasoning appears to be (it is platitudinous within the industry), there are several problems in accepting it without challenge. Table 3.6. Approximate cost of movie viewing per person-hour, 2005a Theater (first-run big cities) Pay cable channel Home video “Free” commercial televisionb a
 
 $4.50 0.50 0.60 0.06
 
 Assumes two-hour movie and two-person household. Calculated by assuming $30 billion in TV advertising, divided by 2,555 (7 hours a day average viewing time × 365 days) × 100 million households. b
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 One of the most noticeable tendencies, for instance, has been the virtual dichotomization of the theatrical market into a relative handful of “hits” and a mass of also-rans. This can be seen from several recent peak-season boxoffice experiences, in which four out of perhaps a dozen major releases have generated as much as 80% of total revenues. Although “must-see” media-event films are as much in demand as ever – and are now able to generate the bulk of their ultimate box-office take within the first three weeks of release – such dichotomization suggests that ticket sales for pictures that are of less immediate interest to audiences are probably being replaced by home screenings that on average generate much less revenue per view. The new home-video options obviously allow people to become much more discriminating as to when and where they spend an evening out. And recent surveys strongly suggest that young people no longer necessarily regard theaters as the preferred medium for viewing films. 21 In other words, what is gained in one market may be at least partially lost in another: In the aggregate, ancillary-market cash flow is often largely substitutional. For example, extensive exposures on pay cable prior to showings on network television have sharply reduced network ratings garnered by feature film broadcasts, and the networks now accordingly bid much less than they used to for most feature-film exhibition rights. The progression of ancillary markets has also frequently been heralded as a boon to movie industry profitability. However, contributions from new revenue sources, especially those from pay cable and home video, have not been sufficient to offset rapidly rising costs of theatrical production and release. Between 1980 and 2005, for example, the cost of the average picture made by a major studio rose from $9.4 million to $60.0 million and average marketing costs soared from $4.3 million to $36.2 million. Returns on revenues (operating margins) have meanwhile fallen by at least one-third and have remained well below the peaks of the late 1970s (see Table 3.3). Table 3.7 shows recent aggregate industry financial performance. Just as significantly, though, the existence of ancillary markets has enabled many independent producers to finance their films through presales of rights. As Goodell (1998, p. xvii) notes, an independently produced film may be Table 3.7. Filmed entertainment industry operating performance: composite of six companies, 2001–2005
 
 CAGR(%)b a b c
 
 Revenues
 
 Operating income
 
 Operating margina (%)
 
 Assets
 
 Operating cash flow
 
 8.5
 
 24.1
 
 8.3c
 
 −0.8
 
 5.9
 
 Average margin = 8.3%. Compound annual growth rate. Not meaningful.
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 defined as one “that is developed without ties to a major studio, regardless of where subsequent production and/or distribution financing comes from.” Or it is a project in which the producer bears some financial risk. Such presales, often in the form of funds, guarantees, or commitments that may be used to obtain funds, will at times support projects that perhaps could not and should not have otherwise been made. Indeed, projects financed in this manner, routinely through sale of foreign rights, are often unable to generate cash flows in excess of the amounts required to cover the costs of both production and release (marketing and prints).22 Companies generally relying on presale strategies manage to cushion, but not eliminate, their downside risks while giving away much of the substantial upside profit and cash flow potential from hits. Such companies will also inevitably have a relatively high cost of capital as compared with that of a major studio if only because presale cash commitments (from downstream distributors) are generally relayed to the producer in installments. The producer will still usually need interim (and relatively costly) loans to cover cash outlays during the period of production and perhaps up until well after theatrical release. And, over the longer run, the relatively few hits firms of this kind might produce are often insufficient in number or in degree of success to cover their many losing or breakeven projects.23 As we can see from the data, ancillary-market expansion has not as yet been (and may never be) fully translated into enhanced industry profitability. In essence, weak cost constraints, fragmentation of markets and audiences, and increased competition for talent resources have capped profit margins, incremental new-media revenue contributions notwithstanding.24 Still, there can be no doubt that the new media have forever changed the income structure of the film business at large. As Table 3.8 illustrates, as recently as 1980, Table 3.8. Film industry sources of revenue: worldwide studio receipts, in U.S.$ billions (2004 dollars), 1948–2004 Year
 
 Theater
 
 Video/DVD
 
 TV, Paya
 
 TV, Freeb
 
 Total
 
 Theater share (%)
 
 1948 1980 1985 1990 1995 2000 2004
 
 7.80 4.50 3.04 5.28 5.72 6.02 7.40
 
 –0– 0.20 2.40 6.02 10.90 11.97 20.90
 
 –0– 0.39 1.07 1.66 2.40 3.20 4.00
 
 –0– 3.35 5.74 7.60 8.13 11.03 12.60
 
 7.80 8.44 12.25 20.56 27.15 32.22 44.90
 
 100.0 53.3 24.8 25.7 21.1 18.7 16.5
 
 a
 
 Includes both PPV and subscription pay TV. Includes network TV, cable TV, and local stations. Sources: Epstein (2005), Slate.com, and MPAA.
 
 b
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 Figure 3.9. Estimated percentage of film industy revenue derived from feature film exploitation in theatrical, home video, and pay cable markets, 1980 and 2005.
 
 theatrical sources accounted for over half of all industry revenues. Twentyfive years later (Figure 3.9), theatrical accounted for less than a fifth of all such revenues, and TV licensing is the most profitable source. Although a distinct shift of preference away from “free” advertisersupported programming and toward the direct purchase of entertainment in the form of movie tickets, pay cable services, and home video units (through either sales or rentals) would, with all other things being held equal, lead to a significant improvement in profitability, such a shift appears to be happening only gradually.25 For the most part, the inherent uncertainties have instead created a constantly shifting jumble of corporate cross-ownership and jointventure arrangements (Figure 3.10) that, in a scramble for control of content, distribution supremacy, and access to audiences, more often resemble hedged bets than bold and insightful strategic maneuvers.26 Internet-based technology already provides viewers with unprecedented control over when and where entertainment may be enjoyed. Such technology has already appreciably lowered the price per view and further diffuses the economic power of the more traditional suppliers of programming. However, because new viewings invariably displace older ones, marketing costs remain inordinately high as both the old and the new compete for the attention of wide-ranging, yet fickle, audiences. 3.5 Assets
 
 Film libraries More guesswork and ambiguity appear in the valuation of film library assets than in perhaps any other area relating to the financial economics of the movie business. Yet this topic is, nonetheless, of prime concern to investors who, over the years, have staked billions of dollars on actual and rumored studio
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 Figure 3.10. Significant entertainment company interrelationships, 2007. Dashed lines indicate indirect relationships.
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 takeovers. Twentieth Century Fox, United Artists, Columbia Pictures, and MCA Inc. (now Universal) have been among the many major acquisitions in an industry long rife with buy-out attempts. Factors that might not at first glance be considered significant – technological advances, interest rates, legislative developments, recent utilization (depletion) rates, and prevailing social temper – all affect a library’s perceived value. Technology Of all these factors, technological advances have been by far the most important and have generated the most controversy. Certainly the flourishing new electronic media have increased the demand for programming, effectively providing opportunities to sell a lot of old wine in a wide variety of new bottles. Yet new entertainment delivery and storage technologies have made it possible for practically anyone to record programming conveniently, inexpensively, and often illegally. This capability has, to some unknown extent, adversely affected library values as consumers now control or have ready access to millions of copies of once-scarce programming.27 Utilization rates The prior degree of public exposure (i.e., the utilization rate) of major features is a key element in valuation. Utilization-rate considerations, in particular, involve some interesting economic (and philosophical) trade-offs: For a library to be worth a lot, it cannot be exposed (i.e., exhibited) too frequently. However, to generate cash, and to thereby reflect its latent or inherent worth, it either must be licensed for exhibition or must be sold outright. Moreover, because the most recent pictures generally arouse the greatest audience interest, and thus at the margin amass the greatest amount of revenue, there is usually (except for those rare features deemed classics) a time-decay (perishability) element involved. In this regard, changes in social temperament may be important. A vault full of war epics, for instance, might be very popular with the public during certain periods but very unpopular during others. Some humor in films is timeless; some is so terribly topical that within a few years audiences may not understand it. In addition, because everything from hair and clothing styles to cars and moral attitudes changes gradually over time, the cumulative effects of these changes can make movies from only two decades ago seem rather quaint. Of the more than 19,000 features in the vaults of Hollywood’s majors (Table 3.9), it is therefore difficult to imagine (after considering the cost of prints and advertising) that more than fifty or so per annum could be profitably reissued to theaters. Demand for older movies is not much greater on pay cable channels, which generally thrive on new materials (but demand can be substantial on long-tailed advertiser-supported channels, DVDs, and the Internet). And although home video has also become an important avenue for exploitation of libraries, the major studios would normally find it difficult to promote effectively an average of much more than one new title per week.
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 Table 3.9. Approximate number of majors’ feature titles as of 2004a Studio
 
 Approximate no. of titles
 
 Sony (Columbia/TriStar) Disney Paramount Twentieth Century Fox MGM (including Orion) Universal Warner Bros. (including New Line, pre-1987 MGM) Total
 
 2,500 700 1,100 2,100 4,500 4,100 4,500 19,500
 
 a
 
 Universal owns 1,000 pre-1948 Paramount features, and UA owns 745 pre-1950 Warner Bros. films. UA also owns free-TV rights to 700 pre-1950 RKO pictures. Also see chapter note 28.
 
 Moreover, syndicated television, long the main market for older features, also relies heavily on the relative handful of titles that have consistently proved strong enough to attract audiences. In all, then, the structural constraints are such that the industry probably cannot in the aggregate regularly deploy in the domestic and foreign markets more than about 1,000 or so items (5%) a year from its full catalog of features (out of an estimated worldwide total of 500,000 movies and 3 million television shows and video clips). Interest and inflation rates The effect of interest rates, the single most important external variable in valuation, can be best understood by visualizing a portfolio of film-licensing contracts (lasting for, say, the typical three to five years) as entitling the holder to an income stream similar to that derived from an intermediate-maturity bond or annuity. As in the bond market, rising interest rates diminish a portfolio’s value, and vice versa. In other words, the net present value (NPV) of a library is the sum of all discounted cash flows, risk-adjusted for uncertainties, that are estimated to be derived from the future licensing of rights or from outright sales of films in the group. A discounted cash flow concept of this kind may be mathematically presented in its most elementary form as NPVa =
 
 n 
 
 At /(1 + r )t ,
 
 t=0
 
 where r is the risk-adjusted required rate of return (which is linked to interest rates), A is the estimated cash to be received in period t for film a, and n is
 
 96 700 Warner Bros. features, shorts, cartoons 750 pre-1948 features 500 features 2,200 features, shorts, studio, and distribution system 1,400 features, Aspen Skiing, Coke Bottling, Deluxe Film Labs, 5 TV stations, Intl Theater Chain, studio real estate 1,800 features, studio property, TV stations, arcade games manufacturing 500 features 4,600 features, 800 cartoons, shorts, Metrocolor Lab, studio property 950 features, distribution system, and other rights to MGM library 2,400 features and 20,000 TV episodes plus distribution system, 800 screens, and other rights
 
 1957 1958 1979 1981
 
 1989
 
 1985
 
 1982 1985
 
 Columbia Pictures Entertainment and Coca-Cola
 
 Filmways MGM/UA Entertainment (K. Kerkorian) Turner Broadcasting
 
 Columbia Pictures
 
 Sony Corp
 
 Orion Pictures Turner Broadcasting (T. Turner) United Artists (K. Kerkorian)
 
 Coca-Cola
 
 Marvin Davis, private investor
 
 United Artists MCA Filmways MGM
 
 Bought by
 
 $4.8 billionb
 
 $480 million
 
 $26 million $1.5 billion
 
 $750 million
 
 $722 million
 
 $30 million $50 million $25 million $380 million
 
 Approximate price
 
 Feb. 23, 2007
 
 1982
 
 Twentieth Century Fox
 
 Associated Artists Paramount American International Pictures Transamerica
 
 Sold by
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 Year
 
 Table 3.10. Selected film library transfers, 1957–2006a
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 Matsushita Electric Turner Broadcasting Viacom Inc. Seagram Co., Ltd. K. Kerkorian/ Seven Network Metro-Goldwyn-Mayer Lions Gate Paramount (Viacom)
 
 MCA Inc. New Line Paramount Matsushitad Credit Lyonnais Orion/Samuel Goldwyn Artisan DreamWorks
 
 $5.7 billion $1.3 billion $573 million $210 million $1.5 billion
 
 $6.1 billionc $500 million $9.6 billion
 
 Several other transactions or proposed transactions reflect library values. In 1985, a half interest in Twentieth Century Fox was obtained by Rupert Murdoch for $162 million in cash and an $88 million loan, equivalent to about $180,000 a title if real estate, studio assets, and distribution are assumed to comprise half of the asset valuation. In 1982, the pre-1948 Warner Bros. library, including 745 features, 327 cartoons, all the outstanding syndication rights, and the MGM/UA music publishing business was almost sold to Warner Communications for around $100 million. Adjusting for the nonfilm assets in the proposed sale would indicate a per title average of somewhat under $100,000 a title. b Includes assumption of debt of $1.4 billion. In addition, subsequent buy-out of Guber–Peters Entertainment assets required several hundred million dollars more. c Includes recorded music, theme parks, and publishing. d Matsushita retained 20% equity interest.
 
 3,100, features, 14,000 TV episodes 200 features 900 features, 4,000 TV episodes, 1/2 USA network, teams, TV stations, publishing 3,200 features, 14,000 TV episodes 1,500 features and 4,100 TV episodes 2,000 features 7,000 features 59 features
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 a
 
 1995 1996 1997 2003 2006
 
 1990 1993 1994
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 the number of future periods over which the cash stream is to be received. Because it is often procedurally difficult to make precise estimates of revenues and net residuals and other participant costs more than a few years into the future, relatively large adjustments for risk must normally be assumed either directly in the formula (by raising the assumed r) or by further trimming of the calculated NPVs. Inflation is, of course, one of many possible reasons for license fees to rise over time. But to the extent that license fees reflect general inflationary pressures, there is merely an illusion of enhanced worth. Another inflation illusion appears when people speak of “priceless” assets that are often priceless primarily in an artistic sense. Many animated Disney classics, for example, could not be made today at less than astronomical cost, and these pictures are widely considered to be “priceless.” However, that does not necessarily mean that these films can consistently generate high license fees or box-office grosses every year. Most of them, in fact, cannot. Collections and contracts Other factors entering into an evaluation process include questions of rights ownership and completeness. As in philately or numismatics, a complete collection of a series (e.g., all Rocky or James Bond or Marx Brothers films) is obviously more valuable than an incomplete set. Control over a complete series of related films (and their elements, such as original negatives and soundtracks, stills, one-sheets, and TV commercials) makes full marketing exploitation much more efficient. Rights-ownership splits can, in addition, present especially nettlesome problems. To fully assess a library, many hundreds of detailed contracts signed over the span of many years must be reviewed to determine the sizes of participations and residual payments, the licensability of rights (including copyright protections), and also any potential restrictions as to transferability. But because such contract stipulations are often not well documented (or, for that matter, made available to outsiders), most evaluations must be made at a distance from extrapolations of what is known about available rights to a few key properties. The total number of films in a library may thus provide only a rough measure of its potential value. Library transfers From the outside, the most obvious method of determining what a library might be worth is to study previous asset transfer prices for comparable film portfolios. This approach, though, may be difficult to implement because library sales are fairly infrequent and because the conditions under which such trades take place may differ significantly. The motives for transfer and the prevailing market sentiment for entertainment products at the time of transfer often carry great weight in establishing a transfer price. Consequently, even for two libraries of substantially the same size and quality, the prices may be greatly dissimilar.28 From the information in Table 3.10, we can see that the going rate for a major feature film title has varied widely. We can also say that the
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 Table 3.11. Major studio real estate assets, 2005 Studio
 
 Assets
 
 Columbia Pictures (Sony Corp.)
 
 44 acres in Culver City, near Los Angeles (formerly MGM) 27,500 acres, Disney World, Florida 160 acres, Disneyland, California 44 acres, Burbank, California headquarters 691-acre ranch outside Los Angeles 63 acres, studio and headquarters, Los Angeles 420 acres, Los Angeles headquarters and studio-tour 875 acres, Orlando, Florida, studio-tour 50 acres, studio, Los Angeles 140 acres, Burbank studios
 
 Walt Disney Company
 
 Fox (News Corp.) NBC Universal (MCA)
 
 Paramount (Viacom, Inc.) Warner Bros. (Time Warner, Inc.)
 
 film-asset evaluation process is neither simple nor precise. As with assessments of beauty, value is often only a function of the beholder’s imagination. Real estate For a long time, the Hollywood majors neglected and underutilized their real estate assets which, prior to the 1948 consent decree and in the form of exhibition sites, provided important collateral to banks supporting production loans. However, such neglect is no longer in evidence.29 By the early 1980s, studio real estate assets were in the middle of a steep valuation uptrend as proximity to major urban growth areas and the numbers of made-fortelevision movies, theatrical features, and cable productions rose to new heights.30 Compared with the downsizing of a generation ago, it is clear that moviecompany real estate assets are now being actively managed and are becoming more impressive all the time. The scope of those assets is revealed in Table 3.11. As always, real estate values in Hollywood or elsewhere will be sensitive to changes in interest rates and to the growth rates of the economy as a whole. Nevertheless, anticipated rising demand for new entertainment softwareproduction facilities and completion of ambitious property-development plans suggest that these assets have become significant in the financial analysis of film companies and their corporate parents. 3.6 Concluding remarks
 
 This chapter has taken a macroeconomic view of the movie industry. As we have seen, many of the things that affect other industries – economic cycles,
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 foreign exchange rates, antitrust actions, technological advances, and interest rates – also affect profits and valuations here. From this angle, moviemaking is a business like any other. How the film business differs from other businesses will more easily be seen from the microeconomic and accounting perspectives that are presented in the next two chapters. Notes 1. As Putnam (1997) notes, in Europe development was spearheaded by the Lumi`ere family and by the “industrialization” of the business by Charles Path´e. It was the Europeans who early began to regard cinema as a cultural art form. As Roud (1983, p. 7) notes and probably exaggerates, by 1914 the French had captured 90% of the world’s film market, but by 1919, this share had dropped to 15%. Still, in London Kinetosope peepshow machines, including a venue on Oxford Street, had been operating commercially as early as 1895 – that is, before the 1896 premiere of the Lumi`ere brothers’ Cin´ematographe and Robert Paul’s Theatrograph systems. See also Chapter 9 in Trumpbour (2002). 2. Emergence of film exchanges moved the industry away from the purchasing to the leasing of films. This increased the turnover of titles and also the pool of available films for nickelodeons. 3. At around the same time, consolidation of production, distribution, and exhibition in England was being spearheaded by J. Arthur Rank, who, as Trumpbour (2002, p. 179) notes, indirectly benefited from provisions in the British 1938 Cinematograph Films Act (i.e., quota legislation). More detailed accounts of the economic history of film are also given in Sedgwick and Pokorny (2005). 4. This argument has especially been advanced by Gilder (2000), who makes the case that because bandwidth (or signal-carrying capacity) of fiber optic cable is tremendously larger than that of ordinary electronic computers and switches, fiber optic networks will quickly supplant the current electronics-based communications infrastructure. 5. This and other aspects of the industry’s long and colorful history are recounted in books such as those by Stanley (1978), Knight (1978), and Balio (1976). 6. The exhibition industry continues to consolidate, with values in this business calculated in terms of EBITDA multiples. At the height of the bidding in the 1980s, multiples for properties in large cities reached to the range of ten to fourteen times projected cash flows. But many properties in smaller cities have been typically priced at only five or six times. Also, although many big-city purchase prices averaged well over $1 million per screen, transfer prices per screen averaged just below $500,000 during the 1980s. However, by 2000, overbuilding of expensive theaters with stadium seating had caused most of the major chains to declare bankruptcy. 7. Tri-Star Pictures was a new studio formed in 1982 by Columbia (Coca-Cola), CBS, and Home Box Office (see Sansweet 1983), with equal initial capital contributions totaling $50 million. Prior to a public stock and debt offering in 1985, the principal shareholders contributed another $50 million. CBS soon thereafter, however, sold its interest, while Coca-Cola increased its share of ownership. Nonetheless, in late 1987, Coca-Cola merged the former Embassy Pictures and Merv Griffin Enterprises television properties into Tri-Star and renamed the whole package Columbia Pictures, while retaining a 49% interest in the total entity. All of Columbia was then bought by Sony, the Japanese electronics giant, in November 1989. Universal, originally MCA Inc., went through several hands, from
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 Seagram in 1995 to Vivendi in 2000 and then finally to GE/NBC in 2003. MGM was sold as a film library play in 2004 to a group led by Sony in a buy-out partially financed by Comcast. 8. Although distributors such as Disney and Warner Bros. are capable of handling between 40 and 60 titles a year, they are normally not interested in handling that many films. 9. Two large companies that made feature films, CBS and ABC, reentered production (but not distribution) in the early 1980s after a hiatus of about ten years. Both companies had produced movies in the late 1960s and early 1970s, but after sustaining substantial losses, they had withdrawn from the field. CBS originally distributed its Cinema Center Films (e.g., My Fair Lady) through National General Corp., and American Broadcasting’s ABC Pictures used a now-defunct subsidiary of Cinerama (Cinerama Releasing). By 1984, however, both companies had again withdrawn from theatrical production. 10. The term states-righters was appropriately applied at a time prior to when national distribution networks had become fully operational. 11. Contracyclicity of ticket demand was studied by Albert Kapusinski (see Nardone 1982), who matched 42 economic measures of the motion-picture industry for the 1928– 1975 span against similar variables used to assess the performance of the whole economy. The variables were then subjected to five tests of cyclical movement and led to the results cited. Preliminary experiments using spectral-analysis techniques hint at the possibility of a four-year cycle and a ten-year cycle in movie admissions, but, as noted, the statistical evidence in this regard is inconclusive. A more heuristic approach based on unit ticket sales and general operating conditions also seems to suggest the possible existence of a 25-year cycle. Spectral analysis is a statistical technique often used in signal-processing applications (in this case, economic time series) to determine whether or not cyclical patterns exist. References include Hamilton (1994), Koopmans (1974), and Gottman (1981). 12. Such seasonal relationships remain consistent over long periods. For instance, between 1983 and 1992, the summer box office as a percent of the year’s total ranged between 35% and 41% and averaged 37.8%. 13. Determinants of theater attendance and video rental demand were studied by De Silva (1998), who found that a movie’s director, advertising, and reviews and the viewer’s age and marital status were significantly related to attendance. Other similar studies are in Litman (1998) and Sochay (1994). 14. Regression models attempt to explain, via statistical testing based on probabilistic assumptions, the extent to which some variables affect others. For example, a mathematical relationship might be in the form of an equation indicating that aggregate industry profit (the dependent variable) is a function of the number of admissions and the number of releases (the independent variables). 15. The number of films rated by MPAA is published each year in Variety. 16. These comparisons would suggest that significant marketing opportunities may be available in foreign markets. However, it is not enough for a country to have a large population base. For example, even with the large population bases in Russia and China, theater ticket prices are relatively low so that a large number of admissions would hardly generate an important amount of income for the major studios or exhibitors. 17. See B. Wallace (2005). 18. Putnam (1997) discusses the trade issues, but from an anti-American point of view. Hoskins, McFadyen, and Finn (1997) extensively discuss trade and the cultural discount.
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 They cite (p. 33) the Hoskins and Mirus (1988) definition of cultural discount attached to a given imported program or film as (Value of domestic equivalent – value of import) / (value of domestic equivalent). See also Jayakar and Waterman (2000), who concluded that a “home market effect” prevails in theatrical film trade and Moran (1996), Wildman and Siwek (1988), and Oh (2001). The issue of cultural diversity and protection of home markets against U.S. audiovisual dominance – that is, a U.S. trade surplus with Europe estimated at $8.1 billion in 2000 (half television and half film) – is covered in Riding (2003). Cowen (2002) discusses the reasons for Hollywood’s dominance and contrasts the situation in several countries. Scott (2004) and Hirschberg (2004), respectively, explore the meaning of foreign and American films. See also Acheson and Maule (2005). 19. As noted in Kapner (2003), the U.S. television industry share of a growing international market has continued to diminish, with 71% of the top ten programs in 60 countries being locally produced in 2001. 20. However, the former United Artists subsidiary of Transamerica, which did not engage in series production activities, reported operating income on sales to both theatrical and television markets. Supplementary Table S2.2 illustrates the performance of United Artists in each of those markets during the 1970s. 21. It was not until 1983 and 1984 that many large urban cable systems began to be constructed or to be activated. And it was not until 1985 that video recording or playbackonly machines were present in over 20% of U.S. television households. When videocassette recorders (VCRs) reached into more than 20% of households in Germany and Australia, theatrical admissions in those countries declined noticeably, and pretty much the same effect was seen in the United States by 1986. 22. Also, presales impair industry profitability because projects financed in this way (about one of every six involves presales of foreign rights) increase the supply of films and heighten the demand for, and thus the cost of, various input factors (screenplays, actors, sound stages, etc.). Country-by-country sales of distribution rights are used by independent producers to secure bank loans to fund production. 23. Case histories from the mid-1980s include Cannon Group and De Laurentiis Entertainment as examples of presales-strategy companies that ultimately ran into such fatal financing problems. 24. For example, in pay cable, Time Warner’s cable program wholesaler, Home Box Office (HBO), emerged in the 1970s as a powerful, almost monopsonistic (a market with one buyer and many sellers) intermediary for Hollywood’s products. In its position as dominant gatekeeper to the nation’s wired homes, HBO was able to bargain effectively for retention of an important part of the revenue stream derived from sale of pay cable services (also see Chapter 8). By 1981, HBO had already surpassed the large theater chains to become Hollywood’s single largest customer, licensing in excess of $130 million in that year (and around $500 million by the early 1990s). But it was not until the alternative The Movie Channel (TMC) and Showtime pay cable services merged, and until videocassette recorder (VCR) penetration rates reached over 20% of television households (in 1984), that HBO experienced significant competition. Prior to merging, Showtime was owned by Viacom and TMC was jointly owned by Warner Communications and American Express. Ownership of Showtime/TMC was split 50% Viacom, 40.5% Warner, and 9.5% American Express until 1985, when Viacom bought it all. In 1989, half of Showtime was then sold to Tele-Communications Inc.
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 The preceding history is that, around 1980, the major studios finally recognized that they had lost control of unit pricing and distribution in the important new medium of pay cable, and they accordingly attempted to reassert themselves by launching their own pay channel called Premiere. The studio consortium participants, however, encountered great difficulty in arriving at consensus decisions – especially under threat of antitrust litigation aimed at preventing films from being shown exclusively on Premiere. Showtime was meanwhile able to formulate exclusive five-year license agreements with Paramount. This $500 million agreement, signed in 1983, has subsequently been followed by other exclusive arrangements between cable wholesalers and film producers. See also Mair (1988). 25. To see this, note that consumers’ out-of-pocket costs per hour of entertainment generally range from approximately 50 cents to $2, with pay-per-view events occasionally at $3 or more. On average, a typical household may buy about 100 hours of such entertainment in a year. Still, that same average household spends about 2,500 hours per year (almost seven hours per day) with free advertiser-supported television. Sponsors reach this audience at a cost of around 12 cents per hour per household ($30 billion divided by 2,500 hours divided by 100 million households). If it were possible to sell another 100 hours or so per household per year at 50 cents rather than at 10 cents, all other things being equal (and they never are), entertainment industry revenues would be enhanced by about $4 billion. However, this is easier said than done in view of the time and income constraints discussed in Chapter 1. As of 2006, U.S. consumers spent approximately $89 billion on such direct purchases ($9 billion in tickets, $55 billion on cable, and $25 billion for home video), whereas advertisers spent about $55 billion to sponsor programming. 26. The motivation for this type of activity is most often based on a desire to achieve economies of scope, which Hoskins, McFadyen, and Finn (2004, p. 100) define as when “the total cost of producing two (or more) products within the same firm is less than producing them separately in two (or more) nonrelated firms.” If products are produced jointly, one product may be a by-product of the other, and the factors of production are shared. Movies and television shows, for example, often share processes of production, utilize many of the same windows of exhibition, are distributed through DVDs and cable networks, and generate by-products that may include merchandise. See also Peers (2005), Orwall and Peers (2002), and Brown (1984). 27. Ready availability of older materials on the Internet has made them more competitive with newer programs. Also, advances in technology have made it easier to slow or prevent chemical and physical decay of important film masters. Many libraries literally fade in the vault as color dyes decompose over time. Although chronically inadequate funding of preservation efforts permits a part of the industry’s heritage to fade into oblivion every year, the costs of restoration or of colorization have declined along with the cost of computing power. Filmmakers concerned about detracting from the artistic integrity of the originals have often denounced such colorizations (of materials largely in the public domain from a copyright standpoint). As Linfield (1987) notes, colorization does not destroy the original black and white negatives or prints, which remain available for viewing by future generations. See Variety, March 11, 1996. 28. The most important transfer of the early 1980s was MGM’s 1981 purchase of the United Artists subsidiary of Transamerica for $380 million (including UA’s worldwide distribution organization and library of over 900 titles, many of Academy Award–winning
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 best-picture stature). A subsequent (1985) transaction then again split MGM/UA Entertainment into separate pieces. The whole company, including MGM/UA’s distribution arm and a combined total of about 4,600 features, was sold to Turner Broadcasting for $1.5 billion, which was only the first of numerous transactions of great complexity. Turner, later part of Time Warner, ended up owning MGM films made before 1986. In 1989, United Artists’ 1,000-feature library, distribution arm, and television business again came up for sale. But by 1992, the MGM remnants were acquired by the French bank Credit Lyonnais after Giancarlo Parretti had defaulted on paying $1.7 billion (including debt) for MGM. The French bank then sold MGM back to Kirk Kirkorian’s group in 1996 at a price of $1.3 billion. See Marr and Peers (2004). In 1981 and 1982, there were two other notable transfers involving more than just film libraries and distributing organizations. The 1981 takeover of Twentieth Century Fox for $722 million included extensive real estate properties and several profitable divisions (a soft-drink-bottling franchise, an international theater chain, Aspen Ski Corporation, five television stations, and Deluxe Film Laboratories). Likewise, the 1982 purchase of Columbia Pictures (for about $750 million) by the Coca-Cola Company included some broadcasting properties, part of the Burbank Studios real estate, and an arcade-game manufacturing subsidiary. And, in 2003, Lionsgate acquired the Artisan library of 7,000 films for approximately $210 million. Also of historical interest, Warner Bros. sold 850 features and 1,500 shorts to PRM, an investment firm, and Associated Artists Productions, a television distributor, in March 1956. Through its purchase of Associated Artists Productions in late 1957, United Artists, for about $30 million, then gained control of some 700 pre-1948 Warner films and several hundred other features, short subjects, and cartoons. In addition, as Stanley (1978, p. 152) notes, in 1958 MCA paid approximately $50 million ($10 million cash) to acquire Paramount’s pre-1948 library of 750 features. 29. Significant changes in studio real estate included the early 1970s combination of the Columbia Pictures and Warner Bros. lots (at a time when Columbia was in great financial distress) and MGM’s decision in 1973 to reduce production and to thus sell 130 out of 175 acres in Culver City. Eighteen acres of the Columbia studio were sold in 1977 for $6.1 million, while MGM’s early 1970s sale of the Culver City assets brought $12 million. The former MGM Culver City property was subsequently bought by Lorimar, which was soon thereafter merged into Warner Communications (now Time Warner). In 1989, Columbia (Sony) then swapped its Burbank holdings for the Culver City property held by Warner. Lorimar’s 1987 purchase from Turner Broadcasting of the remaining Culver City property was for over $50 million, but it is impossible to attribute an exact price because other assets were included in the transaction. 30. Demand for production space had become so strong that other parts of the country were able to compete effectively against Hollywood with so-called runaway studios by promising more accommodating shooting schedules or lower overall costs. See Bagamery (1984) and also Harris (1981). Benefiting from lower costs, fewer union restrictions, and a weak currency versus the U.S. dollar, Canada had by the early 2000s taken a significant share of Hollywood’s filmed entertainment production work. But this began to change when Canadian tax shelters, as McNary (2003) notes, were removed. As of 2002, Canada and Australia, respectively, attracted projects with film-production tax credits equal to 11% and 12.5% of labor costs. See DiOrio and McNary (2002) and Boucher (2005) concerning filming of Superman Returns in Australia.
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 Making and marketing movies Dough makes bread and dough makes deals.
 
 Some people would argue that deals, not movies, are Hollywood’s major product. “Contract-driven” is a handy way to describe the business. Although we frequently think of studios as monolithic enterprises, in actuality, they have become intellectual property clearinghouses simultaneously engaged in four distinct business functions: financing, producing, distributing, and marketing and advertising movies.1 Each function requires the application of highly specialized skills that include raising and investing money, assessing and insuring production costs and risks, and planning and executing marketing and advertising campaigns. Indeed, every motion picture and television project must inevitably confront and then cope with three main risks, first in financing, then in completion, and then in performance. This chapter describes the framework in which these functions are performed. 4.1 Properties – physical and mental
 
 A movie screenplay begins with a story concept based on a literary property already in existence, a new idea, or a true event. It then normally proceeds in stages from outline to treatment, to draft, and finally to polished form.2 106
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 Prior to the outline, however, enters the literary agent, who is familiar with the latest novels and writers and always primed to make a deal on the client’s behalf. Normally, unsolicited manuscripts make little or no progress when submitted directly to studio editorial departments. But with an introduction from an experienced agent – who must have a refined sense of the possibility of success for the client’s work and of the changing moods of potential producers – a property can be submitted for review by independent and/or studio-affiliated producers. Expenditures to this stage usually involve only telephone calls and some travel, reading, and writing time. However, should the property attract the interest of a potential producer (or perhaps someone capable of influencing a potential producer), an option agreement will ordinarily be signed. Just as in the stock or real estate markets, such options provide, for a small fraction of the total underlying value, the right to purchase the property in full. Options have fixed expiration dates and negotiated prices, and depending on the fine print, they can sometimes be resold. Literary agents, moreover, usually begin to collect at least 10% of the proceeds at this point. Now in the unlikely event that a film producer decides to adapt one of the many properties offered, the real fund-raising effort begins. This effort is legalistically based on what is known as a literary property agreement (LPA), a contract describing the conveyance of various rights by the author and/or other rights-owners to the producer. To a great extent, the depth and complexity of the LPA will be shaped by the type of financing available to the producer of this project. For example, if the producer is affiliated with a major studio, the studio will normally (in the LPA) insist on retaining a broad array of rights so that a project can be fully exploited in terms of its potential for sequels, television series spin-offs, merchandising, and other opportunities. Such an affiliation will often significantly diminish, if not totally relieve, the producers’ financing problems because a studio distribution contract can be used to secure bank loans. Better yet, a studio may also invest its own capital. But more commonly, “independent” producers will have to obtain the initial financing from other sources – which means that they are thus not fully independent. In the pursuit of such start-up capital, many innovative, if not truly ingenious, financing structures have been devised. Even so, funding decisions are normally highly subjective, and mistakes are often made: Promising projects are rejected or aborted, and whimsical ones accepted (i.e., “green-lighted” in industry jargon). The highly successful features Star Wars and Raiders of the Lost Ark, for instance, were shopped around to several studios before Twentieth Century Fox and Paramount, respectively, agreed to finance and distribute them. Jaws was, moreover, nearly canceled midway in production because of heavy cost overruns, Home Alone was placed in turnaround well after its preparation had
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 started, and the script for Back to the Future was initially rejected by every studio.3 Of course, for funding to be obtained, a project must already be outlined in terms of story line, director, producer, location, cast, and estimated budget. To reach this point, enter the talent agents, or pejoratively, the “flesh peddlers.” Agents play an important role in obtaining work for their clients, sometimes by assembling into “packages” the diverse but hopefully compatible human elements (and more recently, the financings) that go into the making of good feature films or television programs.4 The largest multidivision talent agencies are The Creative Artists Agency (CAA), which became a Hollywood powerhouse in the 1980s, The William Morris Agency, United Talent Agency, International Creative Management (ICM), United Talent Agency, and Endeavor.5 In addition, there are also smaller and highly specialized firms, among which are “discount” agencies that place talent for fees of less than the standard 10% of income. Agents, in the aggregate, perform a vital function by generally lowering the cost of searching for key components of a film project and by relaying and replenishing that constant and necessary industry data base known as gossip. As such, gossip is a natural offshoot of an agent’s primary purpose, which is to advance the careers of clients at whatever price the talent market will bear. The use of agents also permits talent employers to confine their work relations to artistic matters and to delegate business topics to expert handling by the artists’ representatives. 4.2 Financial foundations
 
 Some of the most creative work in the entire movie industry is reflected not on the screen, but in the financial offering prospectuses that are circulated in attempts to fund film projects. As we shall see, financing for films can be arranged in many different ways, including the formation of limited partnerships and the direct sale of common stock to the public. However, financing sources fall generally into three distinct classes: 1. Industry sources, which include studio development and in-house production deals and financings by independent distributors, talent agencies, laboratories, completion funds, and other end-users such as television networks, pay cable, and home video distributors 2. Lenders, including banks, insurance companies, and distributors 3. Investors, including public and private funding pools arranged in a variety of organizational patterns The most common financing variations available from investors and lenders are discussed in the following section. Industry sources are discussed in Chapter 5.
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 Common-stock offerings Common-stock offerings are structurally the simplest of all to understand. A producer hopes to raise large amounts of capital by selling a relatively small percentage of equity interest in potential profits. But as historical experience has shown, common-stock–based offerings do not, on the average, stand out as a particularly easy method of raising production money for movies. Unless speculative fervor in the stock market is running high, movie-company start-ups usually encounter a long, torturous, and expensive obstacle course. The main difficulty is that a return on investment from pictures produced with seed money may take years to materialize, if it ever does, and underlying assets initially have little or no worth. Hope that substantial values will be created in the not-too-distant future is usually the principal ingredient in these offerings. In contrast to boring but safe investments in Treasury bills and money-market funds, new movie-company issues promise excitement, glamor, and risk.6 Straight common-stock offerings of unknown new companies are thus generally difficult to launch except in all but the frothiest of speculative market environments.7 Strictly from the stock market investor’s viewpoint, experience has shown that most of the small initial common-stock movie offerings have provided at least as many investment nightmares as tangible returns. More recently, though, large private equity and hedge fund investors have begun to funnel money into portfolios of films through special arrangements with both major studios and established independents.8 These pools of funds now contribute some of the financing that had been previously done through tax shelters and partnerships (see below). Combination deals Common stock is often sold in combination with other securities so as to appeal to a wider investor spectrum or to more closely fit the financing requirements of the issuing company. This is illustrated by the Telepictures equity offering of the early 1980s. At that time, Telepictures was primarily a syndicator of television series and feature films and a packager and marketer of made-for-television movies and news. As of its initial 1980 offering by a small New York firm, Telepictures had distribution rights to over 30 feature films and to about 200 hours of television programming in Latin America. The underwriting was in the form of 7,000 units, each composed of 350,000 common shares, warrants to purchase 350,000 common shares, and $7 million in 20-year 13% convertible subordinated debentures. In total, Telepictures raised $6.4 million in equity capital. Another illustration of a combination offering was that of De Laurentiis Entertainment Group Inc., which in 1986 separately but simultaneously
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 sold 1.85 million shares of common stock and $65 million in 12.5% senior subordinated 15-year notes through a large New York underwriting firm. In this instance, the well-known producer Dino De Laurentiis contributed his previously acquired rights in the 245-title Embassy Films library and in an operational film studio in North Carolina to provide an asset base for the new public entity. Among the several major films in the library were The Graduate, Carnal Knowledge, and Romeo and Juliet. The underlying concept for this company, as well as for many other similar issues brought public at around the same time, was that presales of rights to pay cable, home video, and foreign theatrical distributors could be used to cover, or perhaps more than cover, direct production expenses on low-budget pictures. The subsequent difficulties experienced by this company and several others applying the same strategy, however, proved that the concept most often works better in theory than in practice. The reason is that companies in the production start-up phase of development normally encounter severe cash flow pressures unless they are fortunate enough to have a big box-office hit early on.9 Limited partnerships and tax shelters Limited partnerships have in the past generally provided the opportunity to invest in movies, but with the government sharing some of the risk. In fact, before extensive tax-law adjustments in 1976, movie investments were among the most interesting tax-shelter vehicles ever devised. Prior to that revision, limited partners holding limited recourse or nonrecourse loans (i.e., in the event of default, the lender cannot seize all of the borrower’s assets, thus making these loans without personal liability exposure) could write down losses against income several times the original amount invested; they could experience the fun and ego gratification of sponsoring movies and receive a tax benefit to boot. Such agreements were in the form of either purchases or service partnerships. In a purchase, the investor would buy the picture (usually at an inflated price) with, say, a $1 down payment and promise to pay another $3 with a nonrecourse loan secured by anticipated receipts from the movie. Although the risk was only $1, there was a $4 base to depreciate and on which to charge investment tax credits. In the service arrangement, an investor would become a partner in owning the physical production entity rather than the movie itself. Using a promissory note, deductions in the year of expenditure would again be a multiple of the actual amount invested – an attractive situation to individuals in federal tax brackets of over 50%. Tax-code changes applicable between 1976 and 1986 permitted only the amount at risk to be written off against income by film “owners” (within a strict definition). The code also specified that investment tax credits (equivalent to 6 2/3% of the total investment in the negative if more than 80% of the
 
 P1: QDC 0521874854c04
 
 CUFX085/Vogel
 
 0 521 86017 2
 
 4.2 Financial foundations
 
 Feb. 22, 2007
 
 20:17
 
 111
 
 picture had been produced in the United States) were to be accrued from the date of initial release.10 Revised tax treatment also required investments to be capitalized – a stipulation that disallowed the service-partnership form. Beginning with the Tax Reform Act of 1986, however, the investment tax credit that many entertainment companies had found so beneficial because it had helped them to conserve cash was repealed. And significantly, so-called passive losses from tax shelters could no longer be used to offset income from wages, salaries, interest, and dividends. Such passive losses became deductible only against other passive activity income. Since 1986, notably fewer and differently structured movie partnerships have accordingly been offered to the public: Most of the more recent ones have appeared outside the United States.11 More prototypical of the partnership structures of the 1980s, though, was the first (1983) offering of Silver Screen Partners. Strictly speaking, it was not a tax-sheltered deal. Here, Home Box Office (HBO, the Time Inc. wholesale distributor of pay cable programs) guaranteed – no matter what the degree of box-office success, if any – return of full production costs on each of at least ten films included in the financing package. However, because only 50% of a film’s budget was due on completion, with five years to meet the remaining obligations, HBO in effect received a sizable interest-free loan, while benefiting from a steady flow of fresh product.12 For its 50% investment, HBO also retained exclusive pay television and television syndication rights and 25% of network TV sales. This meant that partners were largely relying on strong theatrical results, which, if they occurred, would entitle them to “performance bonuses.”13 Subsequent Silver Screen offerings of substantially the same structure, but of larger size (up to $400 million), had also been used to finance Disney’s films (see Table 4.1).14 Such partnership units, though, are not the only types available. Quasipublic offerings that fall under the Securities and Exchange Commission’s Regulation D may still, for example, be used by independent filmmakers in structuring so-called Regulation D financings for small corporations or limited partnerships. Regulation D offerings allow up to 35 private investors to buy units in a corporation or a partnership without registration under the Securities Act of 1933.15 Limited-partnership financing appeals to studios because the attracted incremental capital permits greater diversification of film-production portfolios: Cash resources are stretched, and there are then more films with which to feed ever-hungry distribution pipelines.16 Also, a feature may not provide any return to investors owning an equity percentage of the film yet, as determined by the partnership structure, it may contribute to coverage of studio fixed costs (overhead) via earn-out of distribution fees that are taken as a percentage of the film’s rental revenues.17 From the standpoint of the individual investor, most movie partnerships cannot be expected to provide especially high returns on invested capital. Few of them have historically returned better than 10% to 15% annually. But
 
 P1: QDC 0521874854c04
 
 CUFX085/Vogel
 
 0 521 86017 2
 
 Feb. 22, 2007
 
 112
 
 20:17
 
 4 MAKING AND MARKETING MOVIES
 
 Table 4.1. Movie partnership financing: a selected sample, 1981–1987
 
 Partnership
 
 Management fee Total amount Minimum as % of funds Limited partners’ investment sought share of profits ($ millions) ($ thousands) raised
 
 Delphi III (January 1984)
 
 60
 
 5
 
 SLM Entertainment Ltd. (October 1981)
 
 40
 
 10
 
 Silver Screen Partners (April 1983)
 
 75
 
 15
 
 200
 
 5
 
 Silver Screen Partners III (October 1986)
 
 1.16% for 1985–89, then 0.67% for 1990–94
 
 99% to limited partners, 1% to general partners until 100% capital return; then general partners entitled to 20% of all further cash distribution 2.5% of 99% until 100% returned, capitalization in then 80% until 200% 1982, 3% in returned, and 70% 1983–87, and afterward 1% in 1988–94 4% of budgeted 99% until limited partners film costs + have received 100% 10% per year to plus 10% per annum on the extent adjusted capital payment is contribution; then 85% deferred 4% of budgeted 99% to investors until film cost + 10% they have received an per year on amount equal to their overhead paid modified capital to partnership contribution plus 8% priority return
 
 Source: Partnership prospectus materials.
 
 such partnerships occasionally generate significant profits, and they have provided small investors with opportunities to participate in major studiopackaged financings of pictures such as Annie, Poltergeist, Rocky III, Flashdance, and Who Framed Roger Rabbit. More often than not, however, when the pictures in such packages succeed at the box office, most investors would probably find that they could have done at least as well by investing directly in the common stocks of the production and/or distribution companies (if for no other reason than considerations of liquidity) than in the related partnerships. Bank loans Established studios will normally be able to raise capital for general corporate purposes through debt or equity financings, or through commercial bank loans. In these situations, there is a considerable amount of flexibility as to the terms and types of financings that may be structured; a wide variety of corporate assets may be used as collateral.
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 For example, studios have recently been more willing to consider loan securitization structures similar to those used to create intermediate-term securities backed by packages of assets such as car and home equity loans. In the movie industry, investors contribute relatively small amounts of equity capital to form specially created “paper companies,” and banks then arrange for loans and for the sale of commercial paper and medium-term notes to fund production costs – with the contributed equity and the projected value of the films to be produced over a three-year period serving as collateral. In this way, production costs are kept off studio balance sheets, earnings can be smoothed, borrowing costs may be reduced, and some of the risks can be shifted to equity investors even though ownership rights eventually revert back to the studio.18 Production loans to an independent producer are, however, quite another story: An independent producer may have little or no collateral backing except for presale contracts and other rights agreements relating directly to the production that is to be financed. As a practical matter, then, the bank, which views a film as a bundle of potentially valuable rights, must actually look to the creditworthiness of the various licensees for repayment of not only the loan itself but also of the interest on the loan. This accordingly makes a production loan more akin to an accounts receivable financing than to a standard term loan on the corporate assets of an ongoing business.19 From the producer’s standpoint, such bank loan financing may be attractive because it can provide a means of circumventing the high costs and the rigidities, both financial and artistic, that normally come with a studio’s distribution and financing deal. However, the fractionalization of distribution rights across many borders and across many different media absorbs time and effort that the producer might better apply to a project’s creative aspects. Private equity and hedge funds In recent years private equity and hedge funds have become much more active in providing large pools of production capital, particularly to the major studios. Such pools are collectively funded by pension plans and wealthy individuals and often seek to diversify into areas that are alternatives to stocks, bonds, and real estate. These funds, with their ability to commit several hundred million dollars to a slate of perhaps ten or twenty pictures at a time, provide a welcome source of capital that allows studios to retain territorial rights as well as a large amount of control over creative issues. Studios, in effect, transfer some of the risks – including those relating to financing, completion, and marketplace performance – to the funds. And the funds, for their part, expect to receive above-average returns while at the same time lowering their overall risk through diversification into (what is presumed to be relatively low covariance) film asset investments.
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 The typical deal here is for an even split of carefully defined profits after a studio deducts a 12% to 15% distribution fee. The studio often also puts up money for prints and advertising that is recouped before profits are split. In structuring a deal, large investment banks will normally provide senior debt instruments that are paid back first and that will be priced to reflect their relatively low-risk position (expected rates of return in 2006 in the range of 6% to 8%). Private equity or hedge funds then take on the progressively riskier positions. For “mezzanine” investors, the expected return is for at least 15% (annually), while equity players will expect the return to be at least 20%. The guiding principle is that diversification over a large portfolio of film projects will considerably reduce risk exposure for all participants.20 4.3 Production preliminaries
 
 The big picture Data from the Motion Picture Association of America (Table 4.2) indicate that between 1980 and 2005, the negative cost, which is the average cost of production (including studio overhead and capitalized interest) for features produced by the majors, rose at a far-above-inflation compound annual rate of more than 7.5%. And by 2005, the average cost of producing an MPAAmember film had risen to approximately $60 million.21 Costs in this industry always tend to rise faster than in many other sectors of the economy because moviemaking procedures, although largely standardized, must be uniquely applied to each project and because efficiencies of scale are not easily attained. But other factors also pertain. For example, during the 1970s, fiscal sloppiness pervaded the industry as soon as it became relatively easy to obtain financing using other people’s tax-sheltered money. Indulgence of “auteurs,” who demanded unrestricted funding in the name of creative genius, further contributed to budget bloating. And “bankable” actors and directors (popular personalities expected to draw an audience by virtue of their mere presence) came to command millions of dollars for relatively little expenditure of time and effort. It was only a short while before everyone else involved in a production also demanded more.22 By the early 1980s, the burgeoning of new media revenue sources, primarily in cable and home video, also naturally attracted (until the 1986 tax code changes) relatively large and eager capital funding commitments for investments in movie and television projects. But none of this could have gone quite so far without the ready availability of funds from so-called junk-bond financings, an upward-trending domestic stock market, and the spillover of wealth and easy credit from Japan’s “bubble” economy.23 In fact, it was not until the early 1990s, when more stringent limitations on access to bank financing were imposed, and when movie stock takeover speculation
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 Table 4.2. Marketing and negative cost expenditures for major film releases, 1980–2005
 
 Year 2005 2004 2003 2002 2001 2000 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986 1985 1984 1983 1982 1981 1980 CAGRa (%): 1980–2005
 
 MPAA releases (Total) 198 199 198 225 196 197 218 235 253 240 234 183 161 150 164 169 169 160 129 139 153 167 190 173 173 161
 
 Average cost per film ($ millions) Negativesb
 
 Ads
 
 Prints
 
 Total releasing
 
 60.0 62.4 63.8 58.8 47.7 54.8 51.5 52.7 53.4 39.8 36.4 34.3 29.9 28.9 26.1 26.8 23.5 18.1 20.1 17.5 16.8 14.4 11.9 11.8 11.3 9.4 7.7
 
 32.4 30.6 34.8 27.3 27.3 24.0 21.4 22.1 19.2 17.2 15.4 13.9 12.1 11.5 10.4 10.2 7.8 7.1 6.9 5.4 5.2 5.4 4.2 4.1 3.5 3.5 9.3
 
 3.8 3.7 4.2 3.3 3.7 3.3 3.1 3.3 3.0 2.6 2.4 2.2 1.9 2.0 1.7 1.7 1.4 1.4 1.4 1.2 1.2 1.3 1.0 0.9 0.9 0.8 6.6
 
 96.15 96.73 102.87 89.4 78.7 82.1 76.0 78.0 75.7 59.7 54.1 50.3 44.0 42.3 38.2 38.8 32.7 26.6 28.3 24.1 23.2 21.1 17.1 16.8 15.7 13.7 8.1
 
 a
 
 Compound annual growth rate. Negative costs for the years 1975 to 1979 were $3.1, $4.2, $5.6, $5.7, and $8.9, respectively. Costs include studio overhead and capitalized interest. Source: MPAA. b
 
 was cooled by the onset of an economic recession, that cost pressures were somewhat abated. Even under the best of circumstances, though, production budgets, in which there are thousands of expense items to be tracked, are not easy to control.24 The basic cost components that go into the making of a film negative are, for example, illustrated in Figure 4.1.
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 Figure 4.1. Negative cost components.
 
 In the category of above-the-line costs – that is, the costs of a film’s creative elements including cast and literary property acquisition (but not deferments) – contracts are signed and benefits and payments administered for sometimes hundreds of people. Good coordination is also required when budgeting below-the-line costs – the costs of crews and vehicles, transportation, shelter, and props.25 For each film, wardrobes and props must be made or otherwise acquired, locations must be scouted and leases arranged, and scene production and travel schedules must be meticulously planned. Should any one of those elements fall significantly out of step (as happens when the weather on location is unexpectedly bad, or when a major actor takes ill or is injured), expenses skyrocket. At such points of distress, a film’s completion bond insurance arrangements become significant because completion guarantors have the option to loan money to the producer to finish the film, to take full control of the film and finish it, or to altogether abandon the film and repay the financiers.26 Also, additional below-the-line costs would be incurred in postproduction activities.27
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 In general, the lower the budget, the higher will be the percentage of the budget spent on below-the-line costs and vice versa. But, interestingly, the higher the budget, the more a distributor would likely be willing to pay for rights because – regardless of cast, script, or anything else – financing requirements are usually calculated as a percent of the budget. Labor unions Unions have an important influence on the economics of filmmaking, beginning with the very first phase of production. Indeed, union guidelines for compensation at each defined level of trade skill allow preliminary belowthe-line production cost estimates to be determined with a fair degree of accuracy. Major unions in Hollywood include American Federation of Television and Radio Artists (AFTRA) Directors Guild of America International Alliance of Theatrical and Stage Employees (IATSE) Producers Guild of America Screen Actors Guild (SAG) Writers Guild of America Individuals belonging to these unions will normally be employed in the production of all significant motion pictures. The unions, in turn, will negotiate for contract terms with the studios’ bargaining organization, the Alliance of Motion Picture and Television Producers (AMPTP).28 Generally, these guilds and their members receive so-called residual payments (evolved out of old practices in vaudeville and on Broadway) that, for theatrical films, are calculated on gross revenues obtained from video, television, and other nontheatrical sources whether or not the production is profitable. Still, it is possible to produce a film with no noticeable qualitative differences for up to 40% less in nonunion or flexible-union territories outside of Hollywood, and independent producers may sometimes attempt to reduce below-the-line costs by filming in such territories.29 Studios may sometimes also make use of an IATSE contract provision (Article 20) that allows the financing of low-budget nonunion movies and television shows if the studio claims to have no creative control.30 4.4 Marketing matters
 
 Distributors and exhibitors Sequencing After the principal production phase has been completed, thousands of details still remain to be monitored and administered. Scoring,
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 editing, mixing sound and color, and making prints at the film laboratory are but a few of the essential steps. Once the film is in the postproduction stages, however, perhaps the most critical preparations are those for distribution and marketing. Sequential distribution patterns are determined by the principle of the second-best alternative – a corollary of the price-discriminating marketsegmentation strategies discussed in Chapter 1. That is, films are normally first distributed to the market that generates the highest marginal revenue over the least amount of time. They then “cascade” in order of marginal-revenue contribution down to markets that return the lowest revenues per unit time. This has historically meant theatrical release, followed by licensing to pay cable program distributors, home video, television networks, and finally local television syndicators. However, because the amounts of capital invested in features have become so large, and the pressures for faster recoupment so great, there appears to be a trend toward earlier opening of all windows (Figure 4.2 ). This already applies especially to the window for DVDs, which is now often capable of generating higher revenues than theatrical ticket sales in even less time. It is not yet clear how increasing availability of high-speed broadband Internet technology and the trend toward viewing mobility (on small-screen devices such as cellphones) will ultimately rearrange the historical window sequences.31 Sequencing is always a marketing decision that attempts to maximize income, and it is generally sensible for profit-maximizing distributors to price-discriminate in different markets or “windows” by selling the same product at different prices to different buyers.32 Thus, it should not be
 
 Figure 4.2. Typical market windows from release date, circa 2005.
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 surprising to find that, as new distribution technologies take hold and as older ones fade in relative importance, shifts in sequencing strategies will occur.33 For example, the Internet’s ability to make films instantly available anywhere now requires simultaneous worldwide day-and-date release for major projects. Such “windowing” is also a way in which the publicgood characteristics of movies used as television programs can be fully exploited.34 All this threatens exhibitors, who – if they were to lose first-play rights on important films – would find it difficult, if not impossible, to survive on just leftovers. The resulting shrinkage of the theatrical-distribution pipeline would then potentially make it more difficult to nurture lightly marketed but nonetheless promising releases to the point at which such releases could attract enough attention to be profitable. Distributor–exhibitor contracts Distributors normally design their marketing campaigns with certain target audiences in mind, and marketing considerations are prominent in a studio’s decision to make (i.e., “green-light”) or otherwise acquire a film for distribution. Indeed, at the earliest stages, marketing people will attempt to forecast the prospects for a film in terms of its potential appeal to different audience demographic segments, with male/female, young (under 25)/old (known as “four quadrant”), and sometimes also ethnic/cultural being the main categorizations.35 Distributors will then typically attempt to align their releases with the most demographically suitable theaters, subject to availability of screens and to previously established relationships with the exhibition chains. They accomplish this by analyzing how similar films have previously performed in each potential location and then by developing a releasing strategy that provides the best possible marketing mix, or platform, for the picture. Sometimes the plan may involve a slow buildup through limited local or regional release; at other times it may involve a broad national release on literally thousands of screens simultaneously. Although no amount of marketing savvy can make a really bad picture play well, an intelligent strategy can almost certainly help to make the box-office (and ultimately the home video and cable) performance of a mediocre picture better. It has thus now become characteristic of distributors to negotiate arrangements with exhibitors for specific theater sites. Nevertheless, instead of negotiating, distributors may also sometimes elect, several months in advance of release, to send so-called bid letters to theaters located in regions in which they expect (because of demographic or income characteristics) to find audiences most responsive to a specific film’s theme and genre.36 This would normally be the preferred method of maximizing distributor revenues at times when the relative supply of pictures (to screens) is limited, as had happened in the late 1970s (Figure 4.3a). Theaters that express interest in showing a picture then usually accept the terms (i.e., the implied cost of film rental and the
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 180 120 60 Admissions per screen (000s)
 
 0 65
 
 75
 
 85
 
 95
 
 05
 
 (a)
 
 400 Screens (scale times 100)
 
 320 240 160
 
 MPAA-releases
 
 80 0 65
 
 75
 
 85
 
 95
 
 05
 
 (b)
 
 60
 
 % Foreign rentals % of total ww rentals
 
 50 40 30 U.S. rentals % of U.S. b. o.
 
 20 65
 
 75
 
 85
 
 95
 
 05
 
 (c)
 
 Figure 4.3. Exhibition industry trends, 1965–2005: (a) screens per release and admissions per screen, (b) number of screens and number of MPAA-member releases, and (c) rentals percentages: foreign versus total, and as a percentage of U.S. box-office receipts.
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 playing times) suggested by the distributor’s regional branch exchange (sales office). Such contracts between distributors and exhibitors are usually of the boilerplate variety (fairly standard from picture to picture) and are arranged for large theater chains by experienced film bookers who bid for simultaneous runs in several theaters in a territory. Smaller chains or individual theaters might also use a professional agency for this purpose. They key phrases used in all contracts are screens, which refers to the number of auditoriums, and playdates (sometimes called engagements), which refers to the theater booked (even if the theater shows the film on several screens at the same location). Still, there can be variations. For example, in the early 1970s the film Billy Jack received wide publicity for its distribution through “four-wall” contracts. Here the distributor in effect rents the theater (four walls) for a fixed weekly fee, pays all operating expenses, and then mounts an advertising blitz on local television to attract the maximum audience in a minimum of time. Yet another simple occasional arrangement is flat rental: The exhibitor (usually in a small, late-run situation) pays a fixed fee to the distributor for the right to show the film during a specified period. And, more recently, there has been a trend toward simple aggregate booking contracts in which all box-office revenue is divided by a negotiated percentage formula that does not include provision for the theater’s expenses (i.e., the house “nut” as explained below). Conventional contracts between distributors and exhibitors would, however, almost always call for a sliding percentage of the box-office gross after allowance for the exhibitor’s nut (house expenses, which include location rents and telephone, electricity, insurance, and mortgage payments). This house allowance is now largely a function of the quality of the theater location, number of screens, and number of seats and is also often supplemented by payments for placements of trailers, which are ads for coming attractions. Whether assumed or negotiated, however, it is generally conceded that the allowance will normally provide exhibitors with an additional cushion of profit. For a major release, sliding-scale agreements may stipulate that 70% or (sometimes) more of the first week or two of box-office receipts after subtraction of the nut are to be remitted to the distributor, with the exhibitor retaining 30% or less. Every two weeks thereafter, the split (and also the floor) may then be adjusted by 10% as 60/40, then 50/50, and so forth in the exhibitor’s favor.37 If it is assumed that the house nut is $10,000 a week, and that the first week agreement on a picture that sells $50,000 in tickets is 90/10 with a 70% floor, the distributor would receive (see also Table 3.7) the larger of 90/10 split: 90% × ($50,000 − $10,000) = $36,000 or 70% floor: 70% × $50,000 = $35,000.
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 But by the fifth week, with the film taking $30,000, the arithmetic might be 70/30 split: 70% × ($30,000 − $10,000) = $14,000 or 50% floor: 50% × $30,000 = $15,000. Thus, the distributor’s gross (otherwise known as “rentals”) is in effect received for a carefully defined conditional lease of a film over a specified period. Lease terms may include bid or negotiated “clearances,” which provide time and territorial exclusivity for a theater.38 No exhibitor would want to meet high terms for a film that would soon (or, even worse, simultaneously) be playing at a competitor’s theater down the block. In addition, such contracts would usually include a “holdover” clause that requires theaters to extend exhibition of the film another week (and also perhaps revert to payment of a higher percentage) if the previous week’s revenue exceeds a predetermined amount. Should a picture not perform up to expectations, the distributor also usually has the right to a certain minimum or “floor” payment. These minimums are direct percentages (often more than half) of box-office receipts prior to subtraction of house expenses, but any previously advanced (or guaranteed) exhibitor monies can be used to cover floor payments owed. And for many films (especially for those that flop) the distributor may reduce (in a nonbid situation) the exhibitor’s burden through a quietly arranged settlement.39 The upshot is that, on the average, exhibitors normally retain around 50% of box-office receipts in the United States (but closer to 70% in the United Kingdom). Consequently, the largest profit source (and about one-third of revenues) for many exhibitors is often not the box office, but the candy, popcorn, and soda counter – where the operating margin may readily exceed 50% (and 90% on purposely salty popcorn). Theater owners have full control of proceeds from such sales; they can either operate food and beverage stands (and, increasingly, video games) themselves or lease to outside concessionaires. The importance of these concession profits to an exhibitor can be seen in the numerical example in Table 5.7. On-screen advertising has also become, since the early 1980s, a third significant source of profit for theater operators. Given the high percentage normally taken by the distributor, it is in the distributor’s interest to maintain firm ticket pricing, whereas it may be in the exhibitor’s interest to set low ticket prices to attract high-margin candy-stand patronage. In most instances, exhibitors set ticket prices and the potential for a conflict of interest does not present any difficulty to either party. But there have been situations (e.g., the releases of Superman, Annie, and a few Disney films) in which the distributor has suggested minimum per capita admission prices to protect against children’s prices that are too low. What distributors fear is that low admissions prices will divert spending from ticket sales (where they get a significant cut) to the exhibitor’s concessions sales.
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 Although most theater operators will also attempt to enhance profitability through sales of advertising spots, some distributors (e.g., Disney since the early 1990s) may limit or bar exhibitors from showing advertisements before the film is run.40 Release strategies, bidding, and other related practices Large production budgets, high interest rates, and the need to spend substantial sums on marketing provide strong incentives for distributors to release pictures as broadly and as soon as possible (while also, incidentally, reducing the exhibitor’s risk). A film’s topicality and anticipated breadth of audience appeal will then influence the choice of marketing strategies that might be employed to bring the largest return to the distributor over the shortest time.41 Of greatest interest to the market research departments are a film’s marketability – how easily the film’s concept can be conveyed through advertising and promotion – and its playability, which refers to how well an audience reacts to the film after having seen it. Many alternatives are available to distributors. Some films are supported with national network-television campaigns arranged months in advance, whereas others use only a few carefully selected local spots, from which it is hoped that strong word-of-mouth advertising will build. Sometimes a picture will be opened (limited release) in one or two theaters in New York or Los Angeles the last week of the year to qualify for that year’s Academy Award nominations and then be broken wide the following spring. Or there may be massive simultaneous (saturation) release on more than 3,000 screens around the country at the beginning of summer. Regional or highly specialized release is appropriate if a picture does not appear to contain elements of interest to a broad national audience. And simultaneous global release is now often used to thwart unauthorized copying. In any case, different anti–blind-bidding laws (laws that prohibit completion of contracts before exhibitors have had an opportunity to view the movies on which they are bidding) are effective in at least 23 states. These statutes were passed by state legislatures in response to exhibitor complaints that distributors were forcing them to bid on and pledge (guarantee) substantial sums for pictures they had not been given an opportunity to evaluate in a screening; in other words, buying the picture sight unseen. Distributors now generally screen their products well in advance of release, but large pledges from exhibitors may still sometimes be required for theaters to secure important pictures in the most desirable playing times, such as the week of Christmas through New Year’s. For these seasonal high periods, theaters might sometimes have to offer a substantial advance in nonrefundable cash against future rentals owed (i.e., guarantees). Whereas in theory movie releases from all studios can be expected to play in different houses depending only on the previously mentioned factors, some theaters, mostly in major cities, more often than not end up consistently showing the products of only a few distributors. Industry jargon denotes
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 these as theater “tracks” or “circuits.” Tracks can evolve from long-standing personal relationships (many going back to before the Paramount consent decree) that are reflected in negotiated rather than bid licenses, or they may indicate de facto product-splitting or block-booking practices.42 Product splitting occurs when several theaters in a territory tacitly agree not to bid aggressively against each other for certain films, with the intention of reducing average distributor terms. Each theater in the territory then has the opportunity, on a regular rotating basis, to obtain major new films for relatively low rentals percentages. Block booking, in contrast, occurs when a distributor accepts a theater’s bid on desirable films contingent on the theater’s commitment that it will also run the distributor’s less popular pictures.43 As may be readily inferred, symbiosis between the exhibitor and distributor segments of the industry has not led to mutual affection. The growth of payper-view cable and the possibility of simultaneous releases (known as day and date in the industry) in home video and Internet-related formats may further strain relations. And as De Vany and Walls (1997, p. 796) have noted, the legal constraints stemming from the Paramount decree have prevented multiple-picture licensing so that [N]o contracts can be made for the whole season of a distributor’s releases, nor for any portion of them. Nor is it possible to license a series of films to theaters as a means of financing their production. The inability to contract for portfolios of motion pictures restricts the means by which distributors, producers and theaters manage risk and uncertainty.
 
 Exhibition industry characteristics: (a) Capacity and competition The longrun success of an exhibition organization is highly dependent on its skill in evaluating and arranging real estate transactions. Competition for good locations (which raises lease payment costs) and the presence of too many screens relative to the size of a territory will generally reduce overall returns. To achieve economies of scale, since the 1960s exhibitors have tended to consolidate into large chains operating multiple screens located near or in shopping-center malls. Meanwhile, older movie houses in decaying center-city locations have encountered financial hardships as the relatively affluent consumers born after World War II have grown to maturity in the suburbs, and as rising crime rates and scarcity of parking spaces had become deterrents to regular moviegoing by city residents. (Ironically, the very same social pressures contributed to the disappearance of many drivein theaters situated on real estate too valuable to be used only for evening movies.44 ) In 2005 there were approximately 37,740 screens, a diminishing proportion of which were drive-ins. The total has been increasing since 1980 at
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 Figure 4.4. Domination of box-office performance by key U.S. movie theaters. Source: Variety, July 7, 1982. Copyright 1982 by A. D. Murphy.
 
 an average rate of 3.1%, with box-office gross per screen rising an average 1.7% per year (see Table 4.2). During this time, operating incomes and market shares for large, publicly owned theater chains (especially regional) have obviously gained rapidly at the expense of single-theater operators. For example, as of 1982, the top-grossing third of screens generated half of the box office, with the bottom third generating about one-sixth of the box office (Murphy 1983 and Figure 4.4). Currently, the top one-third of screens probably account for 75% of all theater grosses. Although the number of screens in North America has been increased substantially (Figure 4.3b), the number of separate theater locations has not grown by nearly as much: Many locations have simply been “multiplexed.” It is now therefore more difficult to “platform” a film because there are essentially only two types of theaters: first-run multiple-screen houses and all others. Previously, there had been at least three tiers of theater quality ranging from first-run fancy to last-run, small, neighborhood “dumps.” Whether or not a film has “legs” (i.e., strong popular appeal so that it runs a long time), the maximum theoretical revenue R is a function of the average length of playing time T, the number of showings per day N, the average number of seats per screen A, the number of screens S, the average ticket price P, and audience suitability ratings (G, PG, PG-13, R, NC-17/X).
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 Exclusive of the ratings factor, which also influences the potential size of the audience,45 R = P × N × A × S, where N = f (T ). For example, if the average ticket price is $6, the average number of showings per day is four, the average number of seats per theater is 300, and the number of screens is 500, the picture can theoretically gross no more than $3.6 million (6 × 4 × 300 × 500) per day, or $25.2 million per week. This type of analysis is of interest to distributors as comparisons are made to the potential of pay-per-view cable release, from which there is the possibility to earn, on a $4-per-view charge, at least $20 million overnight.46 Because the preceding figures used in calculating a theoretical weekly total gross for a single picture are about average for the whole industry, they can also be used to estimate an aggregate for all exhibitors. Following this line, we can determine that in 2005, the maximum theoretical annual gross, based on 37,740 screens, was about $272 million per day or about $99 billion per year. The industry obviously operates well below its theoretical capacity because there are many parts of the week and many weeks of the year during which people do not have the time or inclination to fill empty theater seats: In 2005, the industry’s average occupancy rate per seat per week was roughly 2.4 times, and box-office receipts of around $9.0 billion in 2005 were thus only around 9% of theoretical capacity. For the major film releases most likely to be opened during peak seasons, calculations of this kind do not actually have much relevance because there are no more than about 12,000 quality first-run screens, of which perhaps only 4,000 can normally be simultaneously booked. By far, the most important effect of severe competition for quality playdates in peak seasons is that marketing budgets must be raised to levels much above where they would otherwise be (and for economic reasons explained in Section 1.3). In such an environment, modestly promoted films, even those of high artistic merit, may have little time to build audience favor before they are “pulled” from circulation.47 In comparing the popularity of different films in different years, most newspaper accounts merely show the box-office grosses: Film A did $10, and film B did $11; therefore B did better than A. In addition, a deeper, but still often misleading, comparison is sometimes derived by calculating an average gross per screen. However, close analysis and comparison of boxoffice data require that variables such as ticket-price inflation, film running time, season, weather conditions, number and quality of theaters, average seats per theater, and types of competing releases be considered.48 (b) Rentals percentages All other things being equal, when the supply of films is small compared with exhibitor capacity, the percentage of box office reverting to distributors (the rentals percentage) rises.49 Faced with a
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 relatively limited selection of potentially popular pictures, theater owners tend to bid more aggressively and to accede to stiffer terms than they otherwise would. Especially in the late 1970s, for example, there were loud complaints by exhibitors of “product shortage” as the total number of new releases and reissues declined by 43% to 110 in 1978 from the preceding 1972 peak of 193. As might be expected, distributor rental percentages (and thus profit margins) were high in the late 1970s (Table 3.4 and Figure 4.3c). To some extent, however, the rentals percentage also depends on ticket prices and on how moviegoers respond to a year’s crop of releases. A poorly received crop tends to reduce the average distributor rentals percentage as “floor” (minimum) clauses on contracts with exhibitors are activated, as advances and guarantees are reduced in size and number, and as “settlements” are more often required. Even important releases now tend to have only one or two weeks of box-office presence before quickly fading and thereby denying theaters of the higher percentages that would be earned if pictures were to play more strongly over more weeks, as they had often done prior to the late 1990s. Although theatrical exhibition is inherently volatile over the short run, over the longer run there is nevertheless a remarkable consistency in the way the domestic business behaves. Since the 1960s, for instance, in a typical week approximately 8% to 10% of the U.S. population buys admission to a movie. And as can be seen in Figure 4.5a, the top 20 grossing films of any year will normally account for an average of around 40% of that year’s box-office total, with a giant hit every so often temporarily boosting the percentage. Figure 4.5b meanwhile suggests that the variance of results for the top 20 is not large and that growth in constant dollars has been modest. The longterm per capita admissions trend is depicted in Figure 4.5c, and Figure 4.5d shows that the top 100 films of any year have been consistent in drawing approximately half of their total box-office income in foreign markets. Home video and merchandising Home video Until the 1980s, moviemakers both large and small were primarily concerned with marketing their pictures in theaters. But starting in 1986, distributors generated more in domestic wholesale gross revenues from home video (about $2 billion) than from theatrical ($1.6 billion) sources. Home video has thus forever altered the fundamental structure of the business and changed the ways in which marketing strategies are pursued.50 Digital video disc players (DVDs) as well as the older videocassette recorders (VCRs) are by now familiar items in households around the world. Indeed, in most developed nations, including the United States, Japan, Britain, France, Germany, Italy, The Netherlands, and Scandinavia, DVDs (and VCRs) are already found in over two-thirds of the television households. This enormous installed base has become an incredibly powerful funds-flow engine for filmmakers.51
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 Figure 4.5. (a) Top 20 films, domestic box-office gross, 1982–2006. (b) Top 20 films, domestic box-office gross, constant dollar mean and variance, 1982–2006. (c) U.S. per capita theater admissions, 1965–2005. (d) Top 100 films, domestic and foreign gross comparisons, 1993–2006.
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 (d) Figure 4.5. (cont.)
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 As a result, prerecorded home video software sales (Figure 4.6) have grown into a business that now generates more than $16 billion in domestic retail revenues. The bulk of those revenues (two-thirds or so) are consistently derived from sales or rentals (to the consumer) of feature films.52 Also, given, that some 45% to 60% of Hollywood’s aggregate releasing costs are covered by domestic home video receipts, it is easy to see why filmmakers and distributors cannot afford to treat video marketing-campaign strategies lightly. Perhaps the most important decision for the home video divisions of the major studios concerns pricing. Up until the late 1990s, when steep discounting became available to high-volume retailers not participating in revenue-sharing plans (as described below), the choice had been either to price high for the video store rental market or to price low for what is known as the sell-through (consumer) market. Since the cost of manufacturing and 36 DVDs introduced
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 Figure 4.6. Hardware and software trends in the home video market, 1978–2005.
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 marketing a cassette or DVD is about the same (under $4 a unit) for all regular feature films, the decision has always come down to whether the distributor can earn more from rentals or from sell-through to individuals.53 In recent years, more than 50% of total U.S. consumer spending on video has been for sell-through products, with more than half of this total generated by feature films.54 Introduction of the DVD format in 1997 has had great impact. With the profit per unit on a DVD – which often costs less than $5 per unit to manufacture, market, and distribute and sells at $15 wholesale – around twice as high as on a tape, studios now have an incentive to return to the simple consumer purchase model that has long been used in the recorded music business.55 DVDs have, in effect, greatly undermined the rental tape-pricing model (as well as the revenue-sharing model) that had carried the home video industry through its first 20 years. And DVDs have caused a shift of profitability structure toward a model that is more favorable to studios now that they are able to retain a larger portion of a film’s total revenues (as compared with exhibitors and retailers) than previously. In the late 1990s, though, a “revenue-sharing” variation of the traditional rental arrangement (that is applied much more to tapes than to DVDs) had been widely adopted by studios and major retailers. Such revenue-sharing models originally had been promoted to studios with the promise of guaranteed minimum revenues (with the retailer taking all the studios’ offerings). The system works as follows: A large video chain-store operator like Blockbuster buys a tape from a studio for perhaps $7, or one-tenth of the rental market price. The studio then initially shares between 30% and 40% of the rental revenues of the stores – with the percentage shared sliding to zero over a six-month period. At that point, the chain can recoup its capital outlay by selling the used tape. But it will also, on the average, end up retaining 50% to 60% of total transaction revenues.56 For “evergreen” titles, such as many of the Disney animations, the decision is normally to go for sell-through because the arithmetic can be so compelling. Nevertheless, the much likelier alternative (prior to revenue-sharing) had been to set the suggested retail price of the cassette much higher so that it would become primarily a rental item. Most such “A”-title releases, as films with the potentially widest appeal are known, would list for $89.95 or above, and of this price the distributor would probably retain around $56.57 (i.e., 63%) from the initial sale.57 In this situation, a distributor would not participate further in the cash flow that is derived from retailers’ rentals of the cassette.58 All other things being equal, then, the studio-distributor (in effect, the home video’s publisher) would select the larger of the following options: Expected number of rental units times 63% of rental unit retail price or Expected number of sell-through units times wholesale unit price59
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 Figure 4.7. An example of box-office gross receipts (x-axis) versus (a) video unit sales, and (b) rental dollars, circa 1990.
 
 Yet because marketing costs figure prominently in the success of sell-through titles, the distributor generally must be able to project sales of at least seven to eight times as many copies of a sell-through than a rental title to justify the decision. Such projections would be made, for example, on a typical fitted curve (Figure 4.7), off which the number of home video units demanded might be estimated as a function of the domestic box-office performance of recent titles.60 Independent filmmakers would, of course, face a different set of problems. To finance production, “indies” will typically be most interested in preselling (or fractionalizing) rights to their pictures. For this purpose, they can approach one of the majors or submajors, or go to an independent home video distributor.61 Rights fractionalization proposals are not, however, normally welcomed by large distributors.62
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 So-called direct-to-video features, which are designed to skip a theatrical release phase entirely and go directly to the home video market, have also become more important, especially in the family film genre. Elimination of relatively high theatrical releasing costs here enhances the profit potential of such titles.63 Moreover, all film distributors must of necessity now take the projected rapid growth of pay-per-view/video-on-demand (PPV/VOD) cable and Internet distribution into consideration. At a minimum, the rise of PPV technology appears likely to dampen the growth of home video unit demand, to reduce the importance of video chain retailers, and also to alter the sequential release patterns for certain types of films.64 Merchandising Product merchandising opportunities relating to film characters and concepts began in earnest in the 1970s with Jaws and Star Wars and have increased noticeably since then. “Franchise” pictures able to sustain a long series of sequels using the same major characters (e.g., James Bond, Star Wars, Jurassic Park, Batman, Spider-Man, Superman) are the main vehicles. Indeed, studios have become highly sophisticated in marketing tied directly to the action and children’s film genres, where licensing potential in music, books, comics, multimedia and other interactive formats (DVDs, CD-ROMs, etc.), fast food restaurants, and toys abounds.65 An important product license to a major toy manufacturing company might, for instance, return at least 6% to 7% of wholesale merchandise revenues to the studio. For releases such as Disney’s animated features Beauty and the Beast, Aladdin, and The Lion King and Universal’s (MCA) Jurassic Park, merchandise license profits can easily exceed $100 million.66 Marketing costs In theory, studios have much greater cost-control potential in a film’s marketing phase than in its production and financing phases. But distributors have no choice but to spend aggressively on marketing if only to defend against and offset the efforts of many other films and entertainment pursuits vying to be noticed at the same time. In effect, the distributor must shape and create an audience with advertising and promotional campaigns (i.e., “drives”) that have only one quick shot to succeed immediately upon theatrical release. As a result, expenditures on the marketing of films have long tended to rise considerably faster than the overall rate of inflation, and restraint in such expenditures is rarely seen. In fact, studios will often readily add 50% to a picture’s production budget just for advertising and publicity as they attempt to maximize capital turnover when quality, peak-season exhibitor playdates are at a premium and unavoidable seasonal, cyclical, and other factors routinely contribute to the bunching of important releases.67
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 In practice, marketing decisions in filmmaking and distribution have an important effect on how a movie is initially perceived and on how it might play out in ancillary-market exposures. As De Vany and Walls (1996) note, “the opening performance is statistically a dominant factor in revenue generation.”68 But it is also clear that audiences sift the good from the bad pretty quickly and that no amount of spending or targeted promotion can save a poorly made, ill-conceived, or boring film once the information about its true quality is in circulation. 4.5 Economic aspects
 
 Profitability synopsis That a person can drown in a river of an average depth of six inches underscores the difficulty in analyzing data by means of averages alone. Many, if not most, films do not earn any return, even after taking account of newmedia revenue sources; it is the few big winners that pay for the many losers. Outside investors, who, in terms of the funds-flow sequence are often the first to pay in and the last to be paid out, thus often incur the greatest risks. Because pictures are financed largely with other people’s money, there is an almost unavoidable bias for costs to rise (Parkinson’s law again) at least as fast as anticipated revenues. This implies that much of the incremental income expected from growth of the new-media sources is likely to be absorbed, dissipated, and diverted as cost. And it is an especially daunting consideration if, as is now common for a film released by a major studio, only a muchdiminished share of such costs is recovered directly from domestic theatrical rentals (Figure 4.8a). Figure 4.8b illustrates that costs have often grown faster than revenues while industry operating margins have been erratic and have generally trended lower (Figure 4.8c).69 If we use data on the number of releases, the effects of ancillary-market revenue growth (Sections 3.4 and 4.4), average negative and marketing costs, and aggregate rentals (Section 3.3), there emerges a profile suggesting that, in a statistical sense, most major-distributed films do no better than to financially break even, with deviations from this mean extreme in both directions (Table 5.8).70 In fact, the “average” movie does not really exist and average industry revenue and profit are primarily determined by only a few runaway hits. This pattern, a Pareto law that is illustrated in Figure 4.9, is not only true for movies in general but also for films with small or large budgets from different genres, and with or without stars.71 The financial performance of a movie is unpredictable because each one is unique and enters competition for audiences in a constantly shifting marketing environment. Moreover, the situation is unlike that in most other industries: Although ticket prices are relatively inflexible, the supply is elastic because it can quickly respond to
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 Figure 4.8. Film industry revenue and cost trends. (a) MPAA-member production (negative) costs as a percentage of domestic box-office gross receipts and prints and advertising (p & a) as a percent of production costs, 1980–2005 MPAA films. (b) Average per MPAA-film: releasing cost (including negative plus p & a) and domestic box-office revenue, 1980–2005. (c) Revenues and operating margins for major studios, 1975–2005.
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 Figure 4.9. An idealized Pareto (power) law. Note: Many films have box-office grosses of under $50 million, and only a few take in more than $300 million. Titanic, with the highest domestic gross as of 2005, would have the highest rank as scaled in terms of receipts and would be at the far lower right.
 
 unexpected demand through dynamic expansion of the length of run and the number of screens on which the film is shown. The remarkable aspect of all this is that, despite the potential for loss, most major studios, bolstered by distribution revenues related to library titles and television programs, have long been successfully engaged in this business.72 The existence of profitable studio enterprises in the face of apparent losses for the “average” picture can be reconciled only when it is realized that the heart of a studio’s business is distribution and financing and that, therefore, the brunt of marketing and production-cost risk is often deflected and/or transferred to (sometimes tax-sheltered) outside investors and producers. Indeed, it is worldwide distribution (licensing) to television in all forms (network TV, cable and local syndication, foreign, etc.) that truly carries the load.73 While the front-end production and release attracts all of the attention, studio profits are thus actually focused and highly dependent on the much more prosaic functions of collecting distribution and other fee income. Theoretical foundation That the movie industry is complex and that it often operates near the edge of chaos in the midst of uncertainty is almost an inescapable inference for anyone who has been even a casual observer of, or participant in, the process of financing, making, and marketing films. Seemingly surebet, big-budget films with “bankable” stars flop; low-budget titles with no stars sometimes inexplicably catapult to fame, and some releases perform at the box office inversely to what the most experienced professional critics prognosticate. In recent years, though, economists have begun to build a framework that explains why these things happen and why the industry is structured
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 in the way that it is. The theoretical foundation that is emerging is based significantly on the combined works of De Vany and Walls (1996, 1997), Caves (2000), and, to a more limited extent, modern portfolio theory. Caves found that a only a few basic features (described in Section 13.4) typify the organizational structure of all creative industries, be they movies, art, music, books, or live performances. Prominent among the features is the large sunk-cost nature of these activities and the resulting need to use option contracts among the many coordinating parties involved in the financing, production, and distribution of creative goods and services.74 Modern portfolio theory further suggests that studios inherently adjust and mitigate their risk exposure to the uncertain performance of any single film by balancing the mix of high-, medium-, and low-budget films in their yearly crops of releases.75 These cornerstone concepts connect well with the studies of De Vany and Walls, who found that movie viewers, randomly exchanging information about their preferences, end up generating box-office revenues that are not normally distributed (i.e., bell-shaped, clustered around a mean in the center, and tailing off sharply at the tails). Box-office returns instead follow power laws that differ from normal distributions in that variation is not symmetrical: A few “blockbuster” outliers in the upper tail influence the mean. (The departure from a normal distribution is not as severe, however, if revenues from home video and international markets are included.) Movies, in other words, have a low probability of earning high revenues and a high probability of earning low revenues. And this leads to an estimate that perhaps 5% of movies earn about 80% of the industry’s total profits and that exhibition on a large number of screens can as easily lead to rapid failure as to quick and great success. Such power law–distributed behavior makes it futile to attempt partition of movies into genre or budget categories because, no matter how detailed the categorization, the same distribution appears (i.e., the behavior is fractal).76 According to this body of work – which explains the movie business as a complex system (i.e., with nonlinear feedback in the information cascade and sensitivity to initial conditions) – just about the only thing that can be predicted with some degree of confidence is a film’s revenue next week based on last week’s. As De Vany (2004, p. 2) notes, “There is no typical movie and averages signify nothing. . . . The movie business is completely and utterly non-Gaussian because it is a business of the extraordinary.” Moreover, this work has also shown that movie box-office performance can be modeled as a weekly contest for survival in which a film’s likelihood of being held over another week is a function of the time that it has been in theatrical release. A hazard function, h(t), of this type may be estimated as the proportion of films surviving in an interval per unit time given that the film has already survived to the beginning of the interval.77 As we shall see, this analytical methodology – this approach to thinking about films in terms of power laws, fractals, and hazard rates – is readily
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 applicable and relevant to the study of all entertainment and informationbased products, services, and attractions. For, no matter what the entertainment industry segment, when it comes to new product introductions, we are always positioned somewhere between risk, where the odds are known, and uncertainty, where the mean-wandering, infinite variance of a returns distribution process implies that anything from a huge hit to a total flop might occur.78 In statistical terms, there is thus great behavioral similarity in movies, television series, books, music recordings, stage plays, video games, and toys. Fads come and go. And fewer than 20% of the items often produce more than 80% of the revenues or profits (the “long-tail” effect of Internet distribution notwithstanding).
 
 4.6 Concluding remarks
 
 Since the mid-1970s, the movie industry has been in a transition phase characterized by a shift to electronic/optic distribution and storage methods and by declining control of distribution and product pricing through traditional organizational arrangements. Although this transition has already provided consumers with an increasingly varied selection of easily accessed, low-cost entertainment, it has not been beneficial to all industry segments. In fact, technology has made it possible for more content to be created by more people, and to be distributed more widely and at lower cost (e.g., via the Internet), than ever before. Despite these changes, the movie business remains as fascinating as it is unique. That feeling has been summarized by veteran movie writer A. D. Murphy (1982), who has made the following observations: Even after a history of over 100 years, the business remains entrepreneurial and capitalistic. Films are by nature research-and-development products; they are perishable and cannot be test marketed in the usual sense. The film industry manufactures an art form for the masses. Despite long-standing trade restrictions, a strong export market reinforces a fairly stable domestic market. From acquisitions of literary properties to final theater bookings, every phase of the industry’s operations is negotiated and this, contrary to widespread opinion, implies that personal trust and high standards of professional integrity largely prevail. As Squire (1992, p. 23; 2004, p. 4) further said: In no other business is a single example of product fully created at an investment of millions of dollars with no real assurance that the public will buy it. In no other business does the public “use” the product and then take away with them [as Marx (1975) observed] merely the memory of it.
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 Notes 1. The clearinghouse concept, which aptly sees the modern studio as an intellectual property rights service organization that collects and then disburses fee income as would a bank’s clearinghouse, originated in Epstein (2005, p. 107). Risk issues are discussed in Eliashberg, Elberse, and Leenders (2006). 2. See, for example, Root (1979) and Nash and Oakey (1974). 3. Other box office hits, such as Driving Miss Daisy, Gandhi, Teenage Mutant Ninja Turtles, Gosford Park, Black Hawk Down, and My Big Fat Greek Wedding, also encountered difficulties in finding distributors, and On the Waterfront was rejected by every studio (see LA Times, June 5, 2005). The Turtles story is described in Brown (1991) and the Gandhi experience in Eberts and Ilott (1990). Daisy’s situation is mentioned in Landro (1990), Gosford Park’s problem in finding $6 million for North American rights is covered in King (2002), and the Greek Wedding story is reported in Eller (2002). Moreover, Independence Day was rejected by Sony; Fox lost faith in The English Patient, which Miramax (Disney) distributed; TriStar put Pulp Fiction into turnaround; and Universal passed on the opportunity to co-finance Titanic. Warner Bros. also passed Forrest Gump to Paramount. As described by Shone (2004, pp. 46–52), even Star Wars had an uncertain start. And Leipzig (2005) shows how improbable it is that even a completed project is ever accepted for distribution. Goldstein (2005) further recounts how best-picture Oscar nominees Ray, Finding Neverland, Sideways, Million Dollar Baby, and The Aviator were initially unable to find major studio financing but were instead jump-started by entrepreneurial outside sources such as Graham King (Aviator) and Phil Anschutz (Ray). The rejections occurred even with legendary Clint Eastwood already attached to Million Dollar Baby and with Martin Scorsese and Leonardo DiCaprio already attached to Aviator. See also Mlodinow (2006). McNamara (2006) indicates that pictures that have already been approved for production are, because of budget concerns, sometimes canceled. 4. To preclude excessive charges (“double-dipping”) on the talent packages put together for television, agencies have devised alternative compensation approaches for themselves. The alternative, in its simplest form, and as described by Davis (1989), is to receive “the equivalent of 5 percent of the money paid the show’s production company by the network, 5 percent of half the profit, if any, the production company gets from the network, and 15 percent of the adjusted gross – basically, syndication sales less the costs not picked up by the network. . . . An agency like [William] Morris can expect to make anywhere from $21,000 to $100,000 from every episode of a network show, and the eventual take from the syndication of a hit can be staggering. The Cosby show, a Morris package, is expected to give the agency an income of $50 million from reruns alone.” In consideration for negotiating and structuring television deals, many powerful agencies will charge 5% of revenues (including those derived from syndication). Others may charge a 3% packaging fee plus 10% of the “backend” revenues. A so-called 3%-3%-10% package had been the most common in the late 1980s, but more aggressive agents have extracted 5%-5%-10% formulas. The first figure is a percentage of the per episode license fee that is paid to the agent, which the agent receives for the life of the show. The second figure, also based on the license fee, is tied to the profitability of the series and is deferred until net profit is achieved. The third figure, however, is the one that is most lucrative to the agencies and is tied to the backend or syndication revenues. In the movie business, package deals essentially turn studios into banks that finance film ideas generated outside the studio. More recently, talent agencies have become active in arranging financing packages from private equity and hedge fund operators in return
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 for consulting fees and perhaps an economic interest in projects. However, as noted in Hoffman (2006a), it is not clear whether such economic interests are antagonistic to a previous Screen Actor Guild agreement expired in 2002 that barred agencies from involvement in the production business. See Akst and Landro (1988), Gubernick (1989b), and especially Davis (1989). Such package deals effectively offset the condition that agents are not allowed to own a piece of television and movie productions. See also Variety, March 25, 1991, and Broadcasting, September 23, 1991. 5. ICM was a subsidiary of Josephson International, which had been publicly traded. With the exception of the years in which Josephson was public, financial statements are not available. However, estimated revenues (in $ millions) and the number of agents in 2002 were approximately as follows:
 
 Creative Artists William Morris International Creative Management United Talent Agency
 
 Revenues
 
 Agents
 
 250+ 250 150 100
 
 184 215 165 80
 
 Source: Wall Street Journal, February 22, 2002. The number of clients represented by each agency ranges from 1,200 at CAA to 2,200 at ICM. See Lippman (1995). But note that in 1999 the agency business experienced major upheaval, with many veteran agents and clients shifting their positions. As noted in Horn (2005a), CAA is considered to be the most powerful agency, with William Morris, United Talent, Endeavor, and ICM the other majors. See also Kelly (2005), Kelly (2006a), and Fleming (2006). CAA was formed by former William Morris agents in 1975 and over the next 20 years went on to become the most powerful movie packager in Hollywood as well as the most broadly influential agency across all entertainment industry segments. By the late 1990s, however, talent managers had also come into prominence. Managers, unlike agents, are not licensed by the state and are not allowed to solicit employment or negotiate deals for their clients. But they have the right to produce and own a piece of television and movie productions. As Masters (1999) suggests, the line between agents and managers has blurred. As of 2002, a revision of Screen Actors Guild rules (dating from 1939) had been negotiated with the Association of Talent Agents. The new rules would have permitted the purchase of talent agencies by advertising agencies and/or allowed them to be more economically linked to production companies (but not to the large media conglomerates like Disney, Viacom, and others). Also, talent agencies would have been allowed to invest up to 20% in an independent production company. However, in April 2002, SAG members rejected the proposed changes, in part reflecting fear among actors that agents would be biased toward producers of TV shows in which the agents have an interest. See Whitaker (2002), Lippman (2002b), and Hoffman (2006b). 6. The following example of a common-stock offering in the 1980s is illustrative. In the case of a Kings Road Productions offering in the early summer of 1981, rapidly deteriorating market conditions caused withdrawal of the proposed sale of 1.8 million shares at prices between $10 and $12 per share through a large managing underwriter. Experienced producer Stephen Friedman contributed as a core of assets his previously released theatrical features – Slapshot, Blood Brothers, Fast Break, Hero at Large, and Little Darlings – several of which
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 had already been profitable. United Artists, moreover, was at that time about to distribute Friedman’s Eye of the Needle, a $15 million picture based on the best-selling novel of the same title. Options on several promising literary properties were also among the Kings Road assets. It was not until 1985, however, that Kings Road Entertainment finally raised capital from the public in an offering, led by two small underwriters, of 1.5 million shares at $10 a share. The assets included profit participations in the aforementioned pictures and in five others, the most prominent of which was All of Me (domestic rentals as of 1987 were $6.7 million). At the time of the offering, MCA Universal had been granted domestic theatrical and most other distribution rights (except for home video) in most of the company’s upcoming productions. MCA, in turn, had agreed to provide material cash advances for the production of those films. In the 1980s, many other new companies raised or attempted to raise public capital through common-stock offerings at low prices. Although most of these small companies began with an intention to eventually produce films on their own, some of them were organized solely for the purpose of developing and arranging financing, production, and distribution for others; that is, they functioned as executive production outfits. 7. Arguably, an exception in 1993 was the flotation of the Australian Lightning Jack Film Trust of 36 million units to solely finance the $26 million Paul Hogan production. Still, nearly $3 million and three months were spent putting the deal together. Also, Australian tax laws had helped by allowing investors to deduct 90% of their investment over two years. See The Hollywood Reporter, 1993 Independent Producers Issue. 8. As discussed in Variety of August 8, 2005, two such large pools include Legendary Pictures and Melrose Investors. The typical deal is for the studio and investors to each fund half of the budget and sometimes half the cost of prints and advertising (p & a). The studio then takes a fee of 10% to 20% of revenues. After the studio recoups p & a and sets aside other money to pay for participant points and incidentals, the remainder is split 50/50. The investors here put up as much as half of a film’s budget, with the studios retaining creative control and distribution rights. See also Kelly (2006b), Variety, November 21, 2005, and Los Angeles Times, January 20, 2006. Active private equity firms as of 2006 also include Qualia Capital, Dune Capital Management, and Relativity Media (Gun Hill Road), which had raised $700 million to co-finance 19 films at Sony and Universal. Along the same lines, Mehta (2006) also discusses such deals, including a J. P. Morgan Hemisphere Film Partners fund that is designed to invest only in pictures budgeted at more than $100 million. That is because the fund’s analysis showed a historic cash-on-cash return of 32% for such films, as compared with a 2% return for films in the $75 million to $100 million range, and 5% for those in the $50 million to $75 million range. Horn (2006b), however, discusses how Poseidon, with a $160 million budget, may have resulted in a $50 million loss to the private equity fund (Virtual) that participated in financing the picture. Virtual covered around half of the $250 million that it cost to produce and market Poseidon. In the deal, Warner Bros. and Virtual split production and marketing costs, but Warner recoups p & a, collects interest, and also a distribution fee of 12.5% before sharing any revenue with Virtual. An offsetting example of a private equity financed (by Legendary) picture that succeeded (with a domestic box office of more than $200 million) was Batman Begins, distributed by Warner in 2005. The main problem generally faced by funds is that the pool of pictures made available for their potential investment often excludes the major studio franchise titles. Moreover, returns for funds come after studios have deducted distribution fees. Melrose 2, however, is an example in which Paramount cannot withhold the best prospects for itself.
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 The funds often assume that film slates, as opposed to individual films, generate portfolio returns that are close to being normally distributed. Professor Art De Vany, as quoted in an article by John Gapper in the October 9, 2006 Finanical Times, notes, though, that benefits from the portfolio effect are likely to be more than offset by greater variability in returns. Investors, he says, “do not know what probability distribution they are up against.” See also Holson (2006a), which describes how hedge and private equity funds are making deals directly with veteran producers, who can thus potentially share in 100% of DVD sales instead of the normal 20% studio deal. 9. This occurs despite the fact that presales for domestic home video may be payable 25% upon commencement of principal photography, 25% upon delivery of an answer print, 25% three months after initial theatrical release, and the remainder on availability in home video markets. 10. Until the Tax Reform Act of 1986, which caused the gradual withdrawal of investment tax credits (ITCs) for the entertainment industry, such credits had been one of the most important sources of cash for movie and television-series producers. Feature films – recognized in the tax code as capital assets having useful lives of over three years – had been eligible for ITC treatment. Such qualification had resulted from the industry’s lobbying efforts directed at Congress and from precedents set in tax litigation involving Disney and MCA. In the 1970s, both companies won ITC benefits in appeals-court rulings. Dekom (1984, p. 194) discussed the ITC options available to filmmakers under Section 48K of the pre-1986 IRS code. Good examples of widely distributed pre-1986 U.S. limited partnerships are to be found in the 1981 SLM Entertainment Ltd. offerings of participations in a package of MGM’s films and in the 1982, 1983, and 1984 Delphi-series packages of Columbia Pictures films that Merrill Lynch originated. The SLM limited partnership was sold in units valued at $5,000, with a general partners’ contribution of 1%. Investors shared up to 50% ownership with MGM of some 15 films (five films were initially specified) and were entitled to 99% of capital-contribution recoupment and a sliding percentage of profits generated by those productions. Similarly, in Delphi II (1983), the partnership retained all distribution rights, and until the limited partners received cash equal to their investment, they were entitled to 99% of all cash distributions and equal allocation of all income, loss, or credits. After cash payments to limited partners equaled the proceeds of the offering (less selling commissions and marketing and sales management fees), the general partners were to receive 20% of all cash distributions. Any partnership losses were thus compensated out of distribution fees due the studio. Delphi III (1984), also offered in units of $5,000 (for a total of $60 million), was even more favorable to investors because all distribution fees were to be deferred until the partnership recouped 100% of its share of a film’s negative (production) costs. Only after that condition had been satisfied was the distributor entitled to recoup its deferred distribution fee of 17.5% of gross receipts from the film. In addition, Delphi III partners were entitled to 25% of net proceeds earned by a film (after deducting a 17.5% distribution fee), or 8% of gross receipts, whichever was greater. This ensured some payment to the partnership even if the film was unsuccessful. 11. For example, a more recent variation on tax-sheltered film financing appeared in Germany in the late 1990s. Under German tax law, investors in films deducted 100% of their investment up front and then reported license receipts as ordinary income. The structural core of such deals was a sale-leaseback arrangement in which the film studio effectively charged from 6% to 8% of the production budget to a pool of capital funded by German investors.
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 That is, the partnership bought the film from the studio and then leased back worldwide distribution rights, with the studio retaining the option to repurchase the copyright from the investment partnership at the end of perhaps as few as seven years. By leveraging the amount invested through nonrecourse loans, with additional write-downs of up to three times the original investment, potential tax-sheltered returns from successful films could then be greatly magnified. By the end of 2002, however, proposed changes to Germany’s tax laws and collapse of the Neuer Markt caused many German investors to reduce capital commitments to films, with the amount shrinking by at least 60% from an annual average that had been €5 billion. As Moore (2002, pp. 22–23) notes, the funds are of two types: defeased and equity. An example: Alexander, an epic costing more than $150 million was financed with a package assembled by IM Internationalmedia AG. See also “Hollywood’s Big Loss,” November 21, 2005, and “How to Finance a Hollywood Blockbuster: Start with a German Tax Shelter,” April 25, 2005, both by E. J. Epstein at www.slate.com. Additional references include Bardeen and Shaw (2004) and Desai et al. (2002a, 2002b). Film industry development incentives differ by country or region and can be in the form of direct subsidies, grants, levies on box-office receipts, and tax credits or deductions. Incentives for filming in Hungary and other Eastern European countries are discussed in Barrionuevo (2004). Hungary, for example, provides 20% tax breaks on film productions. In France, the film industry is subsidized by a box-office tax on American films. In Britain, filmmakers receive some proceeds from the national lottery. See also Gorham (2002), Brown (2002), Tunick (2002), Gerse (2004), and Meza (2005). 12. From the investors’ perspective, the interest-free loan contains a not-so-obvious cost of inflation (i.e., the guaranteed return of capital is in absolute dollars, not inflation-adjusted dollars). Moreover, because HBO retains pay TV and syndication rights, major theatrical distributors would normally be reluctant to distribute Silver Screen features – perhaps unless offered a juicier-than-average distribution fee. 13. As may be inferred, this type of partnership arrangement, and HBO’s other participations (e.g., in TriStar Productions and in Orion Pictures), have made HBO a major force in feature-film production, as well as in distribution on pay cable systems. HBO’s interest in filmmaking stems from a simple economic fact: Given its large subscriber base, it often costs less ($10 million on average as of the early 2000s and as little as $4 million) to produce an original feature directly for cable than to buy rights on a per subscriber basis from the other studios. Also see Mair (1988). 14. According to Securities Exchange Commission 10-K filings, as reported in Variety of May 10, 1989, Silver Screen Partners (SSP) I through IV were all profitable in 1988. SSP IV ended 1988 with net income of $16.15 per unit. Each unit was sold for $500 in June 1988. In the same year, SSP III, which raised $300 million and invested in 19 pictures – including Good Morning Vietnam, Three Men and a Baby, and Who Framed Roger Rabbit – netted $61.63 per unit. Roughly, that would suggest that the return for the year, including these three extraordinarily popular films, was 12.3% on the base of $500 a unit. A discussion of film partnership financial performance through the 1980s appears in Variety, November 5, 1990. 15. Under Regulation D, accredited individual investors (as of 1986) are those with at least $1 million of liquid net worth and $200,000 of annual income in each of the two most recent years. Rules for a Regulation D offering are differentiated for issues of over and under $5 million. As Cones (1998, pp. 143–155) notes, Reg D exemptions from securities registration are governed under specific rules 504, 505, and 506. Rule 506 does not impose a ceiling on the amount of money that can be raised, whereas rules 504 and 505 do impose ceilings. Perhaps the most noteworthy of such Reg D partnerships was FilmDallas, originally
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 established in 1984 as a private limited partnership with an initial capital contribution of $2.4 million. This company subsequently produced the well-regarded low-budget pictures Kiss of the Spider Woman and The Trip to Bountiful. Note, however, that a filing under the SEC’s Regulation A is actually a small registered public offering limited to $5 million during a given one-year period. See also Muller (1991). 16. As in modern portfolio theory applied to stocks and bonds, diversification over many projects reduces overall risk. However, systemic risk (i.e., risk inherent to investment in the movie industry as a whole) cannot be diversified away. See, for example, Elton et al. (2003). 17. In the mid-1990s, new financing structures, not all fully tested against tax and accounting challenges, began to emerge. The goal is to finance with off–balance sheet debt through, say, a bank joint venture that can defer and smooth some of the risks through pooling (crosscollateralization) of potential profits while still allowing the distribution company to earn its fees. See Daily Variety, February 21, 1997. 18. As of the late 1990s, Fox, Universal, DreamWorks, and PolyGram had all made use of securitization structures, with loans provided by Citigroup, Chase, and others that allow the studios to tap into commercial paper and note markets. See Hazelton (1998). Co-financing deals and fractionalization of rights (see Chapter 5) is another aspect of this. Co-financing as a means of reducing risk was shown to be questionable in Goettler and Leslie (2003), and is covered in Amdur (2003). As described in greater detail in Eisbruck (2005), deals are generally of three types: future film (“slate”) portfolio financings, in which investors are entitled to share in future “first-cycle” revenues after distribution fee and p & a deductions; film revenue advance deals, in which funds are invested after films have been released; and library sales, in which first-cycle performance is already known so that risk is relatively low and predictability is high. An example of this is the sale of Viacom’s DreamWorks 59feature library (including Oscar-winning titles such as Gadiator and American Beauty) in 2006 for $900 million to George Soros and Dune Capital. Viacom has the right to repurchase the asset after five years, retains a small interest, and collects an 8% distribution fee, while Soros bought the rights to sell DVDs and rebroadcast the films. See Wall Street Journal, March 17, 2006. 19. Receivables formed by aggregation of presale contracts for major territories may nonetheless be sometimes used to draw financially subsidized production cost loan guarantees from the foreign government agencies, primarily European, that have been established for this purpose. In the U.K., Article 48, which expired in 2005 and was replaced by a tax credit scheme (16% above £20 million, 20% under), was representative. Lenders would be exposed to loss if, for whatever reason, a licensee failed to accept delivery of a completed picture in foreign jurisdictions, where remedies may be difficult to obtain. Also, a motion picture loan will often be made for a term of more than three years because it will usually require more than three years for full syndication, network television, and other downstream revenues to be realized. The longer the term, the greater the risk that the underlying credit conditions will become substantially changed. For all these reasons and more, a bank will advance less than the total value (usually less than 75%) of the presales advances. 20. See Snyder (2006) and also note 11 above. 21. This could arguably be compared with the average production cost of a major feature of $300,000 in 1940 and of $100,000 during the depths of the Depression in 1932. Marr and Kelly (2006) also show that newer special-effects technology for major “tentpole” releases by the major studios has also contributed to rising costs of production. 22. Wealthy people from outside the Hollywood establishment also decided to apply their fortunes earned in other diverse endeavors to the movie business. Their infusive and
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 intrusive effect on the industry’s financing rhythms and processes added visibly to the aggressive bidding for scarce talent resources. As summarized by Kiger (2004), outside investors usually do not fare well in Hollywood. In the 1970s and early 1980s, these outsiders were probably led astray by extrapolating the then record-breaking box-office performances of Jaws and Star Wars and by enthusiasm for the “new media” revolution. More recently, however, such outsiders, guided by experienced agents, have been much more successful. As Goldstein (2006b) notes, many of the 2006 Oscar-nominated films were made for under $14 million and were financed at least in part by outsiders such as Mark Cuban (Dallas Mavericks owner) and Todd Wagner (Good Night, and Good Luck); Bill Pohlad, owner of the Minnesota Twins (Brokeback Mountain); and real estate entrepreneur Bob Yari (Crash). 23. Easy credit conditions in Japan during the late 1980s enabled Japanese companies to borrow at tax-adjusted rates of as low as 1% and boosted Japanese real estate and equity values to incredible heights. As a result, Japanese industrial companies such as Sony and Matsushita could bid for American movie studios (Matsushita bought MCA in 1990) at prices that no one else could come close to matching. 24. There are still a few instances in which small studios produce feature films for modest sums. For example, Troma Inc., based in New York City, specializes in the production and theatrical distribution of raunchy comedies that are also of interest to pay cable networks. In addition, several other independent filmmakers had specialized in the production of lowbudget features. EO Corporation (Earl Owensby) was one such company (in North Carolina) that, in the early 1980s, specialized in films that appealed primarily to working-class and rural audiences. Troma was featured in Schumer (1982) and Trachtenberg (1984). See also Cox (1989b). EO Corporation was described in Variety, July 23, 1980, in Esquire, November 1980, and on the CBS 60 Minutes program of August 8, 1982. Rosen and Hamilton (1987) also describe low-budget independent feature marketing and financing in more detail. 25. It is estimated that labor fringe benefits add 20% to 30% to above-the-line costs and 30% to 40% to below-the-line costs. Such costs had, on average, approximately doubled to $200,000 a day (for an “A” title) in the early 1990s as compared with the cost ten years prior, while average shooting schedules had expanded from around 40 days to 60 days over the same time. Goodell (1998, p. 111) notes that the cost of below-the-line personnel ranges generally between 11% and 15% of the total budget regardless of its size. As Moore (2002, p. 46) also explains, “deferments and participations are not included in the budget,” even though self-charged “producer’s fees” paid to the producer are included. 26. Therefore, to avoid major financial losses in case of natural or other catastrophe, and to secure the positions of major lenders on a picture (be they studios or banks), completionbond guarantees must normally be obtained from specialty insurers. Such contracts were historically priced at about 6% of a film’s budget, and with a 50% rebate in the event there were no claims. A part of this fee goes to insurance companies. However, there is some variation depending on the riskiness of the location, on the previous experience of the director and producer, and on the size of the production budget. As a practical matter, lending institutions do not provide interim financing for projects whose completion is not assured. To activate loan agreements, independent producers must thus always obtain completion bonds in conjunction with signed distribution contracts from creditworthy organizations. The completion guaranty protects financiers, assuring either repayment or completion of the film. If a film is going substantially over budget or encounters other completion problems, the guarantor is required to provide funding but also would have the right to invade producer and director contingent and/or cash compensation arrangements. A standby investment
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 commitment to cover over-budget costs differs in that it allows the investor to reach into the profit participations of other earlier equity investors. See Moore (2002, pp. 71–80) and Rudman and Ephraim (2004). The worldwide completion-bond business is about $700 million in size and, as Angeli (1991) notes, two companies, Film Finances and The Completion Bond Company (a part of Transamerica Insurance since 1990), dominated the business in the early 1990s. Each of these companies had been guaranteeing over 100 pictures a year. By 1993, however, price competition, with rates often as low as 1% of budget, forced The Completion Bond Company to discontinue operations. As a result, a third company, International Film Guarantors (IFG), owned by Fireman’s Fund Insurance, has become more important. The Hollywood Reporter of June 29, 1998, updates the history, noting several new entrants. Also see Scholl (1992), Variety, April 12, 1993 and June 7, 1993, and The Hollywood Reporter, May 9, 2000, in which Film Finances is described. As of 2002, IFG and Film Finances were the industry leaders in writing new business, with Cinema Completions (a CNA and AON joint venture) and Motion Picture Bond Co. (St. Paul Insurance) dropping back. As of 2005, active companies also included Near National Group. 27. The accounting classifications for below-the-line costs are thus normally broken into three components: production, postproduction, and other. 28. It may be argued that the unions’ featherbedding and work-restriction rules have also contributed to unemployment. Hollywood unemployment rates, as estimated from industry pension-plan contributions that depend on person-hours worked, are chronically high; they vary cyclically with changes in production starts and, to a lesser extent, secularly with growth of new entertainment media. Perhaps as a result, negotiations between the AMPTP and the guilds have not normally been cordial. Indeed, with regard to DVDs, one reason production has run away to Canada is that the unions there allow producers to buy out residual royalties. From the standpoint of producers, as Lubove (2004) notes, “In what other business do you get paid handsomely for a day’s work – and then keep getting paid over and over again for years to come.” Relations became especially bitter during bargaining sessions in 1980 and 1981, when SAG and the Writers Guild demanded significant participation rights in license fees from new media sources such as pay cable, discs, and cassettes. Then again, in 1988, the Writers Guild and the AMPTP sustained a lengthy strike centered on the issue of television residual payments. A settlement was ultimately reached on a formula with elements similar to those used for television-license residuals originally negotiated in the early days of television by SAG’s then-president, Ronald Reagan. See also McDougal (1998, pp. 183–186). In outline, the writers agreed to 2% of producers’ revenues after the producer had recouped $1 million per hour of taped programming and $1.2 million per hour of filmed programming from any combination of sales to pay television systems, videodiscs, and cassettes. Actors received residuals for original programming made for pay television and received 4.5% of a distributor’s gross after a program had played for ten days within a year on each pay television system. In the SAG-AFTRA settlement in 1983 with the AMPTP, there was an increase from 4.5% to 6% of distributors’ gross (4.95% to 6.66% counting pension and welfare contributions) and no change in the terms requiring sales of 100,000 videocassettes before compensation begins. Terms of the SAG settlement of 2001, as discussed in the Los Angeles Times, July 4, 2001, include a 3% raise in minimum payments for TV work the first two years of the contract and 3.5% the final year. However, actors received no increase in payments for video and DVD sales. Studios held the line on changing the current system, under which they can claim 80 cents of every $1 of video or DVD sales as a manufacturing
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 and marketing cost and then allocate 5.4% of the remaining money to actors. As noted in Marr (2004), studios try to limit the share of overall revenues from all sources that goes to talent at 25% of a film’s total and have been particularly protective of margins on DVDs, which can be as high as 50% to 60%. Also, Variety, February 23, 2004 notes that only a few actors and directors can command 35% to 40% of home video/DVD revenues to be a base for royalties. The practice of paying residuals began innocently enough in 1941 in radio broadcasts that were taped in the East and then repeated on the West Coast. In 1984, the Directors Guild won an increase in the share of residuals from films distributed on videocassettes. Directors had been entitled to 1.2% of producers’ revenues on cassette sales, but under the 1984 contract this rose to 1.5% of the first $1 million and 1.8% thereafter. The directors had initially sought to link home video royalties to the much larger base of distributors’ revenues. Also, under the previous agreement, directors are entitled to receive a fraction of a cent for each subscriber to pay television systems until a production has recouped $2 million per hour of programming. They are then entitled to 2% of gross receipts. A 2006 agreement by the SAG and the studios covers use of television programs on cellphones and serves as a blueprint concerning residual payments on other new distribution platforms. The agreement, as described in Verrier (2006b), calls for writers and actors to receive minimums per two-minute episode, and after the episodes are run for 13 weeks, writers and directors are to receive residual payments that equal 1.2% of ABC’s license fee (on the show Lost), while actors are to receive 3.6%. Major strikes in the industry involved SAG in 1980 for three months, writers in 1988 for 22 weeks, and actors in 2000 for six months. 29. Seligman (1982) supports the notion that, in the absence of union featherbedding and other work-restriction rules, the available capital resources for production could be spread over more film starts, capital costs would be lower, and moviemakers would not be as eager to shift production to foreign locations, where wages are lower. Labor inefficiencies also raise the cost of capital by inordinately increasing investors’ risk of loss. Over the long run, such higher capital costs would tend to reduce employment growth opportunities by decreasing the number of film starts. 30. Article 20 is controversial because studios can cut costs by developing a film concept, farming it out to a nonunion independent, and then taking it back for distribution as a negative pickup while claiming to have no creative control. See Cones (1998, p. 56) and Variety, September 14, 1992. 31. By 2005, the DVD window after theatrical had been abbreviated to a little more than 4 months, as compared with 6 months a few years earlier. And unauthorized copying of movies on the Internet had by 2003 already reached such proportions that many films were commonly available on the Net even before theatrical release. The film industry has thus far been unable to respond effectively to the involuntary rearrangement of release sequencing. See Grover and Green (2003) and also Holson (2005b) about disruptive effects of new technologies. See also Healey and Phillips (2005) for a description of the film piracy process, and McBride and Fowler (2006) and Fowler (2006) about estimated losses. As of 2006, the television windows follow approximately after theatrical release in the following sequence: pay-per-view to satellite and cable, 180 days after; subscription TV (HBO, Showtime, etc.), one year after; network television (usually three runs), two years after; cable, one year after network television or just after subscription TV if no network showings (usually seven years’ duration); local television stations, just after cable (duration up to 30 years). 32. With widespread availability of pay-per-view cable, for instance, studios will have the potential to generate millions of dollars by one-night showings of their most important
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 films. This would, in effect, raise viewing prices per person well beyond those traditionally received from subscription-television channels (see Chapter 8). However, total revenues might be adversely affected by diminishing contributions from markets pushed farther downstream in the distribution sequence: For example, now that films are first widely exposed to large pay cable audiences, broadcast networks are, with only a few exceptions, no longer as interested in bidding aggressively for licenses to run theatrical features. Networks seem more interested in first-run made-for-television productions, which are less expensive and often more effective in generating high ratings. Windowing strategies, as Owen and Wildman (1992, p. 30) have noted, must therefore account for many factors, among which they list (a) (b) (c) (d) (e) (f)
 
 differences in per-viewer prices earned in different channels of distribution; incremental differences in each channel’s contribution to a program’s total audience; interest rates as a measure of opportunity costs of money; the extent to which viewers of one channel are eliminated as viewers of another; the vulnerability of each channel to unauthorized copying; and the rate at which viewing interest declines after initial release.
 
 33. Conceivably, major pay-per-view film events might occasionally be scheduled just ahead of theatrical release. In 1995, Carolco and Tele-Communications Inc. planned to make the first attempts at this, but with no follow-through. However, an old (and odd) example of rearranged sequencing occurred in 1980, when Twentieth Century Fox showed Breaking Away on network television before showing it on pay cable. Fox even contemplated simultaneous release in theaters and on videocassettes. Unsuccessful contemporaneous release in several distribution windows was also attempted by a small distributor in 2004 for the film Noel. Exhibitors were also upset in 2005 when Ray was released to DVD in February, while the film was still playing in theaters. As described by Carr (2005), a more ambitious approach also began in 2005, when 2929 Entertainment set up a venture to make films simultaneously available in theaters, on DVD, and on high-definition broadcast and cable networks. The first feature to be released in this way was the lowbudget Bubble, which did not perform impressively at the box office. For most pictures, the greatest marginal revenue per unit time remains to be derived from theatrical issue, and most pictures require theatrical release in order to generate interest from sources farther down the line. For the foreseeable future, theatrical release will thus come first for the great majority of films. Also see Section 3.4 and also Weinberg (2005) and Holson (2005a). 34. A pure public good is defined by economists as one for which the cost of production is independent of the number of people who consume it. This would apply, for example, to television programs or to other performances as discussed in Section 13.4. See also the glossary. 35. Marich (2005, pp. 26–27) notes that the two quads of most importance are those for under age 25. Several different types of research, including concept testing, positioning studies, focus groups, test screenings, tracking surveys, advertising testing, and exit surveys, are discussed. The three major research companies are National Research Group, the oldest and owned by VNU; MarketCast, owned by Reed Elsevier; and OTX Research. 36. Such bid letters would always include a schedule of admission prices, the number of showings on weekends and weekdays, the number of seats in the auditorium in which the film is expected to play, and other conditions that the distributor might find desirable. Some studios prefer to bid their pictures and some don’t, or they will bid their pictures only in some cities or under special circumstances. The process itself, however, is often in the nature of a public auction. As already noted, the majority of exhibition licenses are negotiated.
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 Whether bid or negotiated, under a gross-receipts formula, first-run film rental usually begins at 70% of box-office admissions receipts and gradually declines to as low as 30% over a period of four to seven weeks. Second-run rentals begin at 35% of box-office admissions and often decline to 30% after the first week. For instance, in the 1995 release of Batman Forever, the admissions revenue sharing formula terms were 90/10 (after house expenses) for the first three weeks and 80/20 for the next three weeks; or, under the gross receipts formula, theaters paid 65% of the aggregate box office for the run, whichever formula was higher. Although there has been little formal economic analysis of bidding behavior in the movie business, game theory provides many economic bidding models that could be readily adapted; for example, see Davis (1973). 37. Given the increasingly common first-week saturation booking strategies and consolidation of exhibition chains in the early 2000s, the industry has begun some movement toward simply leaving exhibitors with 40% of box office averaged over all the weeks that a picture plays. See, for example, Variety, March 25, 2002. However, as Goldsmith (2004) reports, by 2004 the industry began to move to an even 50/50, so-called “aggregate settlement,” split taken over the life of the film. Although this change appears on the surface to favor exhibitors over distributors as compared with the traditional sliding scales from the first week onward, in practice, it is much simpler to implement and, for each of the parties, usually generates approximately the same income as under the prior method. For the majors, foreign settlements averaged around 43% or 44% in 2005. This suggests that even if a film’s foreign box-office receipts are above those in the U.S. market, the distributor will see approximately the same income from each market. 38. Use of “clearance” rights became an issue with Sony’s June 1996 release of Cable Guy, in which Sony attempted to open the picture as wide as possible in metropolitan areas by asking national theater owners for a waiver on clearances. Some theater owners agreed to honor Sony’s request. See The Hollywood Reporter, June 13, 1996. Also, it seems probable that film rental and clearance agreements are basically evolving into being negotiated on an annual aggregate basis instead of picture by picture and theater by theater as has been the tradition. This was the norm in Canada, where the duopoly of Cineplex Odeon and Famous Players provided near-national coverage and bookings did not need to be done on the basis of American-style geographic zones. However, for distribution purposes, Canadian box office is combined with that of the United States into what is called the domestic market. 39. Doman (2001) notes that in the early 2000s distributors began to negotiate “firm terms” on film rentals before release. And so-called aggregate deals, wherein a percentage is applied to a film’s entire run, are also an alternative to the usual 90/10 weekly box-office computations. As noted in the 2003 AMC Entertainment Inc. Form 10-K, “under a firm terms formula, we pay the distributor a specified percentage of box office receipts, with the percentages declining over the term of the run. Firm term film rental fees are generally the greater of (i) 70% of box office admissions, gradually declining to as low as 30% over a period of four to seven weeks versus (ii) a specified percentage (i.e., 90%) of the excess of box office receipts over a negotiated allowance for theater expenses (commonly known as a 90–10 clause). The settlement process allows for negotiation based upon how a film actually performs. A firm term agreement could result in lower than anticipated film rent if the film outperforms expectations, especially in regards to length of run, and, conversely, there is a downside risk when the film under performs.” More details on this and on the issue of settlements can be found in Section 5.3, where a sample calculation illustrating split percentages and minimum conditions can be found. The historical backdrop for settlements
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 is in Hanssen (2005). It is worthwhile noting, too, that the subjective nature of settlement adjustments affects profit participations. 40. As of the late 1990s, advertisers paid theaters an average of $1.25 million for 60 seconds of time in screenings during a film’s four-week run. See Gubernick (1999). 41. To this end, the marketing tail may sometimes wag the production dog: Studios will now often attempt to build already well-accepted titles into long-lived strings of brandname sequels, among the best examples of which have been the James Bond, Batman, Harry Potter, and Lord of the Rings lines. Whereas sequels had, on the average, usually been able to generate 65% of the original’s box-office gross, they are now often able to far surpass the performance of the original release as, for instance, Austin Powers and Rush Hour have done. See also Lyman (2002) and Waxman (2003). 42. Tracks have historically been more prominent in Canada, where according to Marich (2005, p. 200), “before AMC’s entry, Famous Players booked on a national basis movies from Disney, MGM, Paramount, and Warner Bros. (and more recently DreamWorks). Cineplex Odeon was the circuit for Columbia/Sony, Twentieth Century Fox, and Universal Pictures.” 43. In mid-1983, a U.S. district court ruled that splits are a form of price fixing and an illegal market allocation in violation of the Sherman Antitrust Act. According to the court’s ruling, split agreements entered into by Milwaukee exhibitors caused the amounts paid to distributors to be reduced by 92% from $1.8 million in 1977 to $140,000 in 1981. The ruling had been appealed by the defendant exhibitors (see The Hollywood Reporter, June 22, 1983, Variety, March 23, 1988, and other legal transcriptions regarding the Kerasotes Theater cases). The practice of product splitting was brought to the attention of the Department of Justice by distributors, who responded to exhibitors’ charges that distributors had been illegally engaged in the practice of block booking. See also Stigler (1963) and note 3 of Chapter 8 on cable channel bundling. 44. Real estate value is the key determinant as to whether or not existing theater sites can be used more profitability for office buildings, parking lots, or other purposes. And standard discounted–cash flow and internal-rate-of-return modeling methods, as in Damodaran (1996), can be applied. As an illustration, consider a theater generating an average annual net income of $100,000 over its expected ten-year life. The internal rate of return on an original $500,000 investment will be just over 15%. However, if the required rate of return is 18%, then, using the net present value (NPV) method, the net present value of this theater is about $450,000. Typical operating profit margins for a theater range between 15% and 45% and are closer to the lower end if the theater is leased as opposed to owned by the operator. 45. Ratings are now set by the Classification and Ratings Administration (CARA), an autonomous unit associated with the MPAA. The ratings are: G: General Audience – all ages admitted; PG: Parental guidance suggested – some material may not be suitable for children; PG-13: Parents strongly cautioned – some material may be inappropriate for children under age 13; R: Restricted – under age 17 requires accompanying parent or adult guardian; NC- 17: No one 17 and under admitted. 46. If each household pays $4, if one-third of that is remitted as rental to the distributor (the remainder to cable operators and program wholesalers), and if there are 15 million households, then $20 million will be generated. There is an additional benefit to the distributor because of the much faster cash return than from theaters. 47. Pressure to do well on opening weekends has been significantly intensified in recent years. It all began with Jaws in 1975, which was the first major film nationally advertised and widely released, day and date, on over 700 screens. Nowadays, pictures that
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 do less than $10 million in domestic box office on an opening weekend are likely to be pulled rather quickly. Conversely, a film that declines by 20% or less on its second weekend is considered to be a potentially large winner. As of 2004, it was no longer unusual for films to drop 50% by the second weekend as compared with half that percentage ten years earlier. As Lippman (2002a) notes, first weekends used to account for an average of 20% to 25% of a film’s total receipts, but that percentage has risen toward 33%. Since the early 1990s, seasonality has begun to blur at the edges, and it is thus less of an issue given the large number of screens in modern theaters and the sophisticated marketing campaigns that studios now launch year round. Such campaigns are significantly influenced by prerelease audience research provided by the dominant NRG, a division of Dutch media company VNU (and owner of The Hollywood Reporter), or by MarketCast, which also conducts movie-tracking reports and is owned by Daily Variety publisher Reed Elsevier. Also, one strong film will occasionally block another. Such a situation arose when the long-running Star Wars blocked the timely exhibition of a previously booked run of Close Encounters of the Third Kind, thereby starting a round of lawsuits involving distributors and an exhibitor. Details on this particular situation can be found in Variety, December 21, 1977. But note also that, to get around this problem, exhibitors occasionally “piggyback” one film with another in violation of their contracts. 48. An even better measure of how one film has performed as compared with another can, in theory, be derived by calculating the percentages of potential total weekly exhibitor capacity that the films have utilized. It would, for instance, be interesting to see how openingweek receipts from Indiana Jones compared with opening-week receipts from Superman by deriving for each picture a capacity-utilization percentage – profiled first across the whole industry’s capacity and then across the capacity of theaters that played both pictures in their initial weeks of release. Unfortunately, data of this kind are rarely available. Opening weekend gross receipts for important releases are, however, carefully analyzed and compared with those of previous important releases. Pirates of the Caribbean: Dead Man’s Chest in 2006 had the highest opening weekend at $132 million. X-Men: The Last Stand also generated $120.1 million over the four-day Memorial Day weekend in 2006. The Lost World: Jurassic Park had previously (in May 1997) generated the largest three-day opening weekend up to that time, with receipts of $72.4 million and a four-day total of $92.7 million. Lost World also held the record for the highest single-day grosses for Friday ($22 million), Saturday ($24.8 million), and Sunday ($25.6 million) up until the releases of Harry Potter and the Sorcerer’s Stone ($90.3 million) in November 2001, and of SpiderMan in May 2002 ($114.8 million). Mission Impossible set the prior four-day record, with a total of $56.8 million in May 1996. In 1995, Batman Forever generated a three-day opening weekend with receipts of $52.8 million. And in 1993, Jurassic Park generated $50.2 million in three days. Star Wars Episode III – Revenge of the Sith took the highest single-day ticket sales of $50 million in 3,661 theaters until it was surpassed by Pirates of the Caribbean: Dead Man’s Chest with a one-day total of $55.5 million in 4, 133 theaters. The film crossed the $100 million mark in a record two days. The second largest worldwide opening weekend after Star Wars III was Da Vinci Code, which garnered $224 million in May 2006. Shrek 2 in May 2004 opened in a record 4,163 theaters nationwide with single-day ticket sales of $44.8 million. It had the highest five-day opening with $125.3 million. This was around the same as The Lord of the Rings: The Return of the King ($124.1 million) in December 2003. But Spider-Man2 in July 2004 pulled in $180.1 million in its first six days and took the third highest opening-day receipts of $40.5 million. Shrek 2 was the first picture for which the initial release was played in more than 4,000 theaters. Opening weeks for an average
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 picture now typically account for at least 33% of a film’s total theatrical gross versus 24% in 1990. See also Lyman (2001). An additional new complication is that variable pricing strategies such as those used by airlines for “yield management” are only now being considered by theater owners who, in response to challenges from DVDs and the Internet, are beginning to charge premium prices for more comfortable reserved seating. See Leonhardt (2006b). 49. The correlation between number of releases and rentals percentage is about −0.4. Eliashberg et al. (2006) also notes that the industry rule of thumb is that with per capita moviegoing frequency of 5.5 films a year, one screen for every 10,000 people is needed. 50. At first, of course, it was not at all clear how the home video market would evolve. As with subsequent new media including DVDs and the Internet, the only sure thing was that the pornographic entertainment segment would be an early adopter. The subject is covered in Rich (2001), Lane (2001), and “Porn in the U.S.A.,” broadcast on the CBS news show 60 Minutes, September 5, 2004, and originally November 21, 2003. Lardner (1987) notes that it was not at all evident that the videocassette recorder (VCR), introduced by the Sony Corporation in 1975, would prevail. The machine was not perceived as something for which plentiful software in the form of movies would be available: At the time, there was no prerecorded software. Also, the machine, known as the Betamax, could only record on one-hour magnetic tape cassettes. Worse still, it soon faced competition from a noncompatible but similar two-hour videocassette format, the VHS system (Video Home System) that was quickly introduced by Sony’s manufacturing rival, Matsushita. This battle of the formats caused great confusion and hampered the initial growth of the market for VCRs, following as it did close on the heels of earlier home video technologies that had notoriously failed. Those technologies included the so-called Electronic Video Recording (EVR) system developed by Dr. Peter Goldmark at CBS Laboratories in the late 1960s, and Cartrivision. See Lessing (1971) for a description of Cartrivision, Donnelly (1986) for a quick overview of the development of EVR, Wasser (2002) and Sweeting (2004) for a history of the VCR’s impact on the movie industry, and Epstein (2005, Chapter 17) for a concise history of the DVD’s development and impact. After a prolonged battle, the computer and movie industries finally agreed on a DVD standard that enabled introduction of DVDs in late 1997. These first-generation DVDs hold 4.7 gigabytes (GB) of information, or about seven times the 650 megabytes of a CD. With a dual layer (one opaque, one shiny), storage can be almost doubled again to 8.56 GB. And a second side can be further added. Using MPEG-2 compression, the ordinary DVD can thus store, on one side, a 133-minute movie along with Dolby AC-3 audio tracks. As of 2005, the Blu-ray DVD format backed by Sony has a data capacity of 25 GB, and the HD DVD backed by Toshiba has a capacity of 15 GB as compared with the first DVDs with only 4.7 GB and a much lower image resolution. The older DVD format does not have capacity sufficient for the 8 GB required for a two-hour high-definition movie. See also Lake (2002), Brinkley (1999), Rothman (2003), and Belson (2003, 2006b). The early evolution of DVD also had been confused by introduction of a controversial variant of DVD called DIVX, which was a DVD disc with a lower initial price to the consumer of around $4 but with a built-in 48-hour viewing time limit after the disc was activated. Promotion of DIVX was discontinued in 1999. A similar concept, the ED-D, in which inexpensive ($5 to $7) DVDs chemically self-destruct a fixed number of hours after the purchaser opens the package, was introduced in 2003 by Disney but has not caught on. Netflix Inc. took advantage of the DVD’s size and convenience by offering $20 monthly subscriptions that allow consumers to rent as many DVDs as they want for as long as they
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 want but keeping no more than three at any time. See also Lippman (1999), Ramstad (1999), and Taub (2003). Going back even further, in the late 1970s, consumers were being introduced to so-called videodisc players that did not have a recording capability and were therefore useless for “time-shifting” (i.e., the recording of a program for delayed viewing). These videodisc machines were developed in two versions: a laser/optical system (closely related to the now standardized system in compact disc players), which used a laser beam to read encoded video and audio signals, and a capacitance system, which used a stylus to skim a recording and measure changes in electrical capacitance. Both versions fared poorly and were eventually withdrawn by their respective corporate sponsors. The optical videodisc was at the time promoted by MCA and Pioneer, while RCA spent hundreds of millions of dollars before scrapping the capacitance system in 1984. See Graham (1986) for details on RCA’s system. 51. This was despite the fact that the studios initially fought hard against the introduction of VCRs into the home. See Chapter 6 for discussion of the First Sale Doctrine. The related Supreme Court ruling in 1984 was Sony v Universal City Studios. A 2005 Supreme Court case, Metro-Goldwyn-Mayer v Grokster, pitted Hollywood studios against computer hardware and software companies on issues of file sharing and threatened to significantly revise the earlier decision. The court ruled generally against Grokster. See New York Times and Wall Street Journal, June 28, 2005. 52. It seems likely that the proportion of feature films to other home video software categories (e.g., exercise, instructional) will likely remain fairly close to the two-to-one ratio that has thus far prevailed. 53. As described by Blumenthal and Goodenough (2006, p. 23), for example, the typical cost breakdown for a DVD is as follows: $30 retail price, retailer’s markup (cut) $15, mastering and authoring $2, packaging $2, warehousing and inventory $1, and marketing perhaps another $2. All of this leaves between $8 and $10 as profit. 54. Estimates for 1990–2004 by New York video consulting firm Alexander & Associates (www.alexassoc.com) and for 2005 from Video Business are as follows:
 
 Total rentals (millions of units)
 
 2005∗ 2004 2003 2002 2001 2000 1995 1990 ∗
 
 Total rental spending ($ millions)
 
 Total purchases (millions of units)
 
 Total purchase spending ($ millions)
 
 DVD
 
 VHS
 
 DVD
 
 VHS
 
 DVD
 
 VHS
 
 DVD
 
 VHS
 
 N/A 2,134.4 1,695.3 1,155.2 616.1 245.8 4,194.8 4,132.5
 
 N/A 1,052.1 2,028.1 2,616.1 3,308.5 3,717.3
 
 6,700 8,175 6,171 4,286 2,156 781 10,948 10,331
 
 1,090 3,346 6,338 8,792 10,819 11,621
 
 N/A 1001.4 688.4 492.8 220.4 97.0 682.9 231.0
 
 N/A 283.0 440.2 582.6 600.7 576.4
 
 15,730 16,052 12,276 8,418 4,150 1,834 9,738 —
 
 320 3,501 6,239 6,997 7,611 7,620
 
 Video Business data
 
 Video Store data of Figure 4.5 are believed to include mostly larger retailers and may thus understate the industry’s size. Also, from the retailer’s perspective, at an average per rental price of $3 and an average cost per tape of $66, it takes at least 22 turns over a period of
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 four to six weeks to reach breakeven. The early weeks usually generate 40% of the total expected for the first six months after release. 55. For example, a studio’s revenue from sell-through of a tape unit might average $9 and from revenue-sharing, $25 to $30. The cost of manufacturing the tape is perhaps $1.75 a unit. However, for a DVD sale, the average revenue per unit to the studio is closer to $16 with the manufacturing cost around one-third lower than for a tape. A good example of the potential profitability of DVD sales is Spider-Man, in which the DVD generated around $190 million in its first weekend of sales and an estimated $160 million of that reverted to the studio (Los Angeles Times of November 19, 2002). While studios receive about half of a $10 theater ticket and almost nothing for a home video rental, the studio usually takes a little more than 50% of the DVD’s price. As noted in Kirkpatrick (2003), high DVD unit sales for action films have also begun to influence the types of films that are made. Johnson (2005b) similarly notes that DVDs sold abroad have added significantly to studio profits and indeed affected how the movie business is run. Marr (2005) shows how DVD sales projections (Shrek 2) can go awry. And Belson (2006a) discusses implications of the slowing of DVD sales relative to growth of movie downloads, which might generate profit per unit of no more than $2.40 for the studios (approximately one-fourth the profit from a DVD unit sale). 56. Revenue-sharing was a concept promoted in the late 1990s by Viacom and its Blockbuster stores as a way of increasing A-title availability, and thus customer satisfaction. The offset, however, is that with more A-titles available, the demand for nonhit titles would normally be diminished. See also Variety, July 20, 1998, and Mortimer (2000), who notes that retailers choose revenue-sharing for about half of all movie titles for which both fixedfee and sharing terms are offered (excluding direct-to-video releases). With sharing, stores must adhere to both minimum and maximum inventory restrictions to participate in the programs. This study found that, with sharing, both distributor and retailer profits are increased modestly and that consumers benefit substantially. Inventory restrictions also appear to increase distributors’ profits and decrease profits for retailers as compared with sharing agreements without such restrictions. Gross margins for retailers renting DVDs are generally above 70% as compared with around 60% for revenuesharing on tapes. It is significant that Blockbuster does not share DVD rental revenues with most studios though it does share on tapes. As noted in BusinessWeek of September 16, 2002, “Blockbuster buys most disks outright from the studio, for an average $17 each – end of deal.” On rental tapes under revenue-share agreements, the cost per tape ranges between $22 and $25. And as explained in Peers (2003), Blockbuster in 2002 enjoyed a profit margin on its rental business of 65% as compared with 15% in its retailing activities. However, late fees, which were discontinued in 2005, are estimated to have contributed at least $250 million or around 15% of annual revenues when they had been in effect. 57. Film company distributors, in effect, the “publishers” of home video titles, generally sell units designated for the rental market at a 37% discount to the suggested retail price. As noted by R. Childs in Squire (1992), this figure is derived from a “30 plus 10” formula in which the retailer buys at 30% discount, and 10% of the balance (7%) goes to wholesalers. This then leaves the film distribution company (the publisher) with 63% of the suggested retail price. 58. This is because of the First Sale Doctrine. However, if special arrangements known as pay-per-transaction were agreed upon in advance, there is no theoretical reason for the distributor not to participate in subsequent rental income. Several companies have, with varying degrees of success, established such pay-per-transaction operations. 59. As of the mid-1990s, the indicated crossover point was around 1.6 million sell-through units, or about four times what could be expected from the rental market. But in consideration
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 of higher marketing costs, most distributors would want to be assured of a ratio of six to ten times the number of rental units before deciding on a sell-through strategy. As of 1992, for example, the priced-for-rental best-seller of all time was Ghost, which shipped about 645,000 units. This, in effect, implied that a realistic ceiling in the rental unit market was on average around one-half million units. If so, the marketing decision becomes relatively easy since the for-rental revenues under these conditions peak at roughly $32 million ($100 a unit times 0.63 times 500,000). If a $13.50 wholesale sell-through price is assumed, for-rental market revenues would be exceeded with sell-through shipments of 2.4 million units – which, as the following commentary indicates, has been readily exceeded by many “A” titles. On Top Gun, for example, Paramount decided to promote a sell-through by going with a suggested retail price of around $25 (but with the tape including a brief Pepsi-Cola advertisement). Paramount ended up selling almost 3 million units, thereby generating over $40 million in revenues. Given that the cost of manufacturing the physical product was (and is still) so low, Paramount probably netted over $30 million in profits from this one home video release. In this situation, Paramount almost surely generated more profit in targeting the sell-through rather than rental market. One of the largest sell-throughs on tape was Disney’s Snow White (27 million units, 1994). But this was exceeded with record DVD sell-through of around 30 million units of the 2003 Disney/Pixar release of Finding Nemo. 60. Though video revenues are now increasingly less correlated to box-office performance than in the past, video revenues still often turn out to be the same percentage of production costs as are the costs of p & a. It is convenient to thus assume that video revenues approximate p & a. 61. “Fractured-rights” deals – in which producers could package a film idea, presell domestic and international video rights, and then arrange for a major studio to distribute the film (for a fee) in domestic theatrical markets – flourished during the first days of the home video business in the early to mid-1980s. Such presales typically covered all of the production and most, if not all, of the domestic releasing costs – leaving the producer’s share of theatrical revenues and television rights as potential sources of profit. Such deals worked until the studios developed strong video distribution facilities of their own and as long as banks were willing to fund such production costs. Once the value of home video and international rights failed to keep pace with the rise of production and releasing costs, the viability of such deals fell apart. By the early 1990s, so-called split-rights deals in which a studio took all domestic rights, while a producer retained international rights, came into greater use. Studios today will rarely split domestic rights. Separated rights are another variation that is derived from Writers Guild contracts stipulating that the creator of a TV show retains the show’s movie rights. Studios or independent producers can acquire those rights that allow the property to be made into a movie separately, but only following narrow guidelines. As a result, lawsuits involving separated rights have become more frequent in recent years as Hollywood has come to rely more on previous television-show concepts. See Lippman (2005). 62. As a result, even if an independently made film is fortunate enough to obtain domestic theatrical distribution, it will likely not benefit proportionately from ancillary markets, especially in licensing to broadcast television and cable outlets. Note also that, in return for making a commitment to finance (or partially finance) a picture, an independent home video distributor would normally insist that the picture receive a predetermined amount of support in initial theatrical release through spending on prints and advertising, or p & a as it is known. Such p & a commitments are important because they, in effect, “legitimize” the picture by bringing name recognition to what is hoped will be a broad audience for the
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 home video product. Home video distribution rights contracts with independent filmmakers will typically extend over seven years. And the producer might normally receive an advance against a royalty base of between 20% and 40% (i.e., the producer of a $20 million picture could expect an advance of between $4 million and $8 million for domestic home video rights). Perhaps the best-known home video independent of the mid-1980s was Vestron, which went public in 1985 in the hopes of becoming an important video alternative to the releasing arms of the majors. However, the company ultimately failed once the majors took full control of their video rights and after Vestron attempted to develop its own library of feature films. 63. Interest in this area was heightened with Disney’s 1994 direct-to-video release of the Aladdin sequel, Return of Jafar, which at a production cost of $5 million generated estimated wholesale revenues of $120 million on unit sales of 11 million. See Hofmeister (1994). Since then the business has moved to direct-to-DVD, with Disney’s Lion King 1 12 , released in 2004, being the most successful, with $160 million in sales. See Variety, September 13, 2004. 64. For example, there was evidence that the frequency of home video rental – which had averaged almost one tape a week for the typical VCR-owning household of the late 1980s – had declined in the 1990s even though the cost of an overnight rental (averaging around $2.50 per night in 1997) had remained low. And newer home video distribution methods via Internet downloads provided by services such as Movielink or through online ordering and prepaid DVD postal delivery as provided by Netflix already undermine the video store business model, which benefits greatly from late-return fees (estimated to be $1 billion in 2003). Digital VOD services offered by cable systems for $5 to $10 a month on top of normal cable bills plus $3.95 for recent titles and $2 or $3 for older titles are also quickly gaining importance. See Orwall, Peers, and Zimmerman (2002) and also Orwall (2003), in which Disney’s initially unsuccessful MovieBeam VOD service is described. MovieBeam competes with the other studio-sponsored VOD services, Movielink and CinemaNow, and also Netflix, and cable and satellite services. Disney sold off a partial interest in MovieBeam to Cisco and Intel and then in 2006 attempted to relaunch the service. See also Los Angeles Times, February 14, 2006, and Pogue (2006). Still, large video superstores such as Blockbuster Entertainment, and more recently giant retailer Wal-Mart Stores, have long been Hollywood’s major customers. Indeed, Wal-Mart in 2006 accounted for 40% of home video and DVD sales (more than $3 billion at wholesale) and 20% of all music sold in the United States. And Target accounted for 15%. Such giant stores compete on service by carrying many thousands of titles and by having great depth-of-copy (i.e., lots of copies) of the most popular films. Horn (2005c) indicates that as of 2005, Wal-Mart, Target, and BestBuy accounted for half of a new DVD title’s sales, with 60% of that coming in the first six days of release. Video rental store profits are derived from fast turnover of a title in the first six months after release. With overhead and other costs included, the normal retailer would probably require at least 30 turns to break even. As of the early 1990s, the typical cassette was rented an average of some 50 times. Video stores are able to measure gross profits by multiplying the number of times a copy is rented by the average rental price, adding salvage-value revenues, and then subtracting the cost of the tape. For each title, the average weekly turn per copy thus becomes the critical variable. 65. In 1998, sales of comics were $500 million, down 50% from five years earlier. But many published products are designed for purposes of entertainment. Although comic and children’s books are among the most obvious categories, most, if not all, fiction and some nonfiction also qualify. Moreover, newspapers and magazines often have
 
 P1: QDC 0521874854c04a
 
 CUFX085/Vogel
 
 156
 
 0 521 86017 2
 
 Feb. 22, 2007
 
 20:34
 
 4 MAKING AND MARKETING MOVIES
 
 entertainment motives in mind when they publish about personalities or develop “lighter” subjects or “style” or “leisure” sections. Indeed, as Table 1.4 illustrates, sales of newspapers, books, and magazines are included in National Income Accounting data as a part of recreation expenditures. Marvel Enterprises, which owns rights to Spider-Man, Hulk, and many other such characters, produces 60 comic book titles a month, but comic publishing contributes only 15% of the company’s operating income, with licensing revenues from films and related merchandise contributing almost 85%. Marvel often receives 2% to 3% of a film’s worldwide sales, including those from DVD and cable. See Warner (2004). The publishing industry has also become involved in what is generally called multimedia: products and services blending digitalized images, sounds, and text that can be used with personal computers and distributed over cable, telephone, or wireless networks. See also Chapter 9. 66. The first movie merchandising license was, according to Marich (2005, p. 128), probably issued in 1929 for a Mickey Mouse image placed on a children’s writing tablet. U.S. and Canadian retail sales of entertainment-based licensed merchandise were estimated by the Licensing Letter, a trade publication, to have been $13.4 billion in 2004. The total for toys and games was $2.8 billion. Most royalties would be in the area of 5% to 6% of the value of wholesale shipments, but the percentages can reach higher, and terms might also include advances and guarantees against royalties. Food and confectionary license percentages generally range lower than others, at between 3% and 7%. Of such revenues, producers might, depending on contractual details, be entitled to perhaps a 25% to 50% share. And, on products using an actor’s visage, the percentage can range from 2.5% to 8.0% of the studio’s net. An example of how lucrative merchandising can be is provided by the 1989 release of Batman, in which Warner Bros. received licensing fees ranging from $2,000 to $50,000 plus royalties of 8% to 10% on revenues estimated to be $250 million in the first year of release. And Mattel reportedly agreed in the year 2000 to pay Warner Bros. a $35 million advance and a 15% royalty for toy rights to the Harry Potter book series. For a licensing deal overview, see Ovadia (2004), and also Lipman (1990), Lane (1994), and Bannon and Lippman (2000). 67. Marketing cost is also seasonally influenced by Oscar nomination concerns, which tend to concentrate releases of those films thought to have the strongest creative elements into the fourth calendar quarter of the year. This is done to essentially use the same advertising expenditures to simultaneously attract general audiences and Oscar voters. See Goldstein (2006a). An empirical study by Prag and Cassavant (1994), for example, suggests the importance of marketing expenditures to a film’s success. Also note that independent producers in particular also incur additional costs in attempting to market their pictures directly at various international marketing conventions, the most important of which are the American Film Market (AFM) based in Santa Monica in early November, the Cannes Film Festival held in Cannes, France, in early May, and MIFED (Mercato Internazionale del Cinema e della Televisione), a somewhat similar event held in Milan, Italy, each October. Negotiations between foreign sales agents and foreign distributors’ representatives form the core of these conventions. Sales agents’ fees are often 15% to 20% of defined rental revenues. The sales agents’ trade group, American Film Marketing Association (AFMA), provides credit reports on foreign distributors. Television producers and distributors also have several marketing conventions, including the midwinter National Association of Television Program Executives (NATPE), held in
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 the United States, and the March Internationale des Programmes de T´el`evision (MIP), held each spring in France. 68. The study by De Vany and Walls (1996) delves deeply into the dynamics of demand for movies, suggesting that the industry’s structure is well suited to adapt sequentially to changes in supply and to provide reliable signals of demand given relatively fixed admissions prices and real-time reporting of box-office revenues. This study, also found in De Vany (2004a), indicates that (a) weekly revenues are autocorrelated; (b) audiences select or ignore films largely through an informational cascade in which individuals follow the behavior of preceding individuals or “opinion-makers” without regard to their own information; (c) widely released films show more variance in revenues and, on average, shorter run lives; (d) distribution of box-office revenue is not log normal; and (e) revenues in the industry follow a Bose-Einstein distribution in which outcomes differing “in the extreme are equally likely and similar outcomes are extremely unlikely” – “the quintessential characteristic of the movie business.” Informational cascades are analyzed in Bikhchandani et al. (1992). See also Dellarocas et al. (2004), De Vany (2004b), Rusco and Walls (2004), Ravid (2004), and the informal overview by Mlodinow (2006). Another study of interest is by Ravid (1999), who found from a random sampling of nearly 200 films that
 
 r Lower-budget movies tended to be more profitable than those with big budgets. r Movies with lesser-known actors tended to be more profitable than star-driven films. r There was no correlation between the strength of reviews and profitability, but there was a relationship between the number of reviews, no matter how positive, and profitability.
 
 r The strongest correlation for profitability was a G or PG rating. r Sequels tend to be more profitable than the average film. r Stars may bring in higher revenues, but the profitability is smaller. (This means that stars tend to capture their “economic rent.”) Although the aforementioned studies ascribe relatively little importance to presence of stars for purposes of predicting film results – even with big stars films sometimes do poorly – Albert (1998) found that stars have value as markers that help a film to be made and also provide information about the probability of a film’s potential success. 69. But generally, as Kagan (1995) illustrates, the following relationships derived over a large sample of major studio releases between the years 1989 and 1993 would seem to apply:
 
 r To reach cash-on-cash breakeven, domestic box-office receipts should approximate the negative cost (or, comparably, half the negative cost should be recovered from domestic theatrical rentals). r Worldwide rentals (including all theatrical, home video, cable, TV receipts, etc.) tend to be twice the domestic box-office receipts. 70. Although it is not usually practicable to calculate precisely the return on investment (ROI) for a specific production, such a figure could be approximated by taking the total profit (if any) of all participants (including the distributor), adding the cost of capital, and then dividing by the total amount invested. To be placed in proper perspective, this rate should always be annualized and compared with the risk-free rate of return available on government securities during the period the film project went through its life cycle (from production start to ancillary-market release). 71. The financial characteristics of movies are thus fractal in nature. The discussion here follows Postrel (2000), who cites the De Vany and Walls (1996) work that can be found at
 
 P1: QDC 0521874854c04a
 
 CUFX085/Vogel
 
 0 521 86017 2
 
 158
 
 Feb. 22, 2007
 
 20:34
 
 4 MAKING AND MARKETING MOVIES
 
 www.socsci.uci.edu/mbs/personnel/devany/devany.html. As Postrel notes, “stars have their main effect not so much by helping movies open as by extending their runs. But most stars do not really make a difference.” See also Ravid (1999) and Elberse (2006) about the influence of stars and Eliashberg and Shugan (1997) about the influence of critics. The ability of online reviews to be used as a box-office forecasting tool is presented in Dellarocas et al. (2004), found at http:// ccs.mit.edu/dell/papers/movieratings.pdf. 72. Even with the aforementioned advantages, however, it is not always easy for a studio to be profitable. Assuming, for example, a full production slate of 20 pictures per year made at an average cost of $25 million (which includes negative costs and operating expenses), and prints and advertising at an average of $10 million per movie, the total investment to be amortized over the releasing cycle is $700 million. If 40% of this cost is to be amortized against theatrical revenues (see Chapter 5), the minimum theatrical distributors’ gross to reach breakeven would have to be $280 million. Using an approximate industry rentals percentage of 42%, we find that this is equivalent to $667 million (in retail terms) at the box office. With total domestic box-office figures in 1993 having been around $5 billion, such a studio would require a minimum market share of over 13% to break even. Yet, as of the early 1990s, with the equivalent of some eight major studios in operation, a share of that size had become much more difficult to regularly attain. As shown in Supplementary Table S3.4, there have been many years when various studios have achieved much less than 10% share. 73. MPAA worldwide gross profit data for the six major studios and subsidiaries in 2004 (revealed in “Hollywood’s Profits, Demystified: The Real El Dorado Is TV” by E. J. Epstein in Slate.com, August 8, 2005) indicates that theatrical release generated an estimated loss of $2.2 billion, while video (DVD and VHS) generated gross profit of $14 billion, and television licensing in all forms brought gross profits of $15.9 billion. 74. Game theory and what is known as the “winner’s curse” may in addition be applied to bidding situations of all types, be they for scripts, acting talent, books, etc. As indicated by Thaler (1992, p. 51), the winner of an auction is likely to be a loser and, somewhat counterintuitively, the more bidders there are in competition, the less aggressive the bidder ought to be. 75. The Capital Asset Pricing Model (CAPM) is widely applied in finance and suggests that the risk of holding a portfolio of securities, or in this case, films, can be reduced through diversification. Pokorny (2005) attempts to relate this to the release portfolios of the major studios in the 1990s. 76. Pareto power laws were originally used to describe the distribution of incomes in the form P(µ) ∼ Cµ−α , where α > 0. Such laws are also sometimes known as a Zipf’s law. If we were to rank box-office revenue totals by frequency of occurrence within a specific interval of time, we would find that the vast majority of releases generate under $100 million worldwide and that very few generate more than $1 billion: Titanic has thus far been the only film to approach $2 billion, but there are many films that make $40 million. 77. A Weibull probability function that allows for constant, increasing, or decreasing hazard-rate functions of time is well suited for and is thus most often used in such analyses. 78. This follows observations in De Vany (2004a, p. 68).
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 Financial accounting in movies and television Happy trails to you, until we meet again. – Dale Evans.1
 
 This song is perhaps more appropriately sung by Hollywood accountants than by cowboys. But, as this chapter indicates, the problems that arise in accounting for motion-picture and ancillary-market income are more often due to differing viewpoints and interpretations than to intended deceits.
 
 5.1 Dollars and sense
 
 Contract clout No major actor, director, writer, or other participant in an entertainment project makes a deal without beforehand receiving some kind of highpowered help, be it from an agent, personal manager, lawyer, accountant, or tax expert. In some cases, platoons of advisors are consulted; in others, only one person or a few individuals may perform all functions. Thus, an image of naive, impressionable artists negotiating out of their league with large, powerful, and knowledgeable producer or distributor organizations is most often not accurate. 164
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 As in all loosely structured private-market negotiations, bargaining power (in the industry’s jargon, “clout”) is the only thing that matters. A new, unknown talent who happens on the scene will have little if any clout with anyone. Top stars, by definition, have enough clout to command the attention of just about everyone. In Hollywood as in other businesses, it has been observed, “you don’t get what’s fair; you get what you’re able to negotiate.”2 By hiring people whose ability to attract large audiences has already been proved, a producer can gain considerable financial leverage. It may be less risky to pay a star $2 million than to pay an unknown $100,000; the presence of the star may easily increase the value of the property by several times that $2 million salary through increased sales in theatrical and other markets, whereas the unknown may contribute nothing from the standpoint of return on investment. Clout, it seems, is best measured on a logarithmic scale.3 Contracts are usually initially agreed on in outline (i.e., a deal memo, letter of intent, or term sheet), with the innumerable details presumably left for later structuring by professionals representing both sides. However, final contracts normally are complex documents and, if imprecisely drawn, are open to different interpretations that can lead to disputes. It is, of course, in the nature of this industry to attract a disproportionate amount of publicity when such disputes arise.
 
 Orchestrating the numbers Accounting principles provide a framework in which the financial operating performance of a business can be observed and compared with the performance of other businesses. But it was not until 1973 that the American Institute of Certified Public Accountants (AICPA) published a guide, Accounting for Motion Picture Films, that pragmatically resolved many (but far from all) controversial issues. Publication of that guide significantly diminished the number of interpretations used in describing film industry transactions and thus made comparisons of one company’s statements with those of another considerably easier and more meaningful than before. The AICPA guide, however, has not prevented accountants from tailoring financial reports, starting with a set of base figures, to suit the needs and purposes of the users and providers of funds. Just as there are different angles from which to photograph an object to illustrate different facets, there are different perspectives from which to examine the data derived from the same base. In fact, given the complexity of many contracts, it is an absolute necessity to view financial performance from the angle that suits the needs of the viewer. For example, outside shareholders generally need to know only the aggregate financial position of the company, not the intricate details of each participant’s contract. Those participants, by the same token, usually will care only about their own share statements, from which the aggregates are
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 constructed. In the sections that follow, the two different accounting perspectives are more fully described. 5.2 Corporate overview
 
 Because this is not strictly an accounting text, no attempt will be made to describe the full terminology used by CPAs. It will be useful, however, to note instances in which movie business definitions are different from those used in other industries. Revenue-recognition factors Industry practice with regard to recognition of revenues from theatrical exhibition is fairly straightforward. With either percentage or flat-rent contracts, revenues from exhibitors are accrued and recognized by distributors when receivable, which, because of cash intake at the box office, is almost immediately. Contrariwise, ancillary-market revenue recognition is potentially much more complex. Prior to the issuance of the aforementioned accounting guide, four methods existed: 1. Contract method: All revenue is recognized on contract execution. 2. Billing method: Revenue is recognized as installment payments become due. 3. Delivery method: Revenue is recognized on delivery to the licensee. 4. Deferral or apportionment method: Revenue is recognized evenly over the whole license period. To place the entire industry on a uniform basis, the AICPA guide indicated that television license revenues for feature films should not be recognized until all the following conditions are met. 1. 2. 3. 4.
 
 The license fee (sales price) for each film is known. The cost of each film is known or reasonably determinable. Collectibility of the full license fee is reasonably assured. The licensee accepts the film in accordance with the conditions of the license agreement. 5. The film is available; that is, the right is deliverable by the licensor and exercisable by the licensee. Although there are many further complicating elements – discounting for the time value of money on long-term receivables or the possibly different methods used for tax-reporting purposes as compared with those used for shareholder reports – for most analytical purposes only a few points need be noted. Availability (item 5) is most important with regard to television or other ancillary-market licenses. Even when contract-specified sequencing to downstream markets restricts a distributor from making films available at certain
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 times, the distributor often retains great discretion as to when product is to be made available. For example, television networks interested in obtaining a movie may be totally indifferent as to whether the picture is available on September 30 or on October 1. But to a distributor company trying to smooth its reported quarterly earnings results, the difference of one day could be substantial. Another sensitive and potentially litigious area concerns fees allocated to films in a package of features that might be sold to a network.4 Packages usually contain a dozen or so films, with, of course, some titles much stronger than others. Theoretically, each film is individually negotiated, but in practice the package is offered as whole. The problem is then to allocate the total-package revenues among all the films according to a proportion formula based on relative theatrical grosses, genre, and other criteria. It has been estimated that the strongest film in a package might be worth 2.5 times the value of the weakest, with strength being defined by boxoffice performance (and price per film typically equaling 12% to 15% of domestic box-office totals). Allocation procedures are further discussed in Section 5.4. Of further significance are “backlogs” – the accumulation of contracts from which future license fees will be derived. Important contracts for ancillarymarket exhibition are often written far in advance, sometimes even before the film is produced or released in theaters. Such backlogs generally do not appear directly anywhere on the balance sheet as contra to inventories, except when there are amounts received prior to revenue recognition. In those cases, the amounts are carried as advance payments and are included in current liabilities. It has with some justification thus been argued that film company financial statements only partially reflect true corporate assets. However, companies ordinarily will indicate in balance sheet footnotes or other reports, such as annuals and 10-K filings with the Securities and Exchange Commission, the extent to which backlogs have changed during the reporting period. Inventories Perhaps the greatest conceptual difference between the movie industry and other industries has been in the definition of inventory, which is normally taken to be a current asset (i.e., an asset that is used for production of goods or services in a single accounting period). Because the life cycles of filmed entertainment products (from beginning idea or property to final distribution) are measured in years, entertainment company inventories had until recently been categorized, in balance sheets that are classified, into current-period and noncurrent-period components. Included in such assets are the costs of options, screenplays, and projects in the preproduction, current-production, and postproduction phases awaiting release.
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 More formally, according to the early accounting guide, inventories classified as current assets included the following: 1. For films in release, unamortized film costs allocated to the primary market 2. Film costs applicable to completed films not released, net of the portion allocable to secondary markets 3. Television films in production that are under contract of sale Under the early AICPA guide, costs allocated to secondary markets and that are not expected to be realized within 12 months, and all other costs related to film production, are classified as noncurrent. Typically, a film company included the following captions: Film productions: Released, less amortization Completed, not released In process Story rights and scenarios Amortization of inventory Inventories are matched in a “cost-of-goods-sold” sense against a forecasted schedule of receipt of income. Although forecasts of film receipts are mostly best guesses, in the aggregate it is fairly certain that, on the average, perhaps 85% of all theater-exhibition revenues will be generated in the first nine months of release and almost all the remainder by the end of the second year. Rather than using a cost-recovery theory, in which no gross profit is recognized until all costs and expenses have been recovered, the film industry’s theoretical approach is based on a system in which costs are amortized in a pattern that parallels income flows. With this flow-of-income approach, gross profit is recognized as a standard portion of every dollar of gross revenue recorded. Prior to implementation in 1981 of Statement 53 of the Financial Accounting Standards Board (FASB), which essentially formalized the aforementioned AICPA guidelines, two amortization approaches were generally applied. A company could use separate estimates of gross revenue for each film or it could use average tables (as in Supplementary Table S5.1 in Appendix C) based on the combined experience for many films. The use of such tables is, however, no longer practicable or permitted.5 With costs in the industry now reported at the lower of unamortized cost or net realizable value on a film-by-film basis (i.e., on an individual rather than group average), accountants’ procedures require that estimates be reviewed periodically (at least quarterly and at the end of each year) to be sure that the best available data are being used (Table 5.1). In the absence of any changes in the revenue estimates for an individual film, costs are amortized
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 Table 5.1. Individual-film-forecast-computation method of amortization: an example Assumptions Film cost Actual gross revenues: First year Second year Third year Anticipated total gross revenues: At end of first year At end of second and third years
 
 $10,000,000 12,000,000 3,000,000 1,000,000 24,000,000 20,000,000 Amount of amortization
 
 Amortization First-year amortization $12,000,000 × $10,000,000 = $5,000,000 $24,000,000 Second-year amortization (anticipated total gross revenues reduced from $24,000,000 to $20,000,000)a $3,000,000 × $5,000,000c = $1,875,000 $8,000,000b Third-year amortization $1,000,000 × $5,000,000d = $625,000 $8,000,000d a
 
 If there were no change in anticipated gross revenues, the second-year amortization would be as follows: $3,000,000 × $10,000,000 = $1,250,000. $24,000,000
 
 b
 
 $20,000,000 minus $12,000,000 or anticipated total gross revenues from beginning of period. c $10,000,000 minus $5,000,000 or cost less accumulated amortization at beginning of period. d The $8,000,000 and $5,000,000 need not be reduced by the second-year gross revenue ($3,000,000) and second-year amortization ($1,875,000), respectively, because anticipated gross revenues did not change from the second to the third year. If such reduction were made, the amount of amortization would be as follows: $1,000,000 × $3,125,000 = $625,000. $5,000,000 c Financial Accounting Standards Board, High Source: Appendix to FASB Statement 53.  Ridge Park, Stamford, CT 06905, USA. Reprinted with permission. Copies of the complete document are available from the FASB.
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 and participation costs are accrued (expensed) in a manner that thus yields a constant rate of profit over the estimation period. If there are material revisions in gross-revenue estimates, however, amortization schedules must be recomputed. For this reason, films performing poorly in early release are quickly written down. Moreover, a write-down before release will be required in the rare situations in which the cost of a production obviously exceeds expected gross revenues.6 This methodology also presumes that properties are to be reviewed periodically and that, if story rights have been held for three years and the property has not been set for production, or if it is determined that the property will not be adapted for film projects, those story costs will be charged to production overhead in the current period. Unamortized residuals Before the days of pay cable, home video, and the Internet, most of a film’s income was derived from movie theaters (and also to a much lesser extent from free television broadcasts).7 That was indeed the situation in 1981, when FASB Statement No. 53 was adopted. However, although FASB 53 has been recently rescinded and replaced by SOP 00–2 (with differences discussed below), the basic architecture of FASB Statement 53 remains in place and still provides a useful framework for discussion of film accounting concepts and controversies. Among the most important of these are unamortized residuals. By the early 1980s, an ever-larger stream of film revenues was being derived from nontheatrical sources of distribution, and it became increasingly important to more closely match revenue and cost. A portion of a production’s cost known as an unamortized residual was therefore set aside to be written down against expected future income from television.8 For a major feature in the 1970s, an unamortized residual of $750,000 or so was typical. As income “ultimates” (revenues ultimately receivable from pay cable, DVDs, syndication, etc.) have grown proportionally more significant in comparison with those derived from theatrical exhibition, unamortized residuals have also been set aside, pro rata, to be relatively matched against these additional estimated ancillary-market revenues. Such residuals have, on the average, accordingly become much larger than in the past, and it now would not be unusual for the bulk of a picture’s cost to be written down against future revenues from nontheatrical sources.9 Interest expense and other costs As interest rates and average production budgets have soared, interest expense has also become a more noticeable component of feature filmmaking. Until 1980, when FASB Statement 34 concerning treatment (capitalization) of interest was issued, such costs had been written off as incurred. Under this new standard, interest costs are capitalized and then charged as part of the negative cost.
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 Although studio period outlays, including those for rents and salaries, fall into a normal-expense category, studios also incur other costs of distribution (exploitation) that are capitalized. These may include, but are not limited to, prints and advertising and payments of subdistribution fees. For example, prior to the use of digital projectors and satellite feeds, prints would typically cost over $2,000 each (for five reels), and because simultaneous saturation booking is now common and often requires that well over 1,000 copies be made, this had amounted to a substantial investment. Such print costs were, under FASB Statement 53, usually amortized according to a formula similar to that used for amortization of the negative. According to FASB Statement 53, all exploitation costs (for prints, advertising, rents, salaries, and other distribution expenses) that are clearly to benefit future periods should be capitalized as film-cost inventory and amortized over a period in which the major portion of gross revenue from the picture is recorded. This method especially pertains to national advertising, in which expenses before release can be considerable. Local and cooperative advertising expenditures, however, are generally closely related to local grosses and are normally expensed as incurred because they usually do not provide any benefits in future periods. Calculation controversies FASB Statement 53 certainly contributed to a much-improved basis for comparison of film and television company financial data versus the relatively amorphous conditions that had prevailed prior to its issuance. Yet the statement had nevertheless drawn criticism for allowing considerable discretionary variation in the treatment of marketing and inventory cost amortizations in particular. With marketing costs often amounting to more than 35% of inventory, and overhead for another 10%, the recoupment of such costs is proportionally far more important to earnings reports in films and television programming than in other, say, manufactured-products industries. In most other industries, such cost amortizations constitute a relatively smaller percentage of total expenses and are much more closely related to the projected useful lives of assets based on prior experiences with other similar assets. According to the rules for movies and television productions, the rate of amortization instead depends on management’s projections (marketby-market and media-by-media) of often-uncertain revenue streams that are expected sometime in the possibly distant future. Moreover, because income recognition is generally unrelated to cash collections, it is entirely possible to report earnings and yet to be insolvent at the same time. It was thus often argued that the accounting picture rendered by application of FASB Statement 53 did not accurately reflect the true earnings power, cash flow potential, or asset value of a company. Using FASB Statement 53, for example, some companies might have assumed that all advertising costs incurred during theatrical release create
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 values in the ancillary markets. As such, they would have capitalized some of the costs despite the fact that local advertising in Tampa will ordinarily have no effect on video market sales in Toronto or Tanzania. In addition, some companies would have amortized prints over estimated revenues from all markets rather than against revenues generated in specific markets, for instance, domestic versus foreign. Other companies might have assumed long lives for their films and television series and thus included second- or third-cycle syndication sales even though such syndication sale events may not have been known in terms of precise timing or pricing. And still others might have differed on how long, or through what means, development-project costs from in-house independent producers were to be capitalized and then written off as studio overhead. In general, the costs of abandoned properties should be amortized as soon as it is clear that the properties will not be produced, but it is not unusual for many projects to be lost in creative limbo for relatively long periods.10 Under FASB Statement 53, even receivables presented problems: Receivables, according to these rules, were shown on the balance sheet as discounted to present value, whereas estimates of far more uncertain revenue ultimates, made largely on the basis of a film’s genre and the star power of its actors at the time of initial release, were not. The effect of this was to lower the amount of cost to be amortized in the current year (which boosts reported earnings) and to raise (via capitalization of costs) the asset values carried on the balance sheet.11 Under FASB Statement 53 there was thus ample room for substantial variations in earnings reporting practices to appear.12 In many instances, analysts could only compare specific company results against industry standards for financial statement ratios such as those presented in Table 5.2. Statement of Position 00–2 The variations and controversies that appeared in the applications of FASB Statement 53 finally led to a request by the FASB in 1995 for the AICPA to develop new guidelines in the form of a Statement of Position (SOP) that would tighten the reporting requirements for producers or distributors of films, television specials, television series, or similar products that are sold, licensed, or exhibited. SOP 00–2 took effect as of the year 2000, and a new FASB Statement 139 rescinded the previous FASB Statement 53. In all, the tighter rules require, among other things, that r Exploitation costs are to follow SOP 93–7 (Reporting on Advertising
 
 Costs), which requires that all marketing and exploitation costs should, for the most part, be expensed as incurred (or the first time that the advertising takes place), with the cost of film prints charged to expense over the period benefited. Previously, such costs had often been capitalized and then amortized over a film’s full distribution lifetime.
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 Table 5.2. Accounting ratio benchmarks for major film studio/distributors, 1985–2005
 
 Revenues
 
 Inventories
 
 Operating cash flow
 
 Unamortized film costs of released films as a % of inventories
 
 39.6 34.3 27.8 29.1 28.5 27.2 49.2 40.1 38.9 43.2 51.9 46.0 60.5 50.6 43.8 41.8 38.4 46.2 46.1 47.8 52.6 44.2
 
 89.7 83.2 78.2 74.2 51.2 32.4 66.7 60.7 59.8 68.4 80.9 74.1 71.8 74.4 75.4 69.0 69.2 91.4 95.3 69.7 80.9 72.2
 
 69.0 84.9 83.9 87.7 84.3 57.4 89.6 NAb 92.3 100.4 92.3 100.5 109.0 84.4 77.4 70.0 66.0 76.0 80.6 85.1 88.8 101.2
 
 49.4 46.0 46.6 59.4 57.3 57.5 59.1 52.2 54.9 58.4 61.7 59.9 53.5 52.4 58.0 50.0 54.4 56.3 61.9 51.5 65.4 55.5
 
 Film cost amortization as % of
 
 2005 2004 2003 2002 2001 2000 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986 1985 Mean
 
 Additions to film costs as a % of film cost amortizationa 118.6 110.4 115.2 66.2 67.3 60.4 51.6 48.7 98.6 89.1 63.2 66.9 95.6 84.2 83.7 104.9 104.0 112.9 113.3 112.2 128.3 90.3
 
 a
 
 Based on a smaller sample since 1996. Not available. Source: Company reports.
 
 b
 
 r Total film revenue estimates against which production costs are amortized
 
 are based on estimates over a period not to exceed ten years following the date of the film’s initial release, with some limited exceptions. Previously, this period might have been as long as 20 years. r For episodic television series, ultimate revenue should include estimates of revenue over a period not to exceed ten years from the date of delivery of the first episode or, if still in production, five years from the date of delivery of the most recent episode. Ultimate revenues should include estimates of secondary market revenue for produced episodes only if an entity can demonstrate that firm commitments exist and that the episodes can be successfully licensed in the secondary market. Previously, the episodic revenue assumptions had been largely open-ended.
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 r Syndication revenues for television series episodes are to be recognized
 
 r
 
 r
 
 r
 
 r
 
 over the life of the contract rather than at the first available playdate if certain revenue recognition criteria are not met. Those criteria include the completion, delivery, and immediate availability of the series for exploitation by the licensee and the establishment of a fixed or determinable fee that is reasonably assured of being collectable. For some syndicated series, the effect is to spread the one-period earnings bump previously seen under FASB Statement 53 over more earnings periods. Ultimate revenue should include estimates of the portion of the wholesale or retail revenue from an entity’s sale of items such as toys and apparel and other merchandise only if the entity can demonstrate a history of earning such revenue from that form of exploitation in similar kinds of films. Abandoned-project development costs and certain indirect overhead costs are to be charged directly to the income statement and are thus no longer part of total negative costs – that is, included in a studio’s overhead pool.13 Films are to be defined as long-term assets (i.e., as film cost assets), not inventories. This means that their worth is to be based on future cash flow estimates discounted to present or fair value as compared with the previous condition in which revenue estimates were not discounted. Interest income would be earned as the films play off. If the percentage of unamortized film costs for released films (excluding acquired film libraries) expected to be amortized within three years from the date of the balance sheet is less than 80%, additional information regarding the period required to reach an amortization level of 80% must be provided.
 
 Although SOP 00–2 does not fully resolve all controversies, it goes a long way toward standardizing applications of the individual film-forecast method, which has long served as the conceptual foundation of movie industry accounting. Beyond this core, however, there remain many thorny issues that arise from the differing assumptions made by studio corporations as compared with those made by individuals. Among the most important of these differences concerns the timing of receipts and the subsequent disbursements to participants. For example, distributors would normally use accrual accounting methods (booking income when billed) for their own financial-statement reporting purposes and they would use cash accounting methods (based on revenues when collected and out-of-pocket expenses when incurred) for tracking disbursements to producers and others.14 Indeed, all levels of the industry are extremely sensitive to cash flow considerations, and delays of payments tend to compound rapidly on the way to downstream recipients. Although the financial performance of a film company can sometimes be disguised by accounting treatments, the true condition becomes evident once the flow of new investment stops.
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 Neither can mergers forever hide true conditions. Until 2001, merger and acquisition accounting had followed either a “pooling of interest” or a “purchase” methodology.15 While use of either purchase or pooling has not been unique to the media industries (and is of historical interest), it is important to remember that film and television program assets are, by nature, intangibles, that valuations are often highly subjective, and that all accounting methods contain elements of both art and science.16 This aspect will be further amplified as we next explore specific financial relationships between studios and creative participants. 5.3 Big-picture accounting
 
 Financial overview Preceding sections have described how financial statements appear from the corporate angle. But accounting statements for individual participants are properly viewed from a different perspective. This section illustrates the results for typical production, distribution, and exhibition contracts in terms of profit-and-loss statements for individual projects. For the producer, the legal heart of most such projects is the productionfinancing-distribution (PFD) agreement, which may broadly contain one or more of the following four sometimes overlapping financial attributes or elements: 1. Step deals, in which the financing proceeds in steps that allow the financing entity to advance additional funds or to terminate involvement depending upon whether various predetermined conditions (e.g., approvals of screenplay drafts and casting choices) are met. 2. Packages/negative pickups, in which a producer, or an agent, assembles the key elements of a project and then attempts to interest a studio in financing that project. A bank will lend against such a studio promise as long as the producer has obtained a completion guarantee bond. The studio will then “pick up” the negative upon its completion. 3. Presales, in which the producer has financed all or part of a picture by selling off various exhibition or distribution rights to the completed picture prior to its being produced. Such sales of what are, in effect, licenses to distribute, normally involve home video and foreign distribution entities that provide promissory notes discountable at banks. However, no more than 60% of the negative cost can usually be financed in this way. 4. Private fundings, in which the producer, usually of only a low-budget picture, taps into private sources of funds through arrangement of a limited partnership. Each of these financing options provides the producer with different tradeoffs in terms of creative controls and profits. In step deals, for instance, a relatively large degree of creative control and of potential share of producer
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 profit may be relinquished in favor of speed and efficiency. At the opposite end of the spectrum, private financings may allow for unrestricted creative control, but they may also severely limit the time and money available for actual production. More generally, however, the production section of a PFD concerns the development process of making a feature (and, as such, does not normally apply to small-budget productions). It specifies the essential ingredients of a feature project: screenplay, director, producer, principal cast, and budget. It then further spells out who will be responsible for which steps in bringing the film to completion, who gets paid when, and under what conditions the studio-financier can place the project in “turnaround,” that is, abandon the project and attempt to establish it elsewhere. Also, of course, the financial section of a PFD provides financing arrangement descriptions and stipulates completion-guarantee details and costs (which would normally average about 6% of total budget before rebates).17 Ultimately, though, it is the distribution-agreement section that is of greatest importance in the allocation of revenue streams. Included here are definitions of distribution fees (in effect, sales commissions or service charges for soliciting playdates, booking films, collecting rentals, and negotiating with other distribution outlets) and specifications concerning audit and ownership rights, accounting-statement preparations (frequency, details included, and time allowed), and advertising and marketing commitments. The matrix of Table 5.3 illustrates the various ways in which the five basic financing, production, and distribution options described by Cones (1997, p. 29) can be combined. These options are as follows: 1. In-house production/distribution, wherein the studio/distributor funds development and distribution of the project. Here, an independent producer attached to a project is considered an employee of the studio Table 5.3. Basic film financing matrix In-house Production Negative production/ financing/ pickup Acquisition Rent-adistribution distribution arrangement deal distributor Source of production funds Source of p & a funds Time of agreement
 
 Studio/ Studio/ Lender distributor distributor
 
 Third party
 
 Third party
 
 Distributor
 
 Distributor
 
 Nondistributor
 
 Distributor
 
 Distributor
 
 Prior to Prior to Before film production production completed
 
 Source: Cones (1997, p. 30). Reproduced by permission.
 
 After film After film completed completed
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 (which broadly funds the affiliated producer’s overhead in the development period). Production-financing and distribution (PFD) agreements, in which a project is brought to the studio/distributor by an independent producer as a fairly complete package and the studio provides production and distribution funding. Negative pickup arrangements, in which the distributor commits to distribution and to payment of production costs (i.e., to buying the original negative along with the rights to distribute) pending suitable delivery of the completed project.18 Acquisition deals, in which the distributor funds distribution but the film’s production cost is already financed by other parties. Rent-a-distributor deals, in which virtually all the funding for production and distribution has already been provided by others and the completed film is ready for distribution. (Because of the low fees and limited upside potential, studios are not likely to place a priority on the marketing of rent-a-system films.)
 
 An overview of revenue flows for a typical theatrical release would then follow as in Table 5.4. In looking at this, however, it helps to keep in mind that the exhibitor’s objective is to minimize rentals while the distributor’s Table 5.4. Flowchart for theatrical motion-picture revenue: box-office receipts Distributor’s gross receipts less 1. Distribution fees 2. Distribution costs 3. Third-party gross participations ↓ Producer’s gross proceeds less 1. Negative cost (a) Direct cost (b) Overhead (c) Interest on loans 2. Contingent deferments First net profits ↓ Break-even ↓ Third-party net-profit participations (100% of net profits of picture) ↓ Producer’s share of net profits of picture c John F. Breglio. Source: Breglio and Schwartz (1980). 
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 objective is to maximize them. Also, what participants see as their gross is the distributor’s rental, not box-office gross as usually reported in the trade papers. For reasons previously discussed, the box-office gross can be much larger than the distributor’s gross (i.e., rentals). A convenient illustration of PFD concepts has been provided by Leedy (1980, p. 1), from which the following descriptions are drawn. Leedy’s illustration (Table 5.5) for a major successful picture is particularly useful because it well illustrates the typical deferred payments to the writer and director, profit participations by the leading actors, and contingent compensations to the financier and producer. It further shows how a $14 million (negative cost) picture earning $100 million in distributor’s rentals might generate $16 million of profit for financier and producer before participations and $8.1 million after adjustment for participations and deferments. Although this model does not provide detailed revenue specifications for all new media sources, it nevertheless properly portrays typical domestic theatrical-distribution fees (i.e., U.S. and Canadian) at about 30%, foreign distribution and television syndication fees at 40%, and other distribution fees at 15%.19 Such distribution charges are, by long-standing industry practice, largely nonnegotiable. But because the charges are unrelated to actual costs, they will, on relatively rare occasions, be adjusted to retain the services of important producers. In those cases, use is made of a sliding-fee scale down to a predetermined minimum, with perhaps a 5% reduction for every $20 million of theatrical rentals generated. Table 5.5 can also provide an indication of how sensitive profits are to changes in the cost of capital. For example, an assumption of interest rates of 20% for this type of project brings interest cost on the production closer to $3 million than to the $2 million that is shown. If so, $1 million additional interest cost would reduce investors’ profits by about 12% from $8.1 million to $7.1 million.20 Table 5.6 summarizes how other participants might have fared in Leedy’s example of a picture bringing rentals of $100 million. Here it is important to remember that, in contrast to the financiers and distributors, the potential profit participants, including the director and lead actors, are at no risk of loss. They generally do not have equity capital invested in a project, and their profit participations, if any, should thus be appropriately characterized as contractually defined salary bonuses. Participation deals From a major studio’s standpoint, risk is reduced if a production schedule contains a balanced mix of project-source financings. For instance, a studio might plan to release 24 films a year, of which perhaps four might be fully financed and produced in-house, another 14 might be financed using PFD arrangements with affiliated production entities, and the remainder financed with pickups and acquisitions.
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 Table 5.5. Revenues and costs for a major theatrical release, circa 1992 Gross revenue Subject to a 30% distribution fee Theatrical film rental (U.S. and Canada) Nontheatrical film rental Royalty on home video U.S. network television Total Subject to a 40% distribution fee Foreign film rental Foreign television license fees Royalty on foreign home video Television, pay & syndication Total
 
 $50,000,000 1,000,000 5,000,000 4,000,000 60,000,000 20,000,000 5,000,000 5,000,000 9,000,000 39,000,000
 
 Subject to a 15% distribution fee Merchandise royalties Advertising sales Total Total gross revenue Distribution fee 30% × $60,000,000 40% × $39,000,000 15% × $1,000,000
 
 950,000 50,000 1,000,000 $100,000,000 $18,000,000 15,600,000 150,000
 
 Total distribution fee Balance Distribution expenses Cooperative advertising Other advertising and publicity Release prints, etc. Taxes Trade-association fees and other Bad debts All other expenses
 
 $33,750,000 $66,250,000
 
 Total distribution expenses Balance Production cost $14,000,000 Interest thereon 2,000,000 Net profit before participations Deferments paid Participations in gross and net
 
 $34,250,000 $32,000,000
 
 Total Net profit to be split 50:50
 
 $20,000,000 5,000,000 3,000,000 2,000,000 1,500,000 1,000,000 1,750,000
 
 $16,000,000 $16,000,000 125,000 7,775,000 7,900,000 $8,100,000
 
 Source: Leedy (1980, pp. 1–3 and unpublished updates).
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 Table 5.6. Fee splits, deferments, and participations for a major motion-picture release: an example based on the results of Table 5.5 Writer Fee Deferment Director Fee Deferment Major lead actor Fee Participationa Major lead actress Fee Participationb Producer Fee Contingency comp. Financier Interest income Contingency comp. Distributor Fee
 
 $250,000 50,000
 
 $300,000
 
 525,000 75,000
 
 600,000
 
 2,000,000 6,875,000
 
 8,875,000
 
 500,000 900,000
 
 1,400,000
 
 500,000 4,050,000
 
 4,550,000
 
 1,000,000 4,050,000
 
 5,050,000 33,750,000
 
 a
 
 Actor participation based on $2 million against a participation of 10% of gross revenue, less cooperative advertising and taxes before breakeven, and an additional 2.5% participation rate on this basis after breakeven. b Actress participation based on 10% of net profits contractually defined as after the deferments and after the participation in gross:
 
 Net profit before participations Deferments paid Participation in gross Total Net profit after participations Participation rate Participation
 
 $16,000,000 125,000 6,875,000 7,000,000 $9,000,000 10% $900,000
 
 Source: Leedy (1980, p. 3 and unpublished updates).
 
 No matter what the financing sources, however, revenue and profit participations are always the central issues. Participation arrangements are limited only by the imagination and bargaining abilities of the individuals who negotiate them. But only talents in great demand can command
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 significant participations in addition to fees or salaries. In most situations, the filmmaker’s trade-off for major studio funding includes ceding ownership of the film and control of the project to the studio, which then also shares substantially in the film’s financial returns (if any). Pickups Of the several major variants of participation agreements, perhaps the simplest is a “pickup” – a completed or partially completed project presented to studio-financiers or distributors for further funding and support.21 From the distributor’s point of view, pickups are somewhat less risky than are other early-stage projects in which it may be especially difficult to evaluate how all in-process artistic elements may fit together. For this reason, independent filmmakers often find that their best opportunity to distribute through a major is via such pickup agreements.22 Yet deals with independents may also vary widely.23 Indeed, if it is assumed that the producer is able to fully fund prints and advertising (p & a) for the film through other sources – such as through private funds specializing in this type of financing – and deliver a completed (or nearly completed) film, a “rent-a-studio” deal can often be made in which access to a major’s domestic theatrical distribution organization and collection system can be obtained for relatively low fees (usually ranging between 12.5% and 17.5%).24 Distribution arrangements for the second cluster of George Lucas–financed Star Wars films that began to be released in 1999 provided a prominent example of this type of deal (wherein the distribution fee earned by Fox was 6%). Coproduction-distribution Distributor-financiers often make coproduction deals with one or more parties for one or more territories so as to share risks. For instance, domestic and foreign distributors, in a “split-rights” arrangement, might each contribute half of a picture’s production cost and each be entitled to distribution fees earned in their respective territories. Because distribution costs and box-office appeal often vary significantly in different markets, however, a picture might be profitable for one distributor and unprofitable for another. Also, the results for all distributors may be aggregated, with profits or losses split according to aggregate performance rather than territorial performance. Talent participations and breakeven Participations in net profits or in gross receipts (often described in so-called “Exhibit A” contract definitions) are contingent on a film’s making enough money to break even. Participations are thus a form of contingent compensation and, as such, may never be payable. Moreover, so-called at-source provisions require that royalties and participations tied to gross receipts be calculated at contractually defined links in the distribution chain; for example, film rentals in theatrical release and wholesale prices charged to retailers in video release.
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 Writers, directors, or actors may become financial participants if their agents have been able to negotiate for gross “points,” which can be defined on a number of different grosses. Distributors’ grosses are what have been called rentals, and participation points defined on this basis are obviously valuable because a picture does not have to be profitable for such points to be earned. Participations of this kind are thus rare and are assigned to only the very strongest box-office draws. Nevertheless, as studios have attempted to contain the costs of production, they have in recent years begun to more frequently offer gross participation deals that can generally be categorized and ranked from rarest to most common into three basic types: first-dollar, adjusted gross, and gross after breakeven.25 These are defined as follows: r First-dollar gross: First-dollar (“dollar-one”) gross participations after
 
 certain limited expenses (trade dues and other “off-the-tops” totaling perhaps 3% of revenues) have been deducted. Cash compensation goes against a percentage of defined first-dollar receipts.26 r Adjusted gross: Gross after cash breakeven, in which a participant receives a share of gross receipts after the studio has recouped its negative and print and ad (and perhaps some other imputed) costs and taken a somewhat reduced distribution fee ranging between 12% and 25%. Compensation is not against receipts, but is an addition (bonus) contingent on reaching cash breakeven. r Gross after breakeven: Gross after actual breakeven, in which a participant receives a share of gross receipts after the studio has recouped all its costs and taken standard (i.e., full) distribution fees (of as much as 40%), or, alternatively, gross after rolling breakeven (described below), in which the studio continues to deduct distribution expenses in relation to a distribution fee even after the picture has achieved net profits. In practice, the most routine participation would be based on a designated actual or artificially set breakeven level. For example, some talent participants might receive a percentage of distributor’s gross after the first $40 million has been generated. In other instances, participations might begin after breakeven – defined as distributor’s gross minus distribution fees and distribution costs that might include collection and currency conversion costs, duties, trade dues, licenses, taxes, and other charges known as off-the-tops. Additional points might then be earned after, say, rentals reach 3.5 times the production cost. As may be imagined, the variations on these concepts are infinite. The more gross players attached to a project, however, the less the likelihood that a project will go into a net profit position.27 This means that often the greater potential for conflict may not be with the participant against the studio but instead with the participant against all the other participants! Also, net profit is itself not a static concept because additional distribution fees and expenses will be routinely incurred even after reaching breakeven.
 
 P1: JZP 0521874858c05
 
 CUFX085/Vogel
 
 0 521 86017 2
 
 5.3 Big-picture accounting
 
 Feb. 22, 2007
 
 17:21
 
 183
 
 With multiple-talent participations, the accounting complexities are merely compounded: What usually begins as a simple agreement between an agent and a studio attorney or business-affairs representative often ends as a complicated financial-accounting document replete with the potential for widely divergent interpretations. Is star A’s participation deducted before that of star B? Is participation based on only domestic rentals or on both foreign and domestic? Which distribution costs are subtracted before artificial breakeven? Are both television advertising and national-magazine advertising included or excluded? And perhaps, more fundamentally, under what method are subdistributor and home video revenues represented in “gross receipts”? Those are some of the subjects on which opinions may differ, especially within the context of the tens of thousands of transaction entries that are typically generated in the course of bringing a major feature to the screen. No wonder, then, that even in the best of circumstances, in which contract terms are sharply defined, it is time consuming and expensive to follow an audit trail. Moreover, with the concept of a rolling breakeven – defined as the point at which revenues are equal to production costs plus distribution fees and expenses on a continuing (cumulative) basis – still further complications would be introduced. For instance, once gross participations kick in, they become deferred production costs that are retroactively added to the film’s budget. Equity financing partners may also be able to carve out geographic market entitlements or “corridors” that siphon revenues from a specific territory before others are allowed to participate. And with a picture approaching profitability, a distributor’s decision to spend more on advertising will delay or defer breaking even, thereby adversely affecting talent participants entitled to receive points in the picture’s “net” profits. Yet some participants higher up the food chain could hardly object to their careers and compensations so being enhanced from the increased exposures and grosses that additional advertising usually brings. As shown in the following formula, the amount of rentals required for a new breakeven (“rolling break” in industry jargon) is found by dividing total expenses exclusive of the distribution fee (i.e., prints and ads plus negative costs) by 1 minus the distribution-fee percentage. Let a = required rentals, b = total expenses, and r = distribution-fee percentage. Then a = b/ (1 − r ) . For instance, if r = 30% and b = $7 million, then a = $10 million. But if another $1 million is spent on advertising, then b = $8 million and a = $11.43 million. In this situation, every $1 million of additional expenditure requires an additional $1.43 million of rentals to be generated to remain at breakeven. Because the studio views the cost of financing a film as a loan, breakeven is also greatly affected by studio deductions for interest that are charged
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 (normally at 125% of the bank prime rate) on the unrecouped production cost of the picture. In such calculations, studio overhead and surcharges for use of facilities and equipment (usually in the range of 12.5% to 17.5% of the cost of the picture) are often included. But as Goodell (1998, p. 14) notes, the studio is paying itself with so-called soft dollar budget items. These charges are paid back to the studio before any money is shared with participants, and with interest being charged on overhead – and sometimes, alternatively, even with overhead being charged on interest (which is chargeable on unrecouped production costs). Similarly, for downstream participants, the decision as to whether an expense item is to be categorized as belonging to production cost or to distribution expenses may be important. In a PFD arrangement, the distributor will generally prefer to characterize as much expense as possible as production cost because, as such, the studio will derive more income from interest and overhead charges if the production cost base is larger. But for pickups or acquisitions, the studios’ preference may often be to instead bulk up distribution expenses: In pickup, acquisition, or rent-a-studio deals, the use of production facilities on which overhead can be charged and profit earned may be minimal. Some of the quirkiest contractual ambiguities often also hinge on how various tax credits and remittances, advertising and film lab rebates, guild fees, licensing costs, and blocked currency effects are treated in the film’s accounting. Rebates or tax credits might, for instance, be counted in the distributor’s definition of gross receipts. If so, the inference is that the studio’s 30% distribution fee is applicable, thereby leaving that much less available for participants to share. As a result of such complications and the aforementioned sequencing of deductions for fees and costs, potential profit participants often find that the “net” profits of a picture are elusive and subject to widely varying accounting definitions and interpretations (especially in relation to earlier upstream claims made by participants in the “adjusted-gross” receipts). Profit calculations are not, moreover, even fixed in time, being instead continually subject to recalculations in each accounting period as film revenues and costs accrue. As Daniels et al. (1998, 2006) suggest, revenues do not necessarily represent all dollars generated by the picture, production cost is not necessarily what it costs to shoot the film but rather what the participant contract says are the costs that may be reported as production cost, and breakeven comes in many flavors (e.g., cash, actual, rolling, and artificial – i.e., a negotiated multiple of certain receipts). When it comes to profit participation agreements, it is thus crucial to understand that all contract terms and accountings are specifically defined for each film (and also for each participant). As Baumgarten et al. (1992, p. 3) have noted, terms such as gross receipts and net profits have no intrinsic meaning. “The words mean whatever the participants decide they mean.”28
 
 P1: JZP 0521874858c05
 
 CUFX085/Vogel
 
 0 521 86017 2
 
 5.3 Big-picture accounting
 
 Feb. 22, 2007
 
 17:21
 
 185
 
 Producers’ participations and cross-collateralizations Producers are responsible for a film’s production costs, and they often have contractual incentives to keep project expenses down. When costs exceed approved budgets by certain percentages, producers’ shares may be penalized by several times the percentage overage. However, the share of profit, if any, that the producer will receive (in addition to earned production-services fees) can be structured so as to provide a floor or minimum payment (i.e., a hard floor) that has priority over other (third-party) participations, which are borne by the distributor. Were it not for this hard floor (as opposed to a soft floor), the presence of several third-party participations – each at perhaps 10% of 100% of net profit (equal to a 20% slice out of the producer’s half of total net profit) – would severely diminish the producer’s potential income (from a project that the producer may have long nurtured and promoted well before any other participants had been signed). Producers are also affected if the financial fate of one picture is tied to that of another, or if the box-office performance of a single picture in one territory is linked to its performance in another. Such cross-collateralizations of producers’ shares, done on either or both the production and distribution ends, may imply that the profits of one picture must exceed the losses of another for there to be anything to share. It is especially frustrating for potential profit participants when profitable picture A is cross-collateralized with picture B that has perhaps yet to be produced, to be distributed, or to show a profit. In these situations, none of the profit on picture A will be credited to participants until picture B recovers most of its costs. Home video participations Because the system for distribution of DVDs (and earlier, tapes) has been developed from hybrid roots in the distribution of recorded music (see Chapter 6) and book products, a different – and controversial – basis for participation accounting has evolved. Rather than subtracting distribution fees and expenses directly from defined gross receipts, as has already been described, home video participants are instead entitled to royalties that are normally set (but subject to bargaining power) at 20% of the unit’s wholesale price for units to be marketed as rentals and 10% for those as sell-throughs. As a result, studios will usually at most include only 20% of total home video unit sales royalties in participants’ gross receipt calculations and retain, except for residuals, the remaining 80% to cover the relatively modest costs of manufacturing, advertising, and duplication. The studio then still subjects the participant’s home video gross receipts to distribution and other fees, which reduce the participant’s net royalty to perhaps only 10% to 12%.29 With the bulk of home video, now primarily DVD, revenue thus accordingly shunted aside (to the studio’s wholly owned manufacturing/wholesaling subsidiary) and taken out of the participants’ calculation of a particular film’s gross receipts performance, the arithmetic for a studio’s profitability on home video distribution is compelling. It is therefore easy to see why home video
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 Table 5.7. Film rentals calculations: examples contrasting floor minimums versus percentages of net box-office receipts
 
 Box-office receipts Less deductions for second feature Net box-office receipts Minimum film rental at 70% of net Contractual theater overhead (nut) Net box-office receipts after nut Maximum film rental at 90% of net after nut
 
 Case 1
 
 Case 2
 
 $10,000 2,500 7,500 5,250 1,500 6,000 5,400
 
 $8,000 2,000 6,000 4,200 1,500 4,500 4,050
 
 has become such a boon for the filmed entertainment industry and such an acute issue for the participants to negotiate. Indeed, from a corporate standpoint, it might reasonably be argued that home video (i.e., DVDs) has now become the primary source of profits.30 Distributor–exhibitor computations As already indicated, rentals are that portion of box-office receipts owed the distributor. Table 5.7 shows an example in which the exhibitor’s nut for fixed overhead is negotiated or set at $1,500 and there is a 90:10 split (90% for distributor, 10% for exhibitor) of box-office receipts after the nut (but not less than the previously agreed 70% of total box-office receipts to the distributor). In case 1, the distributor will be owed $5,400, whereas in case 2 the distributor will be entitled to $4,200. In neither case will the distributor share in the theater’s concession income from candy, beverages, popcorn, and video games (see Section 4.4). As can be inferred from Table 5.8, such concession sales are a significant profit-swing factor for exhibitors.31 Rentals usually are accounted for on a cash basis when collected by the distributor, and expenses are recorded as incurred. In fact, this reporting method – reflecting the normally slow collection of cash and the delayed billing of period expenses such as co-op advertising – is reasonably equitable from the viewpoints of all participants. Co-op advertising is normally calculated on gross receipts and allocated according to the distributor-exhibitor percentage revenue split in effect at the time the advertising appears. The following example indicates the true net percentage: Box-office gross less house expenses Net
 
 $20,000 4,000 $16,000
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 Table 5.8. Exhibitor operating revenues and expenses: an example Box-office (BO) weekly gross Concession sales (at 15%) Total weekly gross Deduct: Distributor’s share at 50% of BO Advertising (10% of BO) Payroll (10% of BO) Food cost (23% of sales) Rent and real estate taxes at 15% of BO Utilities at $150/week Management fee at 10% of total weekly gross Insurance and employee benefits Repairs and maintenance Miscellaneous (tickets, etc.) Total average weekly expenses
 
 $3,000 450 3,450 1,500 300 300 104 450 150 345 100 100 100 3,449
 
 Source: Lowe (1983, p. 346). From the book The Movie Business Book by Jason c 1983 by Jason E. Squire. New York: Simon & Schuster/Fireside. E. Squire,
 
 Ninety percent goes to the distributor: $14,400 (90:10 split); the true distributor co-op percentage here is 72% (14.4:20.0), not 90%. In analyzing the corporate accounting statements of exhibition companies, it should also be noted that the mix of owned versus leased real estate and the methods of accounting for real-estate transactions and leasehold improvements can vary significantly from one company to another, thereby limiting financial comparability.32 In all, it might be said that exhibitors are actually engaged in four distinct business operations: movie exhibition, concession stands, on-screen advertising, and real estate. Distributor deals and expenses The previous hypothetical example of a film generating $100 million in rentals (Table 5.5) showed a distributor fee, or service charge for the sales organization, of $33.75 million. Although much of the fee may here be regarded as profit, it is this very distribution profit on a hit that would be expected to more than offset losses sustained on other releases; 10% of the films released generate 50% of the total box-office receipts (Figure 5.1). Simplistically, then, it is distribution profit (perhaps for a major distributor averaging over time a third or more of total distribution fees) that would normally provide the positive cash flow for investment in new films. And it is this very profit, derived by subtracting from distribution fees all office overhead costs, compensation for sales personnel, and various other publicity and promotion expenses not recouped through other charges that keeps the
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 Percent of box office
 
 P1: JZP 0521874858c05
 
 Percent of all grosses (or films) when ranked in descending order of box office gross
 
 Figure 5.1. Ten percent of films generate 50% of the box office. When film box-office figures are ranked (either by individual weekly grosses or by individual films in order of their box-office grosses), the results fall in the range shown by the plotted curves. Source: Daily Variety, July 31, 1984. Copyright 1984 by A. D. Murphy.
 
 distributor in business despite the high probability that many pictures will in toto lose money when all input factor costs and expenses are tallied. Still, even with all the contractual advantages that studios typically hold, this remains a relatively risky business; there have been many instances and many years when studios have not earned enough to cover their weighted average costs of debt and equity capital (WACC). Modern finance teaches that, for companies in any industry to survive, the cost of capital must be earned. The distribution fee itself is a prior claim on a film’s cash flows. But it is perhaps best conceptualized as being an access charge or a toll paid to a distribution organization for use of the established turnpikes and bridges that allow direct access to large audiences. As with all such major access routes or pipelines, there can only be a few, and the upfront capital investment required to establish them is sizable.33 The tolls or rents charged by distributors for such access are thus not especially sensitive to bargaining pressures and are, by nature, quasi-monopolistic and unrelated to direct costs. Within this structure, many, if not most, pictures operate under a “net deal,” in which the distributor charges a fixed or graduated percentage of rentals (e.g., 30% in domestic theatrical markets) as a distribution fee and then advances the funds for other distribution costs, including those for prints, trailers, and national advertising. In addition, there may be charges related to
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 publicity and personal-appearance tours, co-op advertising with exhibitors, taxes (based on rentals) by countries and localities, trade-association and guild fees in the form of residuals (for exhibitions in ancillary markets), and bad debts. The distributor normally recovers these expenses before making any payments to the producer and, as shown in Table 5.4, would normally, before arriving at a definition of “net profit,” prioritize recoupment by taking distribution fees and expenses (prints, ads, publicity, etc.) first, then interest on negative costs, then negative costs (here including all gross participations), and finally deferments and various other participations. Although the aforementioned net deal predominates, there is also a socalled gross deal wherein the distributor (usually of low-budget independently made and independently distributed films) is not separately reimbursed for distribution expenses but instead retains a distribution fee (e.g., 50% to 70%) that is considerably higher than normal. Distribution expenses are then recouped out of this higher fee, while the producer receives the remaining unencumbered portion of the gross rentals.34 For a picture performing poorly at the box office, the producer with a gross deal will have an advantage because overall distribution costs (which can be quite high on a percentage-of-revenue basis) are not chargeable. Contrarily, for a picture doing well at the box office, a producer might prefer a net deal because marketing costs as a percentage of revenues then diminish rapidly and specific marketing charges become more bearable. A structure in which gross-deal and net-deal characteristics are combined as certain performance criteria are met may also be arranged. In negotiating such formulations the potential advantages to be derived from the control of ancillary-market revenues have inspired many independent producers to attempt to strip from domestic theatrical-distribution contracts, and to thus retain for themselves, the rights to exploit cable, home video, and other sources of income. Studios are, however, ordinarily reluctant to allow these rights to be taken away (“fractionalized”) through socalled split-rights deals unless there is compensation through participations or through some other means. Clearly, the larger the total upfront studio fee, the less there is available for recoupment of production costs – and, ultimately, for profit of the independent filmmaker. As we have seen, studio profits are centered on distribution activities, where fees range to over 30% of gross receipts, while out-of-pocket expenses might be covered by 15% to 25% of gross receipts. This cushion of profit is earned, in part, for taking the risk that a picture will not earn its releasing costs. As opposed to licensing to home video, pay cable, syndication, and network markets, theatrical release is the only area where there is the possibility of a negative cash flow (i.e., where releasing costs can exceed income). But the cushion also, in effect, pays for maintenance and extension of the distribution pipeline; when a picture is doing well at the box office, distribution profits soar. Meanwhile, the initial performance in theaters still largely determines, through direct arithmetical links, the prices
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 that the film will be able to command in all the markets that follow the theatrical.35 As broadband distribution of films via the Internet takes hold, Internet distribution fee formulas will most likely evolve along the lines of the payper-view cable or the home video 20% royalty models in which gross receipts defined for purposes of participations are bounded. Yet prices for Internet viewings will likely be below those for DVDs or videos since manufacturing and distribution costs are nominal as compared with those of more traditional distribution methods. The prominent issues here involve ownership of Internet distribution rights, sequencing of exhibition, and territoriality – all of which will eventually be standardized across the industry. Studio overhead and other production costs The inclusion of talent participations as a part of production costs and not as distribution expenses allows interest and overhead fees to be charged on the participations. From the participants’ view, large proportions of production costs are thus often seen as studio overhead charges, which are calculated by applying a contract-stipulated rate to all direct production costs. Such overhead charges may or may not, however, have any close relationship to the actual costs of, for example, renting sound stages or buying props and signs outside the studio’s shops and mills. Because it would almost always be less expensive to buy or lease items on a direct-cost basis, participants may question what services and materials are actually covered by the studio rate. If agreements are not clearly written, and are thus open to different interpretations, disputes may arise with regard to contractual overhead charges for everything from cameras and sound equipment to secretarial services. Probably the most important question, however, is whether or not full rates are applicable to location shooting. How these matters are resolved – before, during, or (hopefully not) after production – depends on relative bargaining positions. Producers are motivated to obtain independent financing to avoid or reduce the effects of these charges, which can add between 15% and 25% to a picture’s budget (plus 10% applied to direct ad and publicity costs) and thereby significantly raise the breakeven point required to activate net-profit participants’ share payments.36 Sometimes it is worthwhile and feasible for an independent producer with outside financing to minimize studio overhead charges by offering the film for pickup in an advanced stage of production.37 In other instances it is less time consuming and, in the long run, less expensive to go with the studio. In brief, although overhead rates generally are not negotiable, the things to which those rates apply (offices, vehicles, etc.) may be, and hence it is important for producers to have a clear understanding of what their contracts specify. If a studio wants a project badly enough, the items excluded from the standard rule will be more numerous.
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 Once production begins, cost accounting follows a job-order cost procedure wherein time and materials are “charged against” a job or charge number. This is where careful control by the producer, who has final responsibility during the production phase, is essential. Costs can easily get out of hand because everyone from painters and electricians to cameramen and editors may have at least some authority to charge against the picture’s number for materials and services. Detailed budgets for a major feature film shoot lasting ten weeks can easily run to 80 pages and cover several hundred item expense categories. Truth and consequences38 A synopsis of what usually happens to a dollar that flows from the box office will help clarify the processing thus far described. If we assume that house expenses are 10%, there remains 90 cents of every dollar to which (for an important release by a major) a 90:10 split for the first two weeks in favor of the distributor may be applied. That, in turn, leaves a distributor’s gross (“rentals”) of around 81 cents. In the United States and Canada, a 30% distribution fee totaling 24 cents is then subtracted, leaving 57 cents. Advertising and publicity costs, which are generally at least 20% to 25% of rentals, require deduction of another, say, 20 cents. The remainder is now 37 cents, out of which about 6 cents more is required for miscellaneous distribution expenses, including prints, taxes, MPAA seal, and transportation. Before the usually substantial negative cost of the picture is even considered, there is thus a residual pool of only 31 cents of the original dollar.
 
 Available for negative cost amortization & profit 31%
 
 Distribution fee 24%
 
 Theater 9% Misc. expenses 6% House "nut" 10%
 
 Ads & publicity 20%
 
 Figure 5.2. Splitting the box-office dollar for a major film.
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 5 FINANCIAL ACCOUNTING IN MOVIES AND TELEVISION
 
 Table 5.9. Selected theatrical winners and losers
 
 Title
 
 Distributor
 
 Year of first release
 
 Est. domestic Est. neg. cost rentals ($ millions) ($ millions)
 
 Winners (high and low budget) Jaws Star Wars Kramer vs. Kramer Airplane Raiders of the Lost Ark E.T. The Extraterrestrial Return of the Jedi Beverly Hills Cop Batman Home Alone Jurassic Park The Lion King Four Weddings & . . . Independence Day Titanic Blair Witch Proj. Spider-Man My Big Fat Greek . . . Diary of a Mad . . .
 
 Universal Lucasfilm/Fox Columbia Paramount Lucasfilm/Fox Universal Lucasfilm/Fox Paramount Warner Fox Universal Disney PolyGram Fox Fox/Paramount Artisan Sony IFL Films Lionsgate
 
 1975 1977 1979 1980 1981 1982 1983 1984 1989 1990 1993 1994 1994 1996 1997 1999 2002 2002 2005
 
 8 11 7 3 22 12 33 14 41 18 70 65 7 65 200					    
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