FINANCING ENTERTAINMENT INDUSTRY VENTURES OUTLINE
Course Materials I
· Introduction

· History of the entertainment industries: In the early days, the industries were dominated by large companies, “majors,” that cranked out movies.  These companies kept all talent under long term contracts.  The “majors” owned all rights to the product, and had total artistic control over it.  

· Now the industry is significantly more fragmented.

· Key Issues: 
· Who will have final say over artistic decisions regarding the project, and who will have final say over financial and business decisions?

· How much of a financial risk is the filmmaker/artist taking?

· How great is the potential for financial return to the filmmaker/artist?

· Is there a liability to repay or reimburse the financing source for any losses?

· Who owns the copyright in the completed work, and who owns and controls all the ancillary and subsidiary rights that may become lucrative (e.g. book publishing, television spinoff, merchandising, etc.)?

· How burdensome and costly is it to put the financing deal together?

· Trends

· There are three articles on pp. 8-12 that discuss the summer movies: 2003, 2005, and 2006.  2003 was very mixed, but down from what it was in 2002.  2005 bombed.  2006 started off with a bang.  
· “Film: As Usual, Unpredictable”: The lesson to be learned here is that the movie industry is totally unpredictable.  P. 23

· “Change is Constant” Markets are constantly changing so you have to constantly adapt to the change to be successful.  P. 13

· German Tax Shelters: There have been many film financing “waves.”  The latest wave, according to this article, is from German tax shelter funds.  This is because Germany has shut down most other tax shelters, so films are one of the last shelters available.  There is a “sexy” appeal to putting money into films.  Also, investors feel more comfortable investing directly in films, rather than in the once high-flying publicly traded German film companies. P. 14
· Hedge Funds

· “Romancing the Hedge Funds”: Paramount came up with offering hedge funds a cut of their internal rate of return.  Not just a cut of a section of the business, this is a cut of the whole business.  This usually runs at around 15%, even when some projects bomb.  But the return can be as high as 28% in blockbuster years (think Titanic or Spiderman).  
· This investment is off the books and doesn’t dilute stock nor weaken the balance sheet.

· Other studios have started to offer hedge funds as well, but they don’t offer a return on the gross of the whole studio.  Warner Bros. has offered hedge funds the opportunity to invest in five movies over five years.  The article suggests that Warner Bros. will only allow the investment to be in crappy movies, not the big money makers like Harry Potter.  
· “Hedge Funds Are the New Mutual Funds”: Hedge funds may follow after mutual funds and underperform compared to indexes.  The S&P Hedge Fund Index only put up 2.49% in 2005.  It is difficult to perform when there is a 1-2% management fee.  There are so many hedge funds out there that they are crowding the spots in the market where they used to make money: tiny inefficiencies and undervalued stocks.  

· Video-On Demand: This is the next step beyond pay-per-view.  Many think this will be a critical part of all digital subscriber packages of the future.
· Special Effects: These are becoming more and more sophisticated, and more popular.

· Convergence in marketing: This is the integration several mediums of entertainment- usually involving the internet e.g. streaming media, live chat, etc.
· Convergence in general is changing the industry as we know it.  Survivor fans chat on the internet and pool information to spoil the surprises.  People discuss movies on discussion boards, every movie now has a state of the art webpage, etc.

· Micromarketing: B/c of cable and the internet there are infinite niches and markets to exploit.

· Glocalization: Micro-specializing within certain cultures, countries, regions, or markets of mass products available elsewhere.  Example: MTV.

· Big corporate team-ups: Hollywood is wooing big business to team up.  Starbucks, for example, teamed up to promote Akeelah and the Bee.  Goog

· Video gaming industry: This is huge now.  

· Independent films: These became popular in the ‘90’s, and now some independent films are actually financed by major studios.  
· Ringtones: These have been a huge success.  Generated $300 million in 2004, according to the article, and were set to generate $600 million in 2005.  One interesting thing about ringtones that we learned in class: At first, companies couldn’t get consumers to buy a ringtone of a song for $5, but they could sell 15 seconds of the song for $3.  

· Online stars: Some people have found fame in cyberspace, like Christine “Forbidden” Dolce, on myspace.  

· Franchises: Some have blown up, like Star Wars, Harry Potter, Spiderman, Batman.  These can become immensely valuable.  For example, you can find almost any kind of merchandise, that has Star Wars stuff on it.  Lunch pails, etc.

· Risk Management

· Risk: The quantifiable likelihood of loss or less-than-expected returns.  Examples: currency risk, inflation risk, principal risk, liquidity risk, etc.

· Chaos theory: Chaos theory shows that it is difficult or impossible to predict long range behavior of chaotic systems.  Chaos theorists have set about constructing deterministic, nonlinear dynamic models that elucidate irregular, unpredictable behavior.  
· Complex systems: Examples ( Ant-hills, ants, human economies, nervous systems, cells and living things, modern energy infrastructures.  

· Definition: The term “complex system” formally refers to a system of many parts which are coupled in a nonlinear fashion.  Natural complex systems are modeled using the mathematical techniques of dynamical systems, which include differential equations, difference equations and maps.  Because they are non-linear, complex systems are more than the sum of their parts because a linear system is subject to the principle of superposition, and hence is literally the sum of its parts, while a nonlinear system is not.  

· “When the ‘yes’ becomes a ‘no’”
· Sometimes it is better off for a studio to pull the plug on a project, even after a lot of money has been spent, than to continue production when they are certain the project will lose money.  

· Further, it makes sense if the level of risk can be determined to an extent that makes it clear to see how much the studio can lose.  

· Risk management: The process of measuring, or assessing risk and then developing strategies to manage the risk.  In general, the strategies employed include: 

· Transferring the risk to another party ( Insurance.

· Avoiding the risk.

· Reducing the negative effect on the risk.

· Accepting some or all of the consequences of a particular risk.  

· Traditional risk management: Focuses on risks stemming from physical or legal causes.

· Financial risk management: Focuses on risks that can be managed using traded financial instruments.  
· Ideal risk management: Prioritization process is followed whereby the risks with the greatest loss and the greatest probability of occurring are handled first, and risks with lower probability of occurrence and lower loss are handled later.

· Steps in the risk management process: 

· (1) Establish the context: Plan the remainder of the process and map out the scope of the exercise, the identity and objectives of stakeholders, the basis upon which risks will be evaluated and define a framework for the process, and agenda for identification and analysis.  

· (2) Identification: 

· Source analysis: Determine where risk may come from.

· Example: Stakeholders.

· Problem analysis: Identify particular threats, and analyze how to prevent the threat from happening.  

· Example: Stakeholders pulling their money from the project.

· Common Risk identification methods p. 39: 

· Objectives-based: What risks will endanger achieving a particular objective?

· Scenario-based: Different scenarios are created and analyzed to determine if any risk exists if particular events happen.
· Taxonomy-based: Questoinnaire is compiled and the answers reveal potential risks ( comp. software can do this now.

· Common-risk Checking: Lists are made of known risks for several industries.

· (3) Assessment: Once risks have been identified, they must be assessed as to their potential severity of loss and probability of occurrence.  

· The biggest difficulty in this is determining the probability of occurrence.  

· Rate of occurrence * Impact of Event = Risk

· MOST IMPORTANT FACTORS IN RISK MANAGEMENT: 

· (1) Risk assessment is performed frequently.

· (2) It is done using as simple methods as possible.  
· (4) Potential Risk Treatments: 
· Transfer

· Causes another party to accept a risk, typically by contract or hedging.  Insurance.
· Avoidance

· Includes not performing an activity that carries risk.
· Reduction (Mitigation)

· Reduces the severity of the loss.  Fire sprinklers are a good example.  
· Acceptance (Retention)

· Accepting the whole loss when it occurs.  Self insurance.
· (5) Create the plan: Decide on the combination of methods to be used for each risk.  Should propose applicable and effective security controls for managing the risks.
· (6) Implementation: Follow all the planned methods i.e. purchase insurance, put in sprinklers, etc.
· (7) Review and evaluation of plan: Always reevaluate plans based on what you have experienced, now know, etc.

· Limitations on Risk Management

· Spending too much time dealing with risk management could actually waste resources and be counter-productive.  

· Areas of Risk Management

· Enterprise RM: A risk is defined as a possible event or circumstance that can have negative influences on the Enterprise in question.  ( see p. 42

· Risk Management and Business Continuity

· These go hand in hand.  Risk management works to prevent risks, while BCP works to deal with risks that are bound to happen, and plans what to do when they do happen.  

· Slate Financing
· Study by Paul Kagan: A random slate of five pictures was not profitable, a random slate of ten pictures was not profitable, but a random slate of twenty five pictures was profitable.  

· One out of 20 pictures garnered a profit, and that profit was enough to offset the losses incurred by the others.  

· Lesson learned: Diversify!  

· William Goldman: A basic truth of the movies business is “Nobody knows anything.”

· “Question of the Day”: Paramount was able to produce Tomb Raider, which cost $94M to make, for only $8.7M out of pocket.  They were creative in getting financing from several sources, including German tax shelters.  This eliminated most of the risk of making this film!
· Portfolio Diversification

· Portfolio: The group name for the entire collection of investments belonging to an investor or held by a financial organization such as a bank, pension fund, etc.

· Diversification: A portfolio strategy designed to reduce exposure to risk by combining a variety of investments, such as stocks, bonds, and real estate, which are unlikely to all move in the same direction.

· Goal is to reduce risk.  Volatility is limited by the fact that not all asset classes, industries, or companies move up and down at the same time.  Downside is that it also reduces upside potential.
· Risk management v. Portfolio management: Risk management focuses on exposure profiles of assets while portfolio management focuses on selection of assets to generate gains or income.

· Diversification v. Hedging: Diversification reduces nonsystematic risk, meaning the risk that one bad investment will kill the overall investment.  Thus, as the number of investments in the portfolio increase, the portfolio’s nonsystematic risk decreases.  

· The remaining risk is called systematic risk.  Systematic risk cannot be diversified out, but it can be hedged.  
· Third Restatement of Trusts §227: Fiduciary duty requires diversification.

· Copyright: Importance of Ownership

SUBJECT MATTER (i.e. what is protected)

1) ORIGINAL WORKS OF AUTHORSHIP FIXED IN A TANGIBLE MEDIUM OF EXPRESSION-originated with the author, i.e. no copies. DOES NOT HAVE TO BE NOVEL

2) FACTS, IDEAS, SCENES A FAIR ARE NOT PROTECTED!:
a) Facts-not protected because did not originate with the author

b) Ideas-sometimes very blurry where ideas end and expression begins

c) Scenes a fair- very common scenes is a particular type of story/work (every war movie is likely to have people shoot).
· Silvers v. Sony: OVERVIEW: At issue was whether an assignee who held an accrued claim for copyright infringement, but who had no legal or beneficial interest in the copyright itself, could institute an action for infringement. The assignee wrote a script of a made-for-television movie, but she did not hold the copyright, as the movie was a work-for-hire that the assignee completed for the assignor. The assignor assigned her all right, title, and interest in any claims against the company with respect to the screenplay. The instant court concluded that the assignee could not institute this action. The bare assignment of an accrued cause of action was impermissible under 17 U.S.C.S. § 501(b). Because that was all that the assignor conveyed, she was not entitled to institute and could not maintain this action against the company for alleged copyright infringement. 17 U.S.C.S. § 501(b) did not say expressly that only a legal or beneficial owner of an exclusive right was entitled to sue. However, under traditional principles of statutory interpretation, Congress's explicit listing of who could sue for copyright infringement was to be understood as an exclusion of others from suing for infringement.
· Subsidiary and Ancillary Uses and Revenues

· “Ancillary Rights” Rights to exploit separately elements taken from the actual film, to help promote the film and drive additional revenue from it.  
· Includes commercial tie-in rights, merchandising rights, literary publishing rights, live tv rights, radio rights, music publishing rights, soundtrack recording rights, and electronic publishing rights.
· “Subsidiary Rights” Rights to create and exploit new, separate works or commercial items apart from the film, but based on it.  

· Includes additional motion picture rights, remake rights, sequel and prequel rights, novelization rights, tv rights, legitimate stage rights, interactive rights, and theme park rights.

· “Incidental Rights” Those customary rights needed to exploit the film itself, in connection with publicizing its release, 

· Limited publication rights (authorizes limited publication from screenplay on which film is based), use of music, use of name, likeness, and voice, and publicity items.
· “Now playing…and playing…and playing”: Films go through “exhibition windows” which is basically a hierarchy of media through which the film is presented to consumers.

· Theaters ( DVD ( PPV ( Premium cable ( Network and cable TV ( syndicated TV

· Branding and Branded Entertainment

· Product placement: Exposing a brand in a program with simple visual or audio presence.  Example: Star actor eats Lucky Charms in the movie.
· This has become very important in e-commerce.

· 24 only uses Ford vehicles.

· This is sometimes accomplished through barter deals: In Natural Born Killers, Oliver Stone agreed to flash the name of a brand of cowboy boots in exchange for two pairs each for him and a bunch of the staff.

· For small movies, the fees range from $50,000 to $250,000.

· In Terminator 3, they raised close to $5M.

· Brand integration:  Participation in a program’s story where the brand is a device to enhance the plot, or the character interactions – or to provide a sense of realism.

· Example: Wonder Bread as a sponsor of Ricky Bobby in Talledega Nights.
· Branded Entertainment: A style of advertising that blends marketing and entertainment, and addresses the growing negative attitude consumers have towards traditional commercials.  

· Example: Gap commercials featuring music stars like Joss Stone, John Legend, and Alanis Morissette.  

· Example: Matchmaker and eharmony.com join to form perfectmatch.com and promote it with a new TV commercial featuring the music artist Vittorio.  Consumers can go to its website and enter a contest to win a private concert.

· Library Value


· App. 35% of a film studio’s annual revenue can come from its film library.  A lot of this comes with the new opportunities that have developed recently by new technology.  


· Example: When George Lucas re-released the original Star Wars trilogy, remastered with new material, it generated $500 million in total revenue.  
· Many music artists have lost the rights to their own compositions.  

· Globalization

· The expansion of social, political, and economic activities across national boundaries, the growing integration of societies across those borders, and the interconnectedness of the cultural and trade flow among them.  

· U.S. popular music, films, and TV have come to dominate public tastes, radio air play, box office revenues and music sales in most world markets.  

· OTOH, the product now is also influenced by tastes from other parts of the world.  

· The internet compounds the globalization of the entertainment industry by giving the world equal access to entertainment. 

· New Technology and its Impact

· In the past, it was though that the advent of new technology was the death knell for the old, like the eight track, to cassette tapes, to CD’s.  

· Studies now have shown that while the shares of each slice of the revenue pie have decreased, the total size of the pie gas grown!

· In the end, the aggregate impact is to benefit the entertainment industry overall, and specifically those who position themselves to take advantage of new opportunities as they arise.  

· Constancy of Consumer Demand

· There are two intriguing consumer countertrends present in today’s marketplace: 

· (1) Entertainment assets are no longer perishable as they once were, if indeed they are indeed perishable at all.

· New media, new technology, and new uses are constantly being devised for repurposing existing content.

· (2) Consumer demand and need for new product hasn’t abated at all and in all likelihood never will.  TV has been called an insatiable beast that needs to devour product nearly 24 hours a day.
· Long Tail Theory

· This was developed by Christopher Anderson in Wired magazine.  He developed this in his blog and on his own for over 2 years before he published the article.

· This theory looks at the death of “common culture” and its replacement by a more fragmented niche-driven culture, and what this holds for our society and business.

· We used to have limited space shelf for books, limited movie theaters, limited Wal-Mart CD racks, etc.  Now, online retailers don’t have the same physical merchandising restraints that limited traditional retailers, and are achieving dramatic drops in the cost of reaching consumers.  

· This allows them to offer seemingly infinite inventory with unlimited variety suitable for individual tastes.  

· Allowing unlimited customer tastes is changing the way people are thinking about merchandising.
· Private Equity Financing





· This is obtaining funds from investors who are not promised any return but hope to share in an enterprise’s profits.  

· This is typically the first type of funding that young enterprise seeks.  

· This is because startups, novice producers, inexperienced filmmakers, etc. rarely have access to other sources.  Not just public financing, but they also can’t get studio financing, bank loans, project financing, development deals, etc.

· It is better to use OPM because so many novice film makers run out of funding before their movie is completed.  

· Forms of Private Equity Financing
· Hitting up one’s friends and family, and their friends and family, etc.
· Pursuing wealthy individuals (“angels”) who might be inclined to finance a particular project b/c of its subject or genre.  

· Approaching private equity and venture capital firms that are in the business of investing in startup ventures.  

· Mortgaging your home or using credit cards.
· Survey of financing tools

· (1) Equity investment from outside sources funding the film company, or in exchange for financial participation in the particular film.

· Equity financing requires the filmmaker to sell interests in either the film or the film company in exchange for funding.  This serves to distribute the risk of the project because the investor only receives his money back if the film shows a return.  

· If filmmaker sells 50% of the investment, for example, then the investor will lose his entire investment if the film is a complete failure.  If the film is a tremendous success, the investor will receive 50% of every dollar of profit – far more than the lender would have received.  [-

· (2) Filmmaker may raise production funds by selling the right to distribute and exhibit the film prior to the film’s creation.

· (3) Filmmaker may use loans to make case available for production.

· This known as debt financing.  Debt financing (loans.  Equity financing ( sale of property.

· Lender, such as a bank, gives the borrower money in exchange for a promise to repay that loan on the time.  The bank makes profit by charging interest on the loan.  Loans place the risk of failure on the borrower, because the lender expects to be repaid whether the film is a success or not.  

· OTOH, although the borrower must pay back the principal and interest regardless of the financial outcome of the film, the lender does not participate in any profits about the interest.  As a result, the borrower stands to make significantly more profit if a successful film is a debt financed film rather than an equity financed.  

· Chart on p. 113 shows the effects of using different financing methods.
· Equity financing softens the losses, but also softens the profits.  Debt financing maximizes profits, but places the entire cost of loss on the filmmaker – and adds the cost of interest to boot.

· Most beneficial situation: Receive 100% of cost of film in equity financing in exchange for less than 100% of the income ( in the range of 25%-30%.  

· Some independent filmmakers, like Spike Lee and Francis Ford Coppola, use their own money to finance films.  There is no restriction on this, but the risk/reward is much greater than OTM.

· The Basic Independent Movie Investment Deal

· Investors get 50% of all net revenues, plus recoupment (usually with interest) of their investment, with obligations to third parties coming out of the producer’s side.

· Here’s how it works: The producer shows the investors that he has a corporate vehicle that owns or controls the package – the right to make the motion picture based on the screenplay along with the elements (director, producer, and main actors), if any, he was able to secure during the packaging step.  

· Investor puts up, or makes it possible for the producer to obtain, 100% of the amount of the production budget.  The producer then causes the production company to make and exploit the movie.  

· From the revenues generated from this exploitation, the amount of money put up by the investor or investors is recouped or paid back (usually plus interest).  

· Once the investor has fully recouped, the net revenues are split equally b/w the investor and the producer forever.  

· If there are third parties who are entitled to a participation in the picture, these third parties are paid from the producer’s 50% of the net revenues.

· Securities Concerns
· Raising financing invariably falls within the ambit of offering a “security” under the broad definition of the federal and state securities laws, and therefore makes the financing subject to such laws.

· Two major securities federal statutes: Securities Act of 1933 & the Securities Act of 1934.

· State securities laws are called “blue sky” laws.

· This first came from Justice Hall, who said these laws “have no more basis than so many feet of ‘blue sky.’”
· Two ways to raise funds when a security is involved:

· (1) If the securities are to be sold to the general public, they must be registered with the SEC, and the offering must comply with extensive statutory offering, disclosure, and reporting requirements.  
· This is called a public offering.  

· (2) Securities must qualify for one of the exemptions from the statutory requirements.   

· This is called a private placement.

· Registration exemption:
· The SEC Act of 1933 makes it a felony to sell or offer to sell unregistered securities, unless the securities or the transaction qualify for exemption from registration.  

· Failure to comply can result in criminal penalties, substantial civil fines, and a halt of the security’s sale, on both the federal and state levels.  

· Registration exemptions differ from state to state.  

· Plus, a federal exemption does not guarantee a state exemption, or vice versa.  And even if the securities offering is exempt from registration, it must still comply with the antifraud provisions of the securities laws.  

· Application to independent filmmaker: 

· It is unthinkable for small, independent companies, and individuals, to attempt the expensive and burdensome route of registering securities for public offering.  The process includes engaging attorneys, accountants, and underwrites to compile far more extensive documents and conduct far more extensive due diligence than is the case in a private placement.  

· It is generally appropriate only for the largest of companies.  

· Small, independent companies and individuals should instead conduct a private placement aimed at qualified investors.
· Producer Concerns: Exemptions from Registration Requirement
· Most common exemptions are set forth in Regulation D, made up of six rules, Rules 501-506, which establish three transactional exemptions from the registration requirements of the 1933 Act.  In addition to below, look at pp. 141-144 during the exam.
· (1) Rule 504: Applies to transactions in which no more than $1M of securities are sold in any consecutive 12 month period.  Rule 504 imposes no ceiling on the # of investors, permits the payment of commissions, and imposes no restrictions on the manner of offering or resale of securities.  It does not have disclosure requirements.  The intent of Rule 504 is to shift the obligation of regulating very small offerings to state “blue sky” administrators, though the offerings continue to be subject to federal anti-fraud provisions and civil liability provisions of the Exchange Act.

· Purchasers receive “restricted” securities, meaning that they may not sell the securities w/out registration.

· (2) Rule 505: Applies to transactions in which not more than $5M of securities is sold in any consecutive 12 month period.  Sales to 35 “non-accredited” investors and to an unlimited # of credited investors are permitted.  An issuer under 505 may not use any general solicitation or general advertising to sell its securities. 
· Purchasers receive “restricted” securities, meaning that they may not sell the securities w/out registration. 

· (3) Rule 506: No dollar limitation.  Available to all issuers for offerings sold to not more than 35 non-accredited purchasers and an unlimited # of accredited investors.

· Unlike 504 and 505, 506 requires an issuer to make a subjective determination that at the time of acquisition of the investment each non-accredited purchaser meets a certain sophistication standard, either individually or in conjunction with a “Purchaser Representative.”  

· 506 also prohibits any general solicitation or advertising.
· Antifraud provisions: Even if you are exempt from registering a security, you and your company will be liable for false and misleading statements, whether oral or written.

· Accredited investor, defined in Rule 501(a):

· (1) Directors, executive officers, and general partners of the issuer, including general partners of general partners in two-tier syndicating.

· (2) Net worth either individually or jointly w/spouse equals or exceeds $1M.  No requirement of liquidity for the $1M ( home, cars, etc. all included in determining net worth.

· (3) Natural person purchasers who have “income” in excess of $200,000 in each of the two most recent years and who reasonably expect an income in excess of $200,00 in the current year (or $300,000  jointly w/spouse).

· (4) Business entity will be treated as a single accredited investor unless it was organized for the specific purpose of acquiring the securities offered, in which case each beneficial owner of the security is counted separately.
· Statutes on pp. 132-137

· Table on p. 9 of Supplement 1 compares Rules 504, 505, and 506.  

· Independent sales offices: These exist specifically to market private placements to the clients with whom they have an established relationship.  

· California Corp. Code §25102(n): CA limited offering ( exempt transactions  p. 137, and p. 144
· Exempts from California state law registration offerings made by CA companies to “qualified purchasers” whose characteristics are similar to, but not the same as, accredited investors under Reg D.  This method allows some methods of general solicitation prior to sales.
· Producer Concerns: Disclosure Requirements and the Private Placement Memorandum
· Even if the financing qualifies for an exemption from registration, it must still comply with the disclosure requirements of the relevant securities laws.  

· This is usually done by preparing and distributing to all prospective investors a detailed written description of the proposed investment and its risks.

· The disclosure document required in a private placement (called a private placement memorandum (PPM), or investment memorandum), must be detailed and thorough, but not as detailed and costly as the disclosure requirement for a public offering (called a prospectus).

· PPM: Describes an investment in an enterprise to potential private investors, and satisfies the issuer’s disclosure obligations.  

· It can approach 200 pages.

· Includes: A complete description of the security offered for sale, the terms of the sales, and fees; capital structure and historical financial statements; a description of the business; summary biographies of the management team; and the numerous risk factors associated with the investment.  

· In practice, not used in angel or VC deals, b/c they are sophisticated investors and due a ton of due diligence on their own.
· Securities Anti-Fraud Provisions p. 144

· Disclosure:

· Failure to disclose all the material facts regarding the investment and its risks can entitle the investor to a complete return of his investment directly from either the filmmaker or the film company.  

· Filmmaker can also be held criminally liable for knowingly misrepresenting the risks involved.  

· All information provided must be accurate, and must be kept updated.  

· The hardest part is determining what facts are material.  Generally, material means that there is a substantial likelihood that the information is important to the investor, and information that a reasonable person would consider important when deciding whether to invest.  In other words, the information is material if there is a substantial likelihood that the information would be considered as having significantly altered the “total mix” of information made available.  

· Include financial details: Use of investment proceeds, allocations and distribution of revenue, fees, and expenses.

· This includes the terms of the investment deal, but it also includes information about the film, the production, the competition, and anything else the filmmaker thought was important to say about the project.

· Rule of Thumb: If you are uncertain if something is material or not, INCLUDE IT.

· If you are an inexperienced film producer, include that your are inexperienced.  Or that the company is new.  

· Include that there is no market for the securities, and that no market is likely to develop.

· Film business is risky, so investors have a good chance of losing all of their money.  

· The offer contains “forward-looking statements.”  IOW, it contains estimates or guesses.  

· There will be a lot of competition.

· You will have to depend on other people when making the film.

· P. 150 has a good list of risks.

· Procedure: PPM is sent out and it includes a “subscription agreement.”  If the investor likes what he reads in the PPM, he fills out the subscription agreement for how many shares he wants, signs it, and sends a check to the producer.  The securities are then issued in accordance with the subscription agreement.  SA’s usually have a minimum investment requirement.  
· SA provides contractual language for the obligations described in the PPM similar in detail to that of the Operating Agreement.  Such terms may include limitations on the transferability of the stock, id of the obligations of the investors, the rights and returns expected, and any other contractual protections offered by the film company or waived by the investors.  

· This is subject to acceptance by the offeror.  Thus, filling out the subscription agreement is an application to invest, not an execution of the contract.

· It is usually accompanied by an INVESTMENT QUESTIONNAIRE, which is used to determine if the investor is accredit and/or sophisticated, as well as the investor’s actual experience in investing.

· If the offeror accepts the investor based on the info. contained in the SA, it countersigns the SA, returns it fully signed to the investor, and deposits the check.  If the offeror does not accept, it returns the SA unsigned with the check to the investor.
· Customary Sections of a PPM

· Securities Legends

· Summary of the Offering

· Forward-Looking Statements Disclaimer

· Exit Strategy

· Risk Factors

· Use of Proceeds

· The Company: Description of the business, products, and/or services, history, market position, key bus. Relationships, etc.  For a single production, it is very detailed on everything about the project.  See. P. 11 of supplement.

· Capitalization of the Company.

· Dilution

· Selected Financial Data: Financial Statements.

· Management’s Discussion and Analysis of Financial Conditions and Results of Operation

· Management and Compensation

· Certain Transactions: Disclosure of any transactions b/w the Company, its shareholders, directors, officers, or affiliates.

· Principal Shareholders

· Terms of the Offering
· Tax Matters

· Legal Matters

· Additional Info.  

· Samples of these are on pp. 12-23 of Supplement 1

· Business Plan v. PPM

· Business plans are similar to PPM’s in that they describe the producer’s career and accomplishments, as well as that of others involved in the project, describes risks, and describes the movie and how it will be made and exploited.  However, it does not describe the characteristics of the deal, and is designed NOT to be an offer for securities.  

· Business plans usually contain a prominent disclaimer in all caps stating that it is not a offer to buy securities.  

· The assumption in the business plan is that the investor and producer will negotiate an agreement for investment.  

· This approach can be abused, and may run afoul of the securities laws if you are not careful.  If using a business plan, be sure to:

· Only target a limited number of accredited investors (and don’t send to unaccredited investors).

· Make sure the investor hires a lawyer to engage in negotiations.

· Ensure the full truth and disclosure of the risks made in the business plan and during the negotiations.  

· Investor Liability

· SEC Act of 1933 allows injured parties to bring civil suits against the issuers, and other involved parties, for damages incurred as a result of purchasing unregistered securities.  

· Even when securities are exempt, or registered under the Act, disgruntled investors can sue for alleged failure to make full and complete disclosure as required by the statute, particularly of the risks associated with the investment.  

· There have been several class action suits claiming substantial damages from the issuer and usually the broker/dealer involved in the offering.

· Attorneys involved in facilitating such offerings have also been held liable under an “aiding and abetting” theory.

· An investor that is sophisticated will have a weak argument that he was duped by non-disclosures.  Criteria of Investor Sophistication: 

· Investment experience.

· Professional status.

· History of speculative investments.

· Government or business experience.

· Professional experience.

· General familiarity with securities transactions.

· More stuff listed on pp. 159-160.

· Investor Concerns: Risk

· Common situations that warrant disclosure in a PPM:
· An absence of operating history
· Lack of profitable operations in recent periods.
· The company’s general financial condition.
· Lack of a trading market for the securities or restrictions against transfer.
· Conflicts of interest b/w the company and its management.
· Reliance on the efforts of a single individual.
· Producer/Creative Expertise

· Disclosure of the biographies of the personnel (director, screenwriter, etc.) are always featured prominently in PPM’s because the track record of these people is one of the largest factors in predicting success of most entertainment projects.
· Err on the side of disclosure if any of the key personnel has been responsible for a noteworthy failure.
· Should disclose if this is the first project the personnel is working on.
· Investors should research the key personnel to see if they are legit.  Search imdb.com to see how their past movies have performed.  Do a Google search to see if they have been subject to past litigation.
· Cost and Revenue Projections
· Offeror should prepare extremely conservative estimates, and not clearly and prominently that the figures are the best good-faith estimates that can be made at the time of the PPM’s preparation, and that they are expected to change before final figures are “locked” and the final budget approved immediately prior to the commencement of principal photography.
· Disclosures
· Eckstein v. Balcor Film Investors: Lesson to be learned from this case is that as soon as an investment proves disappointing, one or more petulant investors will insist that the loss was somehow the offeror’s fault and that nothing will deter a determined, disappointed investor from suing.  
· Accordingly, all investor materials should be drafted keeping in mind that they need to irrefutably establish the offeror’s case in the inevitable investor litigation that will arise down the road.
· Investor Concerns: Return: 

· Two major items of concern to investors: (1) the percentage of profits received by the producer payable to them, and (2) the priority in which that payment will be made.
· Amount of return offered is also important, but the investors are more concerned that they can get return first, before they are concerned with the amount of return.   
· Most common is for a producer to share the profits equally with the investors, i.e., 50% to each.
· MISSING P. 37 FROM SUPPLEMENT HERE…GET FROM JEFF
· Producer Fees and Overhead: The filmmaker, as manager of the LLC, may choose to receive some portion of the revenue as payment for services provided.  
· This payment must be fully disclosed.  
· This payment is akin to the producer’s fees charged to the studio.  
· If most people are working without pay, and the investment is high risk, it may be appropriate for the producer to forego any producer’s payment.  
· Mutual Concerns

· Escrow Account: Investors’ money, as it is being raised, is usually deposited into a 3rd party escrow account, and may only be released into the film’s production account (for use by the producer on production costs) when a certain total is reached.  
· Purpose is to prevent the producer from beginning to spend investors’ money prematurely, before enough has been received to assure that the film can be produced.  
· However, producers often do need to begin spending money during pre-production before the full budget has been deposited.  A common scenario is for the producer to get just enough money to film the movie, but not for post-production costs.  
·  Division of Proceeds: 
· Waterfalls and Corridors: These are industry terms for the division of proceeds from an enterprise.  Both are simply images that help people to visualize and articulate to others how these arrangements are structured and can be manipulated.  
· Waterfalls: Think of a waterfall which first fills up a bucket, then overflows into another bucket, which then flows into two more…like a champagne fountain at a wedding.  
· Corridors: Series of sequential entitlements to proceeds or profits derived from the exploitation of a film or other property.  Corridors are negotiated to establish which parties recoup ahead of others, and how quickly.
· NEED THE DIAGRAM.  NOT IN THE SUPPLEMENTAL MATERIALS.
· Pro Rata and Pari Passu
· Pro rata: Proportionately.  For example, provisions shall be distributed one-half to investors in proportion to the number of shares or units they own, and one-half to the Producer.
· Example: “From the remaining Distributable Proceeds, if any, 50% to the Shareholders pro rata in accordance with the number of Shares held by each Shareholder, and 50% to Producer.”
· Pari passu: Payments are to be made at the same time as, and every time that, any payments are made to another specified party or parties.  For example, a producer might decide to collapse the fourth and fifth positions in the standard order into a single “corridor,” by dividing the “pot” at this stage into two separate havles: 
· To the extent there are proceeds available at this stage, investors are paid back their investment out of one-half, and second-tier talent are paid their deferments out of the other half.
· Example: “Performer shall be paid the Deferment pari passu with any payments to the Picture’s Investors in respect of recouping their investments in the Picture, and out of 50% of the Proceeds available for distribution at such time.”
· Interest
· Some deals offer investors not only recoupment of their investment, but also interest on their investment, as specified in the contract.  This is intended to compensate for foregone interest if they kept the money in an interest bearing account, rather than investing.  
· Additional Liability Issues
· Business Entity Structure: 
· 3 key issues: 
· Limited liability for both passive investors and active managers alike.
· Tax treatment of both profits and losses.
· Flexibility of management control and internal governance.
· Typical structure for a venture like this is C corp., S corp., LP, or an LLC.  
· LP’s are not as popular as they once were.  Tax losses, since 1986, are now limited to actual investment. 
· LLP is used also, but all the partners have the same control, and this is not suitable for an entertainment venture.
· LLLP is newer, and it is like a LP in which the liability of the GP is limited.
· LLC is the best choice for many independent filmmakers.  
· Operating agreement is more flexible than corporate bylaws for structuring the film company operations.  
· It provides limited liability protection.  
· Films financed w/outside investors: Traditional corporate structure may serve as the best vehicle.  
· Multiple classes of stock and shareholders’ agreements can achieve the same result of an Operating Agreement.
· Tax advantages have little value for the film company, since the investors are more interested in the long-term growth of the investment that short-term losses for tax purposes.
· For guerilla filmmakers and independents, there may not be a benefit to forming a separate entity, unless the entity is seeking investment financing.
· Limited liability only shields the filmmaker from liability as an officer or director of the business, so it isn’t valuable to shield him from liability for accidents he caused or for failure to supervise cast or crew.
· If the size of the project increases, then the filmmaker may be better off switching to a corporation or LLC.  
· Insurance
· Both the producer and investor should be concerned that the producer obtains proper insurance for the enterprise.  
· This includes casualty liability and business interruption insurance.
· Companies involved with film or tv production need to obtain other special insurance policies, referred to as the “standard production package”: 

· E&O insurance: Covers liability for mistakes, negligence, or errors and omissions.

· Production E&O covers any defects that emerge in the production’s chain of title.

· Casualty liability: Covers losses for accidents to anyone.

· Property Damage liability: Covers damage to property while filming.

· Cast: Covers any losses due to a cast member’s inability to perform due to accident, illness, or death.  

· For essential performers: Insurers will require a medical examination before undertaking to insure all costs caused by the performer’s non-performance – which at worst could be the entire costs spent on production.  Individuals known to be habitual drug users may be required to take a drug test (Gary Busey).

· Negative: Covers the loss, damage, or destruction of the completed film master negative.  

· Faulty Camera: Covers malfunction by camera equipment that impedes shooting.  Example: Filming in a remote location and camera breaks down.  May halt production for awhile.

· Faulty stock: Covers faulty film stock.  Usuall, “dailies” are reviewed on a daily basis to monitor the production and see the technical and artistic quality of the footage.  

· Vehicles

· Props, sets and wardrobe: Usually covered under a single policy.  

· *Many of these are particularly important for TV commercials, because they are shot on a tight schedule, with limited availability of the talent, and often in remote locations*

· Customarily, each policy will cover up to $1M per incident, and up to $3M total for the production.

· Budget and Contingency
· Investors should make sure that the budget for any particular project is professionally prepared, and realistic.  

· So many things are unpredictable, so it is very difficult to accurately predict the production cost.

· Contingency: Because of the unpredictability, most budgets include a 10% contingency amount, that essentially gives the production a 10% cushion in case it runs over budget.  There are three important reasons for this:

· (1) Underbudgeting: This happens frequently, and thus the contingency can soften the blow in case this happens.  

· (2) Uncovered items: Events can happen that will uncover items that weren’t budgeted for.

· (3) Excluded or uninsured items: Some things may be excluded or not covered, such as costs directly caused by the gross or willful negligence of anyone involved in the production.

· Insurance companies will often deny claims, regardless of merit, b/c they don’t think you have the resources to challenge.

· TALENT COMPENSATION AS A FINANCING TOOL
· Major studios are signatories to agreements with the various guilds.  This obligates them to produce films only under the auspices of those guilds i.e. only to use guild members, and to adhere to all of the provisions in the agreements between each of those guilds and the producers and studios who have signed with them.  

· One of the biggest provisions in these contracts or those that provide for minimum compensation to paid for different tasks.

· It costs approximately 30% more to make a movie with union workers.

· Independent companies have the option of not signing with any guilds and proceeding with non-union employees, or of only signing with the guilds that they choose.
· For example, a director could hire union actors but a non-union director.

· To attract smaller companies, guilds now offer a special agreement for low budget films, permitting them to engage guild members buy pay lower, more appropriate compensation rates.  

· When a small company wants to use an actor or director who’s pay is well beyond the minimum, but they can’t afford to pay the money up front, they will arrange to pay the talent the minimum “scale” as fixed comp., with the balance of the talent’s customary fee paid as deferred compensation.  

· In exchange for deferring compensation, and helping to keep production costs down, the talent may also be promised some share of the film’s proceeds, to share in any success it may have at the box office.

· Small film companies may do this for others as well, such as the cast, crew, and service providers.  These contingent payments must be planned for carefully and incorporated into the budgeting process, as well as clearly defined as to who will receive returns first.

· One way to do this is to simply defer all expenses until revenues come in i.e. the crew works for free, but gets paid once the first revenue is paid.

· Investors often get a return of capital before the producer takes her portion as gross revenue.  They are often entitled to 125% of their initial investment before the producer receives payment.  

· The Operating Agreement needs to specify the priority of the payments made to those getting deffered comp.

· This can get really tricky when all the expenses are deferred and money only trickles in.  Each class of deferments should be treated pro rata.  Thus, if the total pool of salaries was $50,000, and a $5,000 payment comes in, each person would get 10% of their salary.

· Be VERY specific.  Do the credit cards get paid before the crew?  Does the office rent get paid before the equipment leases?  Everything must be clearly prioritized.

· Also, clearly spell out what the filmmaker is getting paid, and in what order, especially if he is getting paid for different roles (director, actor, screenwriter, editor, producer, etc.).  

· *All of this planning is crucial to avoid bad feelings and legal problems*
· “Crash” had a major problem with this.

· SLATE FINANCING
· Risk Diversification: The main appeal of slate financing is that it achieves investment risk diversification.  This gives the investment a greater statistical likelihood of success.
· This is also advantageous to the producer who succeeds in this format.  Investor’s who were pleased with the first slate will want to invest in the next slate.

· Cross-Collateralization: This is a tool by which a single investment vehicle that consists of a pool of a number of assets effectuates the inherent diversification of such an arrangement; this is accomplished in how returns owed to investors are calculated.  

· In simple terms: The performance returned to investors is calculated based on the earnings of all of the movies as a whole, rather than based on the performance of individual projects.
· These can get complicated.  For example, the investor may get 50% of profits from movie 1, 40% from 2, 55% from 3, etc.

· The return is not calculated after each movie.  Instead, it is calculated when all are completed.  Thus, if the first picture is profitable, you won’t receive any profits right away.
COURSE MATERIALS II

DISTRIBUTOR FINANCING

· Some larger distributors commonly supply a substantial portion of the financing needed to produce those products.  They do this for two reasons: 
· (1) It assures them a steady flow of the products they rely on for their own business.

· (2) It often obtains for them more favorable terms from the manufacturer than those offered to their competitors, and more favorable than the terms the manufacturer would offer if it needed to find financing elsewhere.

· Film studios are primarily distribution companies that derive their revenues from the theatrical exhibition and other exploitation of motion pictures.

· They may find it cheaper to finance their own films than to pay for films produced by others (cut out the middle men).  This may not always be the case b/c the studio has to pay union scale and pay huge overhead, where the independent filmmaker may not.

· Two ways that studios finance films that have been developed and brought to them by independent producers:

· (1) They can simply agree to pay the production costs as and when they come due, on a week-by-week basis, from pre-production all the way through post-production.  

· This is “studio financing” and the studio is highly involved in the development of the picture.

· (2) Negative Pickup Deal: Studio agrees to reimburse the producer for all of the film’s production expenses once the picture is completed and delivered to the studio for distribution.  

· Studio “picks up” the negative when it is completed, hence the name.

· Cable companies have been doing this lately, like HBO.  This is called end-user financing when cable companies do this.

· THE “NEGATIVE PICKUP”: DEAL STRUCTURE AND PARTIES

· The negative pickup deal is a form of debt financing.  Debt financing is senior to equity financing.
· Risk/reward tradeoff: Debt holders are only entitled to repayment of the loan plus interest, so they it doesn’t have the big upside that equity financing does.  OTOH, debt holders have less risk because the debt is senior to equity.

· Leverage: Companies use debt financing to create leverage.  A successful project will increase the companies ROI because less money was at risk.  

· Overview: 

· Producer negotiates a negative pickup distribution agreement with a reputable distributor.  Such agreement provides for the distributor to make a payment to the producer, if and when the producer delivers the film to the distributor in accordance with the agreement’s specifications, in the amount of the film’s total production costs + the producer’s fee.  
· This negative pickup agreement can then be collateralized for a loan at a bank.  The agreement with the bank includes the distributor’s payment obligation + all the rights to the film itself.

· Once this is secured, finding a bank to lend is pretty easy.

· The difficult part is finding the distributor willing to do this b/c it has to be willing to spend the necessary amount on an advertising and marketing campaign that may not be recouped if the film isn’t successful.  
· Why would a studio ever do a NP deal rather than just buying the rights to make the film, and make it themselves?

· (1) An independent producer can likely produce the film at less costs than a major studio, b/c it doesn’t have to pay union scale.

· (2) Studio may not to put itself at risk during the production phase.

· (3) Postpones payment ( studio may be stretched thin during the time it will be developed.

· (4) Studios may do this to circumvent union regulations.  

· Studio sometimes buys and greenlights a project, then sets up a “specially created production company” (“SPC”) that is not owned by it, but owned by someone friendly to the studio.  Thus, the production is “independent” and circumvents the unions.
· Completion Bond: Bank requires this to assure that the film will in fact get completed and delivered to the distributor as required under the distribution agreement.  
· Producer furnishes the bond by paying a reputable bond company to issue a completion bond.  This is essentially an insurance policy, in which the completion bond company guarantees to the bond’s beneficiary (the lender) that either:

· (i) it will pay any cost overruns, so that the lender doesn’t have to advance any further loans for the picture to be completed and satisfactorily deliverd; or

· (ii) if the picture has to be abandoned, it will reimburse the lender in full for all amounts that the lender has loaned up until that date.  

· Parties Involved: the producer, the distributor, the lender, the completion guarantor, and the film laboratory.

· Six key documents: 

· Negative Pickup Distribution Agreement ( Between distributor and producer

· Loan and Security Agreement ( producer and lender

· Completion Guaranty ( guarantor and lender

· Completion Agreement ( guarantor and producer

· Laboratory pledgeholder agreement ( all five parties

· Interparty agreement ( all five parties

· INSERT PART FROM P. 17 ABOUT EXPEDITING REPLACEMENT OF TALENT

· Lender Concerns

· Its only concern is being repaid the principal of the loan plus the agreed upon interest, and fees.  They don’t care if the movie is a success, or if it is even completed.  They just want to get paid.  
· Collateral: Lender wants to make sure that if it has to foreclose, the collateral package is valuable enough to repay the defaulted loan.

· Due diligence: Bank will have its attorneys conduct a due diligence review of the appropriate books, records, and documents to confirm that all the reps and warranties made by the borrower about itself and the collateral are true.

· Should review financial documents, as well as a certified copy of borrower’s organizational documents, certificates indicating the borrower’s directors have authority to enter into the transaction, etc.

· Chain of Title Copyright Reports: Thomson and Thomson searches the records and prepares a report.  This gives assurance to lender that borrower does in fact have a superior claim to title over any rival claimants.

· Chain of Title Opinions

· Titles, Title Reports, and Title Opinions

· Loan Coverage: Lender wants to ensure that the collateral has sufficient FMV that if the borrower defaults and the collateral has to be foreclosed and sold, it will satisfy the unpaid debt.  Bank will usually loan no more than 80% of the FMV of the collateral to give the loan a cushion.
· Valuation: 

· Distributor creditworthiness: Major studios have great credit, so lender will generally give 100% of value of collateral.  Lenders will only 50%-80% for smaller, less creditworthy lenders, and producer will have to get the rest elsewhere.

· Foreign Presale and Gap Financing: Valuation Issues

· Security Interests

· UCC §1-201 (b)(35) “Security interest” means an interest in personal property or fixtures which secures payment or performance of an obligation…

· UCC §9-601 Secured parties’ rights: (a) after default, a secured party has the rights provided in this part and, except as otherwise provided in §9-602, those provided by agreement of the parties.  A secured party: 

· (1) may reduce a claim to judgment, foreclose, or otherwise enforce the claim, security interest, or agricultural lien by any available judicial procedure; and 

· (2) if the collateral is documents, may proceed either as to the documents or as to the goods they cover.

· (f) Execution sale: A sale pursuant to an execution is a foreclosure of the security interest or agricultural lien by judicial procedure w/in the meaning of this section.  A secured party may purchase at the sale and thereafter hold the collateral free of any other requirements of this article.
· Perfection: This is the step by which a security interest, once granted, becomes enforceable as against third parties.  An unperfected security interest is subordinate to various other types of rights in the same collateral, including, among others: 

· (1) anyone with a perfected security interest; 

· (2) anyone with an unperfected security interest that became enforceable against the debtor first; 

· (3) a lien creditor; and 

· (4) subject to some exceptions, a buyer, lessee, or licensee of the collateral who gives value and receives delivery of it without knowledge of the security interest.  

· Perfected secured creditors go to the “front of the line” in the distribution of proceeds ( even over other secured creditors that have not perfected.
· Perfection’s bifurcated regime: UCC is to “step back” and is preempted by any federal statute that spells out a procedure for perfecting a security interest in a particular class of collateral. 

· Copyright is a federal statute, and therefore preempts the UCC.
· Copyright Act governs how to perfect a security interest to the extent that some of the items of collateral are subject to the Copyright Act, and the UCC governs perfection for all other items of collateral (i.e., those that are not within the coverage of the Copyright Act).

· (1) Copyright Act provides for document recordation

· (2) Copyright mortgages are among the documents that may be so recorded.

· A security interest in some item or property of a copyright nature is itself a copyright interest.

· Thus, the perfection of the security interest in the copyright must be governed by the provisions of the Copyright Act, and not those of the UCC.

· (3) Effect of Copyright Office recordation: Gives all persons constructive notice of the facts stated in the recorded document.
· (4) Copyright Act’s federal registry scheme preempts state UCC registries.  

· Thus, entertainment collateral falls under a bifurcated regime, in which there must be two separate sets of security documents and two sets of security filings – one filing with the U.S. Copyright Office in Wash. D.C. pursuant to the Copyright Act, and one under the UCC in each relevant state (generally in the office of the Secretary of State).  ( This was confirmed in Peregrine.  Accordingly, copyright registration is a necessary step under applicable law for a security interest in a copyright to be perfected.

· In Re World Auxiliary Power Co.
· The holding in this case was that if you have an unregistered copyright, register it with the secretary of state (UCC governs)
· Prof. thinks this is ridiculous because the Copyright Act clearly protects a copyright whether its registered or not, and therefore preempts the UCC.
· In re Avalon Software: Bank filed UCC financing statement to perfect unregistered copyright pursuant to In re World Auxiliary.  Court said did not perfect its interest, b/c must file with US Copyright to perfect interest, whether the copyright was registered or not.
· Undetermined issue: What relating to the film, tv, musical, or theatrical production being finance falls under the rubric of “copyright”?  Do the costumes, sets, and props?  Cars and helicopters?

· PP. 51-58 details what is covered by the Copyright Act and what is covered by the UCC.

· In re AEG Acquisition Corp.: Requirement of Copyright Office filing and registration to perfect a security interest in a copyright doesn’t violate Art. 5(2) of the Berne Convention.
· Priority with respecting to competing claims to the copyright interest:

· UCC: Perfected security interest has priority over an unperfected security interest.  Conflicting perfected security interests rank according to priority in time of filing or perfection.  

· Other UCC priority rules govern collateral perfected by control ( A secured party with control over the collateral has priority over a competing claim without control.  If both parties have control, the one who acquired control first has priority over the other.  
· Copyright Act: Priority given by the time each document was signed, provided however that the underlying works are registered, and recorded within the applicable grace period after signing (one month if executed in US, two months is outside).

· Thus, it is possible that secured party A (which signed and promptly filed its UCC and copyright filings) will have priority over collateral subject to the UCC but secured party B (which signed docs a week before A, but took 20 days to submit its filings) will have priority over collateral subject to the Copyright Act.

· Accordingly, one secured creditor could come into possession (under UCC) of all film’s physical materials, but another secured creditor could come into possession (under Copyright Act) of the film’s copyright and distribution rights.  Result: A would have the physical film materials, but lack of right to exploit them, B would have the legal right to exploit, but the lack of physical elements to do so.
· Subordination: Parties can negotiate on their own to subordinate rights to each other.  This is what an interparty agreement does.

· Its always better for a secured party to perfect an interest, rather than to rely exclusively on a contract for senior priority.
· Bankruptcy Concerns pp. 67-75

· Producer Concerns: Isolation of Collateral

· If producer defaults on the loan, lender will foreclose on all of the collateral.  But since the collateral includes all the property the borrower owns, the lender may end up taking producer’s business office, bank accounts, office leases, payroll, vehicles, etc.

· To protect from this: Have each film produced by a separate stand alone company that is created just for the purpose of producing a single film.

· Producer grants the single-purpose production company a one-picture license.  Thus, all the ancillary rights, e.g. sequel, remake, tv spinoff, live state, etc., remain insulated in the producer’s company, and not in the separate production company where they would also be vulnerable to forfeiture.
· Producer Concerns: Interest Rate Options

· Banks often offer different rates, that the borrower can choose from.  The better the credit, the better the rate offered.

·  Producer Concerns: Covenant and Notice Compliance

· Counsel should implement a compliance monitoring system to make sure it is complying with all the covenants and notice provisions in the deal.
· Producer Concerns: Breakage Costs

· Producer doesn’t want to have to pay a prepayment penalty or breakage costs.
· Guarantor Concerns: Completion Guarantee Exclusions

· Excluded Costs: There are certain costs the guarantor will not want to be responsible for.  These are generally optional, and not absolutely essential for the distributor to be able to distribute the film. 

· Examples: Over-budget music costs, “cover shots” (shots made for airplanes or tv that are less violent or less sexual).

· Excluded Risks: Those risks that the producer has another way of mitigating e.g. obtaining E&O insurance or recutting the film to obtain a desired MPAA rating.

· Guarantor Concerns: Common Problems, Risks, and Solutions

· Essential Elements and Talent Replacement: The distributor may require that a particular actor, director, etc. be a part of the movie, without any exceptions.  This is called an essential element.  There is no way around this.  


· Best alternative is to provide that the distributor, producer, and guarantor may, if each of them agrees, negotiate a mutually acceptable replacement for the missing required element.

· If the talent is not a required element, the interparty agreement should lay out procedures for expediting replacing talent.

· Uninsured Risks and Denial of Liability: There are always some things that are not covered by insurance that the producer needs to find ways to protect against:

· If the amount of losses (either for a single occurrence, or the aggregate for all occurrences under a particular policy) exceed the specified limit of coverage in the applicable insurance policy; 

· If the cost is an excluded cost or the loss is due to an excluded risk;

· If the loss is due to willful or gross negligence, rather than simple negligence; or

· If anything relevant asserted by or on behalf of the producer or a covered individual in any of the insurance application forms turns out of have been untrue.

· *Make sure all insurance applications and forms are true and accurate, and fully disclose everything asked*
· Foreign Presales

· These are similar to negative pickup deals.  Difference b/w negative pickup deal:

· NPD ( Major US studio picks up all the worldwide rights in the film, and its payment is called a “purchase price.”

· FPS ( Producer hires a sales agent who solicits and obtains numerous distribution agreements from foreign distributors around the world, each licensing a certain portion of the world or territory.  The payments are characterized as “distribution advances.”

· If the film is a success, it is better to wait before you sell the foreign rights, and vice versa.  Producers seek it for two reasons: 

· (1) They need the money to finance the production, and have no other alternatives.

· (2) They don’t set out to make a disappointing film.  They believe the film will be at least as good as what they anticipated when they  made the pitch.
· Foreign banks aren’t nearly as reliable at paying up.  Banks are aware of this and know which banks will “slow pay” or “no pay.”

· Some foreign distributors won’t pay until they need their next money, and then they’ll pony up.  They are usually the best or only way to distribute in a particular territory, and that’s how they stay in business, despite poor business habits.

· Banks will only lend 50% for the less reliable ones, and zero for the least reliable.

· Accordingly, it is crucial to determine how much lenders will give you for foreign presales to particular foreign distributors.

· Also, since FPS are done territory-by-territory, you don’t need to sell every territory to get the money you need.  

· Gap Financing

· This is raising the money that is the shortfall b/w what you have raised through all approaches discussed above, and the cost of production.  Generally two ways to do this: 
· (1) Sell the domestic license and distribution rights (for North America)

· These are usually last to go b/c producer wants to keep these b/c they are the most valuable, and he wants to sell them with a completed film in hopes that it will generate more revenue.

· (2) Use specialty lenders: These are secured by whatever collateral the producer has left, and are more expensive than other forms of debt, due to the risk of not having as good of collateral.  They still require all the things that other lenders require: completion guaranty, chain of title review, full insurance package, and a secured collateral package.
· The loan is essentially based on projections of how much the producer will get from distribution agreements with unsold territories.  They follow a rule of thumb for certain territories to determine how much the movie should be worth i.e. U.K. is 12%, Japan is 10%, etc.  Add up the percentages and multiply by production cost to get what the lender is willing to loan.

Course materials 3
STUDIO FINANCING

· In exchange for the studio or label taking care of all the financing and business concerns, the artist gives up having total creative autonomy.

· Thus studio will insist that: 

· it will own the copyright to the film or project,

· it will have some, if not all, creative control over the project, and usually its view on what will be commercially successful is to be followed whenever there is a difference of artistic opinion, 

· the producer/artist will receive only a limited back-end participation, and will instead have to look to an up-front fixed fee for the bulk of his compensation, and

· the producer’s credit will be negotiated, with the studio resisting any “credit inflation,” and wanting to give the producer as a modest a credit as possible.

· *Only the top producers can negotiate more favorable terms*

· Studio usually makes all decisions on the “final cut” of the film.  Very few directors – only the most respected and successful – get a say in the final cut.  
· Director’s cut: This is the version that the director prepares and gives to the studio.  The studio then do what they wish with the film and edit to get what they want.

· Producers prefer the more challenging rout of independent financing b/c they get to retain control, when the film is particularly artistic or requires a high level of creative effort.

· Main Studios: Disney, MGM, Paramount, Sony (Columbia and Tri-Star are divisions), Twentieth Century-Fox, Universal, and Warner Bros.  
· When independent films starting becoming popular in the 90’s, like Pulp Fiction, major studios started buying up independent filmmakers.

· Basic Structure of Studio Financing 

· Starts with producer assigning all of his rights in the project to the studio.  The studio then takes over financing and cash-flowing the film, and becomes the film’s author and copyright owner, and the original producer becomes an employee for hire.

· Studio doesn’t guarantee that the film will be produced.  Instead it enters into an agreement that details what will happen when and if the film gets produced.  The key points of the deal are: 

· Development Fee: A fee for the efforts the producer has already made.

· Producer Fee: These are based on “quotes,” the most recent fee he has received + an increase.  For a first time producer, this depends on his prior experience, and the value of what he has brought to the studio.

· Deferment: The studio will often want to defer some of the producer fee.

· Credit: These are highly negotiated and vary.

· Turnaround Right: This allows producer to reacquire the film if the studio decides to abandon the project.  Usually this is limited to a short time to find another studio to produce the film, often one year.  If successful, the producer must reimburse the first studio for any money spent so far, which usually comes from the second studio.  
· Once the deal is made the studio sets up its own structure to produce the film.  This is generally done via a “P/F/D” (production-finance-distribution) agreement or via a “PSA” (production services agreement) arrangement.

· Production-Finance-Distribution Agreement (P/F/D)
· Studio ties up worldwide distribution rights from the beginning, based on superior negotiating power.  

· Producer should negotiate a large advance, and not expect to receive much, if anything, from net profit participation in the deal.
· Participation is defined in the contract.  Thus, the film may make millions, but the producer won’t receive anything b/c the participation delineated in the contract was not triggered by the accounting.

· Production Services Agreements (PSA) and the Work for Hire Doctrine
· A single purpose company is created, just to serve as the production company for the film.  The company is then engaged by the studio as an employee acting under the studio’s supervision.  

· Work-for-hire doctrine: Basically, the employer is considered the author for copyright purposes.
· This is provided in the Copyright Act.

· For countries that don’t have this doctrine, the person who actually creates the work is both its author and the original copyright owner.  This can trigger problems in countries where the original authors continue to hold “moral rights” and can enjoin the work from being edited or altered w/out consent.

· To be safe, these work-for-hire agreements recite that to the extent that the work for hire doctrine doesn’t apply, the “employee” assigns all of his rights in and to the work to the “employer” and, to the max. extent possible, waives his moral rights.
· These are typically used where legal or tax restraints make it preferable for the studio to be the author/initial copyright owner.  
· Studio Co-Financings and Co-Productions
· Co-financing: Studios split financing of a film.  Usually one acts as the lead.
· Co-production: Two production companies join together.  Usually they are from different countries.  
· Pp. 10-14
CORPORATE DEBT FINANCING
· Producer forms his own production company, and obtains a bank loan to fund all of his own company’s films.

· Lines of Credit: Often a good solution for short-term capital needs.  Borrower only pays interest on money actually used, even if more was applied for and approved.  These are usually secured in the entertainment industry.

· Term Loans: Most appropriate for financing the purchase of equipment, vehicles, or machinery.

· Letters of Credit: These are used when required to put up performance bonds.  

· Revolving Lines of Credit: See below.
· Commercial Real Estate Loans: May need construction loans to build new offices or production facilities, or ordinary commercial mortgage loans to purchase existing spaces.

· Revolving Credit Facilities
· Basics: Borrower grants a security interest in its receivables and/or inventory to the lender as collateral to secure the loan.  This grant of security interest creates the borrowing base for the loan.  As receivables are paid, the cash is turned over to the lender to pay down the loan balance.  When the borrower needs additional working capital, the borrower requests another advance (or “draw down”).  The lender manages a revolving credit facility and the related collateral in order to offer the borrower the largest possible loan amount at any given time.
· Lender Concerns: Lender has all the same concerns as in a single project loan, discussed above.  But also:

· Key person provisions and insurance: The ongoing participation of one or more of the enterprise’s top managers is critical to the enterprise’s continuing viability.  
· Lock key people in with contractual covenants, golden handcuff provisions, etc.

· Get key man insurance and key individuals in case of accident, illness, or death.  

· Borrower Concerns: 

· Fees: Revolving credit facilities generally carry fees in addition to those carried by single loans, and these can be very expensive.  

· Cost-Effective Analysis: Company needs to do a cost/benefit analysis to determine if using this is actually beneficial, after all the additional fees.  It is very prestigious for a company to get one of these, so that is an added benefit, but it may not outweigh the costs.  Furthermore, the company still has to involve lawyers each time it takes some of the credit, which may be just as expensive as taking out a whole new loan.

· Securitized Facilities

· This is when an artist securitizes its work, such as its music library.  Often done by issuing bonds which gives the purchase rights to the revenue stream generated by his or her music library (or a film or tv company selling the future revenue stream to its film or tv library).  
· Most often done by aging artists that want a more secure and diversified portfolio.
· Some of these have wound up in litigation.
· David Pullman was the first to start this, and did it with David Bowie.  Hence the name “Bowie Bonds.”  He has done it with many other artists since.  Pullman calls them “Pullman Bonds.”  
· He has also done these for John Steinbeck and the cartoon character Casper the Friendly Ghost.  This has expanded to video games, sports players, the World Cup, tourist attractions, circuses, and casinos.  
· Pullman Group, LLC v. Prudential Insurance: Pullman sued – unsuccessfully – to prevent others from using the technique he had developed on the argument that it constituted a trade secret that he had personally developed.  
· Holding: Even if this is a trade secret, he created them when working for someone else, and thus his employer owned pursuant to the work-for-hire doctrine.
DEVELOPMENT FINANCING
· This is financing for the development phase of projects, which eventually becomes part of the production cost.

· This is very difficult to get.  Producer wants the money before there is a promising project put together.  He wants the money to acquire properties and to hire screenwriters both to write commissioned plays and to do re-writes.  

· Possible sources are strategic investors – those who have a particular reason to be interested in a film project beyond sharing in its potential profits.  These can include foreign distribution companies or tv companies that are always looking for new desirable product.  

· Term Deals: First-Look and Housekeeping Deals
· First Look: Company B pays a substantial annual fee to Company A for the exclusive right to see Company A’s projects first, before any competitors.  Company B isn’t obligated to produce any of these projects, but can choose to do so on a project-by-project basis before competing companies even get to see them.   First-look deals are of mutual benefit: the larger company obtains access to potential projects before its competitors from a likely source of good projects, and the smaller company (or ind. Producer) obtains a fixed amount of income to defray expenses, even if the larger company doesn’t produce any of the offered projects.  Technically, this is a development deal, only intended to absorb the smaller company’s development costs, but the fees may be sufficient for some excess to help pay for overhead expenses as well.
· Housekeeping deal: Intended to pay for the smaller company’s overhead and development costs alike, including some staff salaries.  Thus, the larger company pays the smaller company an even larger annual fee than in a first-look deal.  If the larger company is a studio, it may also furnish the smaller company with offices and services on the studio lot, or simply include in the annual fee an amount for the company to obtain its own offices off the lot.  In exchange, the production company is obligated to offer its projects to the larger company, which can then elect to finance and co-produce those projects it likes.

· Development Deals
· Two types: Ones with investors and ones with studios (or larger production companies): 

· Key terms: 

· Creative control

· Cost overruns: Investor wants a provision that says producer will not cause the investor to contribute more money.

· Recoupment: First moneys received from exploiting the project shall be paid to the investor, plus the usual return.  Investor will also want a share of revenues from exploiting the screenplay package.( 50% is common.

· Participation in the proceeds of the completed film

· Audit rights

· Fixed salary: Majority amount producer will get paid if the project is produced.  Producer generally paid very little during development.

· Time Schedule

· Credits

· Turnaround rights and terms: Producer wants these in case the investor chooses to abandon the property.

· These deals usually work in stages: First, the story outline is created, then a first draft script, etc.  The studio will only pay per stage, i.e. to the writer after the story outline is created, and may cancel at any stage.  

OVERHEAD/OPERATING FINANCING
· This is financing for overhead costs, or operating expenses for running the business.
· Studios don’t mind doing this for their producers.  They do it using two methods: 

· (1) By number of films.  If 20 films, than each film bears 5% of the charge.

· (2) Production cost: If film cost $20M, and the total production costs for all the movies was $200M, then the film should be responsible for 10% of overhead.  Thus, if overhead for the studio is $100M, it should account for $10M of overhead.

· Independent producers have a difficult time getting funding for overhead.  Most investors, banks, etc. would rather fund specific projects.  

· There are added risks.  Rather than just funding a project, the financier is funding the whole company.  Management can be wasteful.  Many companies have gone under due to lavish spending of management.  

· Term Deals
· These can be a source of overhead financing.  First-look deals may provide enough capital to cover overhead expenses as well as development costs.  Housekeeping is intended to pay for overhead, as well as development.

· Going Public
· Public offering is far more complicated than a private offering.  This enables one to solicit and receive investments from a large number of people beyond one’s circle of friends and business associates.  

· These require registration with the SEC, which is very costly and time consuming.

· Must use an underwriter to market the stock, and must prepare a formal prospectus.  

· For most independent investors, the cost and difficulty outweigh the advantages.  

· This was very popular in the 80’s, but the glut of money eventually led to poor projects, and a lot of lost investments.  Many of these ventures failed.

· Several entertainment companies have attempted to go public in recent years, but none has been successful in the current investment climate.  

· Regulatory Concerns: Governmental Securities Regulation, Registration, and Offering

· Statutes on pp. 46-54

· The level of disclosure required for a registered offering is significantly higher than that for an unregistered private placement.  

· Regulatory Concerns: Sarbanes-Oxley Act

· This was enacted in the wake of scandals caused by accounting irregularities in companies like Enron, Tyco, and WorldCom.

· This act establishes new or enhanced standards of accountability for the boards of directors and management of all US public companies, as well as the public accounting firms who audit them and prepare their financial statements.  

· The Public Company Accounting Oversight Board was established by the Act, and is charged with overseeing, regulating, inspecting, and disciplining accounting firms in their roles as auditors of public companies.  

· The Act imposes on public companies substantial reporting, disclosure, and other obligations in addition to those that previously existed.  

· These are extremely burdensome and expensive.

· Regulatory Concerns: Off-Balance Sheet Financing – and Its Demise
· Examples: Joint ventures, research and development, and – most popular – operating leases.  

· These were typically structured so that the accounting rules and applicable tax laws permit the owners’ equity, liabilities, and assets relating to the transaction to be excluded from the company’s balance sheet.  

· These were very popular before the Act b/c they achieved two goals: (1) they used then-permissible accounting treatment to keep large cap exp’s, loans, and other liabilities off a company balance sheet, and make the company seem stronger financially, and (2) they transferred the risk for new ventures away from a company’s shareholders who might not want to assume such risk, to a newly formed special purpose vehicle (SPV) whose minority co-owners were investors interested in assuming such risks.  
· Under the new rules of the Act, an SPV can only escape consolidation with its sponsoring company’s financial statements if it is truly independent (definition in footnote 17, p. 56).

· Because of the demise of many companies due to off-balance sheet transactions, such transactions are looked at with a stigma by investors, even if they are legal and serve a good purpose to the business.
· Regulatory Concerns: Exchange Regulation: Listing and Delisting

· Once a company is publicly traded and listed on an exchange, it must continue to abide by the requirements of the exchange on which it is traded.

· The requirements just to get listed on one of the exchanges are many, including: # of shareholders, av. monthly trading volume, # of shares outstanding, market value, pretax earnings, etc.

· If a company fails to keep up with all the requirements, it may receive a warning that it is at risk for delisting, or it may actually get delisted.  

· This creates a stigma that can make it difficult or impossible for such company to solve its financial problems.  
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PRODUCTION INCENTIVE PROGRAMS
· Many US states and foreign countries, provinces and states offer all sorts of incentives to film all or part of a film in their territory.  These involve an array of subsidies, tax deductions, tax credits, and co-production treaties.  
· Most, but not all, are structured to require that all or a substantial portion of the production be shot w/in the jurisdiction (post-production, such as editing, usually doesn’t count towards this requirement).  

· May require that you hire cast members from the area, or use crew from the area.

· Some require that a local entity or investor group purchase a completed film (that need not have been produced w/in the country) become the party that licenses distribution right out to distributors.

· States and countries realize that every dollar spent has a multiplier effect on the economy.
· Subsidy and Lottery Programs

· The simples and most direct form of government support is a subsidy.  These are great because they result in a direct dollar for dollar reduction in production costs and usually have minimal bureaucratic compliance.
· Disadvantages is that they are very limited, compared to the high demand for funds by qualifying projects.  Accordingly, there is a ton of competition for these funds and it is very hard to get.
· Most of these respond to high demand for their limited availability funding by limiting applicants to lower-budget non-commercial projects with local content (local subject, themes, characters, and locations).
· Countries and cities that have had direct gov. film subsidy programs include: Australia, Berlin-Brandenbug, Canada, Denmark, Finland, Hungary, Ireland, Italy, Netherlands, Norway, Quebec, Queensland, Romania, Sweden, Switzerland, the UK, and Vienna.

· Some also husband their subsidy program with a lottery.  These seek to make their subsidies have a more meaningful impact by awarding fewer subsidies, but in much more substantial amounts.  Such programs get a ton of applicants, then award a few large grants by choosing at random from the applications.

· UK and Australia have done these.

· National, State, and Provincial Tax Incentive Programs
· Many countries, provinces and states use tax incentives to entice film production.  These are the most widely used and successful of incentive programs.
· The foreign taxpayer usually shares in the tax benefits with the US film company it contracts with.
· Example: US company sells a completed film to a UK partnership, expecting to share in the tax benefit the UK partnership will receive on its UK taxes, under UK law.  If tax benefit on $100M film amounts to $10M, then the agreement may look like this: 

· US company sells film to UK company for $100M

· UK company licenses distribution right back to US company for the equivalent of $95M

· Net benefit to US company = $5M

· These take different forms: Some offer the local taxpayer a tax benefit for producing a film, while others offer a benefit for purchasing an already completed film and then licensing it for exploitation.

· Form of tax benefit varies: Most preferred by studios and filmmakers is a rebate of any taxes paid.  Next they prefer a tax credit.  Next are tax deductions.  

· Tax credit types

· Non-transferable tax credits: Can only be used by a local taxpayer in the foreign jurisdiction.  Accordingly, the film production company earning the credit must itself by a taxpayer (i.e. have taxable income) in the foreign jurisdiction.  Such programs are generally of limited usefulness, and may only help the local film community in the country.

· Transferable tax credits: Designed for film production companies that are not local to the company, i.e. US film companies.  A US (or other foreign) film company engages in production activity in the host country, earns a tax credit, and sells it to a taxpayer (usually either a large corp. or wealthy individual) who has taxable income in the host country and can use the credit.  In such countries, a cottage industry arises of brokers (usually local financial services or law firms) who buy and sell these credits, taking a commission for their services.

· These are more complex and burdensome to administer than subsidies.

· Countries that have offered: Australia, Brazil, Canada and its provinces, France, Germany, Hungary, Ireland, the Isle of Man, Israel, Jamaica, Luxembourg, Netherlands, New Zealand, Spain, and the UK.

· Numerous US states have introduced these programs as well, mainly to combat against US companies producing in foreign countries due to there tax programs.

· Examples of using (and layering) German, British, and Canadian incentives

· Germany: Allows German-owned film ventures to take an immediate tax deduction on their film investments, even if the film they’re investing in has not yet gone into production.
· They don’t require the film to be shot in Germany, or to employ local personnel.  
· It only requires that the film be produced by a German company that owns its copyright and shares in future profits.
· Getting around this in Hollywood: Arrange on paper to sell the film’s copyright to a German company.  Then immediately lease movie back – with an option to repurchase later.  Germans then sign a “production service agreement” and a “distribution service agreement” with the studio that limits their responsibility to token, and temporary, ownership.
· Germans pay the studio 10% more than they’ll eventually get back in lease and option payments.  This is instant profit for studios.
· Studios try to use as many of these incentives as they can to cut production costs.  For example, Tomb Raider used the German scheme above, then included some scenes filmed in Britain and employed a few British actors, to take advantage of some British incentives.  It then sold distribution rights to several other countries.
· Canada: Based on a points system (see below).  The easiest way to get points is to be a Canadian production company filming in Canada using primarily Canadian residents.
· See p. 18-19 for details on rest.
· International Co-Productions
· If a film qualifies under an “official co-production” treaty, it is entitled to whatever benefits “official films” in each country where a co-producer is located gets.  

· In order to participate, there must be two or more co-production entities that are not under the same ultimate ownership, each one located in a country that is party to the same treaty.  

· These exist b/w many countries – other than the US, which is not a signatory to any of these treaties.  

· They were created to draw business out of the US, which is the film industry’s superpower.
· UK: Designation as an official British film entitles a film to qualify for a sale/leaseback transaction, and the tax incentive that goes with it.
· Designation as an official film in many European countries qualifies a film to be considered European for purposes of tv quotas (under which tv stations may be required to broadcast a certain minimum percentage of European programming), and qualify for higher license fees as well.

· Two Types of co-production treaties: 

· Bilateral treaties between two countries: The leader in the category is Canada, which has bilateral film co-production treaties with 58 other countries.  Most of these treaties require the “junior” (less involved) co-producer to contribute at least 30% to the production (in terms of financing and elements such as script, cast, other key personnel, locations, and services), and the “senior” (more involved) co-producer to contribute no more than 70%.  In some instances, the floor and ceiling are 40% and 60% respectively.  A few bilateral treaties also permit there to be three official co-producers.

· A multinational treaty: In 1992, a European treaty – the European Convention on Cinematographic Co-Production – was presented to Council of Europe members for their signature and ratification.  To date, 39 COE members have signed the Convention.  
· For both of the above listed treaties, there is a point system, with points awarded for the project’s key elements – screenwriter, director, top two or three stars, producer, composer, director of photography, editor, location, subject, etc.  The most prominent elements (director, screenwriter, and leading star) carry three points each, the second co-star carries two points, while less prominent elements (e.g. composer, third co-star, editor, art director, studio, or shooting location, etc.) count for one point each.
· A project must earn a certain minimum number of points, typically 15 out of possible 19.  

· Thus, projects initiated in the US can still qualify under bilateral treaties and/or the European Convention if they have sufficient foreign or Euro elements.  

· Accordingly, some foreign stars in high demand.

· Canadians in particular, b/c they may look/talk like Americans, yet satisfy foreign treaties.

· Independent producers have used these for a long time, but major studios rarely used them until about 2000.  

· Insurance-Backed Vehicles
· Other Media: Televison

· Broadcast TV: Mainly derives revenue from advertising.  A certain amount of the 8 minutes/30 minute show is made available to the network, which sells the time to national advertisers.  The balance is made available to the networks’ local affiliated stations, who sell it to local advertisers.  
· Advertising revenues are not shared with the producers who actually produce the shows.  Instead, they are paid a license fee by the network, on a per-episode basis, for the number of episodes that the network orders.  

· For inexpensive programming, such as for game shows, the license fees may be high enough to cover the cost of producing the show.

· For expensive programming, like major network shows (i.e. Friends) the license fees fall far short.  These are deficit funded, ith the producer incurring a deficit on each episode.  The money comes when they can syndicate the show, which can be super profitable.

· Cable TV: Local cable operators collect subscription fees from each household they service.  They then license programming from the national cable services they choose to carry.  The national cable services may themselves sell national advertising based on the size of the audience they can deliver, while the “premium” services, i.e. HBO, charge a per subscriber surcharge for subscribers to receive their programming.
· Syndication: This is the licensing of TV programming directly to local stations, on an individual market-by-market basis, without going through a network.  Syndicated programming is sold not just to independent unaffiliated stations, but also to network affiliates for airing during their non-prime-time hours (typically before 8 PM and after 11PM).  Each local station will air the program on whatever day and at whatever time it chooses.  There are two primary types of syndication: 

· (1) Off-network syndication: Re-packaging of old programs that have already had their first run on network TV, though of as “re-runs.”  Sitcoms usually fare better, since viewers can miss episodes and pick up at any time, w/out having to follow a story.
· Most common is strip syndication: Runs at same time, 5 nights a week.  

· This is the “pot of gold” that producers hope for.  The magic number of episodes to get to syndicate is 100, which usually takes 4 seasons.  

· Seinfeld sold 180 episodes, 5 years into the show, for b/w $120 to $180M.

· (2) First-run syndication: Intended for broadcast for the first time as a syndicated show, or is a foreign produced show that is first offered in another country on a syndication basis.  

· Opera and Jerry Springer are like this.  Wheel of Fortune, Millionaire, Entertainment Tonight.

· There are three different ways that syndicators are compensated for licensing programming to local stations:

· Cash: Pays syndicator to license the show, and be able to run its advertising.  Producer does not share in the advertising fees.

· Barter: Syndicator trades the program in exchange for the advertising time during the program’s broadcast.  Syndicator then sells the air to advertisers, and keeps the advertising revenue.  

· Combination: Syndicator only charges a modest licensing fee, and only takes a portion of the available advertising time and revenue (with station keeping the rest).

· Production Funding: To meet the deficit b/w licensing fee per episode and production cost of the show, producers can tap into incentives, which are available for “long-form” TV (MOW’s and miniseries).  Also, big-time producers can rely on their syndication money i.e. Aaron Spelling.
· Other Media: Music

· Lending to the music industry has become big business, with artists using their lucrative recording contracts as collateral.  
· Royalty payments from performing rights organizations such as ASCAP, BMI, and SESAC are paid very regularly.

· Songwriter or music publisher executes an irrevocable notice of assignment addressed to ASCAP or BMI, as the case may be, notifying the organization that he or it has irrevocably assigned his royalties to the lending bank, and instructing the organization to pay any such future royalties to the bank.  The organization the cooperates by countersigning the document, indicating its acceptance of those instructions and agreement to follow them.  This enables the bank to advance loans against future royalties.

· Why should music publishers get business loans?

· To acquire new copyright catalogs from other domestic publishers or from foreign sources.

· To pay new writer royalty advances in connection with exclusive writer contracts.

· For new physical studio or equipment costs.

· To pay the costs of preparing new demo records.

· To pay for the preparation of master tapes.

· To pay advertising and promotion costs for new songs or recordings.

Other Media: New Media

· Glossary of new media terms p. 51

· Considerations for licensing digital rights

· (1) The license agreement with the studio partner: Look closely at this to determine whether the language in the contract will allow what you are trying to do i.e. allow download onto an I-Pod.  
· (2) Network affiliate agreements
· (3) The Guilds
· (4) Music Clearance
