1. “The truth of the movie business is nobody knows anything.” William Goldman

a. Rationale: No one had the least idea because you’re guessing public taste three years down the line. No one knows what will work and that's why it’s all a crap shoot.

b. Change is constant.

c. Very unpredictable business. 

MISCELLANEOUS ISSUES

2. Risk Management (p. 5-6)

a. Risk: The quantifiable likelihood of loss or less-than-expected returns.
i. Avoidance

1. Includes not performing an activity that carries risk.
2. Downside: losing out on potential gain
ii. Acceptance
1. Accepting the whole loss when it occurs.  Self-insurance.
2. This is a good strategy for small risks where the cost of insuring against the risk would be greater over time than the total losses sustained.
iii. Mitigation
1. Reduces the severity of the loss.  Fire sprinklers are a good example.  
iv. Transfer
1. Causes another party to accept a risk, typically by contract or hedging.  Insurance.
b. Chaos theory: A set of ideas that attempts to reveal structure in aperiodic, unpredictable dynamic systems. Chaos theory shows that it is difficult or impossible to predict long-range behavior of chaotic systems

c. Complex system: refers to a system of many parts, which are coupled in a nonlinear fashion

i. Elements that determine whether a film will flop or not

1. a-list writer, producer, cast

2. everyone has at least one or more flops

3. actors may go through popular phases and then unpopular

4. economy

ii. Even though they are interrelated, they are not related directly

3. Portfolio Diversification  (p. 9)

a. 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.

b. 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. (Ex: why slate of 25 pictures, not 10 was successful)

i. Reduces nonsystematic risk in a portfolio (risks associated with individual investments rather than the market as a whole)

c. Hedging: is the taking of offsetting risks that have negative correlations

d. To quantify the benefits of diversification, investment consultants use three main measures: covariance, correlation, and the coefficient of determination
4. Copyright (p. 10)

a. Subsists in original works of authorship fixed in any tangible medium of expression

i. What is included in this definition

ii. Exclusive rights to do certain things

b. Derivative work: work based on one or more previous works 

5. Priority of payment (p. 33)

PRIMARY ISSUE WHEN STARTING A COMPANY

6. Which business entity structure to adopt: (See p. 36)

a. 3 key issues:
i. Achieving limited liability for both passive investors and active managers alike.
ii. Tax treatment of both profits and losses
iii. Flexibility of management control and internal governance.
b. Typical structure for an entertainment venture like this is C corp., S corp. (more favorable tax treatment than a C Corp.), LP, or an LLC.   (All provide the protection of limited liability.)
i. LLC is the best choice for many independent filmmakers.  
ii. Films financed w/outside investors: Traditional corporate structure may serve as the best vehicle.  
iii. For guerilla filmmakers and independents, there may not be a benefit to forming a separate entity, unless the entity is seeking investment financing.
c. Basic Independent Movie Investment Deal

i. 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.  

1. 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.  

2. 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).  

3. Once the investor has been fully recouped, the net revenues (calculated before expenses are subtracted) are split equally b/w the investor and the producer forever.  

4. 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.
Financing Tools

7. Securities?

a. Private equity or public offering?

i. Private equity: (p. 17)

1. Typically the first type of funding that a young enterprise seeks. Reason: they rarely have access to other sources.

2. Private equity financing is directly approaching a limited number of individual, sophisticated investors.

a. Versus public equity financing: offering to the general public via a securities offering through one of the large exchanges.

3. Forms of Private Equity Financing

a. Hitting up one’s friends and family, and their friends and family, etc.

b. Pursuing wealthy individuals (“angels”) who might be inclined to finance a particular project b/c of its subject or genre.  

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

d. Mortgaging your home or using credit cards.

4. Pros/Cons

a. It is more prudent for a filmmaker to use OPM because many films don't even find a distributor or run out of money.

b. Involving investors means sharing potential profits with others, but it is also a prudent risk strategy: it stretches the venture’s initial capital resources considerably beyond what a startup entrepreneur can usually manage. 
b. Need to either register or fall within a private placement exemption

i. Different exemptions

1. 504, 505, 506, accredited investor, CA limited offering exemption, exempted securities (sold only to people within the same state), 

ii. 506: if unaccredited, need to be sophisticated

iii. Even if don’t register the securities, must comply with antifraud provisions and disclosure requirements

iv. Disclosure documents: PPM or Prospectus (p. 24)

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

2. 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.  
v. Common concerns that warrant disclosure in a PPM 

1. P. 31

2. See p. 26 for what needs to be included in a PPM

vi. Need to be clear that projections are estimates and that they will change

vii. Best to sell to sophisticated investors because it is harder for them to prove that they were duped by non-disclosures

1. P.  30

c. 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.

i. Priority: See p. 32

8. Talent Compensation p. 40: Use of salary deferrals to afford production costs

a. Major studios are signatories to agreements with guilds – have to use their actors, etc

i. Requires minimum compensation to be paid for different tasks

ii. 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 compensation (guaranteed salary, paid weekly during production), with the balance of the talent’s customary fee paid as deferred compensation.  

1. In exchange, 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.

iii. The Operating Agreement needs to specify the priority of the payments made to those getting deferred comp.

iv. Each class of deferments should be treated pro rata, or in proportion.  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.

9. Slate Financing (p. 42): arranging financing for a pool of projects, instead of on a project by project basis

a. Main appeal: achieves investment risk diversification

b. OPTION: Cross-collateralization: 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.

i. 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.

ii. See Chart p. 202-203 Course Materials I

iii. Downside for investors: studio may cherry pick which films are included in the slate

10. Distributor Financing (p. 43) Start Course materials II: Some larger distributors who derive their revenues and profits from distributing products provide to their suppliers a portion of the financing needed to produce those products.

a. Why a studio might not be financing its own film, but paying for another to produce a film:

i. Studio has to pay union scale and pay huge overhead, whereas the independent filmmaker may not.

ii. The studios also often have gaps in the release schedules for their own films, which means that they are paying enormous sums to maintain a large global operation with employees who are just sitting idle.

b. Two ways studios finance films that have been brought to them:

i. 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. (Studio is highly involved)

ii. 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. (Note: Called “end-user financing” when cable companies like HBO do this)

c. Negative Pick Up deal (p. 44): Form of debt financing

i. See p. 44 for process

ii. Why would a studio do this? P. 44

iii. Six key documents (Start p. 45)

iv. Completion guaranty is a form of risk transfer: transferring risk to the guarantor. Guarantor is assuming risk of cost overruns and if the film is abandoned.
v. Producer wants to get as much up front as possible because he probably wont see much on the back end.
11. Lender Concerns (start p. 49)

a. Main concern: repayment of principal + interest; don't care if the movie is completed or is a success

b. Due diligence, chain of title copyright report, chain of title opinion, title, title report, and title opinion

c. Loan coverage: Bank will usually loan no more than 80% of the FMV of the collateral to give the loan a cushion.

d. Valuation: Major studios have great credit, so lender will generally give 100% of value of collateral; but only 50-80% for less creditworthy.

12. Needs of the filmmaker

a. Insurance: standard production package (p. 37)

b. Contingency because of the unpredictability

13. Security Interest (p.51)

a. Security interest means an interest in personal property or fixtures which secures payment or performance of an obligation…

i. A contingent interest that matures or ripens when the secured obligation is not paid or performed on a full and timely basis.

b. Secured Party’s rights after default

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

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

iii. (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.

c. Collection and enforcement by secured party (p. 52)

d. Secured Party’s Right to take possession after default

i. (1) may take possession of the collateral; and

ii. (2) without removal, may render equipment unusable and dispose of collateral on a debtor’s premises

14. Perfection: (GO THROUGH p. 53-60) This is the step by which a security interest, once granted, becomes enforceable as against third parties

a. Perfected secured creditors go to the “front of the line” in the distribution of proceeds ( even over other secured creditors that have not perfected.

i. A creditor who has not perfected is an unsecured creditor

b. Perfection’s bifurcated regime

i. 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: need to file/record the copyright mortgage

2. UCC: Financing statement, taking possession (stock certificates), taking control (Deposit accounts, right to payment under a letter of credit), or Laboratory Pledgeholder Agreement: the laboratory’s countersigning of the laboratory pledgeholder agreement (in which it acknowledges that it is holding the film’s materials as pledgeholder for the lender) serves to perfect the lender’s security interest in those materials.

a. A security interest in collateral is perfected by the UCC-1 financing statement

i. Name of debtor, secured party, and a description of the collateral

3. In re Avalon software: a secured party who only files under the state UCC and not under the copyright act, is not perfected as to any collateral under the copyright act

ii. A filmmaker or production company taking out a production loan to produce a film is required to pledge to the bank as part of the loan collateral the copyright in the film to be produced.

iii. What is not copyright collateral:

1. Physical material: the prints, scripts, costumes, props, vehicles

iv. Two things that are required to create a valid lien:

1. Perfection

2. Attachment: means the borrower has acquired an interest in the property

c. Berne Convention: Main international copyright treaty

i. Article 5(1) Requires each country that is a signatory to it to accord to works by authors who are nationals of any other member country the same copyright protection that it accords to works by its own nationals.

ii. Article 5(2) Prohibits any member country from conditioning such copyright protection for other countries’ nationals on compliance with any sort of formalities, such as filings.

1. So a country cannot require formalities of a foreign author; but can require its own citizens to meet certain formalities.

iii. 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, which only prohibits statutory formalities for copyright protection.

1. AEG Acquisition Corp.: Berne says that foreign parties cannot be required to do any formal requirement just for copyright infringement (to protect the copyright itself), it does not say to perfect a security interest in a copyright. Since Zenith did not register the underlying foreign films, third parties were not put on notice of the copyright mortgages for the foreign films, and Zenith’s interests remained unperfected.

d. Priority Rules

i. UCC: whoever files first gets priority (race).

ii. 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 if outside).

e. Subordination (p. 60)

f. Foreclosure

15. Personal Guaranties (p. 62)

a. Can be extremely effective in assuring the compliance and cooperation of a borrower in whom the lender does not repose much trust.

b. For such borrowers, a lender may require the company’s principal to give a personal guaranty that the loan will be repaid. In doing so, the company’s principal is placing all of his or her personal assets at risk, as further security for the loan.

16. Producer Concerns

a. Isolation of Collateral: To prevent a lender from taking a borrower’s personal property if the producer defaults on the loan, Studios and independent producers insulate their assets by having each film produced by a separate stand alone company that is created just for the purpose of producing a single film. 

i. Thus, the only assets at risk if there is a loan default or catastrophic loss on a film are those relating to that one project.

ii. 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.

17. Guarantor Concerns (p. 62)

a. 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. 

b. Excluded Risks: Two types: (1) 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 and (2) those that are simply too volatile for the guarantor to agree to assume (ex: war, nuclear reaction or currency fluctuation)

c. Essential elements and talent replacement: when distributor says certain essential elements must be in the film or it is not paying

d. Uninsured risks and denial of liability: ( p. 63) There are always some things that are not covered by insurance that the producer needs to find ways to protect against:

18. Foreign Presales (p. 63)

a. Presale is selling rights to usually several smaller distributors. Each is picking up rights for specific territories.

b. Similar to a NPD; Differences:

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

ii. 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 made by foreign distributors upon satisfactory delivery of the film are characterized as “distribution advances.”

c. Foreign banks aren’t nearly as reliable at paying up.  Banks are aware of this and know which foreign banks will “slow pay” or “no pay.”

i. Banks will only lend 50% for the less reliable ones, and zero for the least reliable. The amount by which the lender reduces how much it will advance against a particular distributor’s contracts is sometimes referred to as the lender’s ”discount” for that distributor.

19. Gap Financing (p. 64)

a. This is raising the money that is the shortfall b/w what the producer has raised through all approaches discussed above, and the cost of production

b. Two ways to do this:


i. Sell the domestic license and distribution rights (for North America)

ii. (2) Use specialty lenders: These are secured by whatever collateral the producer has left (remaining unsold territories are the security taken by the gap lender), 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.

20. Studio Financing (p. 66): In exchange for the studio or label taking care of all the financing and business concerns, the artist gives up having total creative autonomy.

a. In exchange for its financing and to protect its investment, the studio will insist that: 

i. it will own the copyright to the film or project,

ii. 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, 

iii. 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

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

b. Director’s cut: This is the version that the director prepares and gives to the studio.  The studios then do what they wish with the film and edit to get what they want.

i. 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.

c. Filmmakers ultimately seek studio affiliation, either directly or in association with an independent company with a studio deal because of the studios’ clout in terms of financing, distribution, and the availability of “name” talent.
i. The filmmaker must consider that the studio will insist on creative control over the picture. An experienced producer with a great track record may negotiate for some of this power. Ex: Woody Allen

ii. Blessing: A well-made studio film has the potential to greatly exceed the success of any independent film. The studio’s marketing budgets and promotional savvy can make a household name out of anyone, opening the door for tremendous professional control on subsequent projects.
1. Also, the money and maybe get your name out there.
d. Basic Structure: (p. 67)

i. 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.

ii. Studio doesn’t guarantee that the film will be produced.  Instead it enters into a producer’s agreement that details what will happen when and if the film gets produced. Key deal points:

1. Development fee

2. Producer fee

3. Deferment

4. Participation

5. Credit

6. 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.  

iii. 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.

1. Production-Finance-Distribution Agreement

a. Studio ties up worldwide distribution rights from the beginning, based on superior negotiating power.  

i. Producer should negotiate a large advance, and not expect to receive much, if anything, from net profit participation in the deal.

ii. See: How study can bring in millions but producer wont make anything because of accounting method

b. Studio contracts with the producer’s company to cause the film’s production, to finance it (typically by “cash-flowing” it with weekly cash advances), and to distribute it upon completion. The producer’s production company acts as an independent contractor, following the instructions of the studio, the “client” for whom the producer’s production company is producing the film. 

2. Production Services Agreement and the Work for Hire Doctrine

a. A single purpose company is created, just to serve as the production company for the film (this isolates the film for liability purposes).  The company is then engaged by the studio as an employee acting under the studio’s supervision.  This arrangement is pursuant to the work for hire doctrine.

b. Work-for-hire doctrine: Basically, the employer or other person for whom the work was prepared is considered the author for copyright purposes and owns all rights in copyright:

21. Studio Co-financings and Co-productions
a. Two reasons to do this:
i. (1) mitigate the risk posed by projects enticing enough that the studio wants to proceed, but the budget or some other risk is too high.
ii. (2) by sharing films’ budgets with other studios, a studio can simply stretch its available production dollars to produce up to twice as many films than if it financed all of its own films by itself. 
b. Co-financing: Studios split financing of a film.  Usually the studio that originated the project acts as the lead studio and produces the film. It enlists a second studio to serve as co-financier, and put up a portion (generally 50%) of the film’s production cost. The two studios then split the distribution rights in the film one taking domestic rights, the other taking international rights. 
c. Co-production: Two production companies join together.  Usually they are from different countries.  Main difference from co-financing: both partners take an active role in sharing production duties. 
i. Key elements of a co-production agreement (p. 68)

1. Structure, control, consultation rights, initial capital contribution, economic interest, additional contributions: completion bond, capital accounts, credit, ownership, and exploitation and strategic rights

22. Corporate Debt Financing (p. 71)

a. Producer forms his own production company, and obtains a bank loan to fund all of his own company’s films.

b. Types of Debt Financing:

i. Lines of Credit: Often a good solution for short-term working capital needs or seasonal fluctuations.  Borrower only pays interest on money actually used, even if more was applied for and approved.  These are usually secured in the entertainment industry (ie backed by collateral pledged to the bank to secure the loan)

ii. Term Loans: Often just for an interim while company is raising more of a long term financing; Most appropriate for financing the purchase of equipment, vehicles, or machinery.

iii. Letters of Credit: These are used by companies that are required to post performance bonds.  When substantial amounts of money will be owed in payment of goods or services, purchasers may be required by the other party to furnish L/C’s issued by their own banks as backup. The bank issues a letter of credit in favor of the payee (so the payee is the beneficiary; payor is the debtor).

iv. Revolving lines of credit

1. Mechanics: Drawdowns and borrowing basics

a. Borrower grants a security interest in its receivables and/or inventory (what about a distribution agreement with a studio, personal guarantee? Or a letter of credit) 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.

2. Lender concerns

a. Same as above: ie due diligence, collateral valuation, borrower creditworthiness, security interest perfection and priority

b. But also: Key person provisions and insurance: (p. 72) The ongoing participation of one or more of the enterprise’s top managers is critical to the enterprise’s continuing viability.  This is especially true if a company’s founder is still alive and actively involved in its day to day operations or decision-making.

3. Borrower concerns: Fees and cost-effectiveness

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

i. The borrower is being charged a fee for the amount made available that it isn’t borrowing.

b. 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.

v. Commercial real estate loans

vi. Securitized Facilities

1. This is when an artist securitizes its work, such as its music library.  Often done by the artist selling to a financial arranger the 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).   The arranger then pools this asset with a variety of other assets having roughly similar risk profiles, and sells negotiable securities in the aggregated pool of diverse assets. 

a. The artist uses the proceeds Paid to him or her to buy a more diversified and balanced portfolio of investment assets.
23. Development Financing (p. 75): financing for the development phase of projects, which eventually becomes part of the production cost.
a. This is very difficult to get.  Producer wants the money before there is a promising project put together. Investors are usually unwilling to put their money at risk at such an early particularly risky stage, because the odds of getting projects that are in development produced are so poor.

b. 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.  

c. Term Deals: These are various arrangements under which a production company or an individual producer with a strong track record (Company A) gets a larger, more established company (Company B) to pay its development costs, in exchange for the right to produce those of Company A’s projects that it finds the most promising.

i. 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.

ii. Housekeeping: 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.

d. Development Deals (p. 76)

i. With an Investor: Creative control, cost overruns, recoupment, participation in the proceeds of the film, audit rights

ii. With a studio: fixed salary, time schedule, credits, participation in the film’s proceeds, turnaround rights and terms

24. Overhead/Operating Financing (p. 77)

a. Studios don’t mind doing this for their producers.  They do it using two methods: (Ex: Studio spends $100  million/year on development and overhead) 

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

ii. (2) By 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.

1. Where this accounting and recoupment of overhead costs surfaces is when the studio accounts to profit participants. For every dollar received in revenue for a film, the studio first deducts its distribution fee, then deducts its expenses as reimbursement for what it spent on distribution costs. Among those costs, buried in the lengthy definitions of the distribution agreement, is a charge for overhead

b. How do independent companies obtain financing for overhead?

i. Bank loan

ii. Term deals

1. 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.

iii. Going public

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

2. Regulatory concerns: registration, disclosure, offering, SOX

3. Exchange regulation: listing and delisting:  (p. 79)

a. The requirements just to get listed on one of the exchanges include the number of shareholders, average monthly trading volume, number of shares outstanding, market value (capitalization) of publicly held shares, pretax earnings and/or operation cash flow over the previous few years, revenues for the most recent fiscal year, etc. 

b. Companies must meet listing standards

c. Big stigmatizing effect if a company is delisted; can make it extremely difficult for the company to solve its financial problems, and may even make them worse. 

25. Production Incentive Programs (p. 90)

a. 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.  

b. Incentive Programs in the US (See p. 81 for all requirements)

i. New Mexico offers producers a choice of two incentives

1. A gross receipts tax deduction allows moviemakers to avoid sales tax for certain production costs, including the cost of a script, salaries for talent, construction, wardrobe…rental of facilities or equipment, location fees.

2. Alternatively, a moviemaker could elect to receive a 15% film production tax credit. This credit applies against the moviemaker’s NW income taxes. To qualify, production companies must register with the NM film office and may only take advantage of one incentive for each purchase. 

c. International Incentive Programs

i. In Canada, a favorable exchange rate with the US dollar lets American producers stretch their resources by buying goods and services for less.

ii. To be eligible for Canadian content incentives, the company must be owned or controlled by Canadian citizens or permanent residents. Either the director or screenwriter and one of the two highest paid actors must be Canadian. The company will receive a tax credit of 25% of labor expenditures.

d. Subsidy and Lottery Programs

i. The simplest and most direct form of government support is a subsidy: direct financial grants.  These are great because they result in a direct dollar for dollar reduction in production costs and usually have minimal bureaucratic compliance.
1. Disadvantage 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.
ii. Lottery program: 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.

e. National, State, and Provincial State Tax Incentive Programs

i. 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.

ii. Form of tax benefit varies: Most preferred by studios and filmmakers is a rebate of any taxes paid.  Next they prefer a tax credit (usually based on the amount spent in the host country, but sometimes on the film’s entire production cost). Next are tax deductions, since there is less value in a tax deduction (which only reduces taxable income) at the end of the day than in an outright tax credit (which reduces the payable tax itself, on a dollar for dollar basis) 

iii. The foreign taxpayer usually shares in the tax benefits with the US film company it contracts with.

1. 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: 

a. US company sells film to UK company for $100M

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

c. Net benefit to US company = $5M

iv. Tax Credit Types

1. 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 be 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.

2. Transferable tax credits: Designed for film production companies that are NOT local to the country, 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.

f. International Co-productions (p. 85)

i. If a film qualifies under a film production treaty as an “official co-production,” it is entitled to whatever benefits are extended to “official films” in each country where a co-producer is located.  

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

iii. Two types of co-production treaties:

1. Bilateral treaties between two countries (Canada has the most)

a. 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%.  

2. A multi-national treaty – (SEE APPENDIX B)

a. 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.

3. 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. A project must earn a certain minimum number of points, typically 15 out of possible 19.  

i. 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.  

26. Other Media

a. Television

i. Broadcast TV: Mainly derives revenue from advertising.  Advertising time is priced according to the audience that a particular TV program can deliver. In addition to the size of the audience that a particular tv program attracts, advertisers are also concerned about each audience’s specific demographics. 

1. Two levels of TV 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.

2. 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.  

ii. 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.

iii. 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.  

1. There are two primary types of syndication:

a. Off-network syndication: Re-packaging of old programs that have already had their first run on network TV, thought 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.

i. Most common is strip syndication: Runs at same time, 5 nights a week.  

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

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

a. Cash: The station pays the syndicator cash for the license rights to air the programming in its market and to insert advertising during the broadcasts, from which the station retains the advertising revenue. 

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

c. Combination: In a combination cash-barter deal, Syndicator only charges a modest licensing fee, and only takes a portion of the available advertising time and revenue (with station keeping the rest).

b. Music

i. Lending to the music industry has become big business, with artists using their lucrative recording contracts as collateral.  

ii. New business models and sources for music financing

1. Large concert promotion companies

2. Consumer products companies

c. Theatre

i. Basic of commercial and non-profit theatrical financing

ii. Two different methods by which theatre is presented in the US: As a commercial (for profit) enterprise and as a nonprofit enterprise

iii. Big difference between two: owners v no owners; non-profit operates with a board and officers

1. Commercial theatre

a. Investors invest funds in a particular production, in hopes of receiving a share of the production’s profits if the production is successful. For profits to be generated for the investors, two things must occur:
i. (1) the show must run long enough to recoup its production costs 
ii. (2) the production must continue running after the point of recoupment with substantial enough audiences each week that the weekly ticket revenue exceeds the production’s weekly operating cost
b. Primary legal concern with productions that are virtually 100% equity financed is compliance with applicable securities regulations. Ex: when prospective investors are invited to hear some of the music of the key scenes – such an audition constitutes an offering of securities – which limits the invitees to accredited investors and/or investors from within the state.
c. LLC is favored by many theatrical producers.
d. Offering usually is organized to be exempt from registration by using Rule 506 of Reg D.
2. Non-profit Theatre

a. Presented by an entity that is organized as a nonprofit corporation. Such a corp is organized under its home state’s nonprofit corp law. A nonprofit corp is governed by a board of directors and operated by its regular staff, but it has no shareholders or members who share in the corp’s profits. Instead, any such profits are retained by the corp and applied to its ongoing mission. 
b. The advantages of a nonprofit corp are that (i) it can qualify for exemption from federal, state and local taxes and (ii) contributions to it are tax deductible for any donors, thereby encouraging such donations.
d. New Media

i. Considerations of licensing digital rights

1. The license agreement with the studio partner:

2. Network affiliate agreements

3. The Guilds

4. Music Clearance

Approach:


Financing technique will depend on what is important to him as the film-maker.

· 
Lots of uncertainty
· Demographic keeps changing, currency fluctuates, audience changes
· . Risk/reward tradeoff: debt holders have reduced risk compared to equity investors or shareholders. The risk level in any deal depends on: the financed entity’s creditworthiness on its own and whether the debt offering is secured by some form of credit enhancement that can reduce the actual risk to a negligible level (such as pledged collateral, a surety, guaranty). In exchange, debt holders are entitled to repayment of principal and interest only. Equity holders, however, take a substantial risk, have no assurance of making any profit at all, are junior to debt holders, and therefore stand to lose their entire investment. But they are compensated for taking these risk by the prospect of sharing in whatever profits the company may generate over time. 

· Leverage: Debt financing is used by companies to create leverage, ie the opportunity for increasing the return to shareholders on their investment

