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This chapter tries to analyse the main issues in film financing. It explains the structure of film project financing and the issues stemming from the uniqueness of each project, the ephemeral nature of the product and the unequal distribution of expenses on the timeline. It explores the role of risk in studio decisions and in financing arrangements, explaining why it is that sequels are the “holy grail” of movie studios and why they are not co-financed. It then discusses state subsidies to movies. It analyses the difference between expense-based subsidies as offered in the USA and quality-based subsidies model used in many other countries and argues that the latter may be inferior due to agency issues. It concludes with a brief discussion of future developments.
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                                        1 Film Financing: A Corporate Finance Perspective
This chapter will provide a corporate finance perspective on the financing of film projects. In the following, I will discuss how films get financed, compare film financing to the financing of other projects and discuss the incentives and issues involved. While the economic principles of film financing are general in nature, the examples and industry background are of the studio and independent films’ scene in North America and in Europe. The financing and production scene is very different in “Bollywood” and “Nollywood” (Nollywood is the Nigerian film industry, turning out about 1000 films a year, on mini-budgets sometimes below USD 50,000 dollars but comprising 11% of total Nigerian exports) (Okeowo 2016).
Films are essentially production projects, similar to a new product line or a new restaurant. However, they possess some unique, important characteristics. They are expensive commodities. The MPAA
                  
                 (i.e. the Motion Picture Association of America
                  
                , the American trade association that represents the six major Hollywood studios) stopped providing average films’ budgets a few years ago, but the top films in 2016 such as Rogue One: A Star Wars Story routinely cost USD 200 million or more to produce, excluding advertising and distribution expenses. Yet each project is unique. Whereas the essential attributes of most commodities can be easily described and measured, this is not the case for movies. However, at each moment in time, studios must select projects from among many competing proposals. The exception that proves the rule is the scramble for sequels—if a successful formula is found, it must be tried again. The hype involved in any release of a new film is often heightened by the participation of a major star or by expensive and unusual special effects (examples of movies of the latter type include Jurassic Park, Volcano, Twister, Titanic and many others) (see discussion below).
Until the 1950s movie production took place generally within a company. The Hollywood studio system hired stars directors and others on a permanent contract with the studio.Footnote 1 However, since shortly after the Paramount decision of 1948 which broke the Hollywood oligopoly on film production and distribution, films’ cast and crew have been hired generally on a project by project basis (John et al. 2017).
Films are financed in similar and yet different ways than other projects. Some films are financed by studios and are similar to other corporate projects, say, a new line of clothing or a new line of cars—the company allocates a budget and finds a project manager (see John et al. 2017), i.e. a director, then they hire the cast. The only difference between industrial project finance and such movies is that in most firms most people who work on a project are employees, whereas as discussed, film cast and crew members are generally contract workers.Footnote 2 In many cases, there are joint ventures or alliances formed (Palia et al. 2008; Goetller and Leslie 2005) between studios or studios and financing entities (see discussion below).
Most films may qualify for some subsidies, which I will discuss later. Both studios and independent film companies naturally seek to maximize that portion of financing. However, whereas in the studio world there is a production line of films (typically a handful or up to 15 a year), in the independent films’ realm, each project is a new enterprise, requiring several layers of financing. First, producers are looking for presales of rights. If there is such a possibility, then the film can raise a substantial portion of the budget (sometimes most of it, for low-budget films) early in the planning process. Presales can also be viewed as equity positions but with very few control rights. The sale is usually to “informed insiders”, in other words, buyers who have a good sense of what the film is worth in specific venues or territories.
If state subsidies (to be discussed below) and presales do not cover the total budget, then producers need to find equity investors (in other words, people who will take the upside after all debt and other costs are paid). If there are equity investors, then one can obtain bank loans as well. Because films have essentially no salvage value (films are only worth as much as the rights—there are no assets to be recouped by creditors), financing with loans only is virtually impossible for individual film projects. Studios, which often are well-diversified companies, can issue debt and equity similar to any other firm.
The equity portion is difficult: sometimes one can essentially obtain equity from participants, i.e. decrease the upfront budget by paying talent equity shares in the resulting movie. This can serve as an incentive mechanism as well. However, since films are financed one project at a time, most actors and directors have sufficient incentives not to mess up; otherwise they will not be hired again.
In general, finance theory concludes that it should be difficult to issue equity in the presence of asymmetric information (see Myers and Majluf 1984) in movie financing this problem tends to be even more severe, as every project is unique, and information tends to be costly to obtain. Equity investors realize that in the totem pole, they come behind banks and other debt holders and very often behind participants. However, the structure of the contract in the presence of severe information asymmetries may be an added deterrence. A contract may provide equity investors with a share (or all of) the receipts in a specific territory or outlet in return for their investment. For example, I can invest USD 100,000 in a film in return for all receipts in Australia. However, while averages are available for everybody to see (industry sources and even the Hollywood Reporter publish a list of the average value of a film in a given territory), film-makers may have inside information about the potential value of a specific project. For example, they may know that Australians do not like the specific star employed in the movie because of some events or remarks he made or that comedies do not sell well in this specific territories.Footnote 3 Thus equity investors may take a much greater gamble than they bargained for. Otherwise equity investors receive just risky equity. It is of course possible to write a fair contract, and indeed most independent films do end up with some portion of equity investment. At the same time, recent history has seen all classes of equity investors disappear virtually overnight as losses mounted.
Historically, equity investors came in waves driven by herding and tax incentives. In the 1990s equity investors were often insurance companies. As these investments soured, insurance companies were replaced by German tax deals and Middle Eastern funds. About 10 years ago private equity funds entered the market. The latter tend to be more sophisticated and have continued to invest in the market, without spectacular failures (see Vogel 2014, “Film Finance: The Role of Private Investors in the European Film Market”). However, production companies are constantly on the lookout for “glory investors”, in other words, people who will invest in movies because of extraneous reasons and thus will be willing to suffer lower returns. Weiser (2014) writes in the New York Times about a construction executive who invested USD 1.8 million in a film company that did not actually exist. I am cited in that story suggesting that it was easier to do that, than, for example, to obtain financing for a risky real estate venture (Weiser 2014).
Once an independent film project has obtained presales, equity investment and subsidies, it may be possible to obtain loans. As is always the case, loans are paid first, so that lenders are less concerned about possible low revenues. Bank loans always have covenants, and interest rates vary, but they are not dissimilar to loans extended to other types of projects, obtained from financial institutions or other third parties. The loans may be secured by presale contracts with respect to the film or by the general assets of the film production company.Footnote 4


2 Co-financing, Strategic Alliances and Risk Reduction
Much of the literature in finance suggests that executives tend to seek safe projects, even when it is not optimal for their firm to do so (Smith and Stulz 1985; Demarzo and Duffie 1995; Ravid and Basuroy 2004). In the movie industry world of heavily skewed returns and revolving doors for executives (De Vany and Walls 1996; Weinstein 1998), such concerns are of paramount importance. Our 2004 paper (Ravid and Basuroy 2004) finds that studios (and their executives) may prefer safe, very violent projects to much riskier, but with higher expected return, family movies. Of course, the “holy grail” in this search are sequels and franchises (see also Ravid 1999; Palia et al. 2008; Bohnenkamp et al. 2015). It is not that sequels succeed better than the original film in the franchise. The typical sequel costs more than the original film because actors, aware of the success of the original movie, demand higher pay, and a sequel is typically not as successful as the original film with some exceptions. However, sequels beat a film based on a new original screenplay almost every time. During the twenty-first century, there has been a radical change exactly along these lines in the menu the studios offer to the public. In fact, the top ten films of 1998 include no sequels and few family movies. The same lists for 2014 or 2015 include virtually only franchises and sequels.
Another interesting aspect of risk reduction is the use of stars. Stars, on average, do not seem to change the financial outlook for films (Ravid 1999; Elberse 2007). However, we (Basuroy et al. 2003) find that stars can provide a revenue bump for movies that are panned by critics. This may not be the only reason to use stars in movies, but it is a strong rationale for the inclusion of well-known faces in the cast.
A major tool for risk reduction is co-financing (Palia et al. 2008; Goetller and Leslie 2005). We find (Palia et al. 2008) that most deals are structured “ex ante”, in other words, before the film is produced. Palia et al. (2008, pp. 486–487) describe the possible arrangements: “A studio or a production company that decides to form an alliance can approach several types of partners. They may be another studio, a production company, or a dedicated financing partner. The agreements may be for one project or for several, and they take different forms. There are “one-pot deals” and “two-pot deals.” In one-pot deals (also called “central pot” or “50–50” deals), the partners pool resources and share the revenues equally. Distribution is allocated by prior agreement. For example, Warner Bros. and Universal Studios agreed to split the production costs and the revenues of the movie Twister. A coin toss gave Warner Bros. the North American distribution rights and Universal Studios the foreign distribution rights (Welkos, Los Angeles Times 1996)”.
In two-pot deals, typically the co-financing partners split the rights: one receives domestic rights and keeps all revenues from that source, and the other gets the foreign rights and all foreign revenues. An example of a two-pot deal is in financing of the movie, True Lies. Twentieth Century Fox invested about USD 80 million dollars in True Lies in return for the domestic rights; Universal Studios invested about USD 30 million dollars for the foreign rights.
Other types of deals may include more complicated slices of the revenue stream. One partner may acquire rights for certain territories only (say, Italy or France or Hong Kong) or television rights or sequel rights.
Ex ante contracting avoids the well-known “lemons” problem (Akerlof 1970), i.e. when a well-informed studio only offers the dogs for co-financing. The most interesting example in that respect is the financing of the movie Titanic (1997). As the movie was rolling behind schedule and over budget, Fox was looking for partners. At that point in time, it should have been clear to anybody that the inside information the studio had was negative. Therefore, the price they could expect to pay for sharing the risk would be very high. Finance theory predicts that at this point, since there was no credible way to convey significant positive information, the price they could receive for selling any rights would be too low. However, Fox went ahead and sold a significant share of the rights to Paramount for a fixed price, reportedly USD 65 million dollars, with Fox committing to complete the movie no matter what the total cost would end up being. Tensions and issues ensued, as the two partners had conflicting interests. In the summer of 1997, the studios had to postpone the opening of the film from the summer to December, because of technical issues (Einav and Ravid 2009). The New York Times reported: “Unspoken in the decision on a postponement, which was announced late Tuesday, were the tensions between the two jittery studios, Paramount and Fox, over a movie whose climbing costs, delays and flamboyant visual effects symbolize a season that seems to have as many thrills and chills off screen as on” (Weinraub 1997).
In retrospect, finance theory turned out to be right on the mark. For Paramount, the USD 65 million dollars turned out to have been probably the best movie investment ever made, whereas for Fox the opportunity loss was enormous. However, as mentioned, finding partners in mid-stream is rare, and most alliances are formed before one frame is shot.
In our 2008 study we used 275 films, produced and distributed by various studios and production companies. We looked through several data bases but also verified the financing arrangement for each film with industry professionals. The main classification we provided was of risk groups, according to ex ante characteristics. We found that PG-rated (family friendly rating by the MPAA) films and sequels tended to have significantly lower SD (Standard Deviation) and lower skewness than other groups and that these characteristics predicted a lower probability of co-financing. In other words, studios tend to co-finance their most risky properties. The risk tendency is more relative than absolute: in other words, each company co-finances the riskiest portion of their own portfolio, supporting the internal capital market theory in Robinson (2008). Starkly put, sequels are much less likely to be co-financed. We also find, as expected, that high-budget ventures tend to be co-financed more frequently. Sharing costs is an often-mentioned argument for alliances.
Table 1 is reproduced from our 2008 paper (Palia et al. 2008) and shows a time trend in addition to the variables mentioned. We also find that co-financed and single-financed films perform equally well, supporting Goetller and Leslie (2005). This can be interpreted as an encouraging message to the industry, as it is consistent with an optimal choice of financing structure.
Table 1 Probability of allianceFull size table



3 Incentives and Subsidies
A most important element of film financing can be state support. State support takes several forms. One form can include direct and indirect grants of various kinds to selected projects. In such a quality-based subsidy model, there is a committee that selects which films to finance and the selected films receive some funding according to various criteria. The advantage of this model is that if the committee selects properly, then only worthwhile projects are funded. However, in reality, there are several problems with this form of subsidy. First, there is the constant conflict between selecting “artistic” “high-quality” films and crowd pleasers (an additional selection criterion in France or Australia). The other problem is a severe agency problem. Since there are few objective criteria at this stage of the game, this model is rife for various insider dealings.
The other model is an expense-based subsidies model of subsidizing every production that answers to some economic criteria (until a fund is exhausted). These criteria can include spending some money in a given territory and in turn receiving a subsidy or a tax credits which can offset this spend. Countries and states can be either very specific or very general in specifying criteria for funding, and studios get very creative in applying for support. For example, in one major Hollywood production all insurance payments were channelled to subsidiaries in a specific territory in order to bring up the amount the production money spent in that area and qualify for tax credits. In another case, an “Indie” film
                  
                 which obtained film subsidies in order to shoot in a specific territory, an expensive European country, built all the sets in a cheaper location and hauled them on trucks to the territory where subsidies were available for principal photography.
Although production subsidies are available in many countries and territories, in the USA subsidies tied to spending are generally the only form of support available. While this process frees the discussion from ideology and agency problems, it does create a race to the bottom and worse, if a territory keeps a high level of incentives for a while, people may decide to build a studio or other infrastructure in the area. However, as soon as some other state comes up with higher incentives, crews will flee and the infrastructure will have been wasted.
In general, incentives can be considered as a cash infusion to the budget with conditions attached. For example, Quebec recently advertised tax credits but limited the labour allowed for this tax credit calculation. A producer or a DP (director of photography) salary is ineligible for the tax credits, but assistant producer or set designer pay is eligible. Thailand has approved an incentive scheme (which is expected to become effective this year) of a cash rebate of 15% in cases where the local budget is at least 30 million Baht (as of this writing about USD 872,000) and another 5% if postproduction takes place in Thailand as well. South Africa provides rebates and incentives of 35% for local and co-production, 25% for foreign post and 20% for foreign production.Footnote 5 New Zealand provides cash grants as well as equity and debt funding (http://www.nzfilm.co.nz/funding).The details are confusing and require an accountant with film background to sort them out.Footnote 6
There are several questions related to incentive strategies. One question relates to all state funded incentives. It is clear that if the price of shooting in Louisiana goes down, there will be more films shot in that state. However, the question is whether any additional jobs are created and even if the answer to that question is yes, does this “investment” of public money provide the highest return.
However, the problem goes deeper. The subsidy game is a very dangerous game. Assume that state A provides incentives amounting to 25% of a film budget and state B’s incentives reach “only” 20%. At the margin (of course, there are other issues, e.g. it is expensive to shoot a desert movie in the Amazon forest no matter how high the tax incentives may go). State A will attract more productions than it otherwise would, but if state B increases incentives from 20% to 28%, much of the business may move to state B. For example, just a few days after Governor Bobby Jindal of Louisiana signed a law capping production credits and changing eligibility procedures, the greater Baton Rouge Business Report came up with this headline: “Disney issues moratorium on new film projects in Louisiana; other studios may follow” (June 22, 2015; https://www.businessreport.com/article/disney-issues-moratorium-new-film-projects-louisiana-studios-may-follow).
The problem is exacerbated if a long regime of high rebates and incentives has led to investment in infrastructure, for example, studios or post houses. As soon as you start losing in the incentive game, business may dry out, and the expensive infrastructure will have been a wasteful investment. This creates a very interesting game. Once a state has built infrastructure, and the cost is sunk, and since the marginal cost of using production facilities is low and the return is high, such a state may optimally provide incentives which do not pay in the short run in order to subsidize the usage of the infrastructure in place. Here is a simple model: assume that the function g(X) represents the benefits of subsidies of X to the state (such as jobs, tourism or any other quantifiable benefit). Consistent with standard economic thinking, we will assume diminishing marginal returns, i.e. g’>0, g”<0. The cost of the subsidy is simply, dollar for dollar of lost tax revenues. So, a subsidy of X dollars costs X dollars. In this structure, the solution to the state’s problem is very simple: provide subsidies as long as g’>1. Keep in mind that we make simplifying assumptions that favour the subsidy scheme, i.e. that there are quantifiable benefits and they can be precisely calculated. Now assume that the state built (or heavily subsidized) a studio to accommodate the needs of film-makers attracted by the subsidies. Then investment in the studio is sunk, and it is reasonable to assume that the marginal cost of using the studio is very low. For simplicity, assume a marginal cost of zero up to the capacity of S. It is clear that an investment credit scheme that will provide C dollars up to g(C)’=1 for all spend except studio usage and then an additional subsidy for E for studio usage as long as g’(C+E)>0 is optimal. The excess subsidy, E, where essentially a dollar of subsidy provides less than a dollar of benefits, represents the inefficiency related to the existence of infrastructure and incentivizes states to go “overboard” with generous subsidies. It should be clear that under this scenario and some mild assumptions, the studio should not have been built in the first place. The Isle of Man, for example, provides equity investment in films with no set limit. As we recall, equity is the toughest financing component to achieve. However, such commitments have enabled the island to develop into a major film hub (and a hub for other investments as well). Of course, while the economics are relatively straightforward, the politics of subsidies and in particular film subsidies are more complicated and can be very emotional. On one hand, everybody wants to see film stars in the neighbourhood, and on the other hand, cuts to Medicaid (government-run medical insurance for low-income families in the USA) coupled with films’ subsidies can be viewed as a particularly frivolous transfer of wealth.
While the system of subsidies is flawed in many ways, the economic logic is still more compelling than the economic logic of film commissions that try to gauge the artistic and economic potential of a movie. By definition, such judgements are subjective and often mask political considerations. For example, screen Australia lists goals that seem to be quite general, in supporting the development, production, promotion and distribution of Australian screen content as defined on their website. Film boards can include government officials, in which case the political connections are clear, or industry professionals (as is the case for most board members in Australia) who have personal relations with many of the people who apply (screen Australia has a policy on conflict of interests).Footnote 7
The French system is a complicated combination of direct support based on merit and “automatic support”. Brody (2013) describes the system and its consequences: “When, as in France, the government is involved in the production of movies, the industry and the art become a matter of politics”. In sum, there is no convincing scientific case to my knowledge for public support of movie production.Footnote 8 However, should governments decide to provide such support, standard finance theory suggests that governments should leave the equity position (or a big chunk of it) to the film-makers so as to provide the correct incentives, and they should provide a direct cash subsidy or tax incentives to all qualifying films. Choosing which movies to invest in, while in principle can serve a noble purpose, can often deteriorates into politics and does not provide the right incentives.


4 Conclusion
This chapter surveyed the main issues in film financing. I explained the structure of film project financing and the issues stemming from the uniqueness of each project. I explored the role of risk in studio decisions and in financing arrangements, explaining why it is that sequels are the holy grail of movie studios and why they are not co-financed. I then discussed state subsidies to movies. I analysed the difference between expense-based subsidies as in the USA and the quality-based model used in many other countries and argued that the latter may be inferior due to agency issues.
To conclude, movies will always require financing, although digitalization has lowered the cost of production and of special effects in recent years. Much of the financing, as discussed, is based upon a predictable structure of cash flows. This is changing fast. Particularly hard-hit are independent movies where presales served as an important, sometimes crucial, component of the budget. Presales estimates, however, are based on historical evidence. New distribution channels such as streaming are replacing DVDs and make predictions very difficult. Even worse, it seems so far, that streaming will lower the ancillary revenues (which for most films are the most significant revenue component) compared with past estimates. Industry professionals and analysts in the recent American Film Market, the biggest marketplace for independent films in the world (November 2015) expressed grave concerns about the effect of such future trends for the industry. However, at the same time, both global and US box-office grosses continue to rise almost every year (including 2016), and new distribution channels require more content. The future, then, may be bright.



                                    

                                
                            

                             Notes
	1.Public broadcasting corporations liked the BBC in Britain and SVT in Sweden still follow this model to some extent facilitating production by permanent employees working in-house (Küng-Shankleman 2000; Norbäck 2012).


	2.For a good overview of film financing, see Vogel (2014), or for the international scene, see Finney (2010).


	3.That is why I separated presales to informed sales agents from equity investment in return for specific streams of potential revenues.


	4.A film production company may sometimes issue a security with a yield linked to revenues from specific films. The principal amount of such a security is typically due at maturity, and the security may have a low (or even nil) rate of stated interest. The security also usually provides for a supplemental (and perhaps increasing) interest payment that becomes due when a predetermined financial target (such as revenues or net cash proceeds) is reached or exceeded.


	5.Much of the information was distributed in the AFM (American Film Market & Conferences) in 2015 and 2014 (http://americanfilmmarket.com/).


	6.Some years ago some of my students in a film finance class had jobs with major film production companies calculating budgets net of possible incentives for each feasible location in which a movie might be shot.


	7.For some examples, see Finney (2010).


	8.There is plenty of anecdotal evidence regarding films’ contributions to a local economy, but not a rigorous cost benefit analysis of subsidies. For example, here is an April 13, 2017, release from the MPAA: “Production of Universal Pictures’ The Fate of the Furious contributed over USD 65 million to Georgia’s local economy, benefiting a wide array of local businesses across a number economic sectors, according to new data released from the studio. The film also employed over 1600 local workers, who took home more than USD 25 million in wages”.
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