19th Annual Entertainment Law Issue

[

IMAY 2003

L0sAndt

fsLanyer

Son of il Los Angeles lawyer
Y A/Q - - Stanton L. Stein counsels

S(“” Ld“ 2 y j&j 7 & his client Alan Alda on

page 14 Fa the issues raised by

Personal > : vertical integration
7 i C v~ 3 '

Jurisdiction

and the

Internet

page 21

Unauthorized
Film Ediling
page 46

yright
\ ption

age 37



BY STANTON L. STEIN AND MARCIA ].

HARRIS

Repeal of the Fin-Syn Rules and vertical

integration led to a barrage of lawsuits by

profit participants in television projects
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VERTICALLY INTEGRATED media conglomer-
stoss Duave peavided fer e grosind for Bigation
in the entertainment industry due 1o self
healingg and at Teast the appeamnce of impro-
priety that inevitably arfses when affilisted
enlities sit peross from each other at the bar.
gaoning bhle, Vertical integration in tie enter-
tainment industry is a corporate strategy thit
involves the retentlon of eontrol aver all
aspects of a motion picture, television pro-
gram, or musical reconling=from |ty cre-
ation through production and distribution
For example, with a television program, ane
vertically mtegrated conglomerate creates
andl protduces the prograos, broadcasts the
program on its affilisted network, and then
licenses the syndication of the program o
its own cable petwork and/or local television
stations. To date, litigation alleging vertical
integrution claims primarly fis focused on
television programming rather than motion
pletures or muskeal recardings.

Vertical integration accomplishes Lwo
gouls for o conglomernte, Flest, the con
plomerste achieves the complete control of a0
entertuinment property, including the ancil
lary rights, Vertical integration allows the
comdomerate 1o “besad” a property and keep
it ot of the lands of competilors. Secand, ver-
tical integration allows the conglomerale to

dictate the linancial terms of distesbution and
synithieation becnuse it contrals both the licen-
sor and the licensee of the rights n the prop
eety, In this way, the parent comporation of
both the affiliated licensor and Beensee can
manipnilate their pegotiations to best serve the
corparation’s iMeres,

Vertical integration often has led to de-
cremweld Neense fees A corparate conglom:
erate thal produces 2 program through one of
it production entities can ersare thal (s affil
jated cable and lelevision petworks and tele-
visdon statbons pay belowamarket license fees
for the right to distribute the program, The
srnitegy pursued by a compdomerade is simple,
A smaller license fee results in less gross
revenues from the distribution of the pro-
ermm, Distribaition procesds are aften shared
with the program’s profit participants, such as
actors, directors, writers, and producers, for
whom participation in distribution profits is an
integral comgonent of telr compensation

Stanton L. Stein and Marvia J, Hareris are
partwers in the firm of Dreier Stein & Kakan
LLE, where they specialize (i enterfainment
litigation, Stein and Harns represented Alan
Alda, the Wind Dancer parties, David
Duckovny, and Langley Prodwctions, Iue. in the
laveswits mentioned in this article.




With this vertical integration sirategy, prodils
that would have Nowed to the profit partici-
pants insteml remain within the corporate
conglomerate becarse the pffilated lcensees,
such as cable networks, do not share thelr
revenioe with third parties, In 1998 Alan Alda
sued Twentieth Centuery Fox Film Carpooition
for this practice and sought in excess of S10
million in Jost prolit partdcipation revenue,’

The corporate strategy of vertical inte-
gratian b been mmde possible by the merger
maia I the e 19905 that resulted from
the repeal of the “FinSyn Rules ™ With the
demise of the rules In 1995, the petworks
were no looyueer Bmvited in their ability to peo
tuce or own 2n equity stalee in the programs
they brusdeast. In anticipation of the repeal
of the rules, the Walt Disney Company and
Capital Cities/ABC announced a 519 billion
merger on July 31, 1905, and Westinghouse
announced s acquisition of CBS for 55.4 bil-
Hom on Awgast 1, 1995.° Subsequently, CHS
merged with Viacom, creating a 591 billion
conglomerate. These mergers and acquisi
tons were dwarfed by the merger of Time
Warner with AOL, whisch was approved by the
Federal Trade Commission on December 14,
20000, arnl, it S111 Lalbon, is the brgest merger
in LS. history.*

Today, all but one petwork, NBC, s owned
by & medin and motion pleture studlo con
glomerate, AB ywned by the Walt Dispey
Compuany, CBS and UPN are owned by
Viacom (which also owns Paramount Fictures
Corporntion), the WE is cwned by ADL/ Thine
Warner, and the Fox network is owned by
News Corg, which also owns Twentieth
Century Fox Film Corporation. The potential
for seli-dealing s enormaus

While profit participants view these merg-
ers a8 opportunibes for sedf-dealing by the
congtlomerntes, the conglomentes instend
apply the term “synergy” to the mergers,
Comments by Michael Elsper, cluskemnn and
chief executive officer of the Wall Disney
Campany, regarding e mesger of Disney
and ANC, are revealing and perhaps reflect an
unfortunate cholce of words: “The synergies
are under every rock we turn over. | am
totally optisistic that one and oe will add up
to four here.™

Not everyone agrees that the synergy
resulting trom vertical integration is n good
thing. Many critics, for example, have raised
conoerns about L dissemination of news
as a result of the concentration of news orgs-
alzations kn o handfud of medis glasts, o sl
tion, questions hawve been mised about the
commercial propriety of vertical Integration,
But the two issues that have attracted the
most conoern are 1) the networks' attempts
to aoquire ownership interesis in programs
they brandcast, and 2) the potential for self




dealing among affilated entities of the media
canglomerates,

SUING OVER SELF-DEALING

Concerns and questions about the self-deal:
ing of medin canglomerates 1o the detriment
ol pralit purticipants have spawned a virtunl
cottage industry of bawsuits against the stu-
dics and networks. Among the Lawslts invod
ings television programs that were filed start-
Inas in 107 are:

® Vind Duncer Production Growp v, The Walt
Disney Company, which was liled in Mareh
1997 wath regard o Home fmprovement.”

® NMozark Productions v. MTM Enterprises,
which was filed in May 1997 and concerned
Foewing Shade.”

® [rank Lupo, Albert Ruxhly, and Leslie Grief
against CBS, o lawsuit that was also filed
In May 1997 and was about Walker, Texas
Ranger”

® The Alila sult agalnst Twentieth Century
Fax Film Corporation, which was filed in
Febeuary 1EH with regard to M*A*S 1
® Diasid Duchovny’s suit against Twentieth
Century Fox Film Corporatlon, which was
flled in Augast 199 and fovolved the X Fades.™
® Steven Bochoo's action agninst Twentieth
Century Fox Film Carporation, which was
fibex] iy September 1996 with regard o NYPD
e !

® Barry Levinson and Tom Fontana agains
NBC Studios, oe,, which was filed in March
20040 and concerned Homicide: Life an the
Sreed,

® Langley Productions, Imc. v. Fox En-
fertainment Growp, which was filed in June
2004 and involved Cops™*

All of the coses were settled before trinl—
and for some, the settlement emerged on the
very eve of trial.

The gravamen of these lawsults §s that
the vertically integrated conglomerates
eoumged n selidenling by artilicially decreas.
ing hicense fees and thereby injuring the pro-
grion's profit participants. There is no incen
tive for a vertically integrated company 1o
make aoy effort to shop its product nmong o
variety of broadeast netwarles, cable networks,
or ather distribution channels in order o
obtain the highest beense lees lor ils pro-
gramming. Rather, the incentive is for the
adfilimed entity owning the progran to license
it to another affiliated entity for a belowanar
ket price, That way, the afftliated leensee
increases its profits (and the comglomerate’s
Battam line) while the revenues from the
license fees thal must be shared with the
pealit participant are reduced

Although vertically inegrated companies
miy angue that justifiable business ceasons
exist for vertical transactions, the practical
effect cannol be disputed: reduced revenues




available to profit participants and increased
peofits (o the corporate parent’s bottam line.

While some of the contracts between the
peofit participams and the owners of the tele
vision progrims cantain langugge designed
1o protect against dissdvantapeous selfdeal
inng, many of the contructs that peeceded the
repeal of the Fin-San Rules do not. Two of the
varlier Lawsasits lnvodving vertical Integration
are illustralive,

I the lvwssisit andtiated by Wind Daneer
Production Groap, creators of the television
sories Home Improvement, agalnst the Wall
Disney Company, the contract at kssue hd ne
protective language.™ In fact, the contract
provided only a right of consullation wilh
regard o the distribution of the serics, Thus,
there was no contractual pravision on which
1o hingg a =ell- dealing claim,

In contrast, in the lowsudt fikad by Alin
Alla against Twentieth Century Fox Film
Carporation, the selfdealing breach of con
Iract claim wis based on language contained
i 1901 Sottlement Agreeoent™ regganding
Akla's awdst of the M AS*H series pralit
participalion statements ™ A fansdgghted trans
actional sttorney for Alda had nserted the ok
lowing language into (he agreement:

I and 1o the extent Fox mules agree-

ments in respect of exploitation of

IM*A S *H) with any aliliated entity

which is & so-called “end user” such as.

by way of example anly, [Fox Heaml:

casting Company| or the Fox television

stations, the income of such end user
shall not be deemed gross recelpts
hereundes, bl For shall estrllesh fafr,

Juat and equitable market rates, arms-

Iength prices in swek dealinge, which

diall be created o a reasonable and

emparicaily puetifichle basis.”

When the contracts between the profi
participants and television program owners
contained protective linguage, the lawsiits
alleged claims for breach of contract and
Deluctogy bresch of comtrat (on Use part ol the
parent company) as well as breach of fidu-
clary duty, unfair conspetition, interference
with comtract, and interference with prospec-
Hve economie advantage. ' Without the pro
tlective linguage, the lawsuits have relied on
clating for breach of fiduclary duty, unfair
competition, interference with prospective
business advantage, and beeach of the impled
covennnt of good falth and fair dealing, All ol
the lawsuits have sought an accounting.

The elalins for beeach of fduckary duty in
the vertical integration cases have been hotly
contested, Essentially, the conglomerntes
argued that the profit participants have
attempted to transform breach of contract

claims into tort claims. In addilion, the can-
ghomentes argued that no Gduciary duty
exists between a program's producer and its
profit participant. In some instances, triol
cour bs desaissed tese clalms on demurres,”
in other inslances the claims survived demur
rer aml motbons for summary adjudication.™

In defending against demurrers by the
stislsos, the peodit participants relied on a
number of cases upholding a fducary dity
B ot 1o prolil pog Bespants. For exmmphe,
in Hraden v. Lewds,™ the court held, =[W]bene
property s transferred to another amnd an
mterest is reserved in profits which may be
realized from the sale ar operation of the
property, i Ikluciary relationship is crented
antl the tranefence is bowund to account to the
party from wlhom te property wis recelved
for the amount of the profits.”

Profit participanis also relied on Vai v
Hank of Amerren, which hekd that “[1]1e key
fuctor in the existence of a fiduclary rela
tionship lies in control by a person over the
property of anmther,™

Indeed, two Califorinia cases spocilically
recognize i filluciary duty owed 1o profit par
ticipants in the context of il distribution
agreements. First, in Waeerly Producfions,
Inc.v. RKO Geweral, Ine..” the plalntidi, & pro-
ducer of two filins, entered into a distribution
agrecment with the defendant in which the
plaintaff retained profit participations in rev-
enes from De distributban of te Blos, The
court of appeal held that the plaintiff had not
eatpblished o genernl lduciary relabionship
between itself and the defendant, but the
coniet potedd it o Bindlend Heluchiry eelation
ship existed with regard o the defendant’s
olligation “1o account fof rentals recerved to
the plaintiff*

Maore recently, in KRecorded Prefure Co,
(Frovtuetions) Lot v Nelsow Ertertainment,
Ine.” the appellate court again reaffirmed
the existence of the fiduclary duty recog:
nized in Waverdy. In Recorded Picture, the
plalntilf, a flm peoducer, entered fnto o dis
tribution agreement with Hemdale, a dis-
tributor of motion pletsires, Hemlole, in i,
entered into a separate subkdistribution agree-
went with the defendant conoeming haome
video rights. The court, relving on Waerly,
noted that there was no fiduclary relation
ship between the plaintlif amd the defendant
beeawse the defendant had no accounting or
ollser absBgations fo Ui pEdnlifn. There wis po
privity of contrace betwoen the plaintiff and the
defendant giving rise 1o an obligation to
account for profits. Nevertheless, the court
stated that *[a] Bducinry duty to the peodacer
to proside zm aecounting of proceeds recened
did govern the relationship between [the
plaintiff] and Hemdale™ because there was
contractual privity. ™ The court citex] Wiaverly

with approval and recognized that when a
direct comtractual relationship exists, “the
distributor owed a fduciary duly.. o pro-
wvide an necounting of proceeds received from
sulxlistributors, "

A federal district court in New York also
found a Oducsary relationship between con-
tracting purties. In Rosary-Take One
Provtuvtion Company v, New Line Distribwtion,
Tue* the court held that “itis possible, as a
matter of law, for o fiduciory relationship 1o
devedop betwreen contracting parties,™!

Predictably, the conglomerales have
rejected any nalion that a fiductary relation-
ship exists with respect 1o prolit participants,
On demurrer, the conglomerates have
attacked the breach af liduciary claims by
relying on Zumibrun v, University af Southery
Califormia™ and Pelerson Development
Companyv. Torrey Waes Band™ for the progo-
sition that courts have cautioned against find-
fenge “loose charneterizations™ of lnancial el
tioaships as fiduciary in nature.

In alelition, the comglimerates, such ns
Fox in the Dwchoeny, Bockeo, and Langley
Proviwction Lawsaiits, relicd primarily on an
unpublished federal district court ocder, Crest
Enterprases, NV v, Cofumbia Pictures Indws-
tries fue, ™ for the propositon that a peolit par-
ticipant's audit rights somehow defest o con-
glomerate’s Aduciury duty 1o account for
thase profits. In the Duchoeny and Langley
netions, Fox's demmrrers were defeated,

This vear, in Wolf'v. Superior Cowrt™ the
conrt denbed & weil of mamdate sought by the
plaintiff, Gary K. Woll, the author of the novel
Wiker Cemsurnd Knger Katbir 2, which was turned
inte a movie by Walt Disney Pictures and
Telewision, Woll sotght the writ of mandate 1o
compel the trial court to vacate its order sus-
Laaning, without leave 1o mnend, the deturres
of the real party in interest, Disney, 1o Wolf's
case of action for heeach of fiduciary duty.
The conrt bseld that & cantlaggent entitlement
to future compensation within the exclusive
comteol of amse party does not imake that parly
a fiduciary in the absence of other indicia of
w condidential relotsanship, The court stated
that without an allegation of an agency rela-
thonship o a joint venture or a eelationship
“akin® to a Joint enlerpeise, the dght to a con-
tingent entithement woukl not support o clsbm
for breach of Bduciary disty™ Sinee the deci
sian wirs based on a wrig of mandate during the
escling stage, it s Bhely that Uie decision will
be appealed by Walf or challenged by ather
st tchpants in other cases,

To date, none of the cases alleging self-
dealing cloims have proceeded to trial.
Instead, the conglomerales have paid sub-
stantinl money 1o profil par tcipants to resalve
the claims belore tral, In each of the eases,
the studios have insisted on confidentiality
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provisions that prevent the disclosure of Use
settlement amounts.

An o prophylactic mensire, some of the s
dins now have amended their contractual peo-
vislons concersing peoflll participation. Firt,
the words “net profits”™ and “gross recelpts”
huve virtually disappenred from their con
tractunl definitions of profit participation.
Instead, the terms *defined proceeds,” “con
lingrent proceeds,” *defined receipts,” and
“contingent bonus® now populate the defing
Vi,

Moreover, the provisions now mamtlate
Incding arbitrtion 1o resolve any disputes
cancerning the definitions, whether sounding
in contract or tork. Thus, discovery may be
limiled or nonexistent, depending upon
whether un arbitration provision lcomporates
Coile of Civil Pracedure Section 1283.06,7
Mare important, the profit participant has
no right 1o a jury—a right that may be
extremely valuable when a Jone plalotiif takes
ail & belemoth media conglamerate.

In addition to arbitration provishons, many
of the new back-end pravisions conlain pre
sumplions in faver of the studio, For example,
the: profit participant must neknowledge it
any destimg between the conglomerate's affil
inted entities is *conclusively presumesd to
be fair, reasonable, and unobjectionable”
unbess the participant can establish that the
“agrecment or other arrangement s on lnan
cinl teraes which, taken as a whole, nre mate
rially less favorable economically” than a
Iramsaction between unaffiliated entities. For
example, Dispey’s Exhibit *CB* (contingent
bonus) provides:

T sddithon, Lender acknowledges il

agrees thal any agreement or other

arrangement by [Walt Disney Pictures)
with an Affiliate or Related Party
regsding the Exploitation Rights shall

be conclusively presumed o be fair,

reasonible and unobjectionable unless

Lender shall establish tat such agree

niesil o other armngement is an finan-

clal terms whisch, taken as a whole, are
materially less fnvorable ecanamically

to [Walt Disney Pletures] than the

terms of Similar Transactions generally

entered inlo by [Wall Disoey Pletures|
with unalfilssted or unrelated third par-
1hew,, .,

Even if the participant can meel this test,
the participant™s damagres are limited only to
what the partcipant would have received but
foe the undsie adfilinted transaction—that is, no
punitive damages or other remedies.™

Accarding to agents and transactional
entertubnment lowyers, the studios are unwill
ing 1o negotiale many, il any, modificalions to
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the arbitration provisians or any new provi-
sions benefiting participants, regardless of
the statizre of thedr clients. Thus, oy Uhese
provisions proliferate in contracts between
participunts and the conglomerstes, the num-
Ler of vertical integration cases may decline,
Intlewd, challenging the enforceability of these
provisions may constitute the next wave of
entertainment litigation.

1o & recent case, Fardee Constraction Com-
pany v, Superior Conrt™ the conrt held that
a prowvision that reguired g judical reference
instead of n right to a jury trial and prohibited
punitive dansages was unconscionable il
contrary to statutory law and public policy. In
108 holding, the court cautioned; “Our ansly-
sis is narrowly tailared to this record, in par-
tewnlar to the parties’ agroements, We do nm
decide any 1ssue as a malter of . Instead,
o thin recortd we siimply conclude the parties’
agreements were adhesive contracts fatally
infected with procedural and substantive
unconsclonability,"

Whether such a conclusion would be
applied to the new back-end provisions
imposed by media conglomerates is unclear
Certninly, sgreements to arbitrste are ooked
on with favor m California. Many entertain-
et comraets contain arbitration provisions,
and it s unlikely that courts will hold that a
contruct with highdevel talent iv uncon-
scionable based on the perception that lhigh-
Jevel tndent b sulficient bargaining power,
With respect to provisions that deny the right
to punitive damges anld shifl the burden of
proaf, the autcome also is not certain.

There is no delinitive mithority on whether
contractual provisions that prospectively
wilve punitive damages or shift the burden of
proof are enlorceable, Although Pardee
Construction Company found a ssmilar provie
slan to be unconsclonable.” the opinton
should be read with caution because the court
expresaly Hiented ls bolding to the facts of that
case, and the plaintiffs were homeowners
with for bess power to bargaln the terms of o
contract,

Thus, the enforceability of these new piro-
visions remains in doubt, but one thing is
certain: The media congloemerntes will con
tinue 1o selfdeal. As Warren Buffett once
said: *Negotiating with one’s self selom pro-
disoes i barrooem brawl “ erelore, the dis
putes with profit participants will continue.
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