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VERTICALLY

BY STANTON L. STEIN AND MARCIA J. HARRIS

Repeal of the Fin-Syn Rules and vertical

Integration led to a barrage of lawsuits by

profit participants in television projects

CHALLENGED
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VERTICALLY INTEGRATED media conglomer-
ates have provided fertile ground for litigation
in the entertainment industry due to self-
dealing and at least the appearance of impro-
priety that inevitably arises when affiliated
entities sit across from each other at the bar-
gaining table. Vertical integration in the enter-
tainment industry is a corporate strategy that
involves the retention of control over all
aspects of a motion picture, television pro-
gram, or musical recording—from its cre-
ation through production and distribution.
For example, with a television program, one
vertically integrated conglomerate creates
and produces the program, broadcasts the
program on its affiliated network, and then
licenses the syndication of the program to
its own cable network and/or local television
stations. To date, litigation alleging vertical
integration claims primarily has focused on
television programming rather than motion
pictures or musical recordings.

Vertical integration accomplishes two
goals for a conglomerate. First, the con-
glomerate achieves the complete control of an
entertainment property, including the ancil-
lary rights. Vertical integration allows the
conglomerate to “brand” a property and keep
it out of the hands of competitors. Second, ver-
tical integration allows the conglomerate to

dictate the financial terms of distribution and
syndication because it controls both the licen-
sor and the licensee of the rights in the prop-
erty. In this way, the parent corporation of
both the affiliated licensor and licensee can
manipulate their negotiations to best serve the
corporation’s interest.

Vertical integration often has led to de-
creased license fees. A corporate conglom-
erate that produces a program through one of
its production entities can ensure that its affil-
iated cable and television networks and tele-
vision stations pay below-market license fees
for the right to distribute the program. The
strategy pursued by a conglomerate is simple.
A smaller license fee results in less gross
revenues from the distribution of the pro-
gram. Distribution proceeds are often shared
with the program’s profit participants, such as
actors, directors, writers, and producers, for
whom participation in distribution profits is an
integral component of their compensation.

Stanton L. Stein and Marcia J. Harris are
partners in the firm of Alschuler Grossman
Stein & Kahan LLP, where they specialize in
entertainment litigation. Stein and Harris rep-
resented Alan Alda, the Wind Dancer parties,
David Duchovny, and Langley Productions,
Inc. in the lawsuits mentioned in this article.
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With this vertical integration strategy, profits
that would have flowed to the profit partici-
pants instead remain within the corporate
conglomerate because the affiliated licensees,
such as cable networks, do not share their
revenue with third parties. In 1998, Alan Alda
sued Twentieth Century Fox Film Corporation
for this practice and sought in excess of $10
million in lost profit participation revenue.!

The corporate strategy of vertical inte-
gration has been made possible by the merger
mania in the late 1990s that resulted from
the repeal of the “Fin-Syn Rules.”? With the
demise of the rules in 1995, the networks
were no longer limited in their ability to pro-
duce or own an equity stake in the programs
they broadcast. In anticipation of the repeal
of the rules, the Walt Disney Company and
Capital Cities/ABC announced a $19 billion
merger on July 31, 1995, and Westinghouse
announced its acquisition of CBS for $5.4 bil-
lion on August 1, 1995.® Subsequently, CBS
merged with Viacom, creating a $91 billion
conglomerate. These mergers and acquisi-
tions were dwarfed by the merger of Time
Warner with AOL, which was approved by the
Federal Trade Commission on December 14,
2000, and, at $111 billion, is the largest merger
in U.S. history.*

Today, all but one network, NBC, is owned
by a media and motion picture studio con-
glomerate. ABC is owned by the Walt Disney
Company, CBS and UPN are owned by
Viacom (which also owns Paramount Pictures
Corporation), the WB is owned by AOL/Time
Warner, and the Fox network is owned by
News Corp., which also owns Twentieth
Century Fox Film Corporation. The potential
for self-dealing is enormous.

‘While profit participants view these merg-
ers as opportunities for self-dealing by the
conglomerates, the conglomerates instead
apply the term “synergy” to the mergers.
Comments by Michael Eisner, chairman and
chief executive officer of the Walt Disney
Company, regarding the merger of Disney
and ABC, are revealing and perhaps reflect an
unfortunate choice of words: “The synergies
are under every rock we turn over. I am
totally optimistic that one and one will add up
to four here.”

Not everyone agrees that the synergy
resulting from vertical integration is a good
thing. Many critics, for example, have raised
concerns about the dissemination of news
as aresult of the concentration of news orga-
nizations in a handful of media giants. In addi-
tion, questions have been raised about the
commercial propriety of vertical integration.
But the two issues that have attracted the
most concern are 1) the networks’ attempts
to acquire ownership interests in programs
they broadcast, and 2) the potential for self-




dealing among affiliated entities of the media
conglomerates.

SUING OVER SELF-DEALING

Concerns and questions about the self-deal-
ing of media conglomerates to the detriment
of profit participants have spawned a virtual
cottage industry of lawsuits against the stu-
dios and networks. Among the lawsuits involv-
ing television programs that were filed start-
ing in 1997 are:

® Wind Dancer Production Group v. The Walt
Disney Company, which was filed in March
1997 with regard to Home Improvement.

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

® Frank Lupo, Albert Ruddy, and Leslie Grief
against CBS, a lawsuit that was also filed
in May 1997 and was about Walker, Texas
Ranger.®

® The Alda suit against Twentieth Century
Fox Film Corporation, which was filed in
February 1998 with regard to M*A*S*H.°
® David Duchovny’s suit against Twentieth
Century Fox Film Corporation, which was
filed in August 1999 and involved the X Files.)®
® Steven Bochco’s action against Twentieth
Century Fox Film Corporation, which was
filed in September 1999 with regard to NYPD
Blue!

® Barry Levinson and Tom Fontana against
NBC Studios, Inc., which was filed in March
2000 and concerned Homicide: Life on the
Street.?

® Langley Productions, Inc. v. Fox En-
tertainment Group, which was filed in June
2000 and involved Cops."

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

The gravamen of these lawsuits is that
the vertically integrated conglomerates
engaged in self-dealing by artificially decreas-
ing license fees and thereby injuring the pro-
gram’s profit participants. There is no incen-
tive for a vertically integrated company to
make any effort to shop its product among a
variety of broadcast networks, cable networks,
or other distribution channels in order to
obtain the highest license fees for its pro-
gramming. Rather, the incentive is for the
affiliated entity owning the program to license
it to another affiliated entity for a below-mar-
ket price. That way, the affiliated licensee
increases its profits (and the conglomerate’s
bottom line) while the revenues from the
license fees that must be shared with the
profit participant are reduced.

Although vertically integrated companies
may argue that justifiable business reasons
exist for vertical transactions, the practical
effect cannot be disputed: reduced revenues




available to profit participants and increased
profits to the corporate parent’s bottom line.

‘While some of the contracts between the
profit participants and the owners of the tele-
vision programs contain language designed
to protect against disadvantageous self-deal-
ing, many of the contracts that preceded the
repeal of the Fin-Syn Rules do not. Two of the
earlier lawsuits involving vertical integration
are illustrative.

In the lawsuit initiated by Wind Dancer
Production Group, creators of the television
series Home Improvement, against the Walt
Disney Company, the contract at issue had no
protective language.’ In fact, the contract
provided only a right of consultation with
regard to the distribution of the series. Thus,
there was no contractual provision on which
to hang a self-dealing claim.

In contrast, in the lawsuit filed by Alan
Alda against Twentieth Century Fox Film
Corporation, the self-dealing breach of con-
tract claim was based on language contained
in a 1991 Settlement Agreement® regarding
Alda’s audit of the M*A*S*H series profit
participation statements.!® A farsighted trans-
actional attorney for Alda had inserted the fol-
lowing language into the agreement:

If and to the extent Fox makes agree-
ments in respect of exploitation of
[M*A*S*H] with any affiliated entity
which is a so-called “end user” such as,
by way of example only, [Fox Broad-
casting Company] or the Fox television
stations, the income of such end user
shall not be deemed gross receipts
hereunder, but Fox shall establish fair,
just and equitable market rates, arms-
length prices in such dealings, which
shall be created on a reasonable and
empirically justifiable basis.\"

When the contracts between the profit
participants and television program owners
contained protective language, the lawsuits
alleged claims for breach of contract and
inducing breach of contract (on the part of the
parent company) as well as breach of fidu-
ciary duty, unfair competition, interference
with contract, and interference with prospec-
tive economic advantage.'® Without the pro-
tective language, the lawsuits have relied on
claims for breach of fiduciary duty, unfair
competition, interference with prospective
business advantage, and breach of the implied
covenant of good faith and fair dealing. All of
the lawsuits have sought an accounting.

BREACH OF FIDUCIARY DUTY

The claims for breach of fiduciary duty in
the vertical integration cases have been hotly
contested. Essentially, the conglomerates
argued that the profit participants have
attempted to transform breach of contract

claims into tort claims. In addition, the con-
glomerates argued that no fiduciary duty
exists between a program’s producer and its
profit participant. In some instances, trial
courts dismissed these claims on demurrer;"
in other instances the claims survived demur-
rer and motions for summary adjudication.?

In defending against demurrers by the
studios, the profit participants relied on a
number of cases upholding a fiduciary duty
to account to profit participants. For example,
in Braden v. Lewis,?' the court held, “[W]here
property is transferred to another and an
interest is reserved in profits which may be
realized from the sale or operation of the
property, a fiduciary relationship is created
and the transferee is bound to account to the
party from whom the property was received
for the amount of the profits.”?

Profit participants also relied on Vai v.
Bank of America,” which held that “[t]he key
factor in the existence of a fiduciary rela-
tionship lies in control by a person over the
property of another.”*

Indeed, two California cases specifically
recognize a fiduciary duty owed to profit par-
ticipants in the context of film distribution
agreements. First, in Waverly Productions,
Inc.v. RKO General, Inc.,? the plaintiff, a pro-
ducer of two films, entered into a distribution
agreement with the defendant in which the
plaintiff retained profit participations in rev-
enues from the distribution of the films. The
court of appeal held that the plaintiff had not
established a general fiduciary relationship
between itself and the defendant, but the
court noted that a limited fiduciary relation-
ship existed with regard to the defendant’s
obligation “to account for rentals received” to
the plaintiff.?°

More recently, in Recorded Picture Co.
(Productions) Ltd. v. Nelson Entertainment,
Inc.,”" the appellate court again reaffirmed
the existence of the fiduciary duty recog-
nized in Waverly. In Recorded Picture, the
plaintiff, a film producer, entered into a dis-
tribution agreement with Hemdale, a dis-
tributor of motion pictures. Hemdale, in turn,
entered into a separate subdistribution agree-
ment with the defendant concerning home
video rights. The court, relying on Waverly,
noted that there was no fiduciary relation-
ship between the plaintiff and the defendant
because the defendant had no accounting or
other obligations to the plaintiff. There was no
privity of contract between the plaintiff and the
defendant giving rise to an obligation to
account for profits. Nevertheless, the court
stated that “[a] fiduciary duty to the producer
to provide an accounting of proceeds received
did govern the relationship between [the
plaintiff] and Hemdale” because there was
contractual privity.?® The court cited Waverly

with approval and recognized that when a
direct contractual relationship exists, “the
distributor owed a fiduciary duty...to pro-
vide an accounting of proceeds received from
subdistributors.”?

A federal district court in New York also
found a fiduciary relationship between con-
tracting parties. In Rosary-Take One
Production Company v. New Line Distribution,
Inc.,** the court held that “it is possible, as a
matter of law, for a fiduciary relationship to
develop between contracting parties.”!

Predictably, the conglomerates have
rejected any notion that a fiduciary relation-
ship exists with respect to profit participants.
On demurrer, the conglomerates have
attacked the breach of fiduciary claims by
relying on Zumbrun v. University of Southern
California®® and Peterson Development
Companyv. Torrey Pines Bank® for the propo-
sition that courts have cautioned against find-
ing “loose characterizations” of financial rela-
tionships as fiduciary in nature.

In addition, the conglomerates, such as
Fox in the Duchovny, Bochco, and Langley
Production lawsuits, relied primarily on an
unpublished federal district court order, Crest
Enterprises, N.V. v. Columbia Pictures Indus-
tries Inc.,* for the proposition that a profit par-
ticipant’s audit rights somehow defeat a con-
glomerate’s fiduciary duty to account for
those profits. In the Duchovny and Langley
actions, Fox’s demurrers were defeated.

This year, in Wolf v. Superior Court,® the
court denied a writ of mandate sought by the
plaintiff, Gary K. Wolf, the author of the novel
Who Censored Roger Rabbit?, which was turned
into a movie by Walt Disney Pictures and
Television. Wolf sought the writ of mandate to
compel the trial court to vacate its order sus-
taining, without leave to amend, the demurrer
of the real party in interest, Disney, to Wolf’s
cause of action for breach of fiduciary duty.
The court held that a contingent entitlement
to future compensation within the exclusive
control of one party does not make that party
a fiduciary in the absence of other indicia of
a confidential relationship. The court stated
that without an allegation of an agency rela-
tionship or a joint venture or a relationship
“akin” to a joint enterprise, the right to a con-
tingent entitlement would not support a claim
for breach of fiduciary duty.* Since the deci-
sion was based on a writ of mandate during the
pleading stage, it is likely that the decision will
be appealed by Wolf or challenged by other
participants in other cases.

To date, none of the cases alleging self-
dealing claims have proceeded to trial.
Instead, the conglomerates have paid sub-
stantial money to profit participants to resolve
the claims before trial. In each of the cases,
the studios have insisted on confidentiality
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provisions that prevent the disclosure of the
settlement amounts.

PROPHYLACTIC PROVISIONS

As a prophylactic measure, some of the stu-
dios now have amended their contractual
provisions concerning profit participation.
First, the words “net profits” and “gross
receipts” have virtually disappeared from
their contractual definitions of profit partici-
pation. Instead, the terms “defined proceeds,”
“contingent proceeds,” “defined receipts,”
and “contingent bonus” now populate the def-
initions.

Moreover, the provisions now mandate
binding arbitration to resolve any disputes
concerning the definitions, whether sounding
in contract or tort. Thus, discovery may be
limited or nonexistent, depending upon
whether an arbitration provision incorporates
Code of Civil Procedure Section 1283.05.%"
More important, the profit participant has
no right to a jury—a right that may be
extremely valuable when a lone plaintiff takes
on a behemoth media conglomerate.

In addition to arbitration provisions, many
of the new back-end provisions contain pre-
sumptions in favor of the studio. For example,
the profit participant must acknowledge that
any dealing between the conglomerate’s affil-
iated entities is “conclusively presumed to
be fair, reasonable, and unobjectionable”
unless the participant can establish that the
“agreement or other arrangement is on finan-
cial terms which, taken as a whole, are mate-
rially less favorable economically” than a
transaction between unaffiliated entities. For
example, Disney’s Exhibit “CB” (contingent
bonus) provides:

In addition, Lender acknowledges and

agrees that any agreement or other

arrangement by [Walt Disney

Pictures] with an Affiliate or Related

Party regarding the Exploitation Rights

shall be conclusively presumed to be

fair, reasonable and unobjectionable
unless Lender shall establish that such
agreement or other arrangement is on

financial terms which, taken as a

whole, are materially less favorable

economically to [Walt Disney Pictures]
than the terms of Similar Transactions
generally entered into by [Walt Disney

Pictures] with unaffiliated or unrelated

third parties....

Even if the participant can meet this test,
the participant’s damages are limited only to
what the participant would have received but
for the unfair affiliated transaction—that is, no
punitive damages or other remedies.*®

According to agents and transactional
entertainment lawyers, the studios are unwill-
ing to negotiate many, if any, modifications to
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the arbitration provisions or any new provi-
sions benefiting participants, regardless of
the stature of their clients. Thus, as these
provisions proliferate in contracts between
participants and the conglomerates, the num-
ber of vertical integration cases may decline.
Indeed, challenging the enforceability of these
provisions may constitute the next wave of
entertainment litigation.

In a recent case, Pardee Construction Com-
pany v. Superior Court,® the court held that
a provision that required a judicial reference
instead of a right to a jury trial and prohibited
punitive damages was unconscionable and
contrary to statutory law and public policy. In
its holding, the court cautioned: “Our analy-
sis is narrowly tailored to this record, in par-
ticular to the parties’ agreements. We do not
decide any issue as a matter of law. Instead,
on this record we simply conclude the parties’
agreements were adhesive contracts fatally
infected with procedural and substantive
unconscionability.”*

Whether such a conclusion would be
applied to the new back-end provisions
imposed by media conglomerates is unclear.
Certainly, agreements to arbitrate are looked
on with favor in California. Many entertain-
ment contracts contain arbitration provisions,
and it is unlikely that courts will hold that a
contract with high-level talent is uncon-
scionable based on the perception that high-
level talent has sufficient bargaining power.
With respect to provisions that deny the right
to punitive damages and shift the burden of
proof, the outcome also is not certain.

There is no definitive authority on whether
contractual provisions that prospectively
waive punitive damages or shift the burden of
proof are enforceable. Although Pardee
Construction Company found a similar provi-
sion to be unconscionable,*! the opinion
should be read with caution because the court
expressly limited its holding to the facts of that
case, and the plaintiffs were homeowners
with far less power to bargain the terms of a
contract.

Thus, the enforceability of these new pro-
visions remains in doubt, but one thing is
certain: The media conglomerates will con-
tinue to self-deal. As Warren Buffett once
said: “Negotiating with one’s self seldom pro-
duces a barroom brawl.”* Therefore, the dis-
putes with profit participants will continue.
Stay tuned. [ ]
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