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THE LONG-RUN CHARACTERISTICSOF THE USFILM
INDUSTRY

Abstract

This paper presents a broad overview of the development of the US film industry from 1930
to the present day. The analysisis derived from three unique US data sources — a data set
reflecting the profitability of film production in the 1930s, a second data set reflecting the
demand for film in the 1950s and 1960s, and a final data set reflecting demand and cost
characteristics of film production in the 1990s. The paper traces the industry from its heyday
in the 1930s through to its rapid decline in the immediate post-war period, and its recovery
from the 1970s onward, and attempts to provide explanations for these secular movements. It
presents a picture of an industry that operates in arelatively volatile environment, in terms of
annual rate of return and market share variability, and yet an industry that is remarkably
stable in terms of its structure and its broad characteristics. Although the industry has always
been structured as an oligopoly, it is an industry that is also characterised by high levels of
competition. While the steep decline in movie going in the post-war period could have
proved catastrophic, the industry responded vigorously and successfully. The main
mechanisms for the survival of the industry were first, the refinement of high budget movie
production as the focus for profitability and second, the development of increasingly
sophisticated distribution and exhibition networks that have been able to respond speedily

and effectively to meet consumer demand.



THE LONG-RUN CHARACTERISTICSOF THE USFILM INDUSTRY

1 Introduction

While the development of the film industry had its origins in Europe at the end of the 19" and
beginning of the 20" centuries, the industry very rapidly became to be dominated by the US,
and Hollywood in particular. This dominance set in at about the end of the 1914-1918 World
War,! and has continued to intensify to the present day, to the point at which the stranglehold
that Hollywood has over the market is generally accepted to be unbreakable. This has been
the case in spite of (or perhaps because of) awide range of innovations that have occurred on

both the production and exhibition sides of the industry.

This paper seeks to provide a broad overview of the development of the film industry from
1930 to 1999, with a particular emphasis on the development of Hollywood. The paper will
attempt to identify the main characteristics of the industry, describe how these characteristics
have evolved over time, and explain the manner in which they have contributed to the

dominance of Hollywood.

The analysis that follows is derived from three unique data sets. The first consists of al the
films produced by MGM, RKO and Warner Bros. over the period 1930 to 1942. This data set
consists of 1,796 films, with data being available on the distributor rentals that each of these
films generated, their production (negative) costs, and in the case of MGM and RKO the
profits generated by each of these films.? The second data set covers the period 1946 to

1965, and is derived from the trade journal Variety. Each year the journa published an
annual list of the most popular films released onto the US market, together with the rental

incomes they generated for their distributors. This data set consists of 1,820 films, which



includes between 61 and 130 top-ranking films for each year. A more detailed description of
this data set can be found in Sedgwick (2002). The final data set covers the period 1988 and
1999, and has been supplied by AC Neilsen/EDI Inc. This data set includes the box-office
revenues of all films released onto the US market between 1988 and 1999 and the distributors
of each of these films. The data set also includes estimates of the production costs for just

over half of these films.

This paper is structured as follows. The next section provides a summary of the
macroeconomic environment within which Hollywood devel oped, together with summary
statistics describing the development of the industry. Thisis followed by a description of the
unique characteristics of film as a commodity, and the manner in which these characteristics
impacted upon the microeconomic development of the industry. There then follows an
exposition of the competitive environment of the industry, the role that risk playsin the
strategic planning process, and the implications that this has had for market structure. A final

section draws a number of conclusions.

2 TheEvolution of the USFilm Industry

Figure 1 shows real consumers expenditure on movie going (1958 prices), from 1929 to
1999 The notable features of these data are the rapid growth of the industry throughout the
1930s and 1940s, after the relatively short-lived impact of the depression, a similarly rapid
decline in the immediate post-war period, and then recovery and slow, although somewhat
inconsistent, growth from the early-1970s. A similar picture is reflected in the number of
films released onto the US market, which is shown in Figure 2 from 1929 to 1999.# Thusin

terms of both total releases and US-produced releases, the 1930s represented the ‘ golden



period’, with a marked decline in the post-war period, and, again, slow recovery from the

early-1970s.

However, these trends are somewhat starker if they are expressed in relative rather than
absolute terms. Thus while real income and consumers expenditure has increased 8-fold
since the 1930s, and real consumers expenditure on recreation has increased 12-fold, real
consumers expenditure on the movies has remained virtually unchanged. Figure 3 shows the
percentage of total consumers expenditure on recreation accounted for by movies.® While
Figure 3 shows the rapid decline in the relative importance of movie going as a recreational
activity, it aso serves to emphasise how important the activity was in the 1930s and early

1940s — movie going was by far the dominant recreational activity at the time.

While Figures 1, 2 and 3 all emphasise the rapid decline in the industry in the post-war
period, they somewhat understate the recovery of the industry from the 1970s. Thus from
Figure 2 the number of releases more than doubled between 1980 and 1999, and increased by
40 per cent from 1988 to 1999. However, the average cost of film production also increased
markedly over this period, implying that the value of output increased considerably more than
reflected in the number of films released. The industry is notoriously secretive about
production cost information (although very open in terms of box-office data). Consequently
it is very difficult to derive insights into the rates of return of films and film distributors.
However, some data are available, albeit in alimited form. Thus Vogel (2001, p. 80)
presents data, from 1980 to 1999, on the average film production (negative) costs of the
major releases of members of the Motion Picture Association of America (MPAA), which
will overstate the average costs of all films produced. The AC Nielsen/EDI dataset presents

estimated costs for awider cross-section of films, and hence generates lower average costs.



Cost data are also available for 3 magjor producers in the 1930s and early 1940s — Warner
Bros., MGM and RKO. Expressing these data in 1983 prices, Figure 4 presents these data

sets, and thus emphasises the inflation of film production cost in the 1980s and 1990s.

Finally, modes of film consumption have changed radically from the 1980s, to the point
where box-office revenues are now arelatively minor source of total film revenues. Vogel
(2001, p. 62) presents data that implies that US box-office accounted for nearly 30 percent of
total film revenues in 1980 but had declined to just 15 percent in 2000, the remaining
revenues being accounted for by video, television and foreign exhibition. That is, in terms of
Figure 1 while consumers expenditure on movie going has increased since 1980, this
accounts for a declining proportion of film revenues, with the exploitation of other modes of

exhibition becoming increasingly important.

3 Film asa Commodity

Theinitial commercial exploitation of ‘moving image’ technology derived as much from its
curiosity value as with its potential to generate creative and entertaining content. Thusin the
early part of the twentieth century cinema programmes would have been made up of a
succession of short films of varying genres. From the mid-1910s, however, feature films of
increasing length began to establish themselves as the industry standard, with a resultant
escalation in production costs, but also with the potential to generate astonishing profits. An
outstanding example was Lights of New York (1928) (considered to be the first ‘talkie’), a
film that cost just $23,000 to produce, but generated distributor rental income in the US of
$1,160,000 on itsinitial release. While success on this scale was unique, it did starkly
emphasise the possibilities, and this search for the *hit formula continues to dominate the

process of film production to this day.



Hollywood in the 1930s

The evolution of the film industry reached its zenith in the 1930s, with the technological
refinements of sound and colour, the consolidation of the ‘star system’, and cinemagoing, in
effect, becoming a staple consumption activity rather than aluxury one. Thisis apparent
from Figures 1 to 3. Indeed it is difficult to underestimate the hold that the cinema had over
the public imagination during this period, which is commonly described as Hollywood's

‘Golden Period'.

However this very rapid diffusion also developed a consuming public that became
increasingly sophisticated in its tastes, and demanded continual innovationon the part of
producers. The problem was that consumers could not articulate the nature of innovations
that they were seeking — they sought ‘surprises’, and ‘would know it when they saw it’, but in
effect they had to be entirely producer-led. While the success of a film such as Lights of New
York illustrated the staggering profits that could be generated from a very modest investment,
this example was mideading, and was the exception rather than the rule. High box-office
revenues tended to be generated by high-budget films, as film producers sought to surprise
and innovate with films with ever-increasing production values. However, there was
certainly no direct or reliable link between the magnitude of production budgets and financial
success. Thus films such as Gone with the Wind (1939) (produced at a cost of $4.8m in 1929
prices), Marie Antoinette (1938) ($3.6m), The Wizard of Oz (1939) ($3.4m), The Good Earth
(1937) ($3.4m), Northwest Passage (1940) ($3.3m) and Conquest (1937) ($3.3m) all made
substantial losses at their initia release, although al were critically acclaimed, and even
though some went on to generate substantial returns upon re-release. The largest profit-

generating films of the period were films of relatively modest budgets. Thus the largest profit



generator was Mrs Miniver (1942) (produced at a cost of $1.4m but generating $5min
profits). Other notable films were Snow White and the Seven Dwarfs (1937) (cost: $1.8m;
profits: $4.6m) The Snging Fool (1928) ($0.4m; $3.6m), Sergeant York (1941) ($2.1m;
$2.8m), San Francisco (1936) ($1.6m; $2.7m), Boys Town (1938) ($1m; $2.6m), and The

Broadway Melody (1929) ($0.4m; $1.6m).

Identifying a ‘winning formula and exploiting that formula was certainly one strategy that
was (and continuesto be) employed by film producers, in order to exercise some control over
the unpredictability of audience tastes. A notable example was Warner Bros.” development
of the high-budget musical in the early to mid-1930s. So successful were these films—
gererating an aggregate rate of return of over 100 percent in the 1932/33 season and nearly
50 percent in the following season — that Warners was committing almost 25 percent of its
total production budgets to the production of musicals by the mid-1930s. The average
production budget of these films was $0.7m, with the most expensive film costing $1.4m.
However, audience enthusiasm soon waned. Thus while musicals accounted for 30 percent
of Warners annual profitsin 1932/33 and 40 percent in the following season, this contribution
more than halved in 1934/35, was further reduced to 12 percent in 1935/36, and thereafter
musicals, in aggregate, made losses. Nonetheless, over the decade, the $23.9m in production
budgets that was invested in musicals generated aggregate profits of $7.6m, accounting for 14

percent of Warners' total profits over the period.

The outstanding example of a successful ‘formula during this period was MGM’ s production
of the Andy Hardy films. Ten of these films were produced from 1937/38 to 1941/42, at an

average cost of just $0.4m, with the most expensive costing $0.5m. In aggregate the films



generated profits of $14.1m, from atotal production budget of just $3.7m, resulting in an

aggregate rate of return of 122 percent (taking account of distribution costs).

At the other extreme were the 6 Marx Brothers films produced between 1935/36 and
1940/41, 5 of which were produced by MGM and the other by RKO. These were all high
budget films, produced at an average cost of £1.5m, but generating aggregate |osses of
$1.7m. Only 2 of the films generated very modest profits. Thus while these films all
received critical acclaim, their appeal was relatively limited, and certainly so in relation to

their costs of production.

Figure 5 shows the aggregate performance of all 3 studios during the 1930s and early 1940s.
The picture is one of increasing investment in movie production throughout the 1930s, with a
cutback in the early 1940s. Thisincreasing investment derived from increases in the average
costs of movie production, rather than an increase in the number of films released — the
average real cost of a movie more than doubled between 1929/30 and 1939/40, followed by
both a reduction in the number of movies produced and the average cost of production in the
early 1940s. However, rates of return on movie production were somewhat more volatile —
the mid-1930s generated very high rates of return, following the understandably low rates of
the early 1930s. However there was a decline in returns in the second half of the decade,
presumably resulting in the budget cuts in the early 1940s, which was then associated with a
recovery in returns. What Figure 5 does emphasise is the sensitivity of rates of return to
average production budgets — cinema admissions peaked in the mid-1930s, and stabilised
thereafter (see Figure 1), with average production costs continuing to rise but without the

requisite increase in audiences to cover these increasing costs.



Hollywood in the Post-War Period

The post-war period was characterised by arapid decline in movie going — real expenditure
on movie going fell by almost 60 percent between 1946 and 1960 (see Figure 1). There were
anumber of reasons for this decline.® Increasing real incomes opened up arange of
dternative recreation activities. The rapid increase in urbanisation and home ownership
resulted in marked life-style changes, and together with the explosion in the birth rate, what
was up to that point the core cinema going public was now engaged in a range alternative
pursuits and responsibilities. The rapid diffusion of television — from less than 9 percent of
American households possessing a television in 1950 to 64 percent just 5 years later,” also
had a marked impact on movie going. Indeed, it has been argued that the diffusion of
television accounted for more than 70 per cent of the drop in motion picture revenues in 1950

and 1951, falling to 60 per cent in 1952, 58 per cent in 1953 and 55.8 per cent in 1954.8

The response of movie producers to these changes was to cut back on movie production and
to focus much more intensively on the production of arelatively small number of hits, films
that could be considered likely to generate wide audience appea and hence large revenues.
Comprehensive data on movie performance in the immediate post war period are much less
readily available compared to the pre war period and the 1980s and 1990s, but the trade
magazine Variety published, in January of each year, estimates of the distributor rental
incomes earned by each of the top ranking films in the preceding year (rental incomes are
generally assumed to be about half of total box-office revenue). Figure 6 shows the estimated
real rental incomes of the top 10 of these films, annually, from 1946 to 1965, together with
real consumers expenditure on movies. Thus within the context of an overall declinein
consumers expenditure the rental incomes of the top 10 films, while declining in the 1940s,

recovered and grew in the 1950s and 1960s, albeit in a somewhat volatile manner. Thisisin

10



contrast to the more ordered environment of the 1930s, where increasing consumers
expenditure was matched by increases in total domestic revenues and the revenues of the top

10 films distributed by MGM, RKO and Warner Bros.

Hollywood in the 1990s

The 1990s once again saw Hollywood as a confident and dominant force in movie
production. The recovery of the industry from its post-war decline had been a slow one, but
starting with the development of multi-screen cinemas in the 1960s in the newly
suburbanised areas through to a variety of technical innovations (cable, satellite, video,
computers on the exhibition side, and on the manufacturing side, the development of
technologies that allowed for the production of movies of ever-increasing sophistication)
Hollywood has once again developed a hold on the public imagination that is out of all

proportion to its relatively modest size as an industry.

Figure 7 shows the basic demand characteristics of the late 1980s and 1990s, where it can be
seen that in terms of both cinema admissions and box office revenues the industry in the US
has shown impressive growth (a 35 percent increase in admissions and a 47 percent increase
in box office). However box office revenues now account for arelatively minor component
of al film revenues — Vogel estimates that US box office revenues accounted for only 15
percent of al film revenues in 2000, down from 30 percent in 1980, with home video now
accounting for 38 percent of revenues, up from just 7 percent in 1980.° Thus Figure 7
significantly understates the growth of the industry. However, while box office revenues
now account for arelatively small proportion of aggregate film earnings, initial box office
performance is a crucial determinant of earnings in ancillary markets and thus highly

correlated with these.
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While Hollywood has experienced considerable volatility in its financial performance since
the 1920s, the structure of the industry has remained remarkably stable. Studios such as
Warner Bros., Paramount, Twentieth Century Fox and MGM were major players in the 1930s
and continue to be so today. Certainly the structure and ownership of these companies have
changed, but the industry is still one that is dominated by a small number of large producers.
During the 1930s the five magjor players of MGM, Paramount, RKO, Twentieth Century Fox,
and Warner Bros. would have accounted for up to 50 percent of films released onto the US
market, annually, but would have accounted for a considerably higher share of annual box-
office, given that these producers would have dominated the market for higher budget (hence
high revenue generating) films. A similar but even more marked pattern of domination
characterised the 1990s. Thusin the latter part of the 1990s the dominant producers were
Buena Vista, Dreamworks, Miramax, MGM, New Line, Paramount, Sony, Twentieth
Century Fox, Universal and Warner Bros. These producers accounted for a declining share of
the films distributed within the US market — fromabout 60 percent at the beginning of the
decade to about 40 percent at the end — but consistently accounted for over 90 percent of US
box- office revenues throughout the decade, as high budget movies became ever more

dominant.

4 Risk and Competitivenessin the Market for Movies

The market for movies is generally perceived as one that is volatile, and subject to high levels
of risk. In part this derives from the inability of film producers to predict audience tastes and

hence to determine the precise characteristics of a‘hit’ movie — essentially because audiences
themselves are incapable of articulating or even recognising what it is that they seek in the

‘movie experience’. Itisaso anindustry in which innovation is an imprecise amagam of
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creativity and technology. However movie production is an industry that offers the

possibility of spectacular profits from just a single unit of, often modestly costed, output, and
hence attracts a wide range of producers, from small independents to large conglomerates. It
isan industry that is attractive to the ‘risk lover’, and an industry that is therefore challenging

for economic analysis.

One manifestation of the risk and competitiveness of filmmaking is the extent to which the
market shares of studiosg/distributors are subject to wide fluctuations from year to year. A
simple, albeit somewhat extreme, illustration is that of Paramount and the film Titanic,
released in 1997.1° In 1997 Paramount achieved a market share of 18.3 percent (of total US
box-office receipts). If Titanic had not been produced, Paramount’s market share would have
been just 9.9 percent. Figure 8 shows the annual market shares of three studios/distributors,
MGM, Warner Bros. and Paramount, for the 3 data periods 1930 to 1942, 1946 to 1965 and
1988 to 1999.™* The marked annual variability of these market shares, and rapid changesin
market position are clear, characteristics reflected in the market shares of all
studiog/distributors. Thus while it is often argued that the oligopolistic market structure of
Hollywood presents an amost insurmountable barrier to entry, the environment is

nonetheless a highly competitive one.

Figures 9 and 10 illustrate a further dimension of the risk environment of filmmaking. Both
graphs present simple scatters of film revenues against production costs, in constant prices,
for the two data periods for which extensive cost data are available — 1930 to 1942 and 1988
t0 1999. In the case of the earlier data period the revenue data are the US rental incomes
received by the studios, MGM, RKO and Warner Bros. This data set covers 1,796 films. In

the case of the 1988 to 1999 data period the revenue data are total US box-office revenues,
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covering al films costing $1m or more that were released onto the US market. This data set

contains 2,116 films.

In both cases a similar picture emerges — higher cost films tend to generate higher revenues,
but higher cost films aso exhibit considerable variability in their revenue performance. Thus
Figures 9 and 10 emphasise that this has been a constant feature of film production. In other
words, while in general high revenues tend to be derived from films with substantial
production budgets, high production budgets are no means guarantee of high revenues. Itis
this characteristic of the film production process — the uncertain and highly volatile
relationship between film budgets and film revenues — that is generally held to reflect the
‘nobody knows' principle. That is, the notion that nobody knows what produces a hit movie,
the process being in essence arandom one. Figures 9 and 10 provide the justification for

such a characterisation.

While Figures 9 and 10 are useful for illustrating the general financial environment of film
production, they are somewhat misleading in that they fail to emphasise the profitability
dimension. Film producers/distributors will of course be concerned primarily with the profits
and rates of return that their films generate, irrespective of the revenues generated. In this
regard Hollywood could be accused of deliberately obfuscating the financial performance of
film production, obsessed as it is with box-office performance at the expense of openness

with regard to profitability performance.

The 1930s data set contains data on profitabil ity — in the cases of both MGM and RKO the

ledgers indicate the profits generated for the studios for each of their films. However this

data is not available for Warner Bros. — data are available only on production costs and
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distributor rentals generated by each film. However it is possible to estimate the profits
generated by each of the Warners' films by first estimating the distribution costs of the films.
Now, the distribution costs of afilm are presumably directly related to the revenues generated
by the film — the broader is the reach of the film the higher are the distribution costs. Itis
presumably also the case that initial promotional expenditures will be determined as some
(relatively small) proportion of production costs. Thus the distribuion costs, D, of afilm can
be interpreted as being directly related to production costs, C, and the revenues, R, generated
by the film, or:

D=aC+bR (1)

The rate of return generated by afilm can be expressed as.

RoR = w (2)
C+D
Substituting Equation (1) into Equation (2), and re-expressing produces.
1 C
(RoR +1) :(1+a)E+b ©)

Thusregressing (RoR+1)* on C/R will generate estimatesof (1+a) and b , thereby
allowing for the estimation of the distribution costs and rates of return of Warners' filmsvia

Equations (1) and (2).

Using the 1,130 MGM and RKO films to estimate Equation (3), produced a R* value of
0.968 and estimates of 0.05 and 0.35fora and b , respectively. However, the objective here
isto derive rates of return just for the US market, so that a direct comparison can be made
between film profitability in the 1930s and the 1990s, given that the 1990s data set provides

information on US revenues only.
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Now, for the 1930s data, information is available for each film on the revenues generated in

both the US and foreign markets. Thus for each film we can calculate the proportion of total

revenue that was generated in the US market. Denote this proportion by p . Thus
assuming that a proportion p s of initial promotional expenditures were made in the US then
thea value for generating US distribution costs could be interpreted as 0.05* p 5, and

therefore distribution costs in the US market could be estimated via:

U
Dys = (0.05*p, s)C+0.35R ¢ 4
where R g arethe distributor rentals generated in the US market. Similarly, for rate of return

purposes, p s of production costs could aso be interpreted as being apportioned to the US
market, and therefore the rate of return generated in the US market could be estimated by:

U
RJS - (pus *C+ Dus)

U (5)
Pus® C+ Dy

RoR s =

A scattergraph of film rates of return estimated by Equation (5) against production costsis
shown in Figure 11. One of the marked features of this graph is the tendency for rates of
return to decline as production budgets increase. Indeed of the 25 films that cost in excess of
$2 million, just 10 generated profits in the US market. A further characteristic of Figure 11 is
the tendency for the variability in the rates of return to decline as budgets increase. Thus
Figure 11 emphasi ses the nature of risk associated with film production in the 1930s. Clearly
there was considerable variability in film rate of return performance. But high budget
production also generated additional risks, not so much in terms of the variability of the rates
of return of high budget films (this variability tended to be relatively low), but in terms of the
higher probability of high budget films generating substantial losses. Thusif we consider al
films produced over the period, 66 percent of these generated profits in the US market.

However, if we consider films costing less than $0.5 million (1,242 films), then 70 percent of
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these made profits, whereas just 58 percent of the 554 films costing $0.5 million or more
generated profits. This can be seen more directly in Figure 12, which shows a scatter of film
profits generated in the US market against costs. Thus what Figure 12 emphasisesis the
substantial losses that high budget production can generate, and the rapidly increasing

variability in profit performance as budgets increased.

In deriving comparable analyses for the 1990s a number of approximations have to be made.
First, the Nielsen revenue data are total US and Canadian box office revenues, rather than
distributor rental incomes. However, Vogel (2001)? provides annual estimates of the
percentage of total box office that reverts to distributors as rental income. Thus applying
these percentages to box office revenues of each of the films in the data set produces
estimates of the rental incomes generated by these films. Second, we require estimates of
film distribution costs. The approach taken here is to assume that, as in the 1930s,
distribution costs are related to the production budget (initially) and thereafter evolve
proportionately to revenues. However, data are not available for each film on revenues
earned in the North American and foreign markets — only North American revenues are
available. In aggregate, foreign revenues accounted for about 50 percent of total revenues
during the 1990s (Vogel:2001, Table 2.4) and thus estimated distribution costs could be

generated using this fixed percentage via:

V]
Dys = 0.025C +0.35R (6)

where R 5 iscaculated as 50 percent of afilm’s estimated distributor rental.

Finally, in deriving film rates of return, the major difference between the 1930s and the 1990s
isthe role played by ancillary markets in the latter period (home video, television). Vogel

(2001: Table 2.8) estimates that US theatrical revenues accounted for about 30 percent of
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total revenuesin 1980, but had declined to about 15 percent by 2000, with home video
revenues increasing from 7 to 38 percent. Assuming that US theatrical revenues accounted
for an average of 20 percent of total revenues during the 1990s, then US film rates of return
could be estimated via:

U
RJS - (0-2* C"" DUS)

5 ()
0.2* C+D,q

RoR s =

The application of Equation (7) implies that 45 percent of the 2,116 films that cost $1 million
or more and for which cost and revenue data are available, broke even or better. This
percentage is somewhat higher than the 30 to 40 percent that ‘industry wisdom’ would
suggest (Vogel: 2001, p.35), but the measure does take explicit account of the revenues
generated in ancillary markets, via just 20 percent of production budgets being apportioned to
US theatrical release. However, it has been argued that a feature of the contemporary film
industry is the increasing importance of marketing and distribution costs (Vogel: 2001, p. 96),
which would imply that Equation (6) might underestimate these costs. Amending Equation

(6) to:

S’zus =0.025C +0.40R ¢ 8
and then substituting this second estimate of distribution costs into Equation (7), resultsin 42
percent of films breaking even or better. Further Vogel (2001)*® has suggested that
distribution costs were equivalent to about 45 percent of negative costs throughout the 1990s.
The application of Equation (8) implies that, on average, these estimated distribution costs
were equivalent to 46 percent of negative costs, for successful films (those films which break
even or better). Consequently the rate of return measure used here for the 1990s will be that
derived from Equation (8) combined with Equation (7), given the consistency between the
implications of this measure and ‘industry wisdom’. However, the extent to which this

measure incorporates a number of approximations must be recognised, and that the measure
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can at best only provide a broad approximation to the profitability of the industry during the
1990s. Nonetheless, within an industry in which profitability datais very hard to come by,
such an approximation at least provides a starting point for an evaluation of economic

performance.

Figures 13 and 14 present scatters of US rates of return and US profits, respectively, for the
1990s, generated by the 2,116 filmsin the data set. Broadly, these graphs reproduce the
features of the 1930s — declining variability of rates of return as production costs increase
(Figure 13) and increasing variability of profits as costs increase (Figure 14). However, a
notable difference is the proportion of profit-generating films. 1n the 1930s 66 percent of
films were profitable, but during the 1990s just 42 percent were profitable (if we consider just
the major producers, then 49 percent of the 1,458 films produced by the majors were
profitable over the period). But afurther difference is the much higher incidence of loss
making lower budget films in the 1990s as compared to the 1930s. Thus considering the
films costing less than $20 million in the 1990s (1,582 films), just 38 percent of these
generated profits (47 percent in the case of the mgjors), in contrast to the 70 percent of lower
budget filmsin the 1930s. In terms of high budget production, the proportions were broadly
comparable between the two periods — 56 percent of films costing $20 million or more (534
films) generated profits in the 1990s (the vast mgjority of which were produced by the
majors), and 58 percent of high budget films (the 554 films costing $0.5 million or more)

generated profitsin the 1930s.

It also isinstructive to compare aggregate annual rate of return performance between the

1930s and the 1990s. Figure 15 shows these annual rates of return (on US theatrical release)

— for the 1990s these aggregate rates of return refer to the major distributors only, so asto be
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directly comparable to the 1930s data which are derived from 3 of the 5 major studios. The
marked characteristic of these rates of return is their volatility, further emphasising the risk
characteristics of the industry. Additionally, and in a broad sense, there has been a secular
increase in returns, although returns declined during the 1990s, to the point at which the

retur ns at the end of the decade were broadly comparable to the successful years in the 1930s.
Overall, the aggregate rate of return of al filmsin the 1930s was 13 percent, compared to an
aggregate rate of return in the 1990s of 22 percent (25 percent in the case of the mgjors). So
in terms of broad rate of return performance the contemporary industry can be seen to have
outperformed the industry in the 1930s, the period that is generally considered to have been

the industry’ s heyday.

However, as already suggested, there were pronounced differences in the performance of
different cost categories of films as between the two periods. Thus low budget production
was relatively less profitable in the 1990s as compared to the 1930s, whereas superficialy,
the performance of high budget films was broadly comparable between the two periods.
Thus if we consider films costing in excess of $0.5 million in the 1930s and films costing
more than $20 million in the 1990s, then this accounts for 30 percent of films produced in the
1930s and 25 percent of the films produced in the 1990s. In the case of the 1930s these high
budget films generated an aggregate return of just 10 percent, compared to a return of 17
percent for the lower budget films. In the case of the 1990s the reverse occurred —higher
budget films generated a return of 24 percent, exceeding the 20 percent rate generated by the
lower budget films. If we consider very high budget films, these differences are starker still.
Thus films costing in excess of $1.4 million in the 1930s and $50 million in the 1990s
accounted for about 4 percent of all films produced in both periods. In the case of the 1930s

these films generated a return of just 5 percent, whereas the very high budget filmsin the
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1990s generated a return of 23 percent, comparable to the rate of return on al films. Interms
of total profits generated, the high budget films of the 1930s generated only 5 percent of total
profits, whereas in the 1990s these films generated 16 percent of profits. |1n both cases these
high budget films absorbed about 16 percent of total production budgets. Although there was
considerable variability in the performance of these high budget films from year to year, there
were a number of years during the 1990s where these films generated in excess of 50 percent
of total annual profits (in 1996 when these films absorbed just 18 percent of total production
budgets, and in 1997 when they absorbed 39 percent of total budgets). There were of course
other years in which these films were relatively unsuccessful — they generated losses in
aggregate in 1993 and 1995, but in all other years, apart from 1998, the percentage
contribution to aggregate profits of these very high budget films exceeded the proportion of

production budgets that they absorbed.

By contrast, high budget production in the 1930s was largely unsuccessful. Very high budget
films generated losses in 4 of the 10 years in which high budget production took place, and in
only 2 of the remaining years did the percentage contribution to aggregate annual profits of
high budget films exceed the proportion of production budgets that they absorbed (1936 and
1942). That is, financia success in the 1930s derived from medium to lower budget
production, whereas in the 1990s it was higher budget production that made the major

contribution to financial success.

As was suggested above, the focus on hit films as a primary source of industry profits began
in the immediate post-war period in response to the range of demographic changes that took
place during that time. Thus the conclusions drawn above about the nature of film production

in the 1990s are best interpreted as the continuation of a process that was set in motion in the

21



1950s. The studio system of the 1930s was ideally suited to generating a mixed portfolio of
films, but where financial success derived from tightly budgeted films with wide audience
appeal and modest artistic aspirations. High budget films in the 1930s are perhaps best
interpreted as having been experimental in nature, a focus for developing the art form, even
to the point of having elements of what today might be interpreted as vanity projects.
However, these high budget films were ultimately heavily subsidised by lower budget
production. The relative lack of success of high budget production in the 1930s might also be
explained in terms of there having been insufficient understanding of the dynamics of
revenue generation — that is, the manner and rate at which box- office revenues are generated,
and how revenues might be maximised, during the relatively short theatrical release life of a

film.

In the post-war period, however, high profile/high budget production began to be seen asa
necessity rather than a luxury, upon which the continued success of the industry depended.
Anincreasingly discriminating consumer, with arapidly growing range of choices for
recreational expenditure, needed to be attracted back to movie-going, and this could only be
achieved by the product differentiating itself from the standardised form of entertainment
now being offered by television, aform of entertainment so effectively provided by the film

industry in the pre-war period.

The manifestation of such a development would be reflected in the characteristics of the size
distribution of the top revenue generating films in each year. That is, an increasing emphasis
on hit production would be reflected in an increasingly unequal revenue distribution amongst
the top ranking films. One method of measuring this inequality is via a Gini coefficient,

applied to the revenues generated by the top n films of each year. We will here consider the
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top 60 filmsin each year of the 3 data periods.** Thus the coefficient will approach 1 if the
revenue distribution is dominated by a single film, with minimal contributions from the

remaining 59 films, and it will be O if al 60 films generate identical revenues.

Figure 16 presents these annual Gini coefficients for the film revenues for the top 60 films for
each year of the 3 data periods. Gini coefficients are also presented for the cost distributions
—that is, for the top 60 highest budget films each year, for 1930 to 1942 and 1988 to 1999.
These Gini coefficients broadly reflect what was expected. Thus in terms of revenue
distributions, the values of these coefficients were relatively low during the 1930s, although
they increased during the decade, as an increasing number of ‘hits' began to emerge.
However, it was in the immediate post-war period that the increasing trend in the revenue
coefficients was most marked. Thus the coefficients in the late 1940s and early 1950s were
relatively low and comparable to those in the early 1930s — in both cases reflecting low
demand and hence ‘flat’ revenue distributions. But from the 1950s onwards there is strong
secular growth as film producers became increasingly successful in producing a small
number of high revenue generating films, which provided the focus for the recovery of the
industry. Interms of the 1990s, the coefficients can be interpreted within the context of a
consolidation of the process that was completed by the mid-1960s — the coefficients during

the 1990s are relatively stable, and comparable to the levels achieved during the 1960s.

The coefficients relating to the cost distributions offer further insights into this process. Thus
during the 1930s the inequality of the revenue distributions closely followed the inequality of
the cost distributions — the mechanism that generated increasingly concentrated revenue

distributions was increasingly concentrated cost distributions (although this did not in general

result in increased profits). By contrast, the concentration of the cost distributions was
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remarkable stable during the 1990s — in only 2 of the 12 years was there a marked divergence
from this stability, 1995 and 1997, which in turn resulted in the main from just 2 over-budget
films, Waterworld in 1995 and Titanic in 1997. But the main differences between the 1930s
and the 1990s is that in the 1990s the concentration of the cost distributions were markedly
lower than the corresponding revenue distributions, and that the cost coefficients were
considerably less volatile than the revenue coefficients. The implication is that production
budgets in the 1990s, athough much higher in real terms than in the 1930s, were much more
tightly controlled, and that the revenue distributions that they generated consistently produced

hit films, in a profit generating sense.

5 Conclusion

This paper has provided an overview of the evolution of the market for film in the US over
the past 70 years. One notable aspect of this evolution is how stable the structure and broad
characteristics of the market have remained, notwithstanding considerable volatility in
demand conditions. The industry has demonstrated itself to be remarkably robust in the face

of this voldtility.

The 1930s and 1940s represented the high point for the industry in terms of cinema
attendances, cinema going being the dominant recreation activity at the time. However, the
post-war period saw a steep decline in cinema attendances, via a combination of the rapid
diffusion of television, the demographic changes reflected in the intensive urbanisation that
occurred and the range of competing recreation activities that emerged in response to the
post-war spending boom. The industry responded by attempting to differentiate its output
from that produced by television, and in particular, placed a much greater emphasis on

producing hit movies, films with high production values and wide audience appeal.
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Distribution networks evolved that placed an emphasis on distributing these films as widely
and rapidly as possible, beginning with the development of suburban multiplex cinemas.

This approach to distribution contrasted with the price discrimination mechanisms employed
in the 1930s, in which films were first exhibited at relatively highly priced first run cinemas
before being shown at lower priced second and third run cinemas. This hierarchical approach
to distribution may well have worked against maximising the revenues of high cost films, and
may go some way to explaining the relative lack of financial success of high budget

production in the 1930s.

These structural changes that were fully evolved by about the mid-1960s and early 1970s,
remain broadly unchanged today. Relatively large budget hit production remains the focus
for profit generation, viaincreasingly sophisticated distribution networks. However, box-
office revenue is now arelatively minor source of profitability, with home video being of
greater importance, and the internet beginning to be exploited as a means of distribution. But
success at the point of initial cinemarelease still remains crucial for success in all ancillary

markets.

Film studios today are also now parts of larger vertically integrated entertainment- leisure-
media conglomerates. This provides a further mechanism for controlling the risks involved
in movie production, with the outputs of the studios being inputs into the other divisions of
these conglomerates, allowing for the synergies between the various elements of film
production, distribution and exhibition to be fully exploited. In some respects this market
structure mirrors that of the industry in the 1930s, where the studios then were also verticaly
integrated, with their own exhibition arms, and tight contractual control over stars via the

studio system. While the studio system collapsed in the post-war period and the studios were
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forced to divest themselves of their exhibition subsidiaries, in many respects Hollywood has
now crept back to a comparable pre-war structure, with the one exception (and frustratingly

for the studios) of the free market that till exists for star inputs.
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Endnotes

! See Bakker (2002).

2 These data are derived from the complete Eddie Mannix (MGM), C.J. Trevlin (RKO) and William Schaefer
(Warner Bros.) ledgers. The ledgers are partially reported and analysed in Glancy (1992); Glancy (1995); and
Jewell (1994). We are grateful to Mark Glancy and Richard Jewell for making the complete ledgers available.
3 Source: Vogel (2001).

* Source: Vogel (2001) and A C Nielsen/EDI Inc. Data unavailable for 1986 and 1987.

® Source: Vogel (2001).

See Sedgwick (2002) for a much more comprehensive discussion.

" See Conant (1960, Table 1).

® ibid: 14.

° Vogel (2001), Table 2.8.

10" paramount was not in fact entirely responsible for the financing of Titanic — it only took a part interest in
financing the film, after Fox sold astakein the film to Paramount, feeling that it needed to divest itself of some
of therisk as the production budget began to run out of control. But Paramount is credited as the distributor of
thefilm.

1 Thethree sets of market shares are not directly comparable. For the 1930 to 1942 period the shares are
shares of estimated total US rentals accruing to distributors. Estimated US rentals are derived as one third of
annual total box office over the period. For the 1946 to 1965 period, the shares are shares of distributor US
rentals of the annual top grossing films. For the 1988 to 1999 period, the shares are the shares of annual US box
office.

12 Table 2.4, p. 52.

13 Table 3.2, p. 80.

60 n
14 The formula used here for the Gini coefficient is G = é (2i- n-Dx /né X , where x. istherevenue

i=1 i=1
generated by film i, these revenues having been ordered from smallest to largest, andi istherank of X, , taking

on the value 1 for the smallest value and n for the largest value. We use the top 60 films as this represents the

minimum number of films for which revenue datais available during the sample period (in 1946).
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