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The industry used to produce films, TV programmes, books and music. Now it makes brands
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“THE X-files”, a rather silly science-fiction series, is produced by 20th Century Fox, the Hollywood studio owned by Rupert Murdoch’s News Corp. When it was first made, in 1993, it was licensed to News Corp’s Fox Broadcasting Company, and was received without great enthusiasm. Had it been made by anybody else, it might have sunk without a trace. But it got a second run because its makers believed in it, and because they controlled its distribution outlet. The video was heavily marketed and released worldwide. It took off like a rocket in Japan. Then Fox started selling the programme to television stations abroad. In Britain, it was licensed to BSkyB, Mr Murdoch’s satellite platform, where it proved a godsend: BSkyB was short of original programming and gave it saturation showing. As “X-files” fever rose in Britain, it excited curiosity in America and helped to propel the series to success there too.
After four-and-a-half years, the programme went into syndication on American broadcast stations, 22 of which are owned by Fox. It showed on Fx, News Corp’s cable entertainment network. Fox Interactive produced two X-files games; HarperCollins, News Corp’s publisher, the books; Fox Music, the CDs; and Fox Licensing and Merchandising made sure the programme’s catchphrase, “The Truth is Out There,” was spread on to as many surfaces as the world could stand.
That, explains Peter Chernin, president of News Corp, is how it works when it works. 20th Century Fox makes a decent profit—each episode costs around $1m to make and earns around $3m in revenue—and on top of that each part of the News Corp empire involved gets its own bit of the business and at the same time promotes the product.
This is the model that all the big entertainment companies are now trying to embrace. To understand it, put out of your mind any idea that these companies are selling movies or books or television programmes. What they are selling is brands, meaning some character or idea that can be marketed in a thousand different ways.
A brand is often launched with an “event” movie, as with Disney’s “Lion King” or Sony’s “Godzilla”, but brands can start life in all sorts of ways. Viacom’s “Rugrats”, which has just been turned into a movie, came from a children’s cable channel, Nickelodeon; Time Warner’s “Batman” is an old and revered comic-book character that happened to translate nicely into a live-action movie and much, much more.
Since management theorists regard vertical integration with suspicion these days, some observers feel that the consolidation that has taken place in the industry to create the companies that can do this owes more to hubris than to strategy. But there are other, better, reasons, too.
One concerns the ability to deal with uncertainty. As technology changes, so do the power relations between different parts of the business. If, for instance, one particular method of distribution turns out to have a huge advantage over others, the power of those involved in that business will be much enhanced. If, on the other hand, there are many easily substitutable means of distributing entertainment, then much of the power will rest with whoever owns the content. “When power is moving between different bits of the value chain,” says Dick Parsons, president of Time Warner, “you need to own the whole chain.”
Free-wheeling
The best way of looking at this model is as a wheel. At the hub lies content creation. The spokes that spread out from it are the many different ways of exploiting the resulting brands: the movie studio, the television networks, the music, the publishing, the merchandising, the theme parks, the Internet sites. Looked at this way, the distinctions between manufacturing and distribution begin to blur, because the various ways of selling the brand also serve to enhance its value. So every “Rugrats” video sells another toy, and every toy gets somebody else interested in the forthcoming movie. You are starting a virtuous circle.
Adopting this model poses two sets of problems: putting the pieces in place, and getting them to work together. Over the past decade the big companies have made a grab for the bits of the business they reckoned they needed to make it work. Most of them now have got most of what they want in place (see chart 4). Businesses that did not fit into this scheme of things have been hived off. Viacom, for instance, sold the educational publishing side of its book subsidiary, Simon & Schuster, to Pearson earlier this year.
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Sony has been left behind because of regulation. As a Japanese company, it is not allowed to own the American broadcast television stations without which it is impossible to run a broadcast network profitably; and it has missed out on creating pay-television networks. “We’re weak on television distribution,” admits Howard Stringer, president of Sony Corporation of America. “We’ve been beaten off the system by cable operators who want it for their own programming.”
Mr Bronfman, the Seagram heir who in 1995 bought MCA, which included Universal Studios, and who is in the final stages of acquiring PolyGram, has film, music and theme-park interests, but his television assets were weak. So, a year ago, he handed control of the television side of the business to Mr Diller, who has put it together with a home-shopping network and some Internet properties. He may pull off his usual trick of creating something big and valuable out of not very much.
But putting together all the pieces is not enough. The bits of the business have to be managed so that they add value to each other. Most people would call it “synergy”, but the entertainment business does not much like the word: it was applied a little too enthusiastically when Japanese television makers bought up Hollywood television-programme makers. “Synergy” now conjures up images of huge quantities of money being poured down drains.
Disney, however, has been playing this game for long enough not to be embarrassed by using the word. Walt Disney himself established his happy band of “imagineers”, the core-content creators, whose job was to dream up ideas that the rest of the company could use. There is a central synergy department within Disney, with around 50 people spread around the company’s various divisions who have to ensure that everybody knows what everybody else is doing.
Disney has pushed the number of spokes to the limit and beyond. After the films came theme parks and consumer-product divisions; then book publishing, magazines, music, a cable channel, stores, cruise ships, sports teams, hotels, time-shares and a town (called Celebration, just south of DisneyWorld). The latest spoke is the biggest yet: Capital Cities/ABC, which owns the ABC broadcasting network and the ESPN cable sports networks. So far the synergies are not overwhelming, and ABC is doing no better, either financially or in the ratings. ESPN, however, is profiting from the Disney treatment: it is now spinning out ESPN Zone restaurants and an ESPN magazine. Disney had spotted the potential of the ESPN brand, and is now exploiting it to its full.
Getting the different bits of Time Warner to work together has also proved a tough job. Before Turner came along, it had barely been tried. “The first time they had a meeting of the CEOs of all the divisions was just before the merger with Turner,” says Turner Broadcasting System’s chairman, Terry McGuirk. Turner’s television and sports assets offer some synergies with both Time and Warner. Examples include a deal for Warner to supply Turner with movies much earlier than cable networks usually get them, and CNNSI, a joint venture between Turner’s CNN and Time’s Sports Illustrated which has created a cable sports news network.
One big family?
One level down in the hierarchy, executives seem to be working together to good effect. Seth Abraham, head of sports at the pay channel HBO, says that he often talks to Harvey Schiller, president of the Turner sports group, and Michael Klingensmith, president of Sports Illustrated. They are familiar with each other’s needs and resources, and they co-operate and trade favours.
Take the Goodwill Games, says Mr Abraham, started by Mr Turner in the hope that sport could help thaw relations between America and the Soviet Union. They still take place every four years between America and Russia, most recently this year in America. HBO organised the boxing, its speciality, which was covered mainly on the Turner networks and promoted in Sports Illustrated. “We three guys did it together. Nobody told us to do it. You can’t legislate for this. You’ve got to find common ground.”
Dick Parsons is working to make sure this happens everywhere in the company. He has recently done a round of the Time Warner offices in Europe, “bringing senior management together, to encourage them to look for ways they can help each other.” He has faith in stock options as a useful motivating tool. “There are six businesses in this company, but only one piece of paper. So all my managers keep an eye on the whole.”
Sceptics survive, though, and their case was strengthened earlier this year by a sharp illustration of the dangers of synergy. The hard work that Time Inc and CNN have put in to get their magazines and television assets co-operating resulted not so much in cross-promotion as cross-pollution: Time magazine ran CNN’s “Tailwind” story claiming that America used nerve gas in Vietnam, and had to share CNN’s embarrassment when the story was later retracted.
Bertelsmann starts from a different place altogether. “The key factor”, says Mark Wössner, who has just retired from the top job there, “is decentralisation. Mohn learnt this in America. The Germans did not know it because they had been centralised for many decades.” Whereas the American companies emphasise how interdependent their constituent parts are, Bertelsmann’s executives pride themselves on their independence.
Gerd Schulte-Hillen, chairman of Gruner+Jahr, Bertelsmann’s magazine business, calls independence “the motor of innovation”. The heads of the company’s different divisions, he explains, work as entrepreneurs, looking after the interests of their own businesses. As an example, he cites an occasion when Gruner+Jahr asked Premiere, Bertelsmann’s pay-television joint venture, to come up with a list of its subscribers. Premiere refused.
But the old order is changing. “Bertelsmann was decentralised to a fault,” says Strauss Zelnick at BMG Entertainment, the music division. An internal poll of managers conducted last year by management consultants from McKinsey agreed with him. What really brought home the need for change was the Internet. Bertelsmann failed to notice how much of a threat it posed to the book retailing business. The book division, managers explain, thought the Internet was the new media department’s business, and vice versa.
Change is likely to accelerate under the new boss, Thomas Middelhoff, who took over earlier this month. A conference at Bertelsmann’s headquarters in Gütersloh in late October was designed to impress the importance of co-operation on management from all over the world. But transforming the ethos will be difficult. An industry observer who knows the company well describes the divisional heads as barons over whom the king has little power. And Bertelsmann is owned by a foundation, so Mr Middelhoff does not have the stock-option tool that Mr Parsons at Time Warner finds so useful. He is, however, said to be considering some new way of linking managers’ rewards to the company’s overall performance.
The companies that have got their models working properly are beginning to see the rewards. Their margins are rising, and they have started to buy back their debt. They are well-placed to weather a recession, and their prospects look good. According to a report published in September by Paul Kagan Associates, a media consultancy, America’s entertainment business, boosted by technological change, is likely to grow by an annual average of 8% for the next decade; and Asia aside, the rest of the world is likely to see healthy growth too. 
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