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New Signs of Strain for Blockbuster

Decrease in Video Rentals
Has Some Studios Worried
Amid Industry's Struggles

By JOE FLINT and KATE KELLY 
Staff Reporters of THE WALL STREET JOURNAL
September 19, 2005; Page B5
Blockbuster Inc. is facing new pressures as signs increase that a sharp decline in the video-rental market is putting a strain on the company's finances.

On Friday, Blockbuster's stock fell 9.7% to a 52-week low of $4.60 in New York Stock Exchange composite trading after the No. 2 video chain, Movie Gallery Inc., warned revenues at its stores open more than a year would decrease 8% to 10% in the third quarter. The decrease comes as some Hollywood movie studios have become worried about Blockbuster's financial health.
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At least one studio, News Corp.'s 20th Century Fox, has arranged for some sort of financial hedge to protect itself in case Blockbuster doesn't pay its bills, according to people familiar with the situation. A Fox spokesman said Friday that "our relationship with Blockbuster continues. It is business as usual."

General Electric Co.'s Universal Pictures has expressed concerns about Blockbuster's health, too, and the two companies have discussed terms for the supply of new video releases, people close to the situation said. A Universal spokeswoman declined to comment.

In an interview during the weekend, Blockbuster Chairman and Chief Executive John Antioco said the Dallas video chain wasn't anticipating defaulting on any payments to the studios. He said the overall "rental industry is in the tank" and that because video rentals are such an important revenue source for the movie industry, studios "have a legitimate reason to be concerned about the entire video business."

He added: "I am not trying to portray that everything is hunky-dory with the industry. It's not." Blockbuster is going to have to "tightly control expenditures going forward, no question about it," he said.

Mr. Antioco said he wasn't aware if a studio had arranged a hedge to cover its exposure to Blockbuster, but he said Blockbuster was holding discussions with Universal. He didn't elaborate, but said he didn't expect any "disruption with the supply of movie product into our stores." Blockbuster had found "to a large extent, the studios to be supportive," he said.

Blockbuster usually operates with a credit line extended by the studios totaling about $225 million, according to a person familiar with the situation. The agreements allow it to pay studios for movies between 30 and 60 days after they hit the Blockbuster store shelves, with the payment schedule varying by studio.

Last month, Blockbuster revealed in a Securities and Exchange Commission filing that a "faster than expected decline" in the usual store-based video rental market, mainly occurring in June, had hurt its financial results and its ability to comply with covenants in its credit agreements. It said in the filing that Blockbuster's lenders had agreed to waive certain covenants for the second and third quarters.

This month, Blockbuster said it wouldn't pay a third-quarter dividend. As of June 30, it had about $1.1 billion of debt and $138 million of cash on hand.

While the video-rental market has been stagnant for years, Blockbuster's financial health has never been questioned before. The chain has historically generated hundreds of millions of dollars in cash every year. In the past year, Mr. Antioco has embarked on a strategy to both shore up his core business -- by abandoning fees charged customers for returning videos late -- and to build an online video-rental business to compete with Netflix Inc.

Those two decisions have squeezed Blockbuster's finances. In the second quarter, the company said getting rid of late fees cost it $138.1 million in lost revenue, causing total revenue to fall 1.6% to $1.4 billion. Blockbuster posted a loss of $57.2 million in the second quarter compared with a profit of $48.6 million a year earlier.

Mr. Antioco's spending on new initiatives was criticized by Carl Icahn, the New York financier, this year, during a proxy fight that ended with the election of Mr. Icahn and two allies to the Blockbuster board. Mr. Antioco lost his own board seat in the election but was reappointed as chairman, with Mr. Icahn's support, ensuring he would stay on as chief executive.

How much longer Mr. Icahn, who owns about 10% of Blockbuster, will support Mr. Antioco isn't clear. The financier had said during the proxy fight he wanted to win the seats so he would be in a position to take control of Blockbuster's board at next year's annual meeting if he isn't happy with the company's strategy at that time.

Both Movie Gallery and Mr. Antioco, in the interview, blamed a box-office slump which Mr. Antioco said has led to fewer hot rentals attracting customers. Mr. Antioco said the company remains committed to its decision to end late fees and the online business. He reiterated projections that, despite difficult conditions in the third quarter, Blockbuster would have a profitable fourth quarter.

-- Karen Richardson contributed to this article.
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