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Abstract

This paper deals with the European Union state aid control applied to films as a particular type of audiovisual works, placing them in the broader context of culture. It analyses the assessment criteria to grant state aid for films - goods of dual nature: economic and cultural. Based on this assumption it attempts to find a justification for state aid control in this area and at the same time indicates difficulties with striking the balance between cultural, industrial and competition policies – belonging to entirely different categories of competences – on the one hand merely supporting competence (cultural policy) and on the other hand exclusive competence of the EU (competition policy). 

This paper provides for an analysis of state aid for films through the study of applicable legislation (EU Treaties, Guidelines) and Commission Decisions, taking into account recent developments regarding the assessment criteria of state aid for films - draft Commission Communication on state aid for Films and Other Audiovisual Works - and the state aid modernization package. It concludes that cultural product used for the assessment of the compatibility of aid schemes is still to a considerable degree an undefined and vague notion, putting into test the subsidiarity principle. Furthermore, there has been a lack of legal certainty in this area that should be fixed by the recently proposed measures.
I. Introduction

Since the entry into force of the Maastricht Treaty, the European Community and the European Union have been conducting cultural policy in an explicit manner. The insertion of relevant provisions may be perceived, depending on the perspective, either as a bow in the direction of the Member States, suggesting that such a sensitive element of their national identities as culture is respected at the Union level or as an attempt of the Union to gain more influence in one of the remaining sovereignty bastions of the Member States.
The provisions on culture, especially in the context of audio-visual works, have brought a lot of confusion and exposed the clash between three policies: cultural, industrial and internal market (including competition policy), which could be summarised as a dilemma ‘how to foster free trade in audio-visual goods and services within the European common market while maintaining the richness of European cultures in the audio-visual field’.
 This conflict is mirrored by the fact that even within the internal structure of the Commission each of these matters is assigned to different Directorate-General.
This paper attempts to provide an analysis of the criteria applied by the Commission to assess the compatibility of state aid schemes for films with the EU rules. Films are, next to the emerging category of new cultural products (e.g. video games) a particular sort of cultural goods, given their dual - economic and cultural nature, which has resulted in the need to establish a special state aid control regime applicable thereto. These characteristics often lead to uncertainty whether certain aid schemes of Member States are genuinely intended to support cultural or only the industrial dimension of the film-related activities. However, this duality may also prove to be advantageous to the film industry, since films may in principle benefit from both types of aid – under Article 107(3)(c) Treaty on the Functioning of the European Union (TFEU) as well as under Article 107(3)(d) TFEU. Thereby, it is also a very good example illustrating the complexity and wide scope of influence of European Union law, and particularly European Competition Law. 
By showing the interrelation and mutual influence of different law areas in state aid for films, this paper also touches upon the question how to reconcile the contradictory objectives of different policy areas or at least how to set a reasonable balance between conflicting interests. It comes down to the question how to achieve better circulation of films and other audio-visual products outside their countries of origin while at the same time promoting the cultural and linguistic diversity. It is worth analysing to what extent state aid granted by Member States may work to the detriment of wider dissemination of European films.

Due to the limited volume of this paper, Section II provides only for a short overview of the EU Cultural Policy, with a particular emphasis on the EU Audio-visual Policy. Despite the fact that state aid control is based on the provisions of the Treaty, it is indispensable to include in its analysis policy elements, which, although not of binding nature, are of great relevance for the practical application of Article 107 TFEU. Section III deals with the control of state aid for films, it being the main focal point of this paper. Firstly, it provides for reasons why state aid should be and is granted to the film-related activities. Secondly, it presents an analysis of the legal bases (primary and secondary), with the special attention being devoted to the 2001 Cinema Communication. Thirdly, it analyses step-by-step the Commission’s control scheme applied to state aid for films, using actual Commission’s decisions. Finally, it provides for a short overview of the impact of the financial crisis on film-related activities. Section IV extensively discusses changes proposed to the state aid criteria contained in the draft Film Communication that the Commission intends to adopt by the end of 2012 and potential effects of the planned general modernisation of state aid rules throughout the EU, trying to predict possible future developments of this field of law and policy.
II. Place of audio-visual works in the EU cultural framework
1. EU Cultural Policy and the EU concept of culture
It was not until 1991 that the role of the European Union regarding the cultural field was defined, although the debate on cultural policy had been present before. 
,
 The reason for this precarious legal status of culture has been frequently pointed out due to the mainly economic focus of the European Communities as well as reticent position of Member States with regard to adoption of a provision specifically referring to culture.

Article 167 TFEU sets as a European Union’s objective the contribution to the flowering of cultures of the Member States, while respecting their national and regional diversity and at the same time bringing the common cultural heritage to the fore; encouraging contemporary cultural creation and supporting cooperation between the Member States and also with third countries and international organisations. Paragraph four of this Article gives a clear mandate to take into account the cultural dimension in all Union policies covered by the Treaty, ‘in particular in order to respect and to promote the diversity of its cultures’, while paragraph five reduces available instruments to incentive measures and recommendations, thereby excluding any harmonisation measures (directives) and regulations.
Article 6(c) TFEU confirms that the EU, having the competence ‘to carry out actions of support, coordinate or supplement the actions of the Member States’, enjoys only complementary powers in the field of culture. Indeed, cultural policy continues to belong predominantly to the sphere of competence of Member States who should remain free to define the objectives of their own cultural policies. With this in mind, one can now understand the focus of EU cultural measures such as the Culture Programme and the European Capital of Culture initiative which support cultural cooperation within Europe, encouraging the building of the spirit of European Citizenship.

The attempt to adopt a definition of the term culture in the Treaties has never been made, given its open and ever evolving meaning and scope.
 The concept of culture at the EU level has, therefore, to be constructed through practice, taking into account the fact that a broad definition can be problematic, as it enables the derogation of certain Treaty rules – which is indeed the case of the cultural exemption in state aid control.
 The Court of Justice and the Commission have acknowledged their role to stir the developments of this concept, worried that cultural policy may be advocated to pursue protectionist policies and discriminatory measures by the Member States.

2. EU Audio-visual -and Film Policy

In general, European Audio-visual Policy as such aims at encouraging production, as well as distribution, of European works and increasing their share in the global market, to a large extent via proper supporting mechanisms, chiefly of financial nature.
 It comprises a broad range of activities related to films (production, distribution etc.), TV programmes, video games, public broadcasting services ensuring access to audio-visual products and even protection of copyright and fight against piracy. Due to the limited volume and scope of this paper, attention of this section will mainly be devoted to films.

The predecessor of the Audio-visual Media Services Directiveand especially the MEDIA Programme are the key instruments underlying the launch of this policy. 
 
 The term “audio-visual policy for the Community” was used for the first time in 1986.
 In the Treaty it appeared only in 1992 in Article 167 TFEU introduced by the Treaty of Maastricht, however merely as one of the examples of areas within which the EU could undertake supporting or supplementing action (‘artistic and literary creation, including in the audio-visual sector’).

As already mentioned, cultural goals were not to be found among the objectives of the European Community (hereafter EC) at the very beginning of its existence.
 It does not, however, mean that matters pertaining to activities in the area of film production, promotion or distribution had been ignored by the EC before the insertion of relevant provisions or that the Treaties had not applied thereto at all. Despite the strong economic focus and objectives of the EC, applicability of the Treaty to cultural works and thereby to the audio-visual sector was confirmed by case law of the Court of Justice.
 Moreover, in the Green Paper on the Establishment of the Common Market for Broadcasting, especially by Satellite and Cable, the Commission reaffirmed that the ‘Treaty applies not only to economic activities, but, as a rule, also to all activities carried out for remuneration, regardless of whether they take place in the economic, social, cultural (including in particular information, creative or artistic activities and entertainment), sporting or any other sphere’.
 Nevertheless, the approach towards films and other audio-visual works was to a large extent economic, without any further elaboration on their cultural aspect. Despite the absence of an explicit legal basis therefor, the cultural component started to be taken into account later, in the 1980s.
 Still, although the non-economic aspect of certain audio-visual works was discerned, larger interest in regulation of audio-visual policy resulted rather from the establishment and completion of a single market. It was only in 1992 with the insertion of respective provisions referring to culture that the cultural aspect of films started to be genuinely taken into account and considered distinctly from economic aims linked either to fundamental freedoms or industrial policy of the Union.

In this context, it is noteworthy that EU policies draw a distinction between cultural and audio-visual policies, although in general at national level they both lie within the competence of ministers of culture.
 This division is reflected by the existence of harmonising measures in the audio-visual policy, whereas the field of culture sensu stricto still rests within the competence of Member States.
 The fact that audio-visual policy was harmonised to a certain extent does not deprive audio-visual works of their cultural dimension, which importance was emphasized by the Commission claiming that it is ‘a cultural industry par excellence’.
 Harmonising measures in this area were adopted under the internal market or industrial policy legal basis.
 Although the Court of Justice has accepted this approach, it raises many questions since it may be perceived as a circumvention of Article 167 TFEU. For this very reason, striking the balance between different EU objectives, here – culture and market freedoms and competition law – is so difficult. The way this balance is set may always be questioned and subsequently challenged. However, even if a measure is not adopted under Article 167 TFEU legal basis, it provides for a safeguard against potential circumvention of cultural legal basis by imposing an obligation to ‘take cultural aspects into account in [the] action [of the Union] under other provisions of the Treaties’ (Article 167(4) TFEU), which has been done inter alia in state aid control through the insertion of Article 107(3)(d) TFEU.

The European audio-visual policy, and especially film policy due to its multidimensionality (cultural, industrial and competition facets), is therefore one of the areas of the EU action where clashes and (often) contradictions between internal market fundamental freedoms and cultural policy are clearly visible. 
 It owes it to the dual nature of films being economic goods, involving large amounts of investment expenditures and having potential to create jobs and at the same time belonging to the category of cultural, ‘intellectual, creative works’.
 The Commission repeatedly emphasized that they are of significant importance in democratic societies and play a significant role in shaping opinions, promoting and preserving cultural and linguistic diversity – those being clearly non-economic values. 
Viewed from this lens and due to the difficulties in drawing a clear dividing line between cultural and economic objectives, audio-visual and in particular film sector have not been left to the sole influence of market powers.
 However, although the key objective of the audio-visual policy is to ensure and preserve cultural and linguistic diversity,
 this sector fully belongs to the EU internal market. It leads to a contradiction between goals within this policy, because support measures maintaining cultural and linguistic diversity inevitably result in deepening fragmentation of the market, which has not been remedied by harmonising instruments adopted hitherto. 
 
 As a consequence, one of the biggest problems of the sector is to find a way to increase the circulation of European films.
 Under-capitalization, limitation of operation of undertakings to national or regional territory and the openness of the EU audio-visual market, despite its emphasis on cultural diversity resulting in domination of American productions, do not help in this respect. 
 

Films as a category of cultural goods having relevant economic dimension, are subject to a particular competition regime in the European Union, especially one of its pillars, namely state aid.
 Sometimes it is very difficult to distinguish between industrial (commercial) and cultural dimension or to determine the prevailing objective of film-related activities. The question how to reconcile competition law and audio-visual policy is one of the old dilemmas existing since the introduction of provisions on culture into the Treaty.

Sensitivity of this issue is also illustrated by the peculiar character of the EU competence in this area and principles governing it. First of all, the action of the Union in the audio-visual sector shall be complementary to national schemes and measures. It is worth noting that Member States usually concentrate their efforts on support for creation and production of films, whereas the EU focuses on offering various possibilities of development within the framework of the internal market. It should nevertheless not be ignored that opportunities offered by the market may exert both positive and negative influence on film policy – giving either hope for their better circulation or being a threat to their development, disregarding their cultural aspect.
 Secondly, there should be a certain added value of the action at the Union level. Thirdly, support instruments should be characterised by a considerable degree of flexibility and adaptability.

Although in general support measures in form of state aid are perceived as detrimental to the functioning of the market (Article 107(1) TFEU), the Council has recognized their positive effect as a contribution to ‘the emergence of a European audio-visual market’ and therefore Member States remain ‘entitled to conduct national policies to support the creation of film and audio-visual products’.

III. State aid for films and other audio-visual works
1. Rationale of state aid in this field

Audio-visual works, especially films, play an important social and cultural role in Member States and in the whole Union. They contribute to ‘shaping European identities’, forming the way of perception of the world and ‘reflect the cultural diversity of the different traditions and histories of the EU Member States and regions’.
 Regardless of their significance in democratic societies, these reasons do not suffice to justify such a serious form of market distortion as state aid used to support their production.

Some authors assert that public financial support for culture rarely fulfils the conditions required under Article 107(1) TFEU and therefore does not constitute state aid incompatible with the internal market.
 This assumption in most cases does not apply to films as a special category of goods having both cultural and economic dimension.

In order to determine whether there is a genuine need and rationale behind such kind of measures, some economic analysis is indispensable.

On average, EU Member States spend 2.3 billion euro annually on state aid for films (around 1 billion euro in form of tax incentives and 1.3 billion euro in grants and soft loans). Most of it (80%) is earmarked for film production.
 Is this form of support really necessary? Are there any alternatives to state aid that could be employed on the EU market? Two types of arguments may be raised in this respect: cultural and economic ones.

As already mentioned, films play an important social and cultural role. Culture is a notion defined at the national level, from which one could infer that films as a form of cultural expression may be limited in their reach to the territory of one Member State. 
 It is, in fact, often the case. European audio-visual market is naturally fragmented due to the existence (as well as promotion) of cultural and linguistic diversity.
 As a consequence, this division most often runs along national and sometimes even regional borders. Despite these obstacles and limitations to international or at least transnational (within the EU) circulation of audio-visual works, the European market in 2009 was the third largest cinematographic market in global terms.

Some authors argue that state aid is ‘crucial for the Member States’ efforts and needs to preserve a national identity and cultural values’, especially viewed from the perspective of strong international competition in film industry.
 Indeed, at its inception state aid for films was perceived as a valuable tool to promote national audio-visual products.
 However, this approach has undergone substantial changes and was eventually overturned in 2001 by the Commission. It confirmed that although the objective of promoting culture is important, ‘the articles in the EC Treaty relating to State aid cannot be an instrument for that purpose’.
 Nevertheless, while applying these rules, the Commission takes the cultural objectives into account in accordance with Article 167(4) TFEU. Therefore, Article 107(3)(d) TFEU can be perceived as a successful accommodation of cultural concerns into the competition policy.

In principle, state aid measures are being employed in order to fulfil economic goals and objectives of certain industries, sectors or even single undertakings. State aid for culture in general, nevertheless, lacks such an incentive. It can be found, but only to a limited degree, in the audio-visual sector, due to the dual nature of films discussed above.
 Economic incentive is also largely reduced because of the inherent market fragmentation.

This, in turn, results in fierce competition from companies from non-European countries, especially from the American market, which has economic and cultural consequences for the Union.
 It is difficult to genuinely compete with them, given the vast diversity of works and languages and the structural characteristics of the European audio-visual market on which the operating undertakings are either small and medium enterprises or even micro-undertakings with relatively little capital. As a consequence, private parties and financial institutions are reticent to provide them with financial backing (especially upfront).
 Financial contribution of television channels and film distributors has also recently decreased.
 As a result of all these factors, the development and preservation of the European audio-visual sector, as a matter of fact, is dependent on public forms of support such as state aid. Besides this economic reasoning, also ‘the objective of cultural diversity (…) justifies the special nature of national aid to the film and audiovisual industries’.

2. The EU Legal Framework

a) From the Treaty of Rome to the Maastricht Treaty
State aid to the audio-visual industry by European countries does not constitute a new phenomenon – in fact it dates back to the 1930’s when the United States began dominating the emergent market of talking films, which was followed by protectionist regulation and direct public intervention by Germany, United Kingdom, Italy, France and Belgium.
 Therefore it is not surprising that since the beginning of the European Communities this matter was discussed within competition law rules.
The issue of the application of the Treaty and consequently its state aid rules to culture was settled as early as the year 1968, when the Court of Justice repelled the argument put forward by Italy that the Treaty, due to its economic essence, could not apply to cultural goods.
 In fact, the admissibility of aid to the film industry was assessed under Article 92(3)(c) of the Treaty of Rome on aid to the development of economic activities, due to its ‘combined economic and cultural function’, as long as it satisfied ‘all the requirements of the Treaty, notably those concerning the free movement of persons and freedom to provide services’. 
 

It was only with the Maastricht Treaty, adopted in February 1992, and following its express provision in the area of culture that state aid rules specifically started taking into account cultural objectives in Article 92(3)(d), which referred to the ‘aid to promote culture and heritage conservation’.
 However, this new provision did not constitute a shift in the Commission’s policy regarding state aid to the film industry existing until that date.
 Indeed, the Commission was of the opinion that, in general, aid to the cultural sector did not pose serious problems from a competition policy point of view.
 Moreover, it acknowledged that Member States were promoting the development of the audio-visual industry through diverse means (direct grants, tax incentives, funding and support) which were generally in line with the Community’s objective of promoting competitiveness of such European industries.
 All in all, European film industries were considered an important part of the European cultural landscape and promotion of cultural diversity, provided that it did not affect competition to an extent contrary to the common interest and was not incompatible with the common market, was accepted by the Commission as a justification for state aid to the film industry.

b) Current Article 107 TFEU and the “cultural exemption”
In accordance with Article 107 TFEU, aid granted by Member States or through state resources, which distorts or threatens to distort competition by favouring certain undertakings or the production of certain goods, is deemed incompatible with the internal market, as long as it affects trade between Member States. Besides this general prohibition of state aid, paragraph two of this provision provides for exemptions where state aid will be considered compatible and paragraph three lists cases where such aid ‘may be deemed compatible with the internal market’.

Therefore, it is essential that prior to analysing any aid scheme, the conditions of Article 107 TFEU are fulfilled.
 These requirements have frequently been a subject of study and discussion in case law, and both the Court of Justice and the Commission take a broad view on the fulfilment of these criteria. Regarding national film funding, the most problematic criteria are the condition that aid be granted by the state or through state resources and the economic advantage.
 The remaining conditions regarding the notion of undertaking, selectivity and distortion of competition are easily met as film aid is usually directed at private entities and as a form of sectorial aid is indeed directed at a particular branch of the industry. Thereby it distorts or at least threatens to distort competition, since some companies are being supported while others are not.

For the purpose of this paper, the discretionary exemptions provided for in Article 107(3) TFEU are crucial, especially in Article 107(3)(d) TFEU. Nevertheless, some types of aid supporting the audio-visual industry have been authorised under Article 107(3)(a) and (c) TFEU, namely regional aid, aid for small and medium enterprises and research and development aid. It clearly shows that not all aid to this type of industry needs to be deemed cultural and reminds of a truly dual nature of audio-visual products.

Article 107(3)(c) TFEU is known as the industrial state aid derogation. It allows for Member State’s measures promoting the commercial exhibition of audio-visual works, namely subsidies for dubbing and subtitling operations and improvement of cinema infrastructures and accessibility,
 while Article 107(3)(d) TFEU has been more commonly applied as the legal basis for the authorisation of aid in the audio-visual sector.

As a matter of fact, the entry of the cultural exemption or cultural state derogation in Article 107(3) TFEU reflects the acknowledgment of the common practice of Member States to provide financial funding schemes to cultural projects while at the same time aiming at balancing the European Union objectives of the internal market and fundamental freedoms with each Member State’s particular tendencies and sensibilities towards culture
 mirroring Article 167 TFEU emphasis on the subsidiarity principle. Indeed, Member States do have an obligation to demonstrate the cultural character of the aid measures as will be seen in more detail in the specific criteria set out by the Cinema Communication 2001.

2001 Cinema Communication and state aid assessment criteria
Before examining the approach of the Commission in the area of state aid to the audio-visual sector, some attention should be devoted to the role of the European Commission in the development of state aid policy.

The Commission enjoys a large degree of discretion in approaching state aid that can be discerned in the way it chooses to develop its substantive policy – either through formal legislation or through informal rule making and individual decisions. It is its role to develop general policy in this area.
 The way the Commission structures these extensive powers is done through Communications and Guidelines. Although the legal value of such documents is disputable, as they are not formally binding on the EU Courts, these soft law instruments provide governments and individuals with guidance and thereby create legitimate expectations. The Court of Justice and the Member States have accepted the Commission’s way of acting which is motivated by practical and political terms. 
 

The Communication on certain legal aspects relating to cinematographic and other audio-visual works (hereafter 2001 Cinema Communication) was adopted by the Commission in 2001 after having decided on a series of cases between 1998 and 2000, where it had to put forward specific compatibility criteria for the authorisation of aid to audiovisual works.
 Following a complaint about the exclusionary effects created by the French film production aid system, which contained specific provisions rendering aid conditional to the realisation of certain film-making activities within France (territorialisation criteria), the Commission requested this Member State to amend a series of measures considered incompatible, and finally issued the Decision N3/98 where the criteria set out in the 2001 Cinema Communication later on, had been first announced. 

The 2001 Cinema Communication was indeed a crystallisation of the Commission policy so far. It explains how the Commission, pursuing the cultural exemption of Article 107(3)(d) TFEU ascertains the compatibility of aid mechanisms for film and TV production. Other types of support measures for films, such as distribution, marketing and promotion of films, operating of cinemas, video shops or film festivals fall outside the scope of the 2001 Cinema Communication. However, the Commission acknowledges these other types of activities, naming them upstream activities of film production (such as support for script writing and development) and downstream activities (such as film distribution, marketing and promotion). Given the closer link to the production of films of the former set of activities, the Commission applies the 2001 Cinema Communication by analogy, whereas regarding the latter set; it uses the criteria of the Communication merely as a reference, relying on a case-by-case approach.

The Commission requires a number of criteria to be fulfilled: the ‘general legality principle’, common to other fields of state aid and four specific criteria for cinema and television production. These are as follows: the aid must be directed to a cultural product, the territoriality requisite that sets at a minimum of 20% of the film-production budget to be spent in other Member States without causing the reduction of the aid intensity, the aid intensity should be limited to 50% of the film budget and finally aid supplements for specific film-making activities are not allowed in order to ensure ‘a neutral incentive effect and consequently that the protection/attraction of those activities (such as post-production) to Member States granting is avoided’.
3. Practical application of state aid rules – a brief case analysis
This section intends to provide for an analysis of practical application of theoretical criteria laid down in the 2001 Cinema Communication and their effects on shaping of the aid schemes by the Member States.

Although the 2001 Cinema Communication has been extended several times, it does not mean that the EU approach to film funding has been static. 
 Indeed, changes in policy have been seen in the light of changing market trends, mainly through so-called ‘incentive war’ to attract large budget films by states which have become aware of the great economic potential of such activities, while in the past film aid was mainly given to promote a ‘national cultural film industry’.
 With this in mind, from November 2006 onwards the control of the cultural content of the aid has been reported to have become stricter, while before this date the Commission used to take a less interventionist approach, accepting Member States’ discretion regarding the definition of cultural content and promotion of national or regional culture. 

In each case of state aid notification by a Member State, the Commission applies a standard scheme of assessment, based on three main points: procedure, description of the aid scheme and assessment. Since the procedural compliance refers basically to the notification, the main focus here will be devoted to the two latter parts.

Under the description of the aid scheme Member States try to justify the aid by invoking objectives of the aid and their national cultural tests. They also try to demonstrate their compliance with the criteria laid down in the Cinema Communication.
 Moreover, they indicate inter alia the form of the aid, the legal basis thereof, beneficiaries, source of funding and volume of the budget.
In principle, the criteria of cultural tests are left to the discretion of the Member States. However, they largely differ depending on cultural policy of a Member State. Some of the tests are very extensive, providing for an elaborated list of conditions in order to recognise a film as a cultural product while the others use very simple schemes.
 The United Kingdom and Germany belong to the former category. While the United Kingdom gives strong preference to the aspects of national (British) culture,
 Germany, next to national characteristics, puts forward arguments relating to the promotion of shared European values.
 Under influence of the Commission, the United Kingdom changed its cultural test, since it had attributed disproportionate significance to the objectives not necessarily culture-related, such as nationality or residence of film-making professionals and cultural hubs. Fulfilment of the conditions contained in these two sections could guarantee a pass mark in the cultural test, although it could not ensure that the film would reflect characteristics of the British culture. Therefore, the revised UK cultural test ascribes over 50% of all criteria to cultural content, not like the previous one to cultural hubs or cultural practitioners.

The German cultural test, in turn, from its inception ensured the cultural film content (either German or European, which has been evidently inspired by the Commission) and promotion of cultural heritage in general through the application of the pre-test, requiring fulfilment of at least four purely cultural criteria.

Cultural tests used in both cases mirror the general trend pursued by the Commission from 2006 onwards to attach greater relevance to the ‘verifiable’ cultural criteria in order to prevent Member States from circumventing Article 107(3)(d) TFEU conditions and promoting the development of their audiovisual industries by the application of this provision.

The most important part from the legal point of view is the Commission’s assessment of the notified state aid scheme. The Commission verifies the existence of aid, checks the possibility of exemption under Article 107(3) TFEU and proceeds to the analysis of the criteria (one general and four specific) laid down in the 2001 Cinema Communication.
 It employs the minimum standard test in order to verify whether films are genuinely cultural products, and that the aid is not aimed solely to promote the development of the industry that should fall under Article 107(3)(c) TFEU. 
 As a starting point it takes the ‘worst case scenario’, namely it checks whether a particular film could pass the test without necessarily having cultural content, by which the Commission understands high culture.

Regarding territorial conditions, the Commission in principle checks whether the beneficiary of aid retains freedom to spend at least 20% of the production budget in another Member State. As long as it complies with this criterion, the condition is fulfilled. Nevertheless, it is especially problematic in cases of state aid granted through tax incentives or deductions which are per definition limited to national territory.
Aid intensity must not be higher than 50% of the production budget with exception of difficult and low-budget films. Member States are free to define the notion of a ‘difficult film’ or ‘low-budget film’. Generally, they are regarded as films having ‘little if any prospect of commercial success’ due their ‘experimental character or because [their] content, design, artistic and/or technical presentation or cultural standard entail high risks’. 
 

The fourth and last condition, being of negative nature, concerns allocation of aid to specific film-making activities, which in most cases is the least problematic one.

In general, case-by-case analysis precisely reflects the criteria set by the 2001 Cinema Communication. This scheme denotes the limitations to Article 107(3)(d) TFEU and the attempt of the Commission to intervene in the national notions of ‘cultural products’. In extreme cases, it may even lead to the refinement of the national cultural tests.
4. Impact of the economic crisis?

The economic crisis did not only have an enormous negative impact on the financial sector, but in some Member States it also resulted in budget cuts directed at culture.
 Thereby, saving policy has also affected films and other audio-visual works. This trend is nevertheless not general. It is visible only in some countries, while in others at the same time increase of profits generated by the industry or of the amount of support measures or no change at all may be observed.

The institutions of the European Union have not published any report on the impact of financial crisis on public support to cultural products. Most of the available data is provided either by the Council of Europe or non-governmental organisations dealing with culture.

The effects of crisis may be seen not only in budget cuts for cultural sector, but also in lower amounts on cultural activities – mostly goods and services - spent by citizens.

It shall be borne in mind that the financial crisis may affect the audio-visual sector and film-related activities on many levels: script-writing, production, distribution, promotion etc. The question whether the crisis has had a genuine impact on films remains open. In 2009 the number of admissions to cinemas in Europe (not only in the EU) has in general increased by 6.5%. However, the growth refers in most cases to American (Hollywood) productions, while the national or regional films rather suffered decrease of their popularity.
 Some limited resources seem to suggest that many film projects have been either suspended or cancelled in 2008-2009 and the number and scale of film festivals has been reduced.
 There are very scarce statistics or data illustrating this phenomenon, but the mere fact of its appearance is already significant, since ‘the film industry occupies a dominant position among culture industries’.
 Large cuts to film-related activities have been observed especially in the United Kingdom, where they reached the level of 85%
 and in Latvia (cuts of 67%).

This phenomenon is detrimental to the main objective of the EU cultural policy, namely the promotion of cultural and linguistic diversity and to the existence of the whole sector, which is, as demonstrated above, dependent on public funding.

The Commission touches upon the consequences of the crisis in its Communication on EU State Aid Modernisation (hereafter SAM Communication).
 However, it does not even mention the impact of financial crisis on support measures for culture. Probably the reason for that is the fact that none of the Member States can really determine what is the concrete impact of financial crisis on cultural works, since it requires not only economic, but probably also sociological analysis. Besides, it is currently impossible ‘to provide a full picture of the impact of the economic crisis on cultural budgets’.

For now, it may only be confirmed that the financial crisis had a certain impact on cultural products and thereby on films. However, the scale and significance of this phenomenon varies to a large extent throughout the EU, depending mostly on the financial situation of a particular Member State. The cultural sector is one of the areas where governments in cases of serious economic disturbances make cuts most easily.

IV. Future of state aid for films
1. Draft Film Communication 2012
The Draft Communication from the Commission on State Aid for Films and Other Audio-visual Works (hereafter Draft Film Communication) has already been long expected in the European Union. Adoption of a new instrument regulating state aid for audio-visual works became necessary especially after the triple extension of the validity of the 2001 Cinema Communication and the emergence of new trends since its adoption. Therefore, the criteria for granting of state aid contained therein have to be re-attuned to the present-day conditions on the market. Next to this goal, the Draft Film Communication aims at ensuring a greater variety of European audio-visual works in order to provide for a wider choice to the consumers.
 In comparison to the 2001 Cinema Communication not so much emphasis has been put on the need to improve circulation of audio-visual works.

The Draft Film Communication tackles many issues discussed in previous Commission Communications relevant in the context of the European Audio-visual and Film Policy, inter alia digitisation and development of new technologies and the problematic nature of territorialisation clauses. It also provides for an overview of the recent legal developments in the audio-visual sector.
 However, due to the emergence of new trends in this area it noticeably alters the policy followed hitherto. The radical change has been brought not only due to technological developments, but also with regard to the strong focus of the Commission on economic assessment approach which appears to be in line with the modernised rules of competition law and planned modernisation of state aid.

The Draft Film Communication focuses first and foremost on state aid, leaving most of the other topics touched upon by the Cinema Communication 2001 out of discussion.
 In principle, according to point 49(a) of the Draft, the current Cinema Communication shall remain applicable to all issues not regulated by the new instrument.

Proposed changes are very far-reaching. Most evident transformations regard the scope of the instrument. It no longer applies to ‘cinema’ or ‘cinematographic works’, but to ‘films’ in general, which is a broader category, embracing the former one.
 Therefore, not only films produced with a view to be projected in cinemas, but also films broadcasted on TV and intended for on-line distribution could benefit from the aid granted on the basis of the guidelines set out in the Draft. 

The second revolutionary aspect refers to the rationale of state aid for films. In fact, it has been asserted that it is not only difficult to obtain private upfront commercial and financial backing, but clearly stated that ‘aid is important to sustain European audio-visual production’, especially in the light of lack of profitability of the sector, which in the end results in dependence of films on public funding in form of state aid.
 Such an express wording is striking, especially viewed from the lens of the general perspective of the European Union on state aid measures. In principle, state aid is perceived as a valuable tool to promote rather new technologies and developments than to sustain the old, inefficient ones.
 Here, by pointing at the fact of financial dependence of audio-visual sector on public support, the Commission seems to imply that state aid for films is inefficient and therefore needs a thorough reform. It is one of many examples of manifestation of strong economic mind-set expressed in the Draft.

The Commission emphasises that film producers who have been granted aid, most probably would have a competitive advantage over the producers acting under normal market conditions.
 Hitherto, the support measures to cultural products were not analysed in such a strong economic context, given their special dual nature and the importance of the promotion of cultural objectives. It has been confirmed that ‘the fact that a film is commercial does not prevent it from being cultural’, but obviously it also does not prevent the Commission to employ more economic scrutiny to the analysis of state aid granted thereto.

The main aims of the proposed instrument may be limited to the following four:

1. Extension of the applicability of the set criteria to all stages of film-related activities (script-writing, production, distribution, promotion etc.),

2. Imposition of further restraints to the use of territorial obligations,

3. Greater control over the actual competition between Member States using support measures as an incentive for investment (which basically means attempt to inhibit subsidy race),

4. Overall improvement of circulation of films on the European market.


The Commission proposes to extend the scope of activities, under the old regime limited to the audio-visual production, to other film-related activities, such as script-writing, development, film distribution or film promotion. The reason behind it is very pragmatic and logical: it goes back to the principal objective of the special regime applied to cultural goods, namely promotion of cultural and linguistic diversity. The mere fact that a film has been made does not necessarily entail any contribution to the fulfilment of these goals. Films, which have not been shown or seen, obviously cannot be perceived as in any way promoting cultural diversity.
 It is worth noting that under the 2001 Cinema Communication the aid for activities different than film production can also be granted, although under stricter assessment as to their compliance with principles of necessity, proportionality and adequacy.
 The new Draft goes beyond it and significantly relaxes the rules in this respect.


It also takes into account the evolution of the definition of culture and presents trans media and games as examples thereof. Nevertheless, although it indicates the possibility that games may under certain circumstances be recognised as cultural audio-visual works, it states that this development is still ‘under construction’ and therefore the Draft does not envisage its application to games.


The most revolutionary alteration concerns the thresholds of territorialisation criterion. Its inclusion and the levels thereof have always been controversial, mainly because of their incompatibility with the internal market fundamental freedoms or rather the exception they enjoyed in this respect. Current criteria allow Member States to set up a condition for the undertaking benefiting from state aid measures to spend up to 80% of the production budget on the territory of the Member State which has granted aid. It significantly limits not only the freedom of choice of the entrepreneurs, but also practically reduces cross-border relevance of the final product – the film. It appears to run counter the main objective of the measures undertaken in the area of culture – the promotion of cultural and linguistic diversity. Evidently and logically, as a result of the application of the territorialisation principle, a film will most probably not gain transnational popularity if all production-related activities are limited to a large extent to only one Member State.

In its Draft the Commission analyses specific features of the film industry and admits that certain degree of territorialisation might be necessary (and thereby constructive) in order to “ensure the continued presence of the human skills and technical creation within the Member State offering the aid”, especially taken into account considerable mobility of the industry, particularly in the age of digitisation.
 However, the Commission points out that the Study released in 2008 on the Economic and Cultural Impact, notably on Co-productions, of Territorialisation Clauses of state aid Schemes for Films and audio-visual Productions did not come to any concrete conclusion – either positive or negative – on the impact of these clauses on the genuine allocation of resources linked to film production in a particular country and whether their absence would work to the detriment of the budget of the Member State which granted support measures therefor.
 The Commission nevertheless straightforwardly and explicitly claims in the Draft that the requirement to spend up to 80% of the production budget on the territory of a Member State which has granted aid is per se disproportionate. Thereby, it drifts away from its current standpoint and acknowledges incompatibility of the present assessment scheme with the proportionality principle. Furthermore, it proposes another basis for calculation of territorial obligation, namely the level of aid instead of production budget. Member States could require beneficiaries of aid to spend the full amount of the granted aid on their territory.

The analysis also shows that the requirements laid down by the 2001 Cinema Communication did not change the degree of attractiveness of EU Member States for large foreign film productions and investment. Moreover, since the present criteria do not constitute any challenge for Member States to comply with them,
 it may be inferred that they are not strict enough. It leads, in turn, to the competition between Member States in a form of subsidy race,
 which is evidently highly detrimental not only with regard to the internal market principles, but may also worsen mutual relations between Member States. Thus, the new proposed criteria aim at limiting a threat of distortion of competition caused by the measures employed in accordance with Article 107(3)(d) TFEU. 

The Commission extends the number of relevant criteria used and introduces more differentiation depending on whether the film qualifies as a ‘European work’ or not. It relies on the same as hitherto ‘general legality’ criterion. The differences introduced refer to the specific requirements.

The aid must be directed at ‘cultural product’. Determination of definition of ‘cultural product’ is basically left to Member States. However, the emphasis has been put on effective verification of national criteria in order to avoid manifest errors.
  Member States have to set up a transparent method of selection of works eligible for aid in one of the indicated ways: either by the selection of film proposals by a panel or by prior established list of verifiable cultural criteria applicable to audio-visual works.
 This requirement resembles to a large extent award procedure criteria from public procurement.

Aid intensity levels depend on the characteristics of a particular film. If it can be classified as a ‘European work’, which means that it fulfils the conditions laid down in the Annex to the Draft Communication – most of the work has been produced by a producer or producers established in the European Union or European Economic Area with significant participation of professionals being nationals or residents on the territory of one of the Member States of the EU or EEA- is limited to 50% of the production budget.
 It is noteworthy that co-productions are treated more favourably, since the aid in their case may amount to maximum 60% of the whole production budget. Some categories of works are still excluded from the application of this condition, namely difficult audio-visual works and co-productions involving countries included in the OECD DAC List.
 This Draft carries thereby a certain development aid dimension. With regard to the ‘difficult audio-visual works’ – term which definition has been hitherto entirely left to the Member States’ independent determination, the Commission provides for a non-exhaustive list of examples clarifying to a certain extent its intention. Low-budget films, forming hitherto a separate exception, have been qualified here as a subcategory of a ‘difficult audio-visual works’.

If the aid is intended to support non-European works, the conditions remain the same, but the aid intensity levels are inversely proportional to the production budget, ranging from maximum 50% to 10%.
 The Draft therefore seems to withdraw from pursuing the current trend to attract major foreign productions, presumably especially from the United States.

The wording of the criteria laid down in the Draft seems to suggest that one piece of work may be granted two non-cumulative grants of public funding – one for production (together with script writing and development) and another one for distribution and promotion. It shows that the Commission has a very favourable approach towards state aid for films. Nonetheless, there are no limitations with regard to state aid intensities for script writing and development as long as they do not lead to the final product – film.

The last condition prohibiting earmarking of aid to specific production activities remains in principle unchanged.

The draft Communication 2012 is revolutionary, because it overturns most of the criteria applied for more than ten years now. On the one hand, it may be perceived as an attack on legal certainty elaborated so far. On the other hand, it follows a more economic approach known from current rules of competition law, by setting a clear preference for efficiency and compliance with fundamental freedoms. It is likely that this proposal reflects to some extent the view supported by some Member States with regard to the measures that should be employed in order to fight the consequences of the financial crisis – mainly more scrutiny for national budgets. 

On the one hand, the Commission seems to be in favour of fostering film activities in Europe. On the other hand, it encroaches further upon the particularly sensitive for Member States competence in the field of culture. The reactions from stakeholders from Member States to the proposed Draft remain to be seen, but it is highly predictable that the new rules will not find much understanding among Member States’ audio-visual industries, which often try to realise their economic and industrial aims under the pretence of cultural objectives.
 The Commission will probably not easily give in to the pressure from the Member States. Formally communications are non-binding instruments. Therefore the Commission, in fact, should only take into account results of public consultations, but does not need to follow all of them. Practically, however, guidelines, recommendations and other acts of similar nature are usually precisely followed and applied by the Court, rendering them thereby de facto binding.
 According to the Commission’s calendar, the new Communication shall be adopted by the end of 2012.

2. The impact of general modernisation of state aid rules

The Commission Communication on the EU State Aid Modernisation is clearly a manifestation of a more economic approach preferred by the European Union, especially in the context of the financial crisis.
 In some respects, it reflects the same attitude as expressed in the Draft Film Communication 2012 – for instance it favours stricter scrutiny of state aid, but only in cases genuinely relevant for the functioning of the internal market.

It contains one reference to state aid for culture and thereby also for films, where it suggests that exemption of certain categories of aid from ex ante notification should be considered.
 Such an operation would in fact lead to less scrutiny than proposed in the draft Film Communication and de facto amount to equalising the status of Article 107(3)(d) TFEU exemption with mandatory exemptions from Article 107(2) TFEU which are explicitly excluded from state aid regime. 

At first sight, it appears to run contrary to the objectives of the Draft Film Communication promoting stricter control and further narrowing of the criteria and thereby of the leeway of the Member States to grant public financial support. 

However, this discrepancy may result from the special dual nature of films, which for this reason shall be treated differently than the rest of the cultural sector. Granting a status similar to the status enjoyed under Article 107(2) TFEU to cultural products does not therefore seem to be feasible. At the end it would depend on the fact whether film industry exerts significant influence on the well-functioning of the internal market.
 The SAM Communication also puts emphasis on the effectiveness of state aid in achieving public policy objectives and on the prevention of waste of state resources.

The modernisation of State aid rules is in line with the competition policy of the Union as a whole. It will inevitably result in stricter control powers of the Commission and in economically focused approach of state aid assessment. The remaining question is only whether films and other audiovisual works (and cultural products in general) will be found to have a sufficient impact on the internal market to render this larger scrutiny applicable to them.
V. Conclusion

As the analysis shows the European Union is not only an economic organisation, but it also aspires to play a role in the field of culture. Both of these facets may contribute to the “flowering of cultures of the Member States” while respecting national diversity.

Competition policy is an area of exclusive competence of the EU while the competence in the cultural field is a mere complementary one. Therefore, the areas where both aspects – culture and competition policy - are present will undoubtedly cause conflicts and at least confusions regarding the division of competences between the European Union and its Member States, which is indeed the essence of the subsidiarity principle. While conducting policies regarding the audio-visual sector and especially films, Member States and the Union will probably be ‘on opposite sides of the rope’, each one pulling in its own direction.

One must acknowledge that the enrichment of such an economically driven area like competition policy with a cultural dimension is valuable and may be perceived as a real effort to follow the mandate of Article 167(4) TFEU of promoting culture in all policy areas. However, how should a balance be achieved? How deep are the constraints to the subsidiarity principle in the cultural area and state aid? How far can the Commission - the main actor in competition policy - influence Member States, the main actors in cultural policies?

As the conducted analysis indicates, audio-visual works are not cultural goods per se, since they have to fulfil a number of criteria in order to be qualified as such. Only cultural goods can be subject to cultural aid within the meaning of state aid rules, and therefore Member States’ public funding schemes to films have to comply with cultural content criteria. Such criteria have undergone evolution, and even since their crystallisation in the 2001 Cinema Communication they were subject to some changes: since 2006, they have become stricter, culminating the existence of a culture points test in the new draft Communication. These verifiable requirements of cultural content seem to set the way the Commission seeks to balance EU’s complementary powers in the cultural scene, its mandate to promote common cultural heritage and an idea of European culture.

This stricter approach to the cultural exemption has a positive effect of narrowing the abuse by Member States and industries taking advantage of the cultural exemption to pursue other – mainly industrial – goals. However, the overall position of European cinema still depends on funding schemes and in fact it is not able to compete with the United States. In this context, stricter approach proposed by the Commission might mean less aid. It could work to the detriment of European industries and, in fact, to the detriment of the European consumer, who would enjoy much narrower choice of films in the end.
Having this in mind, one can raise the following questions: did the Commission go too far in widening the scope of the EU action in this field and affecting Member States’ competence in delineating domestic cultural policies? Is the Commission trying, via one of its principal areas of action, namely competition law, to step-by-step exert influence on the political decision in cultural matters and budget matters, and even curtail member states sovereignty? The on-going economic crisis has resulted in strengthened budgetary control, but this is certainly not the main objective of state aid control policy.

These questions will probably have to be answered in the new Communication and in the near future. In the new Draft the Commission tries to tackle conflicting elements such as territorialisation requirements, attempts to provide more complete assessment criteria (although not legally binding) for aid schemes in more areas than only production industries and introduces distinction between European and non-European works. This is a positive development from the point of view of legal certainty which until now was distorted in practice by the existence of informal procedures, based on negotiation, between Member States and the Commission (leading in the end to the approval of the aid schemes).

All in all, based on the analysis conducted in this paper, it is possible to conclude that culture is still to a certain extent an undefined area of EU law, especially when considered in combination with state aid control, showing that the principle of subsidiarity in EU cultural policy is being put to test here. Furthermore, a policy-oriented analysis not having a strictly legal dimension had to be undertaken due to both essence of cultural policy and state aid control, dominated by the Commission that acts mostly through soft-law instruments.

Control of state aid for films is an area where the Commission tries to implement two Treaty mandates: the construction of an undistorted internal market, leading to the overall well-being of consumers with the mandate of taking into account culture while doing this. Having this in mind, one can only ask for more consistency in the future and more congruent policy developments taking cultural diversity of Europe and the special character of films and film industries into consideration.
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