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I. Introduction.

The United States motion picture industry, often referred to as Hollywood, is facing and will continue to face shocks to its existing business model and vertical relationships due to the spectacular growth of the Internet and, in particular, the acceleration in the adoption of high-speed connections to the Internet. These shocks originate in the both the internal and external environments of the industry. Internally, the industry must decide how to fit the release of video-on-demand films into its existing sequence of distribution channels such as theater release and video store release. The position of the Internet in the distribution sequence should be affected by similar factors that affected the placement of video rental and purchase in the sequence twenty years ago. Externally, the political, legal, and economic environments confronting Hollywood are adjusting to issues such as piracy and file-sharing facilitated by peer-to-peer networks that result from by-products of the Internet, the lowering of reproduction costs of digital content and the lowering of distribution costs of that content over the Internet. Related noteworthy characteristics of the Internet that have given rise to the problems facing content providers in general are its end-to-end architecture and its openness that blurs jurisdictional boundaries. The resulting issues are analogous to what the music industry has experienced in its adjustment to the impact of the Internet on the music industry’s business model.

The paper is organized as follows. In section II, the existing distribution and revenue sources of motion pictures are described and factors that will influence the position of the Internet in that sequence are analyzed. This section will include a brief discussion of the new Web site, Movielink, backed by five of the major motion picture companies. In section III, political, legal, and economic issues involving piracy and Internet file sharing are examined including various efforts that the industry has taken to confront the issues. The section includes an analysis of the antitrust issues arising from the Movielink joint venture. The final section of the paper will examine the lessons that the motion picture industry can learn from the music industry’s experience with the Internet.

II. Distribution Channels.

During its lifespan, a motion picture is distributed through various channels, or “windows.”  In typical chronological order, these include theater release, home video release (both rental and sales), home pay-per-view (PPV), pay cable television (such as HBO and Showtime) and finally standard cable and free broadcast television.

Windowing allows the motion picture industry to price discriminate.  By price discriminating the industry forces those consumers who are most eager to see a new movie, and those who want the best experience (in terms of video and sound quality), to pay the highest price.  This results in higher industry profits than releasing the movie into all windows simultaneously.  In particular, the consumers that are most eager to see a movie with the highest possible quality pay the highest price (at a theater).  Consumers willing to wait some number of months (and settle for a smaller screen and, typically, lower-quality sound) pay lower prices (home video and home PPV). Ultimately the most patient consumers pay essentially nothing (broadcast/basic cable).

The first window, theaters, offers the highest quality experience (in terms of video and sound quality).  Sales of movie tickets totaled $9.3 billion in 2002, up 11% from 2001.
  The theater window accounts for about 20% of motion picture industry revenue.
  Decades ago movie ticket sales accounted for the vast majority of motion picture industry revenue, but the opening of other windows has made ticket sales a less important window, in terms of total revenue.  But, in part because it offers a superior experience (and an experience that’s relatively expensive to provide), theater releases are the most expensive.  By placing movies in the theater window, exclusively, for a number of months, the industry is able to charge the highest prices to consumers that utilize this window.

The second window, home video sales and rentals, now represents the largest proportion of motion picture industry revenue.  Combined, these markets total over $20 billion, and account for slightly less than half of industry revenue.
  The home rental market is about $9 billion.
  The largest player in this industry is Blockbuster (owned by Viacom).  It controls about 40% of the market with over 5,000 stores.
  The industry earns money in this window by selling the original VHS tape or DVD to the retailer.
  Further, the studios have a revenue sharing arrangement with Blockbuster under which they earn $23-$24 per VHS tape in exchange for a 45-60-day period during which (for movies covered by the agreement) Blockbuster has exclusive rights to the movie.

A new component of the home rental market is Internet rental companies.  These include Filmcaddy (owned by Blockbuster), Wal-Mart.com (owned by Wal-Mart) and Netflix.com.  These services charge a flat monthly fee (typically $20-$25 per month).  Users can request a set number of movies from the Internet site, which are sent to the user as they become available.  Users can keep the movies indefinitely, and subsequent movies are delivered when the previous movies are returned.

While the home rental market is important, it has been passed, in terms of revenue, by the home sales market.  The home video sales market accounts for over $12 billion, or about $130 per adult movie customer.
  Within this market DVD sales have surpassed VHS sales.  DVD sales were $8.1 billion in 2002, a 50% increase over 2001, while VHS sales slipped to $4.3 billion.
  Wal-Mart has the largest share of home sales, with about 28% of the market.  Blockbuster is much smaller, holding only 3% of this market (although they are pursuing a strategy to increase this).

A relatively small window, in terms of revenue, that is expected to grow in coming years, is home PPV.  Home PPV differs from standard cable movie channels in that customers must pay an extra fee per movie.  At the present time this window represents only about 1% of revenue.  The motion picture industry earns revenue in this window through revenue sharing agreements with the cable companies (roughly 50-50).  This window is predicted to increase in importance as video on demand (VOD) capabilities improve.  VOD allows users to watch the movie as desired – pausing and rewinding as with a VHS tape or DVD.  Already, over 80% of US cable networks are designed to provide VOD to their customers.
  However the actual use of the service is stalled as customers must purchase or rent additional equipment to take full advantage of this ability.  Analysts predict, however, that VOD will grow to account for over $2 billion, per year, of revenue by 2005.

Most remaining revenue in the industry comes from selling the broadcast rights to premium movie channels (such as Home Box Office), and networks that are part of most basic cable packages (including the major over-the-air networks).  A recent development is an increase in the number of movies that premiere on premium movie channels.
  However, this represents a fairly small number of films.

The immediate effect of the Internet is to create a new means of distribution – a new window.  The viability of this window, at least for the time being, has been limited by technology.  The web, for instance, is only expected to account for about 2% of movie rentals by 2005.
  But as access to broadband increases, the distribution of movies over the Internet will become more important.  Where will this new window be placed in the life-cycle of a motion picture?  Owen and Wildman (1992) analyze the industry’s timing of the windows (not including the Internet) and point to a number of considerations that determine the relative timing of each window.  Three of these are especially relevant for the Internet window – the amount viewers are willing to pay to utilize the window, the number of additional viewers who will use the window, and the ease of copying broadcasts that utilize the window.

All else equal, a window will be timed earlier the more that viewers are willing to pay viewing in that window.  We would expect that consumers’ willingness to pay for Internet broadcasts is likely to be considerably smaller than a theater, slightly smaller than their willingness to pay for PPV broadcasts, but slightly more than they would be willing to pay for a rental.  The main drawback of Internet broadcasts is that, while top-of-the-line computer systems can be quite impressive, standard computer setups have screens and sound that are far inferior to even a standard television set (let alone wide-screen home theater systems).  Furthermore, as broadcasters and cable systems adopt digital technology they will match the picture quality of Internet broadcasts.  One potential advantage of the Internet broadcast is flexibility – television broadcasts can’t be stored on a laptop and viewed on an airplane.  However as on-demand video systems (such as Tivo) become more sophisticated, they may eventually match the flexibility of the Internet broadcasts.   Internet broadcasts do have the advantage over video and DVD rentals in convenience (there is no need to make a return trip to the video store).

All else equal, a window will be timed earlier the more additional viewers are available in that window.  The number of viewers gained with Internet broadcasts is smaller than VCR/DVD and cable.  It is true that about two-thirds of US households have Internet access.
   By comparison, about 86% of households have a VCR,
 about 67% have cable (with about 33% having “pay” movie channels).
   But, of these Internet households, about 75% have slow, dial-up, access.
 While 70% of households have the option of signing up for broadband, only about 16 million households currently do so (of these about two-thirds utilize a cable modem, and one-third use digital subscriber lines, or DSL).
  How long it will be before a significant number of households will have broadband access is a matter of dispute.  While about 100,000 households a week add the service, fewer than 20 million households are expected to have broadband at the end of 2003.
  Some analysts note the wide split in broadband rates across income categories, and argue that it will be at least five years before a majority of Internet households pick up the service.
  Others believe that this will occur must faster, perhaps by 2006.
  As an interesting side note, that no doubt alarms the industry, given their efforts to combat piracy, about 10 million dormitory rooms currently have broadband connections.
  This suggests that, wherever the Internet window initially resides, it is likely to be moved forward in time as broadband access increases.  This was witnessed during the past 15-20 years, as the VCR/DVD window has been pushed earlier at the same time as the number of households with VCRs increased.

All else equal, a window will be timed earlier the harder it is to copy the broadcast in that window.  Copy protection technology (and the efforts to evade it) continue to evolve, but, currently, streaming video about as hard to duplicate as DVDs and rental VCRs, but easier than PPV.  Which is to say that it is beyond the level of expertise (and patience) of the typical consumer, but still a potential source of concern. Estimates are that more than half of peer-to-peer users are swapping video (not all of it illegally).  Bootlegged copies of first run movies, for example, typically arrive on the Internet 24 hours after their US theatrical release.
  These are typically low-quality copies made from hand-held cameras (although the industry is concerned that, as they switch from film reels to digital distribution to theaters, illegal digital copies may appear).  Of more immediate concern for the industry is the potential illegal distribution of digital video that is redistributed after being viewed by authorized users (as happened with music).  The industry has responded with anti-piracy encryption technology and legislative efforts to combat this unauthorized distribution.
  If motion pictures become easy to copy and distribute over the Internet this will have a large impact, especially on home video revenue and home PPV and pay TV revenue, and will encourage the industry to delay the Internet window significantly (see Section III for discussion of piracy and Section IV for a discussion of Lessons from music).
Based on these considerations, the Internet window is likely to be late in the short run, but, is likely to move up in time as technology improves.  There are a small number of ventures that currently offer Internet broadcasts.  Movielink (formerly known as Moviefly), a joint effort of MGM, Paramount, Sony, Universal and Warner Brothers, is the best known, and currently offers several hundred movies.  Two other studios, Disney and Fox, had agreed to a joint venture, Movies.com, but Fox subsequently pulled out, in part because their business plan came under the scrutiny of regulators.
  A third venture, CinemaNow, is independent of the studios, and currently boasts over 700 movies on demand.  The current Movielink plan allows each studio to decide when to offer their movies.   Currently the studios seem to be delaying their Internet release several months past the rental/purchase window.  Movies typically appear at Movielink about the same time as they are available through pay-per-view.
  However, we would predict that, as more households gain access to broadband, the Internet broadcast window will move forward, perhaps until it is simultaneous to the rental/sales window.  This prediction, however, is subject to one important caveat – the ability of the studios to create and enforce anti-piracy measures.  The studios will not be foolish enough to release easily-copied digital versions of the movies only to see unauthorized versions competing with DVDs sitting on the shelf.

As more homes obtain broadband Internet access through cable, the line between the home PPV, pay TV and Internet “windows” will become blurred.  The lines are already blurring as people use their computers to listen to radio stations and watch DVDs.  As more households obtain their Internet access through the cable lines that run to their television, a television with web browsing capability seems a likely future innovation.  With a browser-enhanced television, viewers could, in addition to visiting standard web sites for text and audio, visit sites such as Movielink and view video on a large screen.  If this should happen, the cable companies will lose their status as middlemen between the viewer and the studios.  Viewers will watch movies over the Internet that is accessed through the cable, but the cable companies will have no more of a role than an Internet service provider does today when a computer user visits a news or sports web site.  We might expect cable companies to attempt to partner with the studios to hold their position.  Both movielink.com and movies.com already are contemplating offering their service over the Internet and cable.
  Another possible outcome would occur if wireless Internet becomes more popular.  In this case satellite companies (such as DirectTV) might enter the market as ISPs, and home PPV, pay TV and Internet access may migrate to a new “wireless” window. 
III. External Environment.


Generally speaking, piracy of content involves the unauthorized use of another party’s private property and can take two forms: 

(1) Physical piracy of content contained on, for example, musical compact disks (CDs) or film digital videodisks (DVDs) or videocassettes. 

(2) Digital piracy of content in cyberspace. 
Technological advancement has threatened content providers before, such as audio tape recording and video tape recording, and will continue to, such as DVDs, in the future. There is no question that in a world with the Internet much more copyrighted content is theoretically susceptible to digital piracy than in a world without the Internet. While piracy of the physical manifestation of content in the form of bootleg CDs of live performances and counterfeit CDs of officially released music is a long continuing concern of the music industry and content industries in general, digital piracy is a relatively recent and growing concern. There exist a host of activities that the industry has undertaken to confront the issue of digital piracy, or what they argue to be piracy, that revolves around two main objectives:

· Limit unauthorized copying of movies.  

· Limit the Internet redistribution of the unauthorized content.


Hollywood has made efforts in the legal, political, technological, and economic environments to try to achieve these objectives. Table I provides a listing of the participants in the process that facilitates digital piracy.

Table I---KEY PARTICIPANTS

· Software companies that create and distribute software that can be used to exchange files on peer-to-peer networks on the Internet.

· Internet service providers, universities and colleges, and businesses that provide access, especially high-speed access, to the Internet.

· Students on campus, employees at work, and individuals at home that trade computer files.

Legal and other actions have been directed at each group of participants. In addition, industry efforts to enhance copyright protection are underway that are directed at the machines and software that are used in the digital piracy process including computers and their networks at home, work, and school, DVD players, burners, and reproduction software (for example, 321 Studios’ DVD-Xcopy), camcorders, and computers in peer-to-peer networks.


Existing efforts to protect movies from digital piracy include protections by technology, protections by law, protections through market responses, and protections by culture. One piracy concern is that copyrighted content, such as a movie, will be taken (“ripped”) off a purchased DVD and converted into a digital file on a computer’s hard drive and/or copied to a recordable videodisk through the use of an electronic device called a DVD “burner” or recorder. In either case, it is possible that the content could end up in the hands of, for example, by Internet file sharing, an unauthorized user leading to a violation of the copyright laws as has happened with music. 

Movies on DVDs are protected by encryption code, using a standard called the Content Scrambling System (CSS). In turn, these encrypted DVDs will only play on devices licensed by Hollywood. Fortunately, for the industry, this behavior has generally been accepted as appropriate by society since the advent of DVD distribution in 1994 in contrast to the negative reaction by consumers recently to similar efforts by music companies to start to protect musical CDs by encryption. Efforts to circumvent this code and digitally pirate DVDs exist at this time but generally are viewed by the public as not worth the trouble and aggravation for the money saved. Nevertheless, the movie companies see these efforts at circumventation via copying and burners and file sharing facilitated by peer-to-peer networks as having a disturbing parallel to the music industry’s experience and seek additional federal and technological protection for their intellectual property.

III. A. LEGAL ENVIRONMENT

Efforts to protect movies from piracy are proceeding along the legal front. The biggest self-perceived threat to the industry is the availability of movies for free from use of decentralized peer-to-peer networks. Customers are able to download movie files from members of the peer-to-peer community. In 1999, Napster introduced the music world to the power of file sharing through a version of a more centralized peer-to-peer network that utilized central servers to facilitate the trading of files among the members of the community. Under a more decentralized architecture, content is stored on peer machines on the Internet connected at the edges of the network and communicate with each other directly without relying upon company provided centrally located Web servers. Specifically, peer-to-peer networks today have evolved to enable users to share content among members without use of a central server directory that existed with Napster.
 Besides trading copyrighted and public domain content, peer-to-peer technologies hold significant innovation promise for improving search capabilities on the Internet and increasing efficiency for the storage of data. 


Presently, the most popular decentralized peer-to-peer software firms include:

(1) Kazaa media desktop, owned by Sharman Networks, incorporated in the Pacific Island nation of Vanuatu but headquartered in Australia. (Kazaa was originally owned by a Dutch company)

(2) eDonkey owned by Metamachine Inc., based in New York. 

(3) BearShare, owned by Free Peers Inc., based in Miami.

(4) Blubster, owned by Optisoft SL, based in Madrid, Spain.

(5) Imesh, owned by iMesh Ltd., based in Israel.

(6) Xolox, owned by Xolox BV, based in the Netherlands.
 

Two additional peer-to-peer networks of note are StreamCast Networks, based in Tennessee that distributes Morpheus, and Grokster, incorporated in the West Indies, but owned by Americans. Sharman’s Kazaa media desktop is the largest of these systems with over 11 million unique users of file sharing applications as of September 2002.
  It is estimated that a user of the software has access to half a billion files that include music, pictures, text, and video and most files have content that are probably copyright protected.
 The supply of unauthorized movies and television shows appears to be increasing and is likely to continue to increase at a significant rate.


Now that Napster, as well as former peer-to-peer systems Madster (originally known as Aimster) and Audiogalaxy, all of which are/were American based companies, have been legally vanquished, the motion picture industry and other content providers are aiming to halt the newer decentralized peer-to-peer software companies that, in their view, contribute indirectly to copyright infringement and benefit from it financially, for, by example, advertisements included with the software, through legal action. The post-Napster versions that facilitate file sharing enable a user to use a search command to find content they desire from the hard drives of other peer users in the community. 

In Fall 2001, the Recording Industry Association of America (RIAA) and the Motion Picture Association (MPA) sued Morpheus and Grokster alleging copyright infringement in federal court in Los Angeles. The plaintiffs also added Sharman to the suit, which challenged but lost its attempt to protect itself from U.S. law on jurisdictional grounds. An initial decision in the copyright infringement case is expected in 2003. Sharman has complicated the proceedings by counter suing the motion picture and music companies arguing that they have failed to work in good faith with Sharman to protect copyrighted work traded on decentralized peer-to-peer networks. Sharman argues that these companies are interested in preventing the emergence of competition in the digital distribution of copyrighted content. An interesting aspect of the suit is that none of these companies use a central server to control the transfer of files, as did Napster. The goal of the litigation is to cleanse these systems of unauthorized trading of copyrighted material. 

There are interesting legal issues in the case including jurisdictional issues since two of the companies are not American companies, the “potential for substantial noninfringing use” for these peer-to-peer networks, the standard established by the Supreme Court in 1984 in the famous Sony v. Universal City Studios case that made use of videocassette recorders legal, and the distinction between direct and indirect infringement. The last issue is perhaps the most fundamental question in the case for it involves the liability of companies that produce and distribute software that enables others to violate copyright protections. In March 2002, in a case involving Kazaa, a Netherlands appeals court concluded the liability for copyright infringement lies with the users of the software, not the software distributor. 
 Thus, direct infringement is what is illegal rather than facilitating indirectly copyright infringement.

Given the perception of widespread use of file sharing applications in peer-to-peer networks, the industry has initiated action in other ways to try to dampen or eliminate the use of these services. One such battle has emerged between movie companies and Internet service providers (ISPs). In this case, the movie companies attempt to halt the piracy of customers who use an ISP for access to the Internet by utilizing the ISP as an enforcement agent and/or a collection agent for the content provider. The ISPs are rebelling against being used for these functions. Under the Digital Millennium Copyright Act of 1998, ISPs are responsible for removing a subscriber’s access to unauthorized content utilizing equipment operated by the ISP by taking that content off their network. As mentioned above, peer-to-peer networks rely on users at the edge of the network to store the content and not on servers within the network. 

This difference has led to conflict between content companies and ISPs. A controversial case involved a request in July 2002 by the RIAA of Verizon for specific subscriber information for an individual allegedly engaged in massive music file sharing using Kazaa’s peer-to-peer software. Verizon’s Internet unit balked at the request arguing that the legal process that the music companies were imposing would violate an Internet subscriber’s privacy and due process rights. The case centered on the legal procedures that a content company must follow when requesting identity of an ISP’s customer. A U.S. District Court judge ruled in favor of the content companies in January 2003, requiring Verizon to turn over the name of the file sharer. In effect, this decision makes it legally easier, using provisions in the Digital Millennium Copyright Act, for content companies to proceed with legal action against individual file sharers. Verizon is appealing the decision. The specific obligations of ISPs with respect to peer-to-peer networks, subscribers, and content companies are still in doubt
. At the same time, the content companies and the Department of Justice have hinted that they are considering lawsuits directed at individual file sharers. The problem for the industry if it takes this next step is the potentially significant public relations backlash to such legal efforts. Suing ones own customers is a risky endeavor and, perhaps, unfair given the difference in access to legal resources.

III. B. CULTURAL ENVIRONMENT
The content companies have also turned to moral suasion to reduce what they view as digital piracy. The content providers do not understand why people, and in particular young people, view the unauthorized, anonymous, and widespread sharing of digital files across the Internet as an acceptable form of behavior in society when, in contrast, taking a DVD or CD from a retail store without paying would almost universally be considered illegal and immoral. Of course, file sharing does not involve entering a store to take property that you do not own, but rather involves giving a file to another person that you may have purchased yourself or downloaded from someone else. It has generally been viewed as acceptable in society to share property that you own with other members of society. Sharing a file with others does not seem like stealing to the file sharing community.

Apparently, the Internet has altered the definition in practice, although not in law, of what is acceptable behavior. A form of moral outrage was directed toward the music companies for bundling inferior songs with desirable songs onto a CD and then selling the package but not the individual songs. This bundling practice justified in the eyes of many music lovers using a file-sharing network to get access only to the song(s) desired. However, a similar complaint does not exist for a movie, that is that it is a collection of individual scenes, but file sharing seems to be on the rise, especially with the growth of high-speed connections. So, there is something more fundamental at work that has changed the norms of the culture. 

On the other hand, participation in peer-to-peer networks requires a user to play both a host and client relationship. The former role could cause costs in the use of bandwidth and computing resources when the user shares files. Thus, participation in such a community is not free in the use of a host’s scarce resources. 

Compared to the original, widely used dial-up connections to the Internet, high-speed networks are more conducive to file sharing, especially video files. Given this fact, content companies have sent letters to more than 2000 university presidents with a plea to stop unauthorized file sharing on their high-speed university networks by their users, in particular students, of these networks. A similar request has been made to 1000 large corporations addressing employee illegal file sharing on corporate networks. Eventually, these warning letters may provide the grounds for copyright infringement lawsuits directed toward the universities and corporations themselves if they do not take steps to stop the file sharing.
  Universities have tried to respond, apparently ineffectively, to the letters and have “…closed off the portals used by file-trading services, installed software to limit how much bandwidth each student can use, and disciplined students who share media files. But nothing, so far, has proved entirely effective.”
 Public service announcements, identifying the economic impact of digital piracy on the industry, especially the lower waged employees in the movie industry, directed toward movie theater audiences is another attempt to change public opinion toward digital piracy.
 

III. C. POLITICAL ENVIRONMENT

For Hollywood, a more comfortable and time-tested approach for protecting content by reducing piracy is working for change in the political arena. Recent efforts have been directed at limiting the publication and distribution of software code, forcing a more secure design of consumer electronics equipment, and potentially disrupting the operation of peer-to-peer networks. The 1998 Digital Millennium Copyright Act, passed to incorporate copyright protections into the digital and Internet eras, provides one rationale for extending the reach of copyright protection. The Act’s anti-circumvention provision makes it illegal under most circumstances to create software that can undo (“crack”) the encryption code that protects copyrighted work. This bill has led to controversial legal suits, involving issues such as the legality of reverse engineering and identifying flaws in encryption code, by content companies to enforce this restriction. The goal is to stop the copying of DVDs, for whatever reason. 

Senator Hollings introduced a Senate bill in 2002 that was aimed at requiring consumer electronics equipment providers to add anti-copying features to their machines (“digital media devices”) to provide a second line of defense (the first line being the encryption of the content on a DVD) against copyright infringement. This effort has led to a bitter dispute between technology and electronics interests and content companies. It also has led to a countervailing effort by consumer groups to push for legislation to codify consumer personal use rights, such as time-shifting, space-shifting, and back-up copies that, according to groups such as DigitalConsumer.org, this proposed legislation threatens.

 Recently, the RIAA’s new position, arguing for no government intervention into the market on behalf of content companies or consumers, differs from the MPAA that still wants legislation to require personal computers and consumer electronics equipment to install copy protection technology.
  Clearly, the movie companies are afraid of the impact of the Internet on their existing business model whereas the music companies are already in the process of adjusting to a new business model and fear legislation guaranteeing certain consumer rights such as fair use in the digital era.  

A second House bill introduced in 2002 would provide legal protections from criminal and civil liability for copyright holders to disrupt publicly accessible peer-to-peer networks where they suspect unauthorized distribution is taking place. This is another attempt to stop and discourage individuals from downloading unauthorized content from the Internet. Individual users of such a network could find their computers hacked into and they could be stopped from utilizing such a network. This type of legislation illustrates the battle of conflicting rights, the right to privacy by computer users and the right to protect their content from infringement by the content companies, that will be surely played out in the future in the legislative arena.  

III. D. ECONOMIC ENVIRONMENT

Video-on-demand is a distributional innovation in the economic environment that promises to alter the existing set of vertical relationships that exist in the industry. Digital cable and the Internet are emerging distribution vehicles that transmit movies directly to consumers from the film distributor, bypassing middlemen such as pay television movie channels and video-rental stores, in a form that offers a unique combination of benefits.  No transportation costs, viewing on your own schedule, no late charges, and the ability to pause, rewind, and replay in a video in a fixed period present a set of benefits for movie viewers that it is projected to have a huge potential for growth. Five movie companies, forming a joint venture that began operations in Fall 2002, responded to this technological innovation by offering their own online movie service in competition with several small independent online distributors of the industry’s movies. Movielink offers to rent for a fixed period downloaded films from the library of the five companies for a rental charge per film between $1.99 and $4.99. In addition, the joint venture can be viewed as the industry’s legal economic response to their biggest threat, the availability of free, unauthorized films over file sharing peer-to-peer networks on the Internet.

 Table II identifies key dates in the evolution of the video-on-demand joint venture.





Table II---KEY DATES

· Middle 2001---Seven major movie companies announced plans for two separate online joint ventures, Moviefly and Movies.com, to provide video-on-demand movies over the Internet.

· December 2001---The Department of Justice launched a preliminary antitrust investigation into the competitive effects of these joint ventures paralleling a similar investigation of the major music labels’ Internet joint ventures.

· April 2002---Fox Studios quits its venture with Disney, thus ending Movies.com.

· September 2002---Intertainer, an independent online distributor of feature films, filed an antitrust suit against three movie companies and Movielink, formerly known as Moviefly.

· November 2002---Movielink commenced operations.  

Vertical stages of production in the industry include the production of feature films, the distribution of these films to the distribution network (the window sequence), and the exhibition of films in movie theaters that is generally the first window for the public’s viewing. Movielink is another attempt by the movie companies to integrate forward into the distribution network for films. Past attempts to alter vertical relationships by bypassing middlemen have not been well received by the antitrust authorities. In the late 1940s, in the Paramount case, the five leading movie companies were required to divest over 1,000 first-run movie theaters, located in cities with populations over 100,000. According to the court’s analysis, collective horizontal market power in the movie business was facilitated by the vertical ownership of the theaters.
 A structural solution was deemed by the Supreme Court to be necessary to restore competition in the market for first-run movies. Today, theaters are only one of several important distribution windows that should alleviate concern with the exercise of market power by the movie companies from such vertical integration. 

 In 1980, the Department of Justice blocked the plans of four leading motion picture distributors to integrate forward into the cable pay television window by creating their own movie-programming network, called Premiere, to compete with HBO. The movie companies felt that this was a legitimate business response for, in their view, HBO was exerting buying market power over them. From an antitrust perspective, two troubling aspects of the Premiere joint venture were the exclusive window that it would receive before the films would be available to competitive pay television channels such as HBO and the collective determination of prices of licenses by the four companies for the showing of the films. The venture collapsed the same year once the government issued a preliminary injunction against Premiere.

Not surprisingly, independent online movie distributors are unhappy with the movie companies’ entrance into their business. One such independent, Intertainer, filed an antitrust suit in September 2002 against the films units of AOL Time Warner, Sony, and Vivendi Universal and Movielink charging that these companies have attempted to monopolize the online video-on-demand market.
 Specifically, Intertainer charged, in part, that these companies have reneged on existing licensing agreements and have delayed negotiating new agreements while they have formed their own competitive venture. Whether this suit and the Department of Justice investigation merit antitrust concern may hinge on the appropriate market definition for the rental service that Movielink provides for only then can one assess the state of competition. 

A narrow market definition would argue for an Internet video-on-demand market that includes companies such as CinemaNow, Alwaysi, SightSound, RealNetworks, Movielink, and formerly Intertainer. These companies rent authorized films directly to consumers over the Internet. It is Intertainer’s strategy to define the market in this narrow fashion to increase the market share of Movielink. This definition is clearly too narrow for consumers can gain instant access to videos on their own schedule and in their own home through the services of digital cable television providers such as Charter, Comcast, Cox, Cablevision, and Time Warner Cable. Thus, two competing delivery mediums can be used to provide video-on-demand and each is a close substitute for the other.
 The percentage of subscribers to high-speed Internet access in the home and digital cable television service are today relatively small in number, 15 percent and 10 percent respectively, but are projected to grow significantly in this decade.

In the movie industry’s distribution windowing timeline, video-on demand is placed after the renting and sales of movies in retail outlets such as Blockbuster and before pay-per-view and pay television channels for movies such as HBO. One can argue that both of these adjacent windows encompass similar characteristics that create close substitutes for video-on-demand, further broadening the definition of the market.  One characteristic of video-on-demand is that it eliminates the trip to the video store but so do pay-per-view and pay television channels. Also, services that use the mail to rent DVDs to the home are springing up.
 Another characteristic of video-on-demand is the ability to watch a movie on your own schedule. If one purchases or rents a movie, the same flexibility is available to the consumer. On the negative side, video-on-demand services have a limited selection compared to what is available in video stores.
 Another drawback for the Internet distribution method is the time it takes to download a film.  Thus, the three windows, transactions at retail outlets, video-on-demand, and pay-per-view and pay television channels, possess similar characteristics but in varying proportions. This leads to the conclusion that Movielink is a competitor in a market encompassing at least these three distribution alternatives. This means that there exist both intra-window competitors and inter-window competitors for Movielink. Concerns about monopolization or anticompetitive practices by Movielink are probably overstated. Moreover, in contrast to the Premiere case, the joint venture does not have an exclusive window for distribution of its members’ films and each company is setting its price to license films independently.  

Movielink is, in part, a market response to the threat to the industry from file sharing of movies over peer-to-peer networks. Two other market responses exist that may aid the effort to reduce digital piracy. Some ISPs are considering limiting the amount of bandwidth that is available to its subscribers.
 Since file sharing places a large demand on bandwidth, supply reductions of bandwidth could reduce the number of unauthorized files traded. A second market response involves private companies that introduce fake files into peer-to-peer networks that can lead to frustration on the part of users that are searching for a particular song or movie. Such efforts are attempts to demonstrate the quality control problems associated with use of these networks. These market responses lead to increased costs of participating in file sharing activity. 

IV. LESSONS FROM THE MUSIC INDUSTRY.

The music industry has made adjustments but continues to adjust to the shocks it faced from the combination of improvements in digital technology and the growth of the Internet.
 The music industry made a mistake initially by concentrating its efforts on fighting the new digital technology and relying on legal victories to protect its old business model. It is still recovering from such a focus. Because of the difficulty of digital video distribution compared to digital music distribution, related primarily to the size of the files relative to the download speed, the movie industry has more time than did the music industry to prepare for the new distribution channels and to develop new business models. Eventually, in late 2001, the major music companies made progress in the provision of music over the Internet through two joint ventures, Pressplay and MusicNet. These services have over time become more responsive, including features such as wider selection, unbundling of albums to allow individual song purchase, and increased portability, to the demands of music customers. Subscriptions models exist today as well as opportunities to purchase music on a one-time basis. Online prices are likely to continue to fall, thus discouraging piracy. The movie companies’ provision of Movielink in late 2002 is an initial rental strategy by movie companies to meet the expectations of consumers in the Internet age. Initial indications suggest, however, that the motion picture companies will expend most of their resources on fighting the effects of the Internet in the political and legal environments instead of competing in the market with digital delivery, basically replicating the failed strategy followed by the music companies. 

Another factor that gives the movie industry more leeway in its response to the threat of the Internet to the existing business model is portability. Part of the attraction of digital music is that it could easily be converted to formats that were portable (CD players and MP3 players). This was important because users want to have their music where they are, whether at home, at work, in their automobiles.  Users are probably less likely to watch a movie at work, in the automobile, or while jogging than they are to listen to music.  

A related difference involves the environment for the experience of the content. Consumers are willing to experience music utilizing a computer while it is less likely true that this is the case with a movie. Watching a film on a computer screen or hand-held device will never be attractive. However, the wired or wireless connection of these devices to high definition, large screen televisions in the future is likely. 

The threat of digital piracy will likely shift the focus of content companies to distribution channels, i.e., windows, where the threat is the smallest and they have the greatest opportunity to add value to consumers. For music, more revenue is being derived from concert performances, the window least susceptible to piracy and less revenue from compact disks, the window most susceptible to digital piracy. Sales of compact disks in the U.S. have declined in 2001 and 2002, 2.8% and 9.3% respectively, while ticket revenue for concerts rose 20% in 2002.
  For movies, one can expect increasing emphasis on revenue generated in theaters for first-run movies. In addition, one could expect DVDs to be relatively more attractive as revenue sources than videocassettes given their unique opportunity to add value for the consumer. 

In the digital era, ownership of content will be altered.  As technology advances, variation in licenses associated with digital content will increase with respect to freedoms such as on what devices one can play the content and the number, if any, of copies one can make of the content. The spectrum of license models will vary from unrestricted licenses, that is unfettered freedom, to a rental system limiting the right to play the content one time, a much more narrow concept of freedom. One can expect a battle between companies that produce the hardware to play the content, companies that produce the software that instructs the hardware how to play the content, and the companies that produce the content regarding who will be in control. The only thing that is for certain, based on the music industry’s experience, is that consumers will be a minor stakeholder in crafting the decision-making rules. 
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