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1 Executive Summary

This paper analyzes how emerging digital distribution technologies will challenge the conventional business model of the movie industry.  Its target audience is Mel Harris, the CEO of Sony Pictures. We suggest several strategic recommendations that could be implemented in an effort to maintain Sony’s control over movie distribution and the rents associated with it.

After researching digital distribution (DD) technologies to fully understand their capabilities and potential impact on the entertainment industry, we examine the effects of the technology channel on the music industry over the past 18 months.  The lessons learned from the music industry, including consumer’s interest level in the technology, the rapid rate of diffusion, establishment of a dominant design, and the effectiveness of legal actions as a deterrent to value destruction, are then applied to the formation of a cogent strategy for Sony Pictures.

Our recommendations for Sony are articulated along three time horizons: tactical (3-6 months), short-term strategic (1 year), and long-term strategic (2-3 years).  Tactical strategies include aggressive litigation against infringing parties and proactively working with both universities and Internet service providers (ISPs) to prevent the use of infringing websites.  These strategies provide Sony with the vital time frame needed to pursue our short-term recommendation, which attempts to maintain control over content distribution and ensuring a viable revenue stream.  Sony should forge strategic alliances with one or more of the digital television providers to create a digital movie offering that exceeds the emerging (and illegal) online providers’ in terms of quality, convenience and selection.  Finally, we briefly discuss the long-term strategies available to Mr. Harris, which can help Sony Pictures’ sustain profits into the foreseeable future of universal digital content distribution.

2 Music Industry

Last year’s music industry disruption due to digital distribution teaches several strategic principles.  These can be instrumental in developing strategies for Sony Pictures because music and movies are both forms of entertainment that are perfectly replicable in digital form.  Our assessment of the threat to the movie industry can start from examining how transposable the music DD drivers and barriers are vis-à-vis the film industry.  Also, because the impact on the music industry is in its later stages, Sony has some time to plan a profitable digital media strategy.

2.1 Industry Value Chain and New Digital Distribution Service Providers

The traditional music industry value chain (Figure 1) is composed of musicians that enter exclusive agreements with music companies to produce albums that are sold to consumers through retailers. Music companies (e.g. producers, such as Sony) can add and capture significant value as exemplified by historical margins on CDs.  The disruptive effects of digital storing technology changed the music industry value chain and enabled the emergence of Digital Distribution Service Providers (DDSPs) based on the peer-to-peer (p2p) model, which destroy value (Figure 2).  While some participants, such as Napster, have generated extensive media coverage, the key issue is the consumer’s new way of relating to the Internet for music access.
 Similar providers such as Scour, Gnutella, and Freenet are emerging to add to the containment problems of this technology.

2.2 The Key Drivers of Diffusion

Digital conversion is unnecessary because music is available in digital format at the source, such as CDs.  Also, distribution is convenient because download times are very short due to MP3 compression technology and the current telecommunications infrastructure.  Another key driver is the quality of reproduction – which is, in short, perfect – even after hundreds of copies are made.  In addition, there are numerous MP3 players (hardware devices) available for listening to digitally distributed files.  Lastly, the intrinsic nature of the p2p file-sharing system promotes a viral marketing effect.

2.3 The Three Potential Barriers to Sustainable Development of Digital Distribution

2.3.1 Digital Rights Management and Digital Security

Digital rights management (DRM) proponents recently reported some victories.  On May 1, 2000, the RIAA won its copyright infringement suit against the my.mp3.com service. 
  On July 27, 2000, a US Judge enjoined Napster's file-sharing service from indexing copyrighted songs. 

mp3.com and Napster were primarily targeted because of their community size and brand awareness.  However, the question of how the industry will work with services like mp3.com and Napster to generate revenue from this “piracy” remains unanswered.
  After surveying 50 entertainment companies, Forrester predicts that a strategy based on using DRM technology to stop file-sharing and suing Internet companies and consumers that don't respect their copyrights will ultimately fail.

Music companies founded and funded the SDMI (Secure Digital Music Initiative) with the intent to find a solution to unauthorized duplications, but illegal distribution can, at most, be slowed down.  Even at CMJ Music Marathon 2000, during the Debate Club panel, the Reciprocal (another DRM company) representative stated that there was no way that digital music could be secure, if it could be heard.
  Other technologies are being introduced, but the problem in all cases remains that for those who want to pirate, digital security presents, at best, a weak barrier. 

2.3.2 Now That the Community is Thriving, How Do They Generate Profits?

Napster and other peer-to-peer (p2p) software providers cannot survive without producing positive cash flows.  Indeed, on October 31, 2000, Napster and BeCG, Bertelsmann's new eCommerce group, announced an alliance to develop a $4.95 per month music service that will run alongside Napster's existing free service. In return, Bertelsmann will drop its part of the lawsuit against Napster and make its BMG Music catalog available on the new service.
  Music producers are not only looking for this monthly revenue, but also they are trying to extract potential value from the community by encouraging record labels to consider Napster as a viral marketing network and develop online revenue generation opportunities.
 

2.3.3
Technology Evolution from Music to Movie

The leap from downloading music, which normally entails a 4MB download, to downloading a 300MB movie is quite substantial.  There are three main processes involved with downloading and watching a movie from the web.  These processes are: digital encoding, network transmission, and visual decoding.  Understanding of these technologies is key to recommending Sony’s future strategy.

Although today’s average home PCs can play movies, the advancement of processor performance (Moore’s law has been helpful for movie aficionados) and storage technology has been a long time in the making.  Less well known is the fact that the audio/video encoding technology has been the major enabler to account for today’s PC video capabilities. Together with processors’ speed increase in running the codecs (applets containing the decoding algorithm and integrated in media players), the improved logic of the encoding system itself  allows today’s PCs to play video.  The newest and most disruptive of these compression technologies is MPEG-4 (mp4), which is also called DivX.  This technology drastically decreases throughput required to distribute digital video and the space required to store it.  See Figure 4 for a comparison of various compression technologies.

Currently, the two major drawbacks associated with the diffusion of digital movies over the Internet center around the quality and comfort level of Internet movies, and the distribution difficulties due to bandwidth availability.  Most people prefer to watch movies on their television – in the comfort of their living rooms – rather than on their computers – especially when the picture on the computer screen is small in size.  However, the strength of this argument fades as most video cards today can be plugged in a TV or VCR.  Additionally, if the mp4/DivX technology maintains a semi-legal status, chances are that a market for Digital Video Players will soon emerge, in the way Digital Audio players made their appearance shortly after the MP3 format had been consecrated as a ‘dominant design’ in audio technology.  In terms of distribution, Internet-based movies are a feasible alternative only for consumers with broadband Internet access, whether by using DSL or cable technology.  Figure 5 shows the growth estimates by eMarketer and Forrester Research of broadband Internet access.  Although many are expected to have broadband access by 2005, the download times are still lengthy along p2p networks because some trunks by which the data flow are slower or more heavily trafficked, which decreases capabilities even for the fastest of connections.

3 Movie Industry

There are five distribution channels that will be affected by DD technology to varying extents – theaters, video rental, pay-per-view, premium cable subscription services and network television (see Figures 6 and 7 for diagrams depicting movie distribution).  The following sections will describe the relative impact of the DD distribution channel on these channels by analyzing each channel’s respective strengths and weaknesses.

To put each channel in context, Sony Pictures currently receives about 78% of its revenue from rental distribution, 11% from movie theater ticket sales, and 11% from TV revenues (note: our figures do not break down TV revenues from selling screening rights to their movies versus the production of their own TV shows).
3.1 Theatres

This channel will not be significantly affected by DD technology in the near future.  Currently, it is hard to compare the experience of consuming a movie in a theater versus a computer screen.  The quality of the experience is far superior to any current compression technology, and therefore comparing a two-inch by four inch viewing to the “big screen” and THX sound system found in the theater is like comparing apples and oranges.  Eventually this may provide a threat, but it still takes over 3 hours to download a full movie (normally 2” x 4”) with a cable modem.  Also there is inherent value in going to the theater.  Many current Scour users belong to the under-30 demographic, and these are the consumers that most enjoy going to the theater to bring a date or go with friends.

3.2 Rental

Of the five movie distribution channels, we believe the rental channel will be the most severely impacted by DD.  First, the rental industry fails to match up on two of the most important comparison metrics – timing of the movie release within the channel and the cost of the movie.  Digital distribution promises to make movies available simultaneous with, or immediately after, their theatrical release.  Whereas, Blockbuster, Hollywood Video and other rental outfits generally have “new releases” available in store an average of six months following the movie’s original release.  In addition to the favorable timing comparison, DD also offers the consumer the convenience of not leaving the home to obtain the desired content.  It is difficult to place a value on this advantage, but most agree it is substantial.  On the cost front, DD promises to be completely free (via illegal means of distribution) or priced very competitively with the rental companies (through an “official” licensed Internet distributor).  In the short-term, the rental channel maintains a significant advantage over DD in terms of both quality and selection.  However, as the compression technology continues to advance and home-connectivity bandwidth increases, the quality – and by extrapolation, the available selection of movies – will reach parity with the VHS tapes available through Blockbuster.  Thus, we believe the rental channel will be forced to offer its selections online or “on demand” if it has any hope of remaining a key player in the movie distribution industry.  Clearly, at nearly 80% of Sony Pictures’ revenue, the negative impact of DD on the rental channel will be of paramount concern for Mr. Harris in the near future.
3.3 Pay-Per-View

The Pay-Per-View (PPV) distribution channel is the next in terms of the life cycle of movie distribution, although it is not chronologically far behind the rental channel.  This channel will face strong competition from DD, namely with regard to price and timing of release.  As discussed above, we believe that DD of movies will eventually become available on the Internet at the time of initial theatrical release, or shortly thereafter.  Thus, DD will provide consumers with more rapid access to the content than PPV currently offers.  We also believe that DD promises to be completely free or priced very competitively with PPV through an “official” licensed Internet distributor.  In terms of convenience, DD offers consumers “on demand” availability vs. specific scheduled times throughout the day for the vast majority of PPV providers.  However, there is some movement under way to begin offering “on demand” services through your local cable operator, so this could eventually eliminate the convenience advantage of DD.

The strength of PPV lies in its quality compared to DD, at least in the near term.  As discussed in Section 2.3.3, the current quality of digital movies over the Internet is quite low.  Again, as compression technology and download speeds continue to improve, the quality will eventually reach parity with that offered by local cable operators.  Digital Video Recorders, such as those made by Phillips for use with the TiVo service, have already proven that equal quality can be achieved digitally.
3.4 Premium Cable Television Subscription Services

Much more popular than PPV service, monthly subscription-based providers such as HBO, Showtime and Cinemax, represent the next channel in movie distribution.  We believe that the cable subscription providers will not be significantly effected by the digital distribution of movies on the Internet.  Primarily, this hypothesis is based on the fact that the two most powerful advantages to DD – timing of release and cost – have less of an impact on this channel.  By the time feature movies reach the cable channels, the urgency to see them has substantially declined, as consumers have already seen the movie in the theatres or on rental.  When considering cost, the monthly subscription services are arguably a very good deal, based on the amount of content the consumers receive in a one-month period.  In addition, the cable channel offers high quality and an above average convenience level.  Thus, the long-term impact of DD in the movie industry should have a minimal impact on the cable providers.  Potentially, they will be forced to lower their monthly subscription rates further and/or obtain the rights to release the movies on a more timely basis.

3.5 Basic Cable and Network Television

The most insignificant channel is “free” TV, which includes older movies (about 2 years old) played on network TV and basic cable.  Normally, the film distributors will hold off on releasing a film to network TV until the demand in the rental channel has significantly decayed.  About two decades ago, the ABC Monday night movie was a big draw for the network.  However, since the adoption of the VCR into the mass market and subsequent emergence of the rental channel as a viable source of revenue, the typical network film is older and a relatively small part of the film studio’s revenue and represents less than 10% of Sony Pictures revenues.  These movies are typically used as time fillers for the networks, and so the revenue stream should be fairly constant even as DD technology becomes pervasive.

4 Recommendations for Sony

Recommendations for Sony are articulated along three time horizons: tactical (3-6 months), short-term strategic (1 year), and long-term strategic (2-3 years).

4.1 Tactical Recommendations

The music industry disruption demonstrated that viral marketing by micro-firms like Napster leads exponentially to a size that is difficult to stop even for organizations like the RIAA. Thus, Sony’s most effective tactical short term move is to stall, or at least to slow down, DD’s exponential growth by undertaking legal actions and limiting the distribution infrastructure.

4.1.1 Undertaking Legal Action

Lawsuits have proven ineffective as a weapon to stop diffusion.  For example, the Napster community continued to grow even as Napster was experiencing its legal problems.  However, there can be two positive effects of litigation:

· DRM can slow diffusion down, allowing Sony to gain time to prepare its strategic moves.

· The threat of lawsuits may discourage new entrants.  Because entry barriers are non-existent, without legal action Sony could soon face a myriad of p2p file sharing systems, which will be collectively efficient in the sense that Sony (or other movie industry giants) cannot effectively sue all of them.

4.1.2 Limiting the Distribution Infrastructure

Two sets of targets would be appropriate in order to limit the distribution infrastructure:

· Encourage universities to ban all illegal DDSPs by emphasizing the illegality and high bandwidth consumption of these services.  Indeed, the diffusion of these large files is usually initiated in academic settings, where high speed Internet access is widely available and interest levels are greatest.  Movie p2p systems like Scour are following Napster’s successful track record on US campuses.

· Influence ISPs to filter out requests to those sites.  Again, when downloading a 300MB movie file, bandwidth is consumed for up to 4 hours even at cable modem speeds.  This significantly lowers service levels for all customers of the ISP, and may even prompt some users to switch access providers.

Again, this action is efficient in the short-term and will not block the most highly motivated users.
4.2 Short-Term Strategic Recommendation

The optimal short to medium-term solution for Sony, beyond the tactical recommendations of the previous section, would be to explore, and strengthen, other distribution channels.  We call this opportunity the “shoot yourself in the foot before someone else shoots you in the heart” strategy.

The idea would be to join forces with TiVo, ReplayTV, DirecTV or another on-demand TV provider to offer movies directly to end-users.  Sony would charge a one-time fee for each movie.  The buyer would then have unlimited access to the movie.  In the near future, we envision that various digital video recorders (DVRs) will be compatible with each other.  Customers will get an account number and a password. They will be able to access their own account from somebody else’s DVR.  With subscription service from TiVo or ReplayTV, for instance, a customer will be able to watch the movie that he previously bought (on his home system) at his friend’s house (as long as his friend also has TiVo or ReplayTV).

The main advantage of this solution is that it meets everybody’s needs.  Customers get the same attributes that the online providers offer – timely distribution and low cost – with superior quality and service.  An alliance between Sony and TiVo, for example, would offer convenience (on-demand), a wide selection of movies and a quality that the Internet will not be able to provide for quite some time.

This will allow Sony to maintain its business and control the distribution of its products.  The only limit that we see with this short-term strategic option is that it would damage the video rental channel, and thereby negatively impact Sony Pictures’ cash flow.  However, the alternative is to allow illegal DD of free content over the Internet to diffuse unabated, resulting in the total loss of control over Sony’s content and the ultimate death of the rental channel and its huge revenue stream.
4.3 Long-Term Strategic Recommendations

4.3.1 Tomorrow’s Digital Era

Within the last three years, narrowband connectivity throughout the US grew to over 60% of households. Digital ubiquity, through means of wireless connectivity and a simpler and extended wired network access, helps render the Internet accessible everywhere. There is little doubt that the broadband revolution is the next to come, and with it, a growing customer base for fully capable multimedia, audio and video applications, currently technically out of reach for the majority of the wired consumers.

4.3.2 Sony and the Movie Industry – the Content Producers

In this context, Sony and its peers face an industry revolution equivalent to the introduction of the television in the theatre-only movie industry or to the diffusion of VCRs that transformed the value chain nearly twenty years ago.

This revolution will inevitably affect the way movie content is broadcast and, more generally, the value chain of the movie industry. Since this revolution offers an ubiquitous means of accessing content, in a way that leaves little room to control the resulting diffusion and replication mechanisms, it will likely decrease the market share and relative revenues of the existing content distribution channels.  It will also erode the content producers’ supplier power and share of the total value added surplus.

In such conditions, movie producers need to rethink their strategy in innovative ways. We described how legal considerations and short-term solutions could help Sony maintain its controlling position within the industry.  In the long-term, however, a status quo seems unsustainable and therefore Sony must alter its value proposition.

4.3.3 Digital Content Distributors and Non-Core Capabilities

There are several participants that will emerge as large “players” in the new digital content distribution industry.  These participants include those not currently in Sony Pictures’ core business and are analogous to VHS distributors, movie rental retail outlets, and VCR manufacturers of 20 years ago.  These include:

· Distribution: tomorrow’s Napster and other digital distributors will be the consumers’ point of access for obtaining the multimedia content they are looking for over the Web

· Security: the digital security experts, in charge of the protection of the intellectual property of the content providers

· Compression: firms that will help bridge the gap between narrow and broadband by providing efficient means of aggregating digital content without loss of perceivable information (i.e. maintain high quality video)

· Network infrastructure: infrastructure owners and maintainers provide the “last mile” of connectivity to the households.

4.3.4 Down the Road…

If Sony is to continue to capture value in the movie distribution industry they will have to recognize DD as a viable channel and alter the way it does business.  Sony needs to develop controls on content distribution, and therefore the studio has to be strongly positioned in (or at least not vulnerable to) the four areas mentioned above.  We’ve developed three long-range strategies that Sony can attempt to pursue.

Building capabilities in-house.  Within the expected timeframe before complete digital multimedia delivery, Sony has the opportunity to build resources and capabilities to become a powerful player in the market of digital content delivery.  While Sony could potentially convert a new value proposition – including a high quality product with different languages, high quality picture, and quick download times – into significant revenue, the entire effort would be extremely costly and resource intensive due to infrastructure and security measures, therefore we recommend against this long-term solution.

Acquisitions.  Another way for Sony to move forward is to let the consumer market evolve, analyze the consumer trends as they relate to broadband access and position itself in digital content-delivery by means of acquisition.  Much like BMG’s recent positioning in the audio content delivery by means of purchasing a stake in Napster, Sony could wait for a community of film watchers to develop and then acquire the community and drive immediate revenues from it.

Partnering and joint ventures.  Our recommended long-term approach for Sony is to join forces with the other members of the Movie Pictures Association of America and develop their own online movie distribution channel.  We envision a mega-site of movies, with a selection much greater than that of a typical Blockbuster, to offer on-demand movies to the public via the Web.  Sony and its peers would then be capable of establishing a strategy for digital content production and delivery that would maintain control of the entire production and distribution process.  This strategy would require a great deal of cooperation between all the players involved – similar to the level of cooperation occurring between major competitors within industries that are currently launching b2b eMarketplaces, such as Covisint in the automotive industry.  However, considering that we foresee digital movie distribution as the dominant design in the near future, this is the optimal recommendation going forward.
5 Appendix

Figure 1 – Traditional music industry value chain
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Figure 2 - New music industry value chain
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Figure 3 - The disruptive effects of music storing technology
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Figure 4 – Encoding Technology Comparison Chart
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Figure 5 – US Broadband Market Penetration
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Figure 6 – Movie Distribution Supply Chain and $ Flows
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Figure 7 – The Lifecycle of a Movie and Representative Channels
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