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Abstract

Purposei The purpose of this paper is to study the emergence of digital piracy in record
industry. The aim of this study is to identify whether and how digital piracy has acted as an
innovating factor inthe music market, what eve the key factors of it and how legitimate
business could have used digital piracy for their advantage.

Methodology/approach/designi A qualitative instrumental case study of Spotify is built which
presents how legitimate business models can succgspfoNide viable alternative to digital
piracy and use the new transforming market of recording industry.

Findings i The analysis identified that digital piracy has acted as a radical process and market
innovation transforming the mature recording industmarket dominated by traditional
distribution and marketing models into fragmented and rmidtform one with gradually
increasing digital consumption. This transformation gave rise to legitimate digital
distribution models such as digital ownershim digital streamingnes.

Research limitations/implications The findings of this study are limited to recording industry
market and can only be applied indirectly to other digital piracy sensitive industries, such as,
movie and software.

Value i The paer aims to build a follow up case study usibhgY. Choi and A. Perez paper
findings on digital piracy being innovating fact(®007) This study provides a more explicit
overview of digital piracy in recording industry aptesents Spotify case as a newest legitimate
business response to digital piracy.

Keywords 1 Digital piracy, radical innovation, recording industry, Spotify.
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1. Introduction

APeople are not catalysts (sufler,2013)i ng pi r ac)

The digital piracy emerged in late 98sd quickly started making its fingerprint imamber of

sensitive industriebecoming a global viral phenomenddriven by the exponential growth of

World Wide Web andonsequentlyncreasing global demand digital piracy has become a direct
threat toa vast number ofirms and industriesvorldwide The uncontrolled pirating onlineas

been identified t@wause significant damage to legitimate sales, brand value and firm reputation,
firmsd incentive to innovate, w e ladyaecoaomyo f cor
(OECD, 2007)

While traditional piracy and product counterfeiting methods were relatively easily controlled and
often could be ignored by induies, digital piracy requiredew approaches iboth enforcement

and amlysis ofthe threatNew fAi nventi ons such as the photococ
the copying of books, music and movies inexpensive and easy and the enforcement of copyright
mor e d i(Addrmoa & Liang) 2014)Themost radical of them all, piracy onlinerought in

new technologies disrupting number of mature and relatively stable industries and eventually
forcing theminto digital evolution.

The recording industry market was one of the first to be majorly afféstaligital piracyMusic

owners and distributors have had sustainable marketing and distribution models which enabled
them to make reasonable profits in a stable and mature market. On a positive side the digital
piracy introduced new ways how content ¢endistributecand marketed massively onlimeth

little costs. On a negative side however, these advancements were followed by methods of
finding, copying, sharing and using that content without fidgvarro, et al., 2014)The

immediate response of legitimate businesses was to fight the piracy and, congefigieinthe
technology of it.Major record industry publishers have started gathering business intelligence
towards digital piracy to better understand and adapt tlisiness according to it. Enforcement

and educational programs have been laanrdh t 0 combat the digital pi
and ¢ ons unf@haushty &sZinmnersian, 2013)rhe fight against consumption of

illegally distributed content however has proven to be of high cus$trat always effective

(Conner & Rumelt, 1991 forcing firms to adjust how and where to combat digital piracy.
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Al nnovative wi nntends[of newltethnotogyfo beemsns glabdl ieomse The
loserswillstrugge t o stay in busines®@omana®l4dmany of t

The recording industry was dominated tiogditional distribution modelfor which both artists

and consumers had to comply simply because viable legal otteotatives were either nen
existing or underdeveloped, ifit used to be so
radi o, then go to a shop arfSpotifp Ltd; 20130 Majorp hy si ¢
recording imustry distributors have developed capabilities suited for a given market
environment dr i v e(Mukbeyeeletal,d00) opi esd sal es

The evolition of World Wide Web howevewas so radical that it was only a mattertiofie

before it would invade majority of markets, including recording industry. The internet has been
used Ato redefine existing industri(Bmlangke] br e
& Ovetzky, 2004)Radical, dsruptive innovation, ecommerce, big data, cloud computing, social
connectivity and digitalization driven entrepreneurs has become a new norm for majority of
informationbased industrie€Cronin, 2014) Relatively stable and mate markets of video and

audio industry were disrupted by a new and radical invasion of their market that was possibly
initiated by digital piracy enabled sharing, a theft of their intellectual property.

Recording industry hagndergone fundamental chasgin its core aspecta. traditional large

scale material manufacturing of hard copies has become more and more substituted by the digital
distribution(Sengupta, 2014long with advanced social networking and informatiomeang,

quickly and globally.The main costs have shifted more towards creating and producing the
musi c as opposed to manufacture of hard sal es
[ é] but wvery | ow or (Semgupia,i20ldBonsequenttythg negligible c o st
marginal costs together with ingigfent legal enforcement have contributeid the
Afreeconomics expectation, meaning people exp
(Swanson, 2013as users have grown accustomed by easy access and high quality with low
costs.Even the understanding of being involved in illegal activities s¢erdiminish with high

accessibility and no perceived high risks of digitally pirated nt e nt , i O0Ohear no e



A

speak no evild has become the nor mBABGAPN it c
2009)

Despite these challenges first legitimate digital distribution models emerged, in 2003happle

built a digital record shop called ITunes, where consumers could buy songs online out of vast
library provided(Seabrook, 2014) Appl ebés distribution model h &
2012 accounting for 60% of worldwidkgital sale{Swanson, 2013)}ollowing ITunes success,

a number of other digital distribution models emerged, such as Spotify, MOG, Rdio, Pandora,

and othergSwanson, 2013All these businessraed to fight against digital piracy in a sense of

satisfying the changed demand due to digital revolution of recording industry.

The negative aspects of digital piracy have been analyzed profoundly and arguably agreed to
have caused major negative digians in relatively stable miaets. The digital piracy however
emerged as not only a way to steal contentalsd as an alternative as to hpeople can reach
desired content, makingowadaysfi mu s i ¢ ¢ o inketentlp multimoda (Wejters &
Goedertier, 2015)

A lot of IPR supporting studies and industry ordered studies agree that there @ira Stmer

lining to the piracywhich may be beneficial and industry giants are working to exploit it,
whether in a possibilitpf business intelligence or entirely new business models. However these
points are often undermined, since in order to control piracy, there has been an identified need to
shift public opinion and raise awareness of counterfeit production as unethicallegadl
practice (Chaudhry & Zimmerman, 2013Yhere isa relatively small amount of studiesnd
articlesanalyzing digital piracy as a means of innovating and transforming market as opposed to
its analysis of illegal and immal aspects hurting legitimate businé&$oi & Perez, 2007)This

paper in no way aims to diminish the intellectual property infringement done via piracy and its
possi bl e damage to fir ms angdal howedeuis to shecensoreas a
light on aspects of digital piracy that may have positively affected the recording ynohasket

in the sense of forcing a radical transformation of mature and relatively stable market into a

digital and multiplatform one.



1.1 Research gquestion

The objective of this paper is thnd out whether and how the digital piracy acted as a
discontinuous and radical innovation aneshaped the old and possibly conservative market of
recording industry

The first research questi@ms to find the positiveransformativeeffects that digital piracy was

capalte of either directly bringing intor indirectly influencing in the recording industry market:

1. HOW HAS DIGITAL PIRACY SPURRED INNOVATIONS IN RECORDING
INDUSTRY?

First resarch question can be divided into two more precise sub questions:
a) How did digital piracghangg he consumpti on and consumer so

b) How did digital piracy}changehe distribution and marketing possibilities for artists and
labels?

The second resezh question of this paper aims to find out whether and how legitimate business
could have used digital piracy to increase their competitiveness using a case study of Spotify:

2.HAS DIGITAL PIRACY HELPED NEW BUSINESS MODELS SUCH AS SPOTIFY
EMERGE?

Digital piracy is a difficult and multlayered phenomenon which has grown significantly from

its emergence becoming a challenge for entire industries to control it. This paper pimsde
explicit review of digital piracy in order tprovide insight as todw this activity could have
affected markets both negatively and also positively, helping mature and declining industries in

terms of radical innovations.



2. Methodology

This chapter explains the methods and approaches usée stutly to analyze ral answer
provided research questioriarstly, research method is introduced defining how the teyiic
beanalyzed in this paper. Following part explains the case study approach that has been used to
supportand strengthen the analysis. Afterwards trethods of identifying and collecting main
sources for study are provided. Lastly, project design is shown to provide a better understanding

of paperb6s structure.

2.1 Research method

Two main research methods can be identified for majority of academdiest quantitative and
gualitative types of studieI.he quantitative study relies on numerical data, its changes and/or
relationships with area of interest. This type of study most often uses hypothesis that can be
measur ed mat he ma tsiaimaoleithgr confirnt dndenylite st udy 6

The qualitative study is used to Aunderstandi
(in general) generate wor ds, (Paton&@ochran, BE.n nu mb
This type of study relies not on the numerical data but rather on the data provided by perceived
and at times subjective experiences and implicatairthe analyzed subjecfThe reason of a
gualitative study is to acknowledge on these experienakprawide an insight whether and how

they have made an effect.

This study is using a qualitative research method as it enables to analyze and evaluate
subjectively perceived views and experiences built around digital piracy phenomenon, and

identify how trese different implications might hagebangedhe recording industry.

Multiple approaches can be used in academic studies providing different structure and insight
emerging from the analysis. Deductive and inductive types of approaches can be iddimtgied.
deductive approachktarts with the theory, using a broad perspective and eventually narrows
down t o t h esirderest&mnalyke asnora definde research probldime inductive
approach is used when specific observations and ideas aretpdesdrich later on lead into

detecting patterns and providing general conchssi@and/or theoretical suppgBryman, 2012)
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This paper is going to exercise both of these approaches to fully analyze the presented subject.
The deductive approach will be usexhalyzing the theory of product counterfeitintpen
narrowing down to the digital piracy and eventually connecting it to the theory of innovation in
the recording industry market.

The case study of Spotify will exercisemore inductive approach, as the analysis of case
provides additional insight and possible findings that can be applied to a broader population, the
recording industry market.

Studyo6s f ienfatusedgs digial pirhcy difect as an innovating fadtohas to be

noted that these findings will be restricted to recording industry only, while it is possible that
they may be applied to othdigital piracy sensitivéndustries, such as movie and software, the
analysis and comparison between differedustries will not be analyzed as they are beneath the
scope of this paper.

2.1.1 Case study approach

The main research method of this paper has been chosen to be cas&hssudigsign enables to
concentrate on an explicit analysis of asinglecaset i s connected with tt
particul ar natur e o(Btaket M9O5) Ac acs &@s ei ns tquudeyst i iomw e
contemporary phenomenon within its rifd context; when the boundaries between
phenomenomndcontext are not clearly evident; and in which multiple sources of evidence are

u s e(dig 1984)

The case study, like every research method, has certain advantages and drawbacks. The main
disadvantage is likely to be its litations that make it difficult for final conclusions to be
generalizedand/or build a misleading view of presented theoretical implicatf¥is 2008)

Another important limitation of case study is its interpretative nataedf,ias the researcher can

shift the direction of conclusion according to his personal interpretations making it rather
subjective and its results dubio(@i¢in, 2002) The advantage of case study is, however, the

ability to interpret the data in order to describe and illustrate certain complications that would not

be available in other types of stud{@aidah, 2007)

This paperbuilds an instrumental case study with the aim to provide an insifjthe entire

digital piracy phenomenon through a different perspedi8teke, 1995)The case of Spotify



here acts as a support, providing the needed examplegd-tfaeituations to the study of digital

piracy as an inovating factor.

2.1.2 Collection of data

This paper has useah extensive list of both academic and journalistic sources to build the
explicit overview of digital piracy, provide a relevant theory part of innovation and carry on with
the case study of $fify. The sources were gathered from internet using relevant to the area of

interest search queries. Aalborg University electronic libratip/www.en.aub.aau.dkivas

used to search for articles, books andeptlgpes of publications.

First queries used were O0digital piArcaudy00 and/
articles were identified to be relevant and used in this paper, these publications formed the first
tier of sources. An initial ovgiew of first tier souces provided suggestions for othereded

papers for the study, around 40 new sources were identified, forming the second tier. Lastly,
approximately 25 articles were found relevant to the case study of Spotify, making the third tie

of sources for the paper.


http://www.en.aub.aau.dk/

2.2 Project design

This part summarizes the flow of the paper, describing the structure and goals of each section in
it.

Frame of d
. 9 Introduction
th e p rOJ ect 1 Research Question

1 Methodology

1 Theory of Product Caterfeiting.
1 Theory of Innovation.

9 Digital Piracy as Innovation

Case StUCH N Eegees

9 Conclusion remarks

COnCIUS|On { Limitations

91 Implications for further study
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First part of the paper introducése phenomenon of digital piracy, stating the radical nature,
problems and opportunities of it. The research questions are then formulated that aim to identify
positive factors and influences that piracy online v@sight into recording industr{zollowing

chapter provides a methodology of the approach used in this study together with data collection
methods.

The theory part aims to provide an explicit overview of digital piracy in the context of other
illegal prodiwct counterfeiting activities. The chapter starts with the broad overview of
counterfeiting and piracy. Definitions of counterfeit production are introduced along with illegal
market evaluation and types of counterfeited products. Afterwards reasons sviflicthirade is

being globally used are presented together with negative effects of it. Further, chapter narrows
down into digial piracy, defining the concept aegaluatingits market The next part analyzes
consumer complicity, a major aspectinundet anding the usersd demand
part of this chapter provides an overview of the fight against digital piracy, the actions being
done by businesses and governments to control this illegal activity.

The Fourth chapter provides an ouvew of innovation theory that is going to be applied
analyzing digital piracy. The different types of innovations, together with diffusion of it are
defined. An unsatisfactory innovatcycletheoy. t er m
The fifth chapter of the study analyzes the digital piracy in terms of innovation providing
examples of radical innovation that may have been highly influencetidyllicit trade The
following part narrows it down to recording industry market providing an osenof this
industry and describing the emergence of digital piracy in it. Afterwards the impact of piracy
online to labels, artists and consumers is estimated. Lastly, key effects are summed up making
the initial conclusions to the first research question

Sixth chapter provides a case study of Spotify. After the introduction of company, following
subchaptersabout its technology, business modebnsumersartists andlabels are used to
analyze the case study in termsseftond research question. The @fidhe chapter provides

initial conclusons of case studgngaging the second research question.

The last part of the study provides final conclusions merging together the findings of fourth and
fifth chapters Following are the implications of the studiprag with sugestions for further

research.
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3. The counterfeit production

This chapter will propose product counterfeiting definitiomsgrket evaluation, counterfeited
productsd types, what are the reasonygthibehi nd
illicit trade has. Afterwards the digital piracy is defined as a newest type of counterfeiting with

certain similarities and fundamental differences compared to traditional counterfeiting.

3.1 Defining the counterfeiting

The pr oduc ting & ancolol arma mestlyfwekinotvn issue for a significant number of
markets worldwide. While digital piracy dates back to no further than the emergence of the
World Wide Web, its roots for illegal usage of trademarks and copyrighted content are as old as
the trademarks themselveBor most of the time industries have been relatively accepting
product counterfeiting as a natural occurrence in the free market. Furthermore, in certain ways
product canterfeiting helped promote tHarands, explore new markedsd increase product
acceptancé€Sudler, 2013)

The product counterfeiting can be found as early as in Babylonian and Ancient Egyptian
cultures where priests had placed inscriptions from other, earlier, civilizations on their
monuments to increase the legitimacy and valGhaudhry & Zimmerman, 2013)The
trademarks have evolved a lot since then, nonetheless product counterfeiting remains to be as
significant if not more in the face of globalizatioof markets. The traditional product
counterfeiting has remained relatively acceptable mainly due to perceived limitations in quality
of reproduction and less efficient distribution channels, making these products inferior to original
ones(Sudler, 2013) The product counterfeiting however evolved with the help of new reverse
engineering technologies and internet distribution. The fake product has become close to or of

the same quality as originglpsing a real threat to inte€tual property owners worldwide.
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3.1.1 Types of Counterfeiting

Counterfeiting can be divided into four different categories based on the illegal activity and the
content being stolef@acobs, et al., 2001)

1. Traditional Counterfeiting: an unauthorized production of good protected by trademarks,
copyrights, or patents.

2. Brand piracy: An unauthorized use of patented and/or copyrighted brahdsnesses often
invest vast amount of money and effort into promoting their branarekihg an image to build

a long lasting relationships with consumers. Brand piracy exploits that by usingnoelh

logos and/or rebuilding look alike production.

3. Near brand usage Counterfeiters use logos that are very similar in their appearartbe to
original, weltkknown brands in order to exploit customers. These brands are different very
slightly only to avoid | egal prosecution frc
Products like these are aimed to deceive unaware consumers into biugingroduction
expecting the welknown original products

4. Intellectual property copying. This includestrademarks, patents and copyrights. Copying
digital content without losing any significant quality has become easy for both consumers and
illegal counterfeit businesses. Thigpe of counterfeitingnade digital piracy a serious issue

growing at alarming rates worldwide.

3.2.2 The counterfeit market evaluation

The counterfeit market is genuinely difficult to evaluates i n o direct measur
counterfeit trade can be undert ak gChaudhsyi&nce by
Zimmerman, 2013) The quantification of economic impact is difficult primarily due to
insufficient data available as the faked&or pirated productsre distributed illegally.The
counterfeitmarket is therefore often evaluated bas$eymented data, which has not been
collected and/or evaluated systematically, developing facts basedsoibstantiate@dpinions

(GAO, 2010) The evaluation of counterfeit market is introduced only to the point of showing the
relativity of it as the correct or even objective market evaluation of digital piracy is beneath the

scope of this paper.
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The OECD reportestimatedhe volume of counterfeit production in the international trade to be

up to $200 billion in 200%2007) excluding domestic counfeit usage and digital piracy.

The calculations of di gi tlikelydue torsimitary ibreot biggarp act t
difficulties in providing accurate estimations. A study on costs of recording incestirgated

t hat AU. S. e cbobn d nmhyi olno siens t %01l @GEwek, dO0A)dpeutd audion nu a | |
content being distributed illegally. The digital piracy of motion pictures results in $20.5 billion
losses in U.S economy annualBusiness Software Alliance piracy stu(®012)calculated the

value of pirated software maikéo be around $63.4 billion in 2011, with the estimated 7%

growth compared to 201@-urthermore, countries highly dependent on intellectual property
industries, such as USA, are most directly affected by pif@yek, 2007) as thg experience

major loses due to IPR infringements.

Analysts working to estimate the global counterfeit market, its value and the loss caused to the
content ownersan mostly agree on two thinShaudhry & Zimmerman, 201.3)

1. The measurement of these values can be inaccurate and there is a high level of uncertainty.
Furthermorejnterested partiesuch asndustry paid stdies, may bend the numbers to adjust

public opinion.The evaluation of these valuessat best a vg difficult task.

2. Despite the variations and uncertainties, it is agreed that global counterfeit nsarket

significant and is growing.

3.2.3 Counterfeit products

G¢KS (ONMHzGK A& | ye LINERdAzO (ChaXdhne& ZimBern@argZDB)S OG0 (2 O2 dzy i

The counterfeiting can be successful in almost every industry nowadays, as either brand can be
illegally used and/or technology reversely engineered in a majority of products and services.

14



Figure 1: Counterfeit products in different industries (OECD, 2007)

Industry sector

Examples of products subject to IP infringement

Apparel, footwear and
designer clothing

Audio-visual, literary and
related copyrighted work

Automotive

Chemicals/pesticides

Consumer electronics

Electrical components

Food, drink and
agricultural products

Personal accessories

Pharmaceuticals

Tobacco

Toiletry and other
household products

Other

T-shirts, hats, jerseys, trousers, footwear, caps, socks

Music, motion pictures, TV programmes, (CDs DVDs), software, books,
computer/video games

Scooters, engines, engine parts, body panels, air bags, windscreens, tires, bearings,
shock absorbers, suspension and steering components, automatic belt tensioners,
spark plugs, disc brake pads, clutch plates, oil, filters, oil pumps, water pumps,
chassis parts, engine components, lighting products, belts, hoses, wiper blades,
grilles, gasket materials, rings, interior trim, brake fluid, sealing products, wheels,
hubs, anti-freeze, windshield wiper fluid.

Insecticides, herbicides, fungicides, non-stick coatings.

Computer components (monitors, casing, hard drives), computer equipment,
webcams, remote control devices, mobile phones, TVs, CD and DVD players,
loudspeakers, cameras, headsets, USB adaptors, shavers, hair dryers, irons, mixers,
blenders, pressure cookers, kettles, deep fryers, lighting appliances, smoke
detectors, clocks.

Components used in power distribution and transformers, switchgears, motors and
generators, gas, and hydraulic turbines and turbine generator sets, relays, contacts,
timers, circuit breakers, fuses, switchgears, distribution boards and wiring
accessories, batteries.

Fruit (kiwis), conserved vegetables, milk powder, butter, ghee, baby food, instant
coffee, alcohol, drinks, candy/sweets, hi-breed corn seeds.

Watches, jewellery, glasses, luggage, handbags, leather articles.

Medicines used for treating cancer, HIV, malaria, osteoporosis, diabetes,
hypertension, cholesterol, cardiovascular disease, obesity, infectious diseases,
Alzheimer's disease, prostate disease, erectile dysfunction, asthma and fungal
infections; antibiotics, anti-psychotfic products, steroids, anti-inflammatory tablets,
pain killers, cough medicines, hormones, and vitamins; treatments for hair and weight
loss.

Cigarettes, cigars, and snuff.

Home and personal care products, including shampoos, detergents, fine fragrances,
perfumes, feminine protection products, skin care products, deodorants, toothpaste,
dental care products, shaving systems, razor blades; shoe polish; non-prescription
medicine.

Toys, games, furniture, sporting goods (such as basket balls and golf clubs), stickers,
dyed and printed exotic fabrics, belt buckles, decals, flags, lighters, tabletops,
flowers, plant cuttings, qualification certificates, abrasive tools, sanitary products
(bath tubs, wash basins, toilets), tableware (plates, bowls, cups).
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A. Jacobs identifies four most vulnerable to piracy industry t{peg1)

1. Low technology, welknown brand name, mass produced product like chocolate, shampoo.

2. High technoloyg, high priced products, i.e. computer games, audio and other digital content.

3. Prestige products such as welbwn accessories and perfume.

4. High technology products with intensive research and development involved, such as

pharmaceuticals.

3.2.4 Reasons for counterfeit production

The counterfeit production has been identified as significant phenomena in majority of
industries, furthermore growing at substantial rates in certain areas. It is important to identify the
key aspects as to why it is agling for counterfeit products to be produced and bought. P.
Chaudhry and A. Zimmerman identify seven key reasons for the growth of counterfeit goods
(2013)

1. Low cost Technology = Low investment, High profitsProduct ounterfeiters usually avoid

most of the costs associated with R&D and marketing of their production. Products such as
books, software, video and audio content all have high fixed cost of development and very low
marginal reproduction costéroon, 2002) Low illegal copying costs with no sophisticated
technology needed make these products very appealing for profit seeking counterfeiters.

lllegally produced production also avoids the costs of health and safety, wage regulations,
quality control, warranty service and etc. All these factors contribute to fast profitability, making

counterfeiting business appealing to a significant number of businesses.

2. Globalization and Lower Trade Barriers. World trade growth has grown exponaily
from $6 trillion in 1999 to $19trillion in 2010Chaudhry & Zimmerman, 2013his positively
affected the counterfeit production as well, creatpgportunities to distribute their products
worldwide, gaining larger markeshares and also covering their tracks through long distribution

channels to avoid legal prosecution.
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3. Consumer Complicitycan be defined as willingness to purchase counterfeit production. In a
lot of counterfeiting cases buyers are completely awvlzaiethey are acquiring a fake product
(BASCAP, 2009) Furthermore, intellectual property rights in certain cultures, such as China, are
undermined. Consumer complicity will be discussed more thoroughly in the next chaptisr of t

paper.

4. Expansion of Channels and MarketsThe globalization enabled entrance for international
manufactures to the new markets such as BRIC countries (Brazil, Russia, India and China). The
counterfeit production is majorly distributed via retailoph, informal channels, sidewalk

vendors, etc. and definitely the Interf€haudhry & Zimmerman, 2013)

5. Powerful Worldwide Brands. The globally known and highest priced brands have become

the major targets of counterfeigin

6. Weak International and National Enforcement The intellectual property rights are
underdeveloped in many countries, allowing counterfeit product business to exploit other
legitimate brands with low risks. Attempts to strengthen these laws arefteisalisliked by the

public and met with criticism and resistance as limiting the market freedom.

7. High Tariffs and Taxes While these aspects result in certain markets being unable to receive
certain products, i.e. alcohol, medicine, the counterfeiteay as well step in to supply the
existing demand. Consumers will be willing to buy counterfeit products even if they are less

effective or even possibly dangerous to their health if legal supply is inefficient or unaffordable.

The counterf@ production exploits both the attraction for easy profit of counterfeiters and the
demand for cheaper products of consumers. This is achieved because counterfeit production is
R&D and taxes free, carries relatively low legal risks in majority of glokmakets and is being
provided with sufficient technology such as reverse engineering. Furthermore, the consumer
complicity is determined to be rather insufficient and sometimes even supporting for

counterfeiting production worldwide.
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3.2.5 Negative effectsof counterfeit production

The emergence of significant counterfeit markets has resulted in heavy estimated losses for legit
businesses. Chaudhry and A. Zimmerman describe five main stakeholders negatively affected by
counterfeit productio2013)

1. ConsumersNegative effects on consumers range from minor dissatisfaction, poor quality and
performance, money loss to serious injury depending on fake products acquired. While
counterfeit luxury and elite brand products resalimoney loss and/or poor quality, the fake
pharmaceutical production can even be life threatening.

2. Home countriesthat are importing counterfeit production suffer from loss of export, taxes,
also employment.

3. Host countriesthat produce the counfeit production suffer from loss in foreign investment,
taxesd incomes and increase of underground e
discouraged to produce their products in countries where counterfeiting is signj@&aaD,

2007) Internet piracy is especially evident in less IPR established countries such as China,
Russia, Brazil and others.

4. Wholesalers and Retailerdose their sales to fake products and also sometimes have to deal
with customers requesting anranty service for fake products which cause confusion and
dissatisfaction from exploited customers.

5. Intellectual property owners experience loss in their revenues, sales and profits. Firms, who
are not ignorant to counterfeit production, also havepend their budget to analyze and fight
piracy which could have been spent on innovations and organizational growth. Furthermore,
certain counterfeit products may damage the brand and loyalty of customers in cases where they

are unable to distinguish beten original and fake products.
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3.3 digital piracy

3.3.1 Defining the concept

Digital piracy is the newest area of product counterfeiting, which has emerged together with the
growth of World Wide Web. Government and intellectual property owners moayyet be
completely aware as to what are the best approaches to analyzing and fighting this issue. While
digital piracy does have certain similarities with other product counterfeiting areas it also
contains some fundamental differences that set tl@agrhenon apart.

The traditional product counterfeiting has developed a certain tolerance level by industries
which resulted from perceived limitations of illegal content, such as lower quality and inferior
distribution channels making this type of piracynanageable threéudler, 2013)The digital
piracy however can act as a direct theft of i
to develop, innovate and even threatening the survival of firms by stealindetfigmate sales

(Nill & Shultz, 2009) This type of counterfeiting may not be diminished by same limitations as
traditional types of illegal content reproduction.

The pirating can be i dentnamag, shdpe,arslookiof anoteent i o n
product to st ea(Jacdb$ attl., 2001Digital piracy lowevea dftensdoes not

aim to steal productdés sales and inst.dled it s
file sharing itself is fithe act of d@dos& ri buti

Collins, 2014)and becomes piracy only if the shared content is copyrighted.

Examples of digital piracy can be:

1. Using er to peer technology to download licensed software, movies and albums.

2. Downloadingor streamindicensed digital content directly from certaimatingwebsites(Al -
Rafee & Rouibah, 2010)

Digital piracy isunique inthper specti ve that #Athe pirate is p
digital content(Nill & Shultz, 2009) In a traditional product counterfeiting supply and demand

are separate units similarly to the market of original pcodo. The internet provided sharing

abilities blur the lines between these concepts in the digital piracy. All it takes is one supplier to

share the content online, and consumers themselves contribute to further sharing, making the
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content, legal or nogo viral and be reachable globally. Furthermore, content storage in digital
formatting has enabled easier copying with little to no loss in qua{Bwydler, 2013) making

copies nearly as appealing as original files to theswmers.

Pirated content online can be defined as digital copies of original files, these copies may be equal
or lower quality than the original, providing two versions in the market of the same product:
original and illegal digital copyPeitz & Waelbroeck, 2006)Digital piracy therefore isan
Aunaut horized duplication, distri (NUl&Bhlz, and
2009) where participants can be both consumers and proviafetee content via sharing

networks.

3.3.2 The market

Digital piracy is clearly dependent on the internet and its widespread as it is the main channel of
digital contentés distribution. World Wi de We
marketplace, similarly to real underground fake production markets, is almost impossible to be
measured accurately. P. Chaudhry and A. Zi mi
developed or developing, isimmunetoconeum demand f or 2p1B)r at ed soft
The digital piracy also has much faster reaction time compared to traditional product
counterfeiting, where items need to be reverse engineered gqmdduced before pirates can

start distributing fake productdlewly released digital content can be iempand redistributed

in piracy channels within a matter of hours, furthermore digital copies have nearly no defects or
guality reductions compared to original, officially online distributed con{@itaudhry &
Zimmerman, 2013)

Furthermorepirated onlinei di gi t al products can be copied at
nonc ommer ci al copyi n(Peith & Wdelbroeek| 2006)tigitad aopies dosnot
deteriorate in qualityvhen beingcopied multiple timesmeaning that consumers can serve as
providers and share the content furthermore to other potential users, creating a viral sharing
network of illegally used content.

The internet is estimated to have around 2,92 billion users widedin 2014, roughly 30%

more than there were on 2010 indicating the significant growth in access of World Wide Web
globally (Statista Inc., 2014) All these users either intentionally or unaware may participate in

digital piracy throughout the world. The internet can be used to both serve as an online retailer
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for physical goods (i.e. Amazon) and as a distributor of digital content, such as software, video

games, maies, audio and other content.

The main factors of digital piracy growth (Al-Rafee & Rouibah, 2010)

1. Availability of high storage media at low cost.

2. An increased use of computers and digital devices connected to Internet.

3. Untraceable pedo-peer networks.

4. The spread dfigh-speed Internet connections at low cost.

OECD report provides five main factors why internet is so highly exploited by pirates and
complicit consumerg2007)

1. The participants in digital piracy perceive themselwedrave anonymity in their actions
online.

2. Pirates have flexibility to create online websites anywhere in the world and take them down
once needed in order to avoid legal prosecution.

3. Internet provides an easy reach of global audience companediitoohal localized markets

of product counterfeiting.

4. Online websites can be provided with high class deception with low cost. Pirates have the
ability to design professionally and officially looking websites in order to deceive consumers

into thinking they are shopping in legit, respectable markets

The global market means global opportunities for both IPR owners and pirates. The digital
counterfeiting is not limited to flea markets and shady underground websites but can be quite
easily accessed arakploited online, making it a real threat to certain industries that distribute

their production online.
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3.4 Consumer complicity

Counterfeit market growth is especially evident in virtual marketspace, driven by an increasing
global demand of custongrwho often appear to be either unknowing or ignorant in the matter
that they are retrieving content illegally.
complicity to purchase counterfeit goods is a function of both intrinsic (demographicsjeattit
towards counterfeits, cultural values, and ethical perspective) and extrinsic (product attributes,
shopping experience, and demarketing communications) determ{g@a®) IPR owners along

with governments initially ha started a fight with the supply side, trying to enforce the
production of illegal content. However understanding the demand side and consumer behavioral
concepts has become equally important in order to successfully fight digital piracy. Consumer
complidaty has been thoroughly analyzed by businesses to identify both which production and
which market segments are keener to participate in counterfeit trade. A lot of both intrinsic and
extrinsic variables were analyzed in a number of consumer complicitiestwadth sometimes

guite unexpected outcomes.

The main analyzed determinants of consumer complicity:

Intrinsic determinants:

1. Demographics of ConsumerCertain studies show that counterfeit trade is visible in all
countries, including emerging and mi markets(BASCAP, 2009) Furthermore, multiple
demographic factors such as gender, age and ethnicity were not identified to be of significant
influence to counterfeit tradéWee, et al., 1995(Chaudhry, et al., 2011)nterestingly, higher
education contributed to the higher likelihood of attaining illegal software based on studies
(Wee, et al., 1995)Business Software Allianc€012) analysis shows that consumers in
emerging markets are much more likely to pirate compared to users in mature markets, as
frequent pirates download around 4 times more programs illegally in developing countries. The
higher degre of piracy in developing countries can as well be supported by the fact that relative
price level of intellectual property goods is higher for consumers compared to the ones in
developed countrief'sui & Wang, 2012)Nill & Shultz, 2009) Significant differences may as

wel | be found between devel oped countries as
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number of students of Korea participate in illegal sharing of files compared to studel84

(2014) Authors argue that these differences were highly influenced by cultural values.

2. Attitu de towards Counterfeits Studies show that consumers may purchase counterfeit goods
knowingly for a variety of reasonsuch as perceiving the fake product to be of the same or close
guality to the original,|, expressing their r
c or por(&dami, et als T98)Attitude towards counterfeiting ppared as a major variable

in (Wee, et al., 1995tudy.

People perceive that counterfeit production does not hurt economy in a significant way, let alone
their own pirating does not contribute to a difference. It is in manytties accepted as a social

norm. Even if it is understood to be somewhat of stealing and hurting IPR owners, consumers
often feel little sympathy as they perceive them as big multinational corporations complaining
about their lost profits(Nill & Shultz, 2009) Studi es on studentsd c
(Krawczyk, et al., 2014fSang, et al., 2014)show that frequent pirates are often more aware

about piracy being illeg | compared to casual di gital copi e:
activity being illegal and somewhat immoral did not result in significant change for American
students, the risk of being caught Icipateanw er wa
illegal sharing activities in USA. This statement shows that raised awareness may be insufficient

if it is not backed up with laws and/or regulations to enforce behavior or provide other
educational convictions.

Consumers also perceive that thee being unfairly charged for certain luxury items, such as
designer clothes. This perception may also be seen in the digital content, where majority of

productdés cost is determined by its research

3. Cultural Values may have a significant influence to consumer complicity in certain countries.
For examples, intellectual property rights have been perceived as a Western concept in China,
where there is a strong sharing cult@x#ll & Shultz, 2009) Collectivist culture plays a strong

factor i n consumer s o mi nds di mini shing t he
property.
4. Ethical Perspectivec an i nfl uence customero6s willingnes

High idealism US consumers would be reluctant to either buy or use fake prod@itiaundhry
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& Zimmerman, 2013) The ethical perspective can be highly dependent on factors such as

enforced laws and availability of illegal contentt.the consumer can easily find the content

onl i ne, Attt might create the il lusion that it
view (Nill & Shultz, 2009) ' 11 egal content 6s flownslagenematbanl i t vy,
overall sense O0BAXAR2089) acceptabilityo

Extrinsic Determinants:

1. Product Attributes that affect the purchase of counterfeit product are somewhat similar to the
attributes a customer woutmnsider for an original product. The considered attributes are price,
quality, performance, image, purpose of purchase, investment at risk. Many of these attributes
work as the indicator to distinguish between real and fake products as well, for eXameie,

priced, poorly packaged items can help consumers identify that they are not buying an authentic
production. Similarly, digital content in irregular formats or needing additional settihg
retrieved content (i . e. gagvkeaniapressiomoéparticipatignp t o b
in illegal download.

2. Shopping Experiencalepends greatly on the shopping environment, counterfeit production is
naturally associated with flea markets and shady looking shopping districts, i.e. China Town in
New Yok and similar. Distinguishing counterfeit markets online may be more difficult, even

though certain websites knowingly admit that they are selling fake production

(www.replicawatchcenter.comin other le@ online markets, such as Amazon, it is possible to
buy fake production by mistake. Nowadays pirates can make online shopping experience quite
similar to legit business with relatively low costs.

3. Anti-counterfeiting campaigns.Various industry assoaiions have launched campaigns to
reduce consumer complicity towards fake production and raise awareness. These campaigns
have used worldwide known stars in ads to disregaaty (Chaudhry & Zimmerman, 2013)

howeverthey seem not to have madsignificant affect to consumeomplicity.
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BASCAP" in their research report summarizes attitudes of consumers that are willing to obtain
fake production into three main categori2809)

1. A lack of resourcesPerson perceives original bee too expensive for him, and therefore as

he would not be buying it in the first place, there is no harm in getting a cheaper counterfeit
product.

2. A lack of recourse Consumer perceives this as not a big deal, with little to no risk of actual

legal preecution fithe more consumers are aware of the potential penalty and the chance of
getting caught, the | esNllkBHulel2909)t hey are to p
3. A lack of remorse.Person does nahink this as unetical, as he perceives the original item

unaffordable.

3.4.1 Consumer complicity in digital piracy

The digital piracy has certain fundamental differences apart from traditional counterfeiting and
therefore a number of determinants may be of more orinflsence to a consumer willing to
download an illegal copy online.

According to BASCAP report, many consumers perceive greater risk of prosecution when
downloading illegal content compared to traditional counterfei{2@09) The industry and
government actions seem to have had greater effect raising consumer awareness for digital
piracy. Consumers also possibly feel greater recourse having illegally downloaded content
compared to owning bought counterfeit productigjitdl pirates reported to be reluctant to show
their personal computers in fear of being cayg#SCAP, 2009)

Even with this greater ri sk, digital piracy?o:
traditional theft95% of interviewed parents perceived shoplifting as a serious crime (i.e. stealing

a movie from a video store), however 30% of interviewees felt that it is alright to illegally
download the content online according to studd#l & Shultz, 2009)

The internet provides a certain level of perceived anonymity for the consumers, which raised the
complicity towards downloading illegal conte(®Budler, 2013) certain industries are using

technologies anthws to change this perception and show consumers that their illegal activities

! Business Action to Stop Counterfeiting and Piracy (http://www.iccwbo.org/advocacy-codes-and-rules/bascap/)
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online are seen and they can be prosecuted for thenmexampldéhe graduateresponsgrogram

is used in USA to raise awarenessl reduce consumer complic{yandovai, 2011)

Digital piracy does not contain similar litéreatening risks to such counterfeit production as
medicine or machinery. The illegal content however can be damaging as well, consumers do not
want to face issues, such as seg, that may damage their hardware and soft(B&SCAP,

2009) Public awareness that illegal digital content often carry those risks could help reduce
consumer complicity.

The highly complicit consumers may not necessarilymeducated or unaware of breaking the

| PR | aws, Athe easier it is for consumers to
wi || acquire a Nill&asahutzd 2009e The llegalndigital fcontentsaally

contain additional value such as warranty and support, which makes it superior compared to
illegal content. The advanced consumers however may not need provided support and therefore
does not perceive it as additional value for their personal nesdsng them more likely to

obtain free illegal copies.

It is important to note that consumer complicity may be affected by the fact that internet is
increasingly being used as a discovery tool for the digital content (Weitt & Goode, 2011)

New musi c di scovery pl ays an i mportant part
consumption behaviolhe illegal file sharing networks can provide vast catalogs of available
content and help consumers search and discover nestsatid albums. Consumers therefore

will be complicit to use these channels, especially if they perceive that there is no legal

alternative wih similar capabilities online.

The BASCAP report identified five types of counterfeit production consumers:

1. Happy purchasers who consider pirating a smart choice, have a sufficient income to legally
acquire content but no desire to do so.

2. Struggling consumers who have lowest income and could not afford to buy the content that
they are pirating. Furthermore theften lack the knowledge and education to know the product
origin.

3. Innocent Purchasers who perceive pirating as rightful option for them due to lower income
and/or other personal difficult situations. These consumers might be able to afford original

product, but refuse to do so due to subjective reasons.
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4. Robin Hoods who absolutely refuse to accept the system and perceive branded originals as
overpriced content pushed on consumers by greedy corporations. These consumers will
definitely look for waygo avoid paying for original content even if they easily can.

5. Genuinely Frustrated consumers are the ones who would prefer buying legit production, but
they cannot afford as much as they have started consuming illEgABCAP, 2009)

The consumers of digital piracy perceive it a greater risk compared to busadgidnal
counterfeit productsvhere it is likely that producers and distributors of fake content were the
only ones liable. Digital piracy, even if at muchwkr rates, is perceived as a direct theft of
content, and therefore consumers feel that they are liable for these actions. This awareness
however is greatly diminished in many markets, both emerging and advanced, due to perceived
anonymity online and wedPR laws.

The digital piracy understanding and awareness is growing, even though unequally in different
countries and mar ket s. |t can be argued that
counterfeit goods in the virtual marketplace, where aworer can exhibit a rogue behavior with

a | imited f eaf(Chaadhry, ¢tralg 80419he tawacenessois however only one
variable in the consumer complicity, whiehione may not be enoughother factors, such as
attitude, cultural and ethical values are not addressed.

USA market can therefore be said to have significantly lower consumer complicity towards
digital piracy compared to developing and a number of developed countries. Cultural values
together with actively ®forced laws and educational campaigns have led to people being

reluctant to participate in digital piracy.
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3. 5 Fight against digital piracy

The digital piracy can be challenging to understand, identify and estimate as it is multilayered
phenomenonFurthermore intellectual property owning businesses realize that finding successful
solutions against this ill egal activity is ju
economic, legal, political, ethical, cultural, psychological, andesyst forces that affect IP theft

and pr o(Nile& $hulta, 2@9) Actions against digital piracy can be divided from two

perspectives:

1. Government initiatives

The copyright protection laws are the backbone of legdl g t i on f or | PR owner
secur e producer so incentive t o ¢Yoma2082) usefu
Governments have executed a number of initiatives along with laws to help protect intellectual
propertyand reduce the impact of digital piracy. The World Intellectual Property Organization
(WIPO) and World Customs Organization have developed programmes for improving
enforcement of intellectual property righif®ECD, 2007) USA government hasaken strong

action by leadinga number of operations to fight digital piracy aimed at dismantling illegal
distribution channels and seizing the supply provided by certain pirate gfGhpsidhry &

Zimmerman, 2013)

A number of government laws were also presented to help reduce consumer complicity. For
example, in 2009 France Parliament passed anepaatly law called HADOPI Law, aimed at
monitoring online infringements and sending notices to pirates withaksbility to bring them

to court, which helped increase the awareness of the fibmraher, et al., 2014)PRED Law

was developed as the European Union directive aimed at enforcement of intellectual property
rights. The lav allowed IPR owners to request for an identity of people from their internet
service providers if they have reasonable doubt that person may be pirating. This law had a
positive effect on awareness and contributed to a decrease in overall internetAdsfroon &

Liang, 2014)
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The demand enforcing laws are often not met with acceptance from consumers as they are
perceived as limiting the freedom of internet and also invading the privacy of web browsers. The
proposedJS lawsStop Online Piracy Act (SOPA) and the Protect Intellectual Property Act

(PIPA) were so widely disliked that the US Congress decided not to go aheaa vath on
either.The laws such as Ar@ounterfeiting Trade Agreement (ACTA) are also being massively
protested against by the pub{iChaudhry & Zimmerman, 2013There is no denying however

that accurately targeted government intervention towards desi@@dof piracy can have
positive results in raising awareness and redudiegal download volumegDanaher, et al.,

2014)

2. Industry initiatives

The businessesensitive to digital piracy must be proactive if they are to retain their sales and
keep growth. Industry associations such as MPRMA and BSA have all adopted certain
antipiracy actions to analyze the scope of piracy and enforce illegal distribution in certain
markets(Sandovai, 2011OECD identifies two major challenges in a fight against digital piracy
(2007)

1. New and efficient ways of enhancing enforcement.

2. Raising consumerso awareness to reduce com

Anumberofantpi racy technol ogies and private fir ms:¢
and combat piy. These technologies can identify illegally put content and send takedown
notices to remove i(Sudler, 2013) These services however are costly, and IPR owners must
analyze whether and to what extent should they exercise fResources allocated to protect the

digital content depend aNill & Shultz, 2009)

1. Strategic importance of intellectual property.

2. The likelihood that it is going to be pirated.

The firms and industries alike shouldtdrmine what products and in which markets they should

protect against digital piracy and concentrate their efforts. A thorough analysis of net present

? Motion Picture Association of America; Recording Industry Association of America, Business Software Alliance
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value, brand image, customer relations, strategic significance, competition and market
environment is eeded for firms to adapt correct aptiacy strategies. Based on strategic
importance and piracy likelihood A. Nill and C. J. Shultz define four levels of enforcement
(2009)

1. Low strategic importance/ high| Costeffective methods to fight and lower levels

likelihood of infringement piracy

2. High strategic importance/highfEst abl i shing piracy I
likelihood of infringement available options to fight and lower levels of pire

and determinin@ptimal levels of protection.

3.Low strategic importance/Low | Ignoring the threat.

likelihood of infringement

4. High strategic importance/ Low| Observing the levels of piracy and establish

likelihood of infringement certain precautions to prevent piyatevels from

rising.

Fight against digital piracy in terms of digital rights managemstengthening intellectual
property rights and enforcing laws on consunas also pose difficulties and eventually be
counterproductive for firms and industriescording tocertain studies Ineffective antipiracy
strategy eventually can lead(®udler, 2013)

1. Failureto prevent piracy.

2. Discouraging ofegitimate buyers.

3. Increase cost of management and overall costs.

Sensi i ve industriesé firms need to be aware of
Private and public sectorsdé combined effort ¢
ASol utions must not nec es s aerpiracyy butbragherdnaximize n t o
revenue inthepesence of 0 m&uderg20IB)-urtipermora, digect enforcement
measures may not be effective and simply alienate the cons@oeasimer complicity can play

a majorrole in managing digital piracy, and in many markets the consequences of pirating are

not understood by consuméBASCAP, 2009)it can be argued that fight against digital piracy
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i s more reliantcomsaouséas®osneomewnsal selyf i(Tlsss& ead
Wang, 2012) Understanding what makes digital piracy so appealing to consumers and
implementing it in the legitimate business models may be what is crucial for current legitimate
businessin The solution is not to ban P2P at all/l
power of this new technology and improve the market forhall garticipants (Zhang, 2002)

Both ignoring and fully enforcing digitgiracy should be carefully estimated by firms,aas
fincrease in copyright protection will increase the social welfare by inducing more creative
works to be produced, while it will decrease the social welfare by limiting the unauthorized use
of the worls by ¢ o r(¥onmz002sdigidal piracy may contribute in certain indirect
positive ways, such as network expansion, which will be discussed further in the upcoming

chapters of the paper.
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4. Theory of Innovation

Digital piracy definitely has an overaflignificant effect on sensitive industrieworldwide
(Chaudhry & Zimmerman, 2013%ophisticated strategies to manage this threat are needed from
both governments and induss. The piracy online however made certain radical changes as to
how consumers search, browse and choose the digital content compared to previooisly
limited to hard copie8 only distributi on pr o.vThigl #legjal by

phenomenonquite possibly brought new innovations into distribution, marketing, pricing

strategies and more. This chapter will discuss the theory of innovation and industry life cycles in

the context of digital piracy.

4.1 Defining Innovation

A Whi | e n oefineauhcertaintynas a situation where the unknown may happen innovation

i's a process where we kn dwndtah&QGhristersen, 2015)k n o wn

Innovation is acertainly broad concept whiamowadgs seems tde everywhere ani often

coined as the drivingofce of industries and economy growth. The term definition can vary

depending on how and for what purpose it is achieved, and it is important to distinguish and

identify different types of innovations inaer to apply best innovative strategies for firms and

government. Innovation in the broadest sense is attained by developing new products, processes

or organizational improvements within the indug®gngupta, 2014)nnovatim i s @At he

cre

of somet hing qualitatively new, vi a (Spthocesse

2005) This obtaining of required knowledge is essential for an innovation to be a success as

Aeven t he me sihgle mmovasop ihas utwo roots in accumulated knowledge and
e X p er {Lendvalle1®85)

The innovation is fundamentally different from invention in the aspect that it is built to be
commercially viable, meeting a certaslemand whereas invention is not required to have a

practical use in the markahd can be developed for a scientific and research purposes only with

no visible and practical use or market creat{@arcia & Calantone, 2002)herefore the
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accumulation of required knowledge for successful innovation has to be connected with the
needs of the targeted market. The innovation leads to new specifics of either improving existing

or developing new products, making it a commercial imtion. These new specifics are
relatively measurable in order to define the commercial value of innovation. The innovation does

not necessarily have to be new, but more so perceived as new by the individuals applying it
(Rogers,1985) Something that is perceived as old and tested might be completely fresh and
contribute majorly to different firms and industries.

The @mmercial innovatiorcan be ontrolled by two major aspectshich have unpredictable

relations with each other:

1. Market forces. A demand that is changing due to financial, demographic and other iseasons
likely to act as a motivator for firms to innovate and adapt to changing market.

2. Forces of technological and scientific progress. The inventions can peogaiemercial use,

re-define existing ways of products and services and provide entirely new (khes &
Rosenberg, 1986)

A successful commercial innovation is dependent on both of these forces interacting with each
other. The start of innovation process is not confined to any of these forces, a technological
innovation can be initiated due to a foreseen opportunity in the market as well as new invented
technology can reonstruct existing or build an entirely new market.

Athoroughly defined innovation is an Anditerat:.
market and/or new service opportunity for a technologsed invention which leads to
development, production and marketing tasks striving for the commercial suafcdbge

i nv e n(Garcmr&dCalantone, 2002B-A . Lundvall described innov
collisions between technil08) Theodestrdbedtcallisiontiy and
however more often than not controlled and anticipated. The innovators must have both market

and technology knowledge available to succeed in commercial innovation.
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4.1.1 Types of innovations

The innovation can be developed in different svdgr multple purposes. It can be said that
Aitere is no singl e, s i mp l(kéine & iRosenbesg, ®986GThe t y t o

Schumpeterian model of innovation identifies five types of innovations:

1. Product. Innovation has beentroduced into the market as a new product.

2. Procesdnnovation has been introduced into the production processes as a new way of doing
things in order to achieve better existing product in either better quality or reduced costs. The
process innovationan lead to new product innovatioi@zarcia & Calantone, 2002)

3. Organizational innovation. A change in management and/or structure of the orgaomzat
thatleads to market changes.

4. Market Innovation is an introduction oreplacement of product to different markets, for
example targeting new demographic groups or selling abroad the existing product.

5. Input Innovation is established when new materials and/or intermediate goods are introduced

in the making of the produ¢Bengupta, 2014)

There is a wide array of innovations, and certain ones can be spurred with relatively small
changes attained from new knowledge either from market insight or new technical, scientific

opportunities. Four typesf innovation based on the scope of change can be distinguished:

1. Incremental innovation. An innovation that upgrades existing product in terms of improved
performance or lower production cogEvangelista, et al., 1998These types of innovations
provide relatively minor changes to the existing processes or products and are unlikely to pose
discontinuity to the market but can be seen as competitive strategies by firms in mature

established markets.
2. Modular innovation introduces new processes and/or technology into core design concepts

providing a more severe change compared to incremental but leaving the existing linkages

between the processes and components.
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3. Architectural innovation combines components in diffart ways changing product

configuration but without introducing any radically new technology into the existing process

4. Radical or discontinuous innovationdevelops radical changes to firms or industries that may
be in conflict with the existing invasients and ongoing technology, structure, market position,
etc. (Garcia & Calantone, 2002) This type of innovation develops a significantly different
product or service from previously manufactured ones and is likely to mvalgical new
technologies(Evangelista, et al., 1998t involves both fundamentally new technologies and
new linkages in the processes ultimately destroying the old existing stru@ilagaussongt

al., 2003) This discontinuity along with a certain level of destruction is described as creative
destructioni it he process by which ol d sources of c
repl ace b ySemgepta, 2B4n Eusthermore radical major innovations can develop
benefits that transcend between industries and force changes even on -heowative,
traditional and conservative markékdine & Rosenberg, 1986For example, clbing industry

has benefitted highly using lasechnology for mass production.

4.1.2 Diffusion of innovation

The fundamental difference of innovation compared to invention is the purpose of it being
applied into the mar ke twhich@n ihnowaton is nommusicated h e p
through certain channels over t(Roges, H08heg t he
diffusion of innovation is a complex and mtlkiyered subject comprising from several social

and tchnological aspeci{dola & Contini, 2015) (Kline & Rosenberg, 1986)rhe outcome of
innovationds success is highly dependent on c
and userqLundvall & Christensen, 2015)Therefore fully adopting a new innovation, even

when it is clearly beneficial, is a difficult task. Certain innovations may be resisted due to social
constrains, such as labor unions, ethical, culturahservative business models despite their
simplicity of execution and predicted positive effect on the economy.

The diffusion of innovation always carries an amount of uncertainty, which implies a lack of
information and predictability and might give setka to the execution of innovatiqRRogers,

1985) This uncertainty can also be easily influenced by differences between current processes
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and new ones, as the gap between the new technology and the existing one affectsathe rate

which innovation grows accor di(Segguptap2019)c humpet e

4.2 Unsatisfactory innovations

Certain innovations may becordesliked and perceived as damaging induslegpite a number

of positive factors associated with them. These innovations either do not fully exploit the
technology and/or knowledge it is based mnnot needed or pogrlexecuted for the market
needs.

B-A. Lundvall provided few practical examples where innovations may have desmed as
unsatisfactory1985)

1. Dairy processing: 1 Capital intensive, inflexible, automation oriented, f

hyper-automation dominating producers.

1 High amount of users with a certain level of techn
competence.

1 Standads imposed by producers rather than adjusting to
needs busers.

1 Automation driven process became unsatisfactory and n

cost effective as assumed.

2. Clothing Industry i 1 Technology innovations developed by & f@ajor firms.
Unexploited Technical f High amount of users with limited technical competence.
Opportunities 1 Main users are reluctant to apply radical technolog

innovations and are more interested in the production ki

how rather than science knédvow.

3. Software i Hyper- 1 Dominating producer which controls the central d
centralization processing capacity.
1 User needs undermined in certain ways due to -G

centralization.
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Lundvall és presented cases identified two
innovation become unwart@nd even potentially damaging the indugir§85)
1. Dominating producers and either competence or motivation lacking users.

2. Bad information channels between consumers and producers

These factorhave led to innovabns either being developed not in the best market interest or
being perceived as such by uséFhis can causeboth increasedirhe of innovation diffusion

andbr not efficiently targeted R&D costs. It can be said that the evolution of industries depends
highly on selection mechanisms that determine which radical innovations are going to be applied
into the existing procedurdSengupta, 2014)These selection mechanisms can depend greatly
on social and educational parameterthaindustries and societies surrounding them.

Diffusion of innovation can be done via centralized diffusion system where decision making is
done by few people at the head of the industry. A decentralized system means that there are a
wide number of peopl both consumers and producers, involved in the decision making and
process of innovation adoption.

B-A. Lundvall describes two approaches to innovation process.

1. Unidirectional flow of information. A linear process that starts with research and eriths w
economic growth.

2. A demand based approachA growing demand can pull certain technology and inventions to
meet the increased need.

The author however describes them as inaccurate and proposgsodgsmer interaction as a
more fulfilling nonlinear approach to communication of innovation proc@sasdvall, 1985)

Kline and Rosenberg agree with Lundvall on Innovation-inegarity and provide three basic
innovation aspects:

1. Innovation is not a linear process but ora thvolves multiple interactions and uses feedback

to support innovation and continue the knowledge creation.

2. Innovation is eventually a learning process with multiple sources of knowledge, bdyit new
attained scientific knowledge or business ingeltice.

3. Innovation is not dependent on inventions and the technology input is rather often used to

support the markeehangegKline & Rosenberg, 1986)
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It can be said that a successful diffusion of innovation takes -4 mear approach with constant

interaction and learning process, obtaining all the needed knowledge to launch it arkbe m

4.3 Industry life cycle

The processes of innovations and their diffusions can dependoa itiustry life cycles and

f 1 r mgtions o a.sThe industry life cycle logic is often used by established large firms
seeking for highgrowth opportunities in new emerging industries and furthermore diversifying

their markets and servic@glcgahan, et al., 2004)

The theoryof life cycles indicate a n i ndustryods progression thr

maturity and declinéRoy & Mcevily, 2004) Four main stages can be identified:

1. Fragmentation. The first period of industry life cye consists of very high uncertainty, a lot

of firms entering and exiting the market, entrepreneurship skills are significant, there are
multiple technology alternatives as dominant model has not been defindduyedy & Tripsas,

2004)

2. Shakeout Emergence of dominant model forces firms unassociated with it decline and
eventually exit the industry.

3. Maturity . A dominant model is often accompanied by many incremental innovations and
volume growth in its initial stage. He@wver at certain point the growth along with possible
innovations slows down and industry enters maturity stage. This stage can prdviidy ated
profits for dominant model firms with high market shares.

4. Decline An industry enters a decline stagece itsaggregate sales volume lowers indicating

the shrinking consumer demagicgahan, et al., 2004)

Markets can mainly decline due to two reas@artin & Eisenhardt, 2004)

1. Evolution of tke life cycle of industries forcing industries to decline at certain point.

2. Disruption or rapid structural change (emergence of superior technalogies)

It has to be noted that neither timing nor duration of industry life cycles can be accurately
estimaed (Roy & Mcevily, 2004)as these phases are dependent on endogenous and exogenous
events in the industries, such as innovation processes and changing forces of thasnaeklet

asdisrupting new technologies.
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The presenteddlinitions and theories of innovatiam this chaptewill be used in analyzing the
digital piracy in recording industry market. This paper aims to find out whether and to what
extent digital piracy has acted as an innovatkurthermore, identify whadtlifficulties digital
distribution had in diffusing it legally into marketwhich possiblemade it into unsatisfactory

innovation, and whether its impact transformed recording industry in a new life cycle stage.

4.4 Digital Piracy as an innovation

Al't must take a highly radi catyihtgeworh.Few at i ve
products have the inertial forces to accompl i
Wor | d Wi (Gacia®€alantone, 2002, p. 119)

There is a relatively low number giublicationsdone in regards to digital piracy treated as
innovating factor that produced new business opportunities fornhedéi businesses. Possible
reasons for lownumber ofpublic studies may bdue to agreat deal of media, public relations
and education being developtn reduce consumer complicitf digital piracyin first world
countries(Chaudhry & Zimmerman, 2013A positive output on digital piracgs innovating
factorcan ke counterproductive in the fight against the piracy itdaditimate businesses, while

still gathering business intelligence on digital piracy, rarely publicly releases information about
it.

The main aspects that might separate digital piracy from other innovations can be identified as:
1. Digital piracy is an illegal activity, therefore it has an unfair advantage against legitimate
business and their proposed business models.

2. Digital piracy can be a nonprofit activity. In many cases the digital piracy is established by
pirates who are not seeking profit aradher support the idea of free internet and global sharing.
This contradicts with thanderstandingf commercial innovation, where amvention or an idea

is targeted towards market and aims to be profitable. The digital piracy, while still maintaining

possibility of being profitable to certapirates, is not limited to it.
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These aspects however do not completely undermine the idea of analyzing digital piracy as an
innovation. It can be said that digital piracy emerged from new radical technologiseraad
the increased demand providing the enriched supply tedegitimate business could not at the

time.

The Mckinsey& Company provided report on disruptive technologies define major technical

radical and discontinuous breakthroughs based on fatorga(Manyika, et al., 2013, p. 2)

Digital piracy in the context of these factors can be defined as:

1. Technology is
rapidly advancing
or  experiencing

breakthroughs.

The expansion and technological change of digitalgyi has been most
driven by the expansion of World Wide Web. More users have be
connected, virtual information sharing has become more and more ¢
Furthermore, the speed of internet has advanced exponentidtythe
techrology and tools of digital piracy evolving as well. While the f
protocols were limited to sharing between two people (Napster), ct
peer to peer protocols give opportunity to share between multiple
enabling for a faster information retrievdlhe piracy technologies ha
been developed to make owners not accountabldidgal distribution as

well to avoid legal prosecution.

2. The potential
scope of impact is

Other types of product counterfeiting have been relatively tolerate
legitimate business often due to its limitations to local markets.
technology of digital piracy is as limitless as World Wide Web

provides ability to share content globally removing these restrictions.

broad.
3. Significant
economic value

could be affeced.

The digital content along with its distribution, both legal and piracy,
created opportunities to new business models, worldwide distribution
very low marginal costs. While still there remain issues with di
distribution based business nabsl as the upcoming chapters discuss,
potential economic value of this technology is undeniably significant.

4. Economic

impact is

The impact to digital piracyo sensitive industries is difficult to estima

as was defined irthe previous chapter, however it is agreed to
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potentially significant and cannot be ignored by firms and industries affected by

disruptive.

These factors prove that technology used by digital piracy provides radical and discontinuous
worldwide changes and can be coesetl impactful to the economies and ergptbusiness

models.

David Choi and Arturo Perez in their article
model s6 provide an academi c alave servedi ag mtovatmgn h o w
factar (2007) The study identifies foumajor aspect®f online piracy that affected innovation

and legitimate business creation:

1. Online piracy has pionestl the use of new technologies.

2. Provided valuable market insigRise of new technologies give new opportunities to monitor

and analyze variety of data about users and their consumption habits.

3. Online pirates have contributed to new market creabgital piracy may increase overall

social welfare and lead to exaon of legitimate markets and even the creation of new ones
(Peitz & Waelbroeck, 2006)

4. Online piracy has directly and indirectly spurred the creation of legitimate and innovative
business modg€hoi & Perez, 2007)

Lisa N. Takeyamaresentedpositive impacts of illegal copying to social welfare and legal
consumers(1994) According to author, the illegal piracy can be a successful way to increase
network sizeAl so the firm can fAprice discriminateo i
product and receive the full package while others illegally pirate it. This leads to positive Pareto
improvementin social welfare.

It has been commonly assumed that pireesults mainly to just reducing retail demand of the
product as certain number of potential buyers retrieve the product illegally for free. Certain
studies however argue that piracy increases the number of consumers, which gives a positive
effect on prodcts that rely on network extension, such as software and g@oesier &

Rumelt, 1991) (Jacobs, et al., 2001An increase of users, despite them pirating applications,

* Pareto improvement is an “action that benefits even a single person without harming anyone else”. This
improvement can utilize idle resources to optimize market.
http://www.investorwords.com/12231/Pareto_improvement.html
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gives positive impact on ¢hlegitimate users through network extensrar nof f 6 s, Met c
Reedb6s | aws stat e t ha sthrdugheats axtensiodhang,62602)sma | ue i
enlarged user base for certain products may be very importagng esi al |'y f or f i r mo
strategy goals. Furthermore this might be very important for emerging segments of the industry

and even help establish dominant prod@éé€obs, et al., 2001)

The digital distribution modelscgml i cat e the different price str
a global World Wide Web market geographic and demographic parameters do not work as in
traditional markets. Therefore firms are unable to price differentiate efficiently, making certain

valid consumers not being able to afford the produc{®eitz & Waelbroeck, 2006 Digital

piracy in this situation can be identified not solely as a threat to sales, but also as a possible way

to introduce consumers to the produestd the brand with the possibility of making them
customers in the future. Furthermore, the existing potential buyers will take into account the user
base of products which are reliable on network and compatibility, despite part of this network
consistingof illegal companies.

Firms that are reliant heavily in network effects for their products to be commercially successful

may deliberately tolerate piracy and not apply effective protection againfeitz &
Waelbroeck, 2006)Piracy can therefore be used as an alternative distribution channel to
introduce consumers to the products and even contribute to getting a bigger market share as
opposed to competitorsodé products that are pro
There can & found multiple examples where digital piracy has led to legitimate businesses
finding new opportunities and being profitable.

1. Valve Softwareused illegally developed mdatation, CountefStrike, of their owned game,

Half-Life, to increase their profit{Choi & Perez, 2007) The company bought off the
independent creators using their intellectual property and significantly increased their overall
sales.

2. Microsoft setting the industry standarthe user base of Microsoft Office warucial for it to

become a dominant tool for administration purposes. The firm allowed a significant part of this

user base to be from illegal copies, as compatibility was important for existing legitimate buyers.
Furthermore, after establishing the isthy standard, Microsoft has had an ability to provide

|l egitimate only copiesd6 additional support, f

copies.
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The digital piracy by majority of industries and business is viewed as a crime resulting @fi los

sales, lack of profits, reduced incentives for innovation and possibly even bankrupting factor.
Studies support the audio industry claim that digital piracy has been the main contributor to the
declining | egal sal es ana dtnrdamrcgt ®£ubltshtaitt uitpei r
(Adermon & Liang, 2014)however certain welfare implications can be found to the file sharing

that piracy provides as this chaptasidentified.

The digital piracg s br ou g ht ndtsendckcarobe vigwed aa a innovation that
originatedfrom new technologies and due to insufficient adaption from legal sector was used by
illegal channels.The digital piracy given technology, mainly peer to peer networks, have
exposed inefficient tditional music industry distribution models in terms of social welfare
(Zhang, et al., 20119nd helped introducingew ways of distribution online.

One of major impacts that innovation can deliver is reducing the cost sf pnoitluction and
distribution (Sengupta, 2014)igital piracy, while illegally introduced these ways of reaching

global audience with limited to no costs where traditional distribution models either could not or
were too expesive at the time.

Digital piracy is therefore a difficult phenomenon and can be described as a-ddgetesword.

On a negative side piracy can destroy legitimate sales and push firms to bankruptcy, on a
positive side it can help product set industrynstear d i ncreasing consumer
familiarity (Sudler, 2013) The digital piracy therefore ust be treated uniquely in different
market situations.

It can be argued that early emergence of digital piradyet indwstry giants have either ignored

or diminished the factor of new technologies such as peer to peer, online streammgrand

often than noadapted reactive innovation strategy, considering their old methods to be superior

at the time. This paper does natline that digital piracy igustifiable however itpresents

positive aspects ahis phenomena through the theory of innovationderstanding a digital

piracy not only as a direct theft of intellectual property but also as a new technologyatiquioi

and markets6 creation can help firms devel op
it.
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4.5 Digital piracy in recording industry

The digital piracy has substantial effect wltiple industries and their market&s previous
chaptergdentified, businesses are affected by digital piracy through direct loss of sales, damage
to their brand and reputation, loss of goodwill, trademark dilution and additional costs of
protectionto their IPR(Chaudhry & Zimmerman2013) Consumers are affected in a way that

they have a much wider accessavariety of content online which has developed and fueled
increasing demand worldwide. Users however also face difficulties finding the desired content
online in vast amount afata as well as myriads of fake and potentially dangerous content is
available online. Governments face pressure from businesses to enforce IPR laws and at the
same time |l ose in taxesd income and empl oy men
Motion pictures, software and sia have become most vulnerable industries by illegally
distributed digital content onlin€Sudler, 2013) These markets have been majorly affected by
rapid technological advances, which were not necessarily controlled. Dogitadts of industry
products, World Wide Web provided online distribution and shopping along with peer to peer
sharing technologies have forced major players in these industries to acknowledge emergence of
ecommerce and, other side of coin, illegal onlpiecy (Bhattacharjee, et al., 2007This

chapter will discuss more thoroughly hoaudio market wasaffected by digital content

revolutionand emergence of online piracy.

4.5.1 Recording industry

The music recording @ustly has been mainly oligopoiy USA, consisting of few major labels
dictating the rulesf distribution and promotion as well as releasing most popular albumer M
labelshave beerstruggling to receive wider audience for their con{gdéxander, 2002)The
global audio market was relatively statldaring the end of last centyrindustry estimated
continuous growth throughout 1990s with over $25 billgtobal sales in 1999Adermon &
Liang, 2014) The new millennium however had a tremendous shift for music distribution which
was either unanticipated or underestimated by the main players céamelingindustry. The
global music sales declined from roughly $27 billion in 2000 to $15 billion 19 PDanaher, et

al., 2014) The emergence of digital piracy arguably has had a significant impact to this decline.
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The music piracy has been present before, for example during 1980s, the illegal copying and
distribution of aut content was being done in cassette tapes. Consumers taped their liked
singles from radio and/or copied from other tapes, making illegal duplicates of songs. The
quality of copied audio content however deteriorated with every single copy, making it hardl
possible to mass produce. Furthermore, distribution of hard copies was limited to local markets.
The first introduction to digital storage for audio content arrived with compact disks in 1980s.
These disks enabled consumers to use them on computstsrége and replay ability. This was

still nowhere near as fast and comfortable as it is tdé@dgxander, 2002) furthermore the
sharing between users was similarly limited to local amount of copying without the World Wide
Web. Certain authors argue that music industry was -ovitated during 80s and 90s, due to

limitations of sharing and consumers having only option to buy ni8sianson, 2013)

Recording industries were posed little threat Ihgse limited in quality and distribution piracy
business models and remained relatively tolerant for their opergBadter, 2013)The internet

and digital content distribution however changed the game rules of audio gingcgudio files

could be copied limitless times with little to no loss in quality, and distribution became available
worldwide, removing the implications of previous piracy attempts.

Three possible technological changes prior to digital piracy via*NiR3 possibly have made
influence in audio market:

1. The main format changed from vinyl to cassettes and later CDs digitalizing the content and
therefore making its copying less quality costfdbang, 2002)

2. Cassette recdings and later CD rerriting players allowed the making of copies domestically
and possibly contributed to the O6copying is
make copies with new technology increased consumer complicity towards whavevitually
become digital piracy, even if it was just for relatives only and not a profit seeking activity.

3. Cassette and later CD players introduced first portable audio listening opportunities, therefore
changing the market demagidebowitz, 2004)

*MP3is a technology used to compress a sound recording into a small file and still preserve the majority of its
sound quality. http://whatis.techtarget.com/fileformat/MP3-MPEG-Audio-Layer-3-AC3-file

45



4.5.2 Emergence of digital piracy

AThe threat to the music industry is not MP3,
that 1 s not contr olllhre&Ta 200f) he musi c i nd
Onl ine digital piracy entered audio industry

This program introduced a revolutionary peer to peer technology enabling its users to share audio
files in MP3 formatting between themselves worldwide simply nbgking their computer
directories accessible for search and download for other users of the prdyson, 2000)

This revolutionary software was built for three main functions:

1. Search and find MP3 files between users.

2. Share these files directly with each other, without the need of storage server.

3. Chat with users online to share information.

The software was introduced in 1989 an 18 year old programmer Shawn Fanr{fgyanson,
2013)andit quickly became very populapossibly contributing to the decline in legit global
audio salesThe lifetime of Napster however was not very long, in 2001 it lost the legal battle
with the recording industrgnd was shut dowfAdermon & Liang, 2014)the system was reliant

on central servers to control distribution of files, which became tafgetggal prosecution
(Alexander, 2002)This relatively short lifespan of Napsteranaged to attraetgproximately50

million consumers andBBC, 2001) introduce themto peer to peer technology and its
capabilities.The short existence of Napster did mninish the effect and awareness of its
service to theonsumers. Theevdutionary tehnology provided an access to almost unlimited
amount of musiconline (Meisel & Sullivan, 2002) The consumers of Napster became
distributors and marketers teir (illegally) owned music quickly propelling the rs&ce into
millions of users globally.

Even with Napster shut down it quickly became evident that old industry established business
model s along with traditional al bumsé distrib
demand and recently devpkd new technology to appeal to #solved needs(Alexander,

2002)

New peer to peer software emerged, such as Ares, Gnutella, Kazaa, Emule p(éeoison

& Liang, 2014) (Zhang, 2002)which were even more advanced and not limited to Mp3 only
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filesd sharing. Furthermore, this new softwa
applied to Napster, being decentralized and able to shrug off accusations aieskes both

clients and hosts in the systéAlexander, 2002)

The currently leading peer to peer protocol in digital piracy, Bittorrent, was released in 2001
(Adermon & Liang, 2014)Its archiecture allowed users to simultaneously upload and download
parts of the files that they are sharing in a decentralized system making it a fastest way of getting
wanted files compared to previous protocols. Bittorrent became extremely popular together with
emergence of largest Bittorrent website, Piratebay.com in 2003. The increasing network size
brought speed and availability of the content, making this protocol superior to others and
increasingly threatening legitimate sales of piracy sensitive industries.

RIAA jumped into lawsuits to fight the emerging digital piracy along with evolving peer to peer
technology. These IPR tactics however could be described as more of a delay rather than
prevention strategy before audio industry cobllve identified possie efficient legitimate
means of using peer to peer technolflggm & Tan, 2001)It was becoming obvious that this

type of digital distribution is here to stay, the main issue of recording industry was how to

control it.

Thefact thatfrstpeer to peer technology was developed
means that audio market wée first industry to encounter and adapt to thajor emergence of
digital piracy. There can be identified thre¢her significah rea®ns why record industry
markets were affected earlier compared to other sensitive industries:
1 Downloading of musichas been less technologically demanding compared to video or
software content due to smaller digital size of content and simpler aufcéks. The
MP3 format files dramatically changed requirements for storage and needed bandwidth
speed for transferring audio content. Thes
to 20 times of its original siz@\lexancer, 2002) MP3 files have become relatively small
in size compared to software and video files, therefore comsuwith lower internet
speed could still share and download audio content offwanson, 2013)
1 The market fo singles was on a steep decline during 90€bowitz, 2004) The
introduction of MP3 format contributed majorly beiag substi tute sto buy

CD. Consumers were likely to try out artists by listening to their ssnglgh the
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intention of buying full albumsifterwards(Sudler, 2013)therefore an ability to try out
this music for free, even if it meant borrowing a copy from a friend or eventually
downloading it online, was not perceivesl ilegal or immoral, as long as it served the
purpose of sampling the content for the consumers.

1 Encryption of audio files to prevent from being distributed illegally has not worked so far
as opposed to possible software and games solutions as lieadsssrial keys A T h e
only way to make music that <cannot be copi
(Alexander, 2002)Legally bought audio content can easily be copied and shared without

any encryptions or limitations.

It is also worth mentioning that music in general can be considered as an experience good with

its value estimated only after using (listening to) it. This good is evaluated subjectively based on
consumer sd experience, p e r isro tneads or tsecetal enornas n d of
(Bhattacharjee, et al., 2007he factor of experience means that consumers do not know before
buying the good whether and how much they will enjoy it andulbgectivelyperceived valu¢o

them There is an enormous amount of new albums from major and unknown artists being
released every yeat. t can be argued that di gital pirac
i nformati on asymmetry pr obl e nfZzhamg, 2062Wregular a s o]
consumersnay be reluctant to pay full price for an alboum before sampling any of the songs in it.
Online sampling, be it legal or not, helps consumers gather information and experience the goods

before purchasing them.
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4.5.3 Impact to artists and labels

Digital piracy has definitely brought in a level of chaos and uncertainty into a ratheratable

mature music industry with a difficult to estimate financial impact. Certain positive impacts
however can be distingghed for either artistsr labels by the piracy online:

Artists can use digital piracy to reach the targedadience. Artists who create alternative music

and/or struggling to reach their audience might purposefully submit their content for digital
piracyand sharing in order to receive more recoil
groups [ €é] we nt from obscurity to top 10 sal
Napster dur i n@uderh2013)illegal sharih®carOhelp léss famous or upcoming

artists reach their audient&hang, 2002)

Musicians can use digital piracy as an alternative to regular promotion services which are costly.
Newcoming artists who are strugglitng sign with major labels and receive regular promotion
and marketing of their content can use online-gharing to enter market with low costs and
little investment neede(Swanson, 2013)Artists are therefore less depentden major labels

and their dictated rules of the market, giving more diversity to the industry and consumers

Labels and copyright ownerscan apply different distribution and marketing methods for their
artists to target specific audience and share irdtion with lowered costéPeitz & Waelbroeck,

2006) A traditional way to inform potential consumers of a new album consists of large costs
and is usually applied to mainstream popular arti3igital copies however can act samples

and provide knowledge about artists for consumers in a very cheap way compared to traditional

advertising at the expense of reducing a number of revenues.

Certain artists have applied extremerstomatmegi
your priced distribution models have been int
Nine Inch Nails(Tschmuck & Pearce, 2012Jhese models have no intention of having fixed fee

on consumers by either prioe advertisements and is aimed solely at distributing the content to
widest possible audience.

This strategy i®bviouslynot applicable for all the artistsut rather for those who already built a

strong fan base and are confident in these consumers pevci ng t hei r product
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enough to voluntarily contribute financially
to expose Radio Head and Nine Inch Nails albums to widest possible range of consumers as of
price range parameters (from zéooinfinite), and it showed that there is a significant amount of
consumers willing to pay for the product for the value they perceive to get, even if they are
aware that they are not forced to. Furthermore, giving away albums for freleeradgng term
strategy of an already established artist as
artistos popul arity and brand val ue, whi ch
(Tschmuck & Pearce, 2012)rtists can us free distribution and illegal piracy to increase their
network of fans and build their image which afterwards can be exploited via concert tickets and
new, priced album releases.

The emergence of digital distribution online both legally and piratectihasged the rules for
traditional business models of record companies. The age where labels own majority of property
rights due to distribution and marketing costs might be ¢Reitz & Waelbroeck, 2006)as

digital distributon models create an opportunity for new, emerging artists to distribute and share

their content themselves via different, independent distribution channels.

The enhancement in audio sampling opportunities however can act as-edgéiesword. The

intermket provides not only worldwide filesdéd shari
and gener al f eedbac k -ofemouthanowy $preédaeclectrdnieallye tan A Wo
significantly i mpact the cons u(Bhatacharjee, etalci si or
2007) Critically acclaimed production may benefitom illegal sharing and consequential
feedback, which not only creates fan base but eventually leads a significant percentage of them
going and purchasinghe albums legally due to perceived value. The less successful content
however may be doomed by negative feedback and lose sales from curious consumers who
would otherwisetry the product, but areow reluctant after finding negative feedback from

online conmunities and their information sharifghattacharjee, et al., 200 Bventually digital

piracy provides more exposure to the content through free sampling. People can easily
communicate, share feedback, sample music onlinkegembefore paying for it.
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4.5.4 Impact to consumers

Digital piracy can arguably be stated as beneficial to consumers and social welfare through
bigger exposure, broader reach and sampling of content. Alssptrovided an opportunity for
poorer uses to experience content which they would otherwisebeaible to. On the other hand,
digital piracy have contributed gravely to the reduction of record industry incomes, pushing
certain labels and artists to near bankruptcy and therefore possibly retheiogerall new
content released.

The enormous amount of content illegally available online however is not without issues.
Searching for certain artists and/or interesting audio content can be time consuming in often
poorly struct ur ekurthgrmorea filee raes daa tba dexevimg and files
themselves can be corrupt@Reitz & Waelbroeck, 2006)naking users waste time downloading

fake content and even possibly jeopardize their safety by accidentally attainlmmgpousa
software from shady illegal download websites.

These factors may reduce perceived value of illegal copies to the consumers, making original
copies a better choice at higher cost. Whether perceived value of original content is higher than
the valueof illegal digital copy with lower or no cost depends on the how user values his time
spending online searching for contéReitz & Waelbroeck, 2006)for example, a busy working
parent oftwo children will more likely buy cotent online safely ah instantly rather than
spendingime searching for its illegal copies and risking downloading bad quality/fake content.
A student, on the other hand, might not have money to buy digital content with more free time
and possibly skillso search for content online, making digital piracy a more suitable choice for
him.

Legal digital distribution models can use these issues for their advantage, providing better,
efficient search, suggesti ons 6 &damgagedemtent.ens ur
These aspects can greatly increase perceived value of legal audio market and attract certain

segments of digital pirates.
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Digital piracy has helped consumers to experience different new platforms of listening to music,
as no longerhey were tied to listening to CDs and/or radio statipiejters & Goedertier,
2015) Users could now download or stream music which they wahled. music acquisition
models such as streaming are becoming increasingly popular.

Pirates of audio contentin be divided int¢Dorr, et al., 2013)

1. O Sigpereeivesthe legally distributed content to be unfairly expensive.
2 . 0 S aimvartsdorespérience and preview the content before makdeision whether to
buy it or not.

B. Wejters and F. Goedertier have identified four types of music consumers based on their usage
frequency and different platforms of listening to musging data from survey oBelgium

consumerg2015)

1. All-round users(9.9%) | Around 34 year age group. Average music involvement, least

sensitive.

Average 46 year group. Lowest internet use, expertise, n

2. Traditionalists (33.7%) | involvement.

3. Streamersdownloaders| Average 30 year group, highest student subgroup. Highest 1

(20.7%) involvement, internet use and expertise.

4. Light users(35,6%) Average 40 years group. Internet expertise and music involve
is high, internet use araerage price sensitivity.

Thisegmentati on can provide important ihowsi ght
music distribution bsinesses should approach thethhe 6tr adi ti onal i stso
significant, is likely to decline, as it consists mostly of older, lessasted in music, users
compared to other groups.

All-round users are likely to use all platforms for moderate usage in order to fill their needs.

0Str edanenisoader sd6 groupb6s e me rbydgitat @racy) these b e e n
users have had agh demand for music in different platforms (CDs, downloads, streams) and

will continue to look for ways to satisfyekeneed, be them legal or not.
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Light users have similar knowledge and interest in new platforms but less demand for the content
and, wthile preferring legal options, may be looking for limited services ratien premium and

higher padDat a from this study shows wus that 3 ou
subjects t o di gital piracy. The n rhabascis ther
tremendous, as digital piracy haovided alternatives that consumers have been longing for and

are now willing to exploit, legally or not.

(Bascap, 2009) /' (wejters & Goedertier, 2015) |
.' 1. Robin Hoods | 1. Traditionalists |
| 2. Happy purchasers 2. Light users '|
. 3. Innocent purchase II-round users |
4. Struggling cons srs-downloaders |
\ 5. Genuinely fr

k!

~ New market for 4
digital distribution

(Dorr, et al., 2013)

Figure 2: Market for legal digital distribution  music business models
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Different segmentations of dotmusic consumers and pirates provide an insight of a new
emerging markefor legal digital consumption of musi®igital piracy has been a major
contributor to new types of consumers and overall increased demand for cohenmecord

industry market hae vol ved from mainly oOtraditionalists
three additional types of users, who are prone to using other platforms and likely to consume
music in digital form.While this does not directly lead to demise in traditional albul@sséa

can be argued that 6traditionalistsdé group n
alternativegWejters & Goedertier, 2015yivingrisetoalr ound wuser s6é6 group.
Certain current pi r aang to use legaluserécessohce theyaacqysize ar e
them to have same or higher value as digital piracy and are percenez@sablyriced.

| deol ogically dndveéhapp paefdikely to beanssesistadin trying

legal digital disribution modelsas theyperceive piracy to be superiand justifiablecompared

to legal distribution.

Digital piracy has significantly affected se
demanding consumers who previously were unable to sample musaxitional distribution

models.| t can be said t lelativelydow \paticisabng goomsumers iwe r e
traditional d i s taudiobmatketReer tomeed techrlogy ravidesl dptions

can vastly lower costs to sample and gatimformation about music for potential consumers
(Bhattacharjee, et al., 20Q9iving digital distribution models an opportunity to target majority

of maket segment groups.

4.5.5 The key effects of digital to the recording industry

The digitalpiracyhas affectedecording industryia:

Positive effects Negative effects

1. Possibility to increase audience for artist¢ 1. Loss of legitimate sales.

and build fan base. Piracy usage a

marketing.

2. Targeting audience with bw marginal 2. Negative feedback can further damage
costs for both artists and labels. amount of legitimate sales for struggli

artists.
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OPrice di str i but3. Difficulty for consumers to find the like

3.

broadest possible audience. content in the often unstructured database
illegally distributed content.

4. Free sampling opportunities for 4. Risk for consumers to download b

consumers. quality/damaged or fake content.

5. Information gathering opportunities for

consumers.

Emergence of digital
piracy via peer to peer
technology

1. Broader reach of audience. 1. New strategies of building fan base and

e
e E———

Positive

Megative -

1. Broader reach of available content. New segments of consumers that are using
2. Poorer user groups can experience music ® multiple platforms (legal and not) to find
V4 as well. and listen to music.

l""{“‘“’ R

Megative
1. Possible eiinsum to fake or malicious content

Emergence of legal digital distribution

Possibility to create new legal business models models:
1. Ownership - ITunes

Positive 2. Rental - Spotify

Publishers
and Labels Unsatisfactory innovation:
y : 1. Legal prosecution to delay and slow

Jabitliciitieonstice down the emergence of digital distribution

L

Figure 3: Impact to recording industry table
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The digital piracy has affesti recording industry in numersuvays as canebseen fronkigure

3 table Publishers and labefgerceived the peer to peer technologyaa®ssible oppdunity for

new business model§he underdeveloped legal areas, pricing and monitoring technologies
howevermade tis innovation difficult to apply into legal market making it ansaisfactory
innovation for legitimate business&3dn the other hand;onsumersnjoyed the vast amount o
content available online arttie amount of pirates quickly rose. New segments of consumers
emerged as gradually users became involved with multiple (legal and not) platforms in order to
satisfy theirincreasingmusic demand need$.egal prosecution, awaness campaigns and
educational programs emerged in order to slow down and control the growth of digital piracy.
Majority of artists were dissatisfied with globally increasing digital piracy, considering it as a
direct theft of their intellectual propertyEventually certain ways of exploiting digital
distribution evolvedand certain artists have establishrexv marketing, pricing and branding
strategies online.

Gradually legitimate digital distribution business models emerged, such as ITunes and later
Spdify, which became successfial lower consumer complicity and strengthened IPR countries,
providing legal alternative® digital piracy for music consumers.

Looking from the industry life cycle perspective it can be said that recording industry addket
attained maturity before digital piracy emerged. The market was controlled by few giant
companies using traditional distribution and marketing business models and attaining solid
incomes. The digital piracy possibly has plunged the recording indagira inew fragmentation

stage where companies are developing new business models to monetize and profit out of digital
distribution. The emphasis for industries should not be on preserving old and stable but possibly
declining markets but capture emergmgportunities provided by new radical changes such as
digital market evolutiorfMartin & Eisenhardt, 2004)

ITunes has been the first to provide dominant digital ownership model, becoming leader in
legitimate digital saleg§Swanson, 2013)Spotify is currently exercising the newest process of
digital distribution, streaming service, which enables firm to quickly expand in markets and
achieve high growth.
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Peer to peer technology driven emergenfcentine piracy has acted as a major disruption to a
mature and stable recording industry marRéte disrupting technology can be comparedas

radical process and market innovation:

1. Processi The distribution of audio content online can infinitely wed costs of
manufacturing, di stributing and marketing co
models.

2. Market T Digital distribution enabled for an increased demand of consumers globally.
Furthermore, new segments of users, prone to reach @odi@nt digitally through new

platforms, emerged.

Unfortunately the difficulties to control this technologyvhlaed to it being deemed as
unsatisfactory innovation, which resulted in actions to delay the diffusion of innovsticim as

lawsuits anddigital rights managemen€onsequently, financing arpiracy services and legal
prosecutions may have reduced f i r rhat@dtherwse ov at i
could have been usediopt technologgnd processes of piracy services.

It can besaid that djital piracy energed driven by new technology aagpanded as a market

driven oneThe greatly increased demand has left recording industry with only way to adopt this
technology and produce legitimate alternatives rather than ignore or entioec digital

distribution of music.
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5. Spotify case

5.1 The company

ASpotify and related music streaming services
i ndu 9Swangan,013)

Spotify is a legal comercial digital distribution service that allows its users search, listen and
explore vast amount of content from its library, ranging from mainstream to independent artists
worldwide. This servicewas introduced inSweden2008 October Its foundes Daniel Ek and

Martin Lorentzonrealized the opportunity to develop something to be both commercially viable

and act as direct counter measure against digital piré8yanson, 2013)

Daniel Ek, the main entrepreneurial drive fobehind Spotifyhad been the C.E.O. of uTorrent,

the application being majorly used in Bittorrent network and exploited in illegal sharing. While
uTorrent made revenue by monetizing certain content being shared, it was still perceived as more
or less pirag network. In 2010 Sean Parker, dounder of Napster, joined Spotify with the goal

to expand the service into USA market and challenge IT(®eabrook, 2014) To | abel s 6
publishersd surpri se massieely mvolved i plevedopieguechsologyr e vi o
that was the backbone of digital piracy were now cooperating to make a commercial digital
distribution model and fight digital piracy at the same time.

The Spotify audi o str eamctipaoge to ese this sewwiceewhd s a i
otherwise would download music illegally or use otlgggital distribution modelssuch as

ITunes In most basic understanding Spotify operates as a radio station, where every user has an
individual ability to program andigk what he wants to listen at the moment.

The establishment and success of this business model has rdiedemmajor objectives:

1. Spotify had to builda considerable amount of music availableso that users would feel
similar freedom of choice akay have in illegal peer to peer networkbe Companyad major
difficulties with gaining licenses for otherountries to stream the musiCopyright holders,

being constantly ripped off by digital piracy, were reluctant to deal with entrepreneurs who
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deweloped the very same technology that is being used by p{Ge¢abrook, 2014)The labels
were distrustful of the service due to its free of charge usage option, which theyqbae a
threat to legitimatealigital cortent saleslt took time and required success in Europe countries
before Spotify managed to enter USA market.

2. A free of charge usage optiorwas needed not only to introduce consumers but to build the
overall user basevith the prospect of these useecoming premium once they realize the value

of service.(Spotify Ltd, 2013) Expansion of user base in this type of service is crucial for this
business model to worldn increase of users, despite of them contributing r&lBtiless as an
adfinanced, contributed greatly to overall increase of user base and popularity of service, which

positive network extension effect attracted more paying users as well.

3. A technology capable of sustaining a fluid streaming servic&.he goal of Spotify was to
build application that streams instantly without any visible delay to the cong@®aabrook,
2014) making the vision of having all of the music instantly available come true. The new
streaming protocalesign was needed to establish that.

Spotify has been succeeding in these three objectives so far, expandimgndltoburope and
eventually USA.The firm has experienced an exponential growth with current rate of nearly
8,000 new subscriptions per danpd has been valued at 3 billion dolldng 2013 (Swanson,

2013) Currently this audio streaming service has attracted 60 million consumers in 58 countries,
out of whom 15 million are premium users and contribute with montwyynents(Spotify Ltd,

2013)
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5.2 Technology

AThe problem with the music industry is pirac
model . But you can't beat 1 Banibl BEkfSeabpok,201F)e c hn ol

Spotify had to adapt and develop new revolutionary technology to start a successful streaming
business. Other major players of music industry, such as ITunes recognized streaming to be one
of upcoming possible majorrends in the future, but disregarded it as technologs
underdeveloped for it at the tinadong with internet bandwidth limitations in many countries

was up to Spotify to pioneer this service along with other emerging streaming companies in the
audiomarket.

The main challenge of this service was to achieve low lateramnsumers should not have to

wait for their requested tracks to download before streaming them, this process must be
seemingly instant in the eyes of the users, just as if theydihtiee music in their hard drive.

The key here was to stream under the timeline that human being perceives as a delay, Daniel Ek
defined it to be 0,2 secondSeabrook, 2014)The core technologyo achieve this streaming

spee and efficiency ofSpotify servicewas developed to be supportled three main sources
(Yanggratoke, et al., 2013)

1. Spotify storage system provided by its backed servers. These servers are the backbone of the
firm, providing audio streams to users for all available content, running playlist management,
music search, social functions, data gathering and analyzing functions.

2. Clientds | ocal cache. The recently played
allowing it to be replayed without 4&reaming entire content, therefore reducing Spotify
servers6 |l oad and required internet bandwi dth
3. Assisted peii to-peer technology allowingp stream parts of content from other consumers
reducing the load of Spotify seers.The importance of this technology is increasingly important

in streaming services and future of internet traffic in matters of resources sharing and streaming
with low playback latencyLiu, et al., 2014)which are cru@l for Spotify serviceFurthermore,

it can be said that this system is supported by network extension effect, meaning that with more
users online streaming, they contribute their own internet bandwidth to maintain low latency,

quite similarly to illegakharing platforms.
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Spotify collects vast amount of data where, how and when its users listen to (®eahrook,

2014) Online streamingy nl i ke traditional al bumsdé sales or
can easilyt rack consumersd® behavior and wuse this
suggestions for theuselS.pot i fy i s now interested ther not C
overall online profile, in an effort tawombine p | avy pr edfactrae nwie tsditial u s er s (
information, i.e. Rcebook profileproviding exponentially more opportunities for data mining
(Seabrook, 2014) All this big data can provide huge opportunities for both athes and

labels as well, providing insng into their target audience.

5.3 Business

ASpotify doesnét sel (Beamols20t4) it sell s a

Spotify pravides a music streaming serviagich allows its users to listen tillions of songs
availablein f i r mds dat a-boareded deviteh and doso legallyshva monthly
feeor free of chargéSwanson, 2013)his digital distribution model fundamentally works more

as a rental subscription based service rathen iTunes digital content ownership model, as
consumers pay for the service of listening to songs rather than the rights to owr.tienr.
defines this type of distribution model as MdaBlusic as a Servigevhich ischaracterized by

two main feature§2013)

1. Music is not downloaded but streamed while being consumed.

2. Users payeither asubscription feeand/orare part of adfinanced servicenstead of being
charged for the used content.

MaaS provides music streants users when they request it out of its library, the users
themselves neither permanently have the content stored nor own the rights to Tiaigetyipe

of service establishes intangibility via digital distribution serving as a b{@lar, et al., 2013)
Users can O6rentdo all the available music in
Spotify streaming servicalso thrives on its recommendation system engine to give its users the
best experience of surfing their ldsres andexploring music.Spotify lets users generate and

share their own, acempangitbelf hasgeneratad ywundredsh of playlists, a n d
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seemingly for every oTheetsaiahllies ta axgloreeandeshayeanusecd s
between userare appealing to consumers and often are perceived as the features that contribute

to the extra value compared to illegal downloadibgtrr, et al., 2013)

Spotify provides vast amount of music content from both major |lainelsndependent studios.
Users of Spotify can access al ladfinabhcedmadé, nt e n't
which gives the same unlimited access to the available content, however provided with
advertisements in the forms of audio or pgs.

A premium model Bows users to skip commercials, can offer higher bit rate streaming and
offline access to the content for a monthilypscriptiorfee.

Spotify provides free optins for consumers in USA mark@013)

Freemium 1 Access to all of available catalog. Free of charge
Interruptions of audio and vide
advertisements while using application.

1 No ability to use the application offline

download songs.

Spotify unlimited 1 No interruptions of advertisements. 4,99 dollargper month

Spotify Premium 1 No interruptions of advertisements. 9,99 dollars per month
Ability to temporarily download songs

devices and listen offline.

Spotify identified that on average more than half of USA consumers do not spend any money on
musig while the remainingisers spend only about 55 dollars annuddly products andervices

of this industry(Spotify Ltd, 2013) Therefore Premium users contribute more than two times
compared to the average USA music conssni@sed on these statistics and can help music

industry diminish the losses of declining traditional sales.
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5.4 Artists and Labels

AThe end goal i's to increase the entirie pool
Daniel Ek(Seabrook, 2014)

Spotify distributes back 70% of its earnings to music owners, which can be both major labels and
independent artists. The labels and/or artists usuallynegetiate the share rate which they will
receive for eachstream of their owned conten(Swanson, 2013)The artists and labels are

somewhat divided in gards to Spotify business model:

1. Artists and labels that dislike the digital streaming model.Main arguments against this
serviceare that it does not pay sufficient for artists and content rights owners, does not work in
the interest of artists and cannibalizes the traditional album sales being not much different from
digital piracy.

Prominent mainstream artists have withheld thaiisic from Spotify stating that payments are

unfair and this digital service destroys album séfsanson, 2013)raylor Swift decided not to
make her newest al bum 619896 hasremovielalbdf lker on Sp
content from the platform. She based this decision on opinion that streaming and digital file
sharing has cannibalized aloum saleshhe Swi ft 6s al bum was year 6s
time number 1 in Pita Bay illegal sharing platforrA | b u leg@lsales, while topping current

other artists, were nowhere neartathe highs of traditional album saléSeabrook, 2014)

It is difficult to estimate whether and to what extent digital distribution (legal and illegatts(ff
traditional album sales. Certain consundeggoups may always prefer traditional purchasing
methods, as they perceive higher value in owning hard copies and are unlikely to revert to other
consumption platform@Nejters & Gadertier, 2015)The emergence of new platforms however

may eventually affect the balance of these segments, as emerging younger generation is more

demanding for access to content and accepting new platforms of music consumption.

2. Artists and labels that enjoy this service and feel that they have much to gain from it.
Other artists however enjoy their music exposure to wide audience, gain valuable insight about

their fans and the payment model per play as an alternative to digital piracy where ény rec

63



noincomeMaj or hits, such as Aviciiodos fAWaked Me Up:
millions of dollars in royalties, popular indie artists like Chvrches, Mumford & Sons and many
others are also satisfied with the service and extra incomeyaéies.

Lordeds first hit ad &digneel usifg Spptify iearkydstagesuot artisto f

career. Word of mouth advertising along with Spotify users sharing their playlists contributed to

Lordeds success and arldydefdmey hel ped her achi e

It is important to note the fact that majority of artists have been struggling to make a living in
traditional markets prior to digital piracy and streaming serviS@ganson, 2013)As much as

97,9 percent of Aums do not contribute any income to artists as all royalties end up financing
initial Il nvest ment in albumdébs creation and d
paid artists, small acts however struggle to break even financially during Then®fore it can

be said that while digital distribution gives new opportunities for artists to distribute and market
their content, it should not be implied to bring significant profits and possibly not be the main
source of income, rather a supplementane.Highest paid artists nowadays are the ones who
are giving world class tours, the album sales might just be the thing of the past. The digital
distribution model helps grow fan base around the world, furthermore artists can easily use its
data to kiow where they can successfully tour, what audience they can expect, even what songs

they should play. The data is here, all that is needed is to use it.

Themajor labels such as Sony may use their vast amount of copyright owned content as leverage
and ngotiate higher share rate compared to independent staiesenattaincompany shares.

Spotify is dependent on its vast amount of music available in ordetréztits consumersand

be a competitive streaming serviceajk labelsand copyright owners these cases caatain

their influence in this digitalized market, as opposed to overall perceived idea that digital
distribution decentralizes and reduces the overall role of labels, as artists are less dependent on
them.Furthermore labels keep th&wn royaltypayment system on how they pay their artists
(Seabrook, 2014)While the new ways for consumers to find and legally listen to music have
emerged, the ways artists are paid may still be very well underdevelopeidgatalifficult for

them to be paid fairlyArtists may as well want to sign up with major labels in order to gain
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higher share rate, even though certain artists have beated profitable distribution and

marketing strategies on their own.

5.5 Consumers

N,

(Bascap, 2009) /' (wejters & Goedertier, 2015) |
1. Robin Hoods 1. Traditionalists \

2. Happy purchasers 2. Light users |
3. Innocent purchase aAll-round users ,

|
ers-downloaders |

| 4. Struggling cons
| 5. Genuinely fr

New market for aansssamannaan Target
digital distribution - audience of
gl Spotify

EAEEEEEEEEEEEEN

Figure 4: Spotify market table

Legitimate audio streaming business such as Spotify can support the fight-piraoyti by

providing legal viable alternatives to consumers who are used to freedom of access and vast
amount of content available witihe click of the button onlineThis service may not be for
everyone, as C ons umethesnusicbyestreamireg ms oppoded tp owdingatn t i n
indefinitely. B. Wejters and F. Goederti€2015)study provided caonu mer s 6 segment s
identify the possible targeted consumers for Spoéify. adi t i onal i st sdé wi | | I
their desired musiand use traditional consumption methods sashbuying CDs.Other
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segment s, espeaoiwal loyrd éest lixgtyaantemest from trying Spotify

service. Freemium product can be interesting for all groups &ntior use the service to meet
theirmoder ate musi c consurnopun dodn udseentasn,d .r eBloatthi voeall
and O bsersgrore prone to legal acquisition, are possible future premium subscribers oncel/if

they perceive service to be valuable enough for their specific nékdsn y teedmer® s
downl oader so may not b e vandl gay forgseniices, howem v e r t
eventuallya fair shareof these ofusersare likely to perceive their music consumption and

demand to be high enough for them to pay subscription fees for a superior to free (digital piracy
and/or freemium) service

An investigation executed in Sweden 2009 about consumer sd audi c
consumption habits provided evidence to support this statef@¥tof interviewees stated that

they have reduced or stopped altogether their illegal file sharing habits due to the law reform and

the emegence of Spotify with other audio streaming servi¢@dermon & Liang, 2014)
Swedenbdbs <case provides a g¢-@md laesxamanmelv eiable o w g ¢
business models that manage to use the technology can sutgcessfibat piracy and do not

diminish social welfare.

Dorr (2013) provided study on potential MaaS users identified tinat attitude ofmusic
consumersto try out these types of services ggnificantly influenced by provided
recommendation engines and flatte (or freemium, aflnancedfeeg. Users also positively

react to reduced time and cost to search for wanted content as well as increased morality when
using a legal service and therefore contributing to the indasimypared to remaining digital

piracy users.
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5.6 Conclusions of the case study

Al magine a world where music flows all aroun
access to music becomes a kind af t Ndt fortfrge, per se, but certdy for what feels like
f r e(Busek & Leonhard, 2005)

The Daniel Ek and Sean Parker had a vision that separated the technology and digital piracy
which traditionalrecording industry distributonmay have had hard time imithg. Both of these
programmer8 made entrepreneurs have agreed that digital piracy has negative impact on
industry and should be combatted. However they saw the radical new technologies, such as peer
to peer revolution through Napster and later uTorrastan unexplored business opportunities
rather than something to be banned and forgotten as music publishers have been trying to for
over a decadeDaniel Ekdeveloped a legitimate business model exploiting much of the very
same technology that i@l orine sharing is driven b§Seabrook, 2014)

The vision, that started Spotify, was not to make something entirely different from what piracy
was doing, rather to make something better than it, taking the best practices, peehtagpeer
tecology andthe already established ahdngry for digial content demand, and provitteem

with service that eventually creates perceived value high enough for a corisueeiilling to

pay for it, even knowing that alternatives, beeitd a | or not, are free. A |
Spotifywasadmvera second chance ($eabrogke20l4Napst er r i ght
Spotify exercised methods of freemium modelgonremendation engines and social options.
These innvations managed to increase perceived value of Spotify service compared to digital
piracy for its usergSudler, 2013)The digital distribution streaming model is an example of how

a legal content can make piracy perceivethisior again in the eyes of consumers.

Spotify works similarly as internetself with both legal and illegal platforms, a medium where
music, an experience good, can be tried, listened, shared and discussed, leaving an option for
fans to buy albums aftwards. The crucial difference is thadrtists are rewarded, even if
insufficiently or unfairly at the moment, they still receive money from sampling, and can
furthermore use the data to understand their audiences better. Even if Spotify business model
would succumb to the fierce upcoming competition, needy labels and artists or even further

evolution of digital piracy it stilhasshowed the world that legaigital streamindusinesses can
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be created for the global markets that surfaced due to risen démflaenced bydigital piracy.
Furthermore these services can provide opportunities that traditional distribution models could
never do. Thishowever does not imply that artists will have an easier time of reaching their
target audiences, or will be alite make a living oubf streams. However, artists and labels that
choose to ignore this trend will be more and more likely to be left at sidelines of this expanding,

technology and consumption driven internet community
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6. Conclusions

This study aimed to analgzdigital piracy as means of innovating recording industry market.
Digital piracy has caught a lot of attention as an increasingly growing threat to the sensitive
industries. Many studies confirmed digital piracy to negativeipact legitimate sales and
businesse¢Chaudhry & Zimmerman, 2013A number of articles however also identified a
certain positive effects that digital piracy can bringa sense of social welfare, new business
opportunitesand possible innovatior{€hoi & Perez, 2007(Dorr, et al., 2013)

This study spports D. Y. Choi and A. Perd€hoi & Perez, 2007jindings and proceeds to
show thatdigital piracy can act as an innovating factor in recording industry pushing new
technology and eventually transforming previously stable and mature market into digital

revolution.

The third chapter of paper has provided a more explicit insight intoadigitacy and how it is
perceived by users and producers. The findings state that, while being potentially damaging and
definitely illegal, thereare benefitdo the existence of digital pira@rther from social welfare or
business related, as an unoticiprice differentiation, sampling and introduction of new
product s, net work extension and The peertogeek et 0
driven digital piracy can be viewed as a byproduct created by revolutionary sharing technology
that wasot viable for legitimate businesses at the time of its emergence.

The direct damage to industries however must be addressed and controlled. Tvedfectire
strategiexan be defined:

1. Lowering consumer complicitytowards free downloads. If users enstand that they are
eventually stealing and, furthermore, can be caught and hold accountable for their actions, they

are more reluctant to pirate.

Furthermore, anpiracy campaigns could educate consumers on the number of viable legitimate
alternativessuch as Spotify, that can supplement their demand for music and support artists and
labels altogether. Naturally government should not aetraarketingagencyfor these services

but could find a way to educate consunareut viable emerging legal aitatives.
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2. Increasing perceived valuef legitimate productThe better legal alternatives to piracy can

be a direct countermeasure as indicated by globally rising digital @atesmon & Liang,

2014) (Sudler, 2013)If users perceive that they can gain more from legitimate download, also
they find it supportig the product, artist, studtbey like, they would more likely purchase the
product given the opportunity even if they have downldatidlegally before.

Theinternet piracy history has showed that before enforcing the illegal distribution channels and
content sharing platforms, firms should establish a supplementary comfortable legal ways for the
users to get their prodisc The ever demand increasing culture of consumers will find and
exercise a best way of getting the content, and in many cases they are willing to pay for the

service as long as they perceive its value to be high enough.

The explicit overview of digitapiracy in the third chaptdrelped tadentify areas where digital
piracy has acted aspossibly innovatindactorand furthermore, where legitimate business could
aim to exploit digital piracy developed opportunities.

The fourth chapter identified theek areas radical impact of digital piracy to the recording
industry market. The suddenly emerged online piracy with its revolutionary peer to peer
technology has shown a possible online distribution model with vast ecommerce abilities, as well
as additionhinsight and knowledge gathering for both producers and consumers. The digital
piracy provided a radical process innovation introducing a technology thdtstabute content
digitally in acheap and effective way, globally and instantly. Consequémnfiynew distribution

model has radically affected the existing recording industry market, making it possible to target
previously unapproachable segments of market. Furthermore entirely new types of consumers
using the content via multiple platforms haveegged, providing opportunities for new business
models.

The difficulties to monetize the system brought in by digital piracy however made it into an
unsatisfactory innovation for artists and labels, launching a series of fights against illegal piracy
by traditional labels and many artisiSertain companies and entrepreneurs however have found
opportunities to develop a new business models monetizing and making a profit out of the
digitally evolved marketRecording industry has been gradually shiftirsgsiérvices to appeal to
changing demand and as a result it made 32% of their total income via digital distribution models

(Dorr, et al., 2013)Furthermore, major labels and publishers have acknowledged the rise of new
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digital distribution models and leveraged to attain shares of prominent companies, such as
Spotify. This enables major labels to retain influence in the recording industry markets and
diversify their markets and services with reasonable expectations of high growligital

A

di stribution to compensate traditional saleso

The fifth chapter builds an instrumental case study of Spotify, one of the currently leading audio
streaming business models today. The creators of company rehlkzectential broughin by

digital piracy and used it as an opportunity to devaelapw approach of selling music.

The interesting case here is that Spotify was created and developed by the very same people who
have created and/or worked with the technology most widelwkremd used for piracly peer

to peer(Swanson, 2013While the traditional audio industry players were reluctant to embrace
new technology and adapt their business models the inventors took it upon themselves to carry
their inventions into radical innovations for audio industry. This exaraptevshow a ralical
technology that providegreat social welfare service to the community will still be used, either

by legal business models or by pirates.

Spotify has emerged as a cangy to fight digital piracy by bringing a portion of pirates and

their consumptions to legitimate use of music via streams. This purpose has helped Spotify
attract a number of artist;mmad | abel s as wel |l as consumer s.
ownerswere willing to sell their IPR in order to receive at least portion of sales lost due to digital
piracy. Consumers that were conscious of piracy being illegal and potentially damaging the
industry were satisfiedo legitimately consume music as long assthaervices providethe

same quantity anguality as illegal piracy does with reasonable perceived pricing structure.

It could be argued that Spotify would have had a more difficult time to emerge if the digital
piracy were notexisting in the recordingndustry. The firm has targeted already established

market of multiple platform using consumers and used peer to peer technology. Furthermore
traditional recordsd publishers and artists g
their IPR or demanh higher royalties if digital piracy threat was not pres&upporting this

claim is however beneath the scope of this paper and would possibly require a further analysis of
recording industry including a comparative case study with a hypothetical giigital acy ab s en

recording industry market
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This paper does not try to undermine the importance of edgoadhsumers and protecting IPR,
however it sheds additional light on certain positive factorsgimaty can bring to the market
for both consmers ad industries themselves. The possibilities realized in business are
eventually being exploited by innovative winners and ignored by incapable to transform

conservative businesses.

6.1 Limitations

The main subject of analysis in this study is the digitedcy. Even though research area has
been narrowed down to the recording industry market only this still leaves for a very broad area
with many different approaches that could be exercised during study.

The instrumental caseusty was done for a singfem that could be interpreted as an innovative
winner. The crossectional study analyzing multiple nessmpaniessmerging ina fragmented
emerging digital distribution market could provide more insight on how these businesses interact
with consumers antPR owners, what challenges and difficulties they come across and possible
future for this market.

This study however aimed to provide an insight about digital piracy and its influence as an
innovating factor in the recording industry market making ertstudying of industry beneath

the scope of this paper.

6.2 Implications for further research

The quantitative study can provide further and possibly more detailed overview of the new
market emergence of digital consumers that are viable for busine&dsnsoch as Spotify. The

data however should be treated carefully and with objective critif€AO, 2010)
understanding the difficulties of its precise evaluation in terms of illegality and uncerfsnty.
mentioned, crossectional case studies can also be a viable option to identify digital distribution
market and its emerging competitiveness to establish consumer base. Furthermore, study based
on antipiracy services and laws could shed more light on implications of camnstomplicity

and how potential pirate groups could be persuaded into becoming legitimate users.
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