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Does the cloud have a silver lining?
The Internet’s effect on the creative sector

The Internet has been altering the way we create, distribute and consume creative content.
This has led to some proponents of the Internet claiming that the creative sector is ‘booming’,
while parts of the sector itself claim to be ‘devastated’ because of the side effects of the
Internet. One topical issue where policy choices are likely to shape market outcomes in the
creative sector is the licensing of cloud services, which is explored here

The economic impact of the Internet on the creative
sector is rarely well-understood, and often evokes
strong reactions from stakeholders. On the one
hand, Internet and technology lobbyists have made
suggestions such as:

Contrary to the dire warnings of the legacy
entertainment industry the market is booming’

On the other hand, some parts of the entertainment
sector have made criticisms such as the following:

the accumulative impact of millions of songs
downloaded illegally — and without any
compensation to all the people who helped
to create that song and bring it to fans — is
devastating®

In reality, these extreme views are likely to mask the
complex range of impacts that the Internet is having on
the creative sector. In order to reach an informed view
on this, it is necessary to understand the ways in which
the Internet is affecting the creative sector, and how
both the type of content that is produced and the way
in which it is distributed are changing. While
innovations in distribution platforms and consumer
preferences will shape outcomes in commercial and
non-commercial creation, policy-makers also have a
role in designing a market framework for new
remuneration models. Indeed, there are a number of
ongoing policy initiatives that aim to combat piracy,
improve digital licensing and, for example, clarify
copyright exceptions to make them more suited to

the digital age.

A relatively recent, and possibly very important, new
chapter in this debate relates to cloud services, which
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essentially host content remotely from a user. In order
for a user to access the content, it is streamed to them
at their current location and on their current device,
whether a computer, mobile handset or tablet. These
services are therefore changing both the supply of
creative content and the way in which it is consumed.
With this development in cloud services come policy
issues about how to ensure that creators are
adequately protected and remunerated for their work,
while at the same time widespread access is facilitated.

The mechanisms through which the Internet affects

the content industries are discussed below, highlighting
some policy considerations. Building on these
mechanisms, the focus is on the implications of cloud
services, in relation to which important policy decisions
are about to be made, at both the national and EU
level, as discussed below.

Who are the creators?

The nature of creative content is changing. It may be
typical to think of the creative sector in a narrow sense,
such as that of commercial songwriters and
film-makers. However, there are many other creative
sub-sectors that use the Internet to distribute content,
and, increasingly, new types of content creation. There
are also elements of the creative sector that are not
manifest in market transactions—such as
user-generated content, or content published under
the ‘Creative Commons’ licence.? In addition, the
boundaries between production, aggregation and
distribution of content are becoming increasingly
blurred, and there may be a case for taking some parts
of the distribution and broadcasting into account when
defining and evaluating the ‘creative sector’.
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How has the Internet
influenced creators?

The Internet has had a range of effects on creators, in
terms of both the creative process and the distribution
of creative content. Some representatives of the
creativity industry have highlighted piracy—for
example:

In 2008 the European Union’s creative
industries most impacted by piracy (film,

TV series, recorded music and software)
experienced retail revenue losses of €10 billion
and losses of more than 185 000 jobs due to
piracy, largely digital piracy.4

On the other side of the debate, proponents of the
Internet’s impact often highlight the growth in total
content produced simultaneously with the growth in
Internet usage—although they often do not question
whether the growth in content produced could have
been even stronger without piracy.’

In order to understand fully the impact of the Internet,
however, several mechanisms need to be assessed
together. Some of the most important ones are as
follows.

— New creative sectors: commercial creative
content—the Internet enables entirely new forms
of creativity that were previously impossible, such
as multi-player online games like Playdemic, and
website design.

— New creative sectors: non-commercial creative
content—the Internet has helped amateur creators
to create and share their own content. The existence
and sharing of user-generated content has been one
of the challenges for policy-makers when considering
how to address file-sharing, since distinguishing
between commercial content that is subject to
copyright and user-generated content requires
close monitoring.

— New business models—the Internet creates
opportunities for new business models to sell existing
content, owing to the way in which it permits content
to be distributed at a low cost. Although some of
these models may replace existing distribution
businesses in the entertainment industry (such as
online sales ‘cannibalising’ CD sales), the efficiency
cost savings achieved from the Internet can still lead
to a gain to the creative sector and, more broadly,
to society as a whole (which is, essentially, the
economic concept of creative destruction).® This
can, however, create challenges for existing
bricks-and-mortar businesses, and policy-makers
may wish to consider the distributional implications.
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The ease of consuming content at home may reduce
attendance at live ‘arts’ events, although the low or
zero marginal costs of accessing and ‘trying’ new
content over the Internet may, in turn, boost revenues
from live events.”

Facilitating creativity—the Internet can help
creators to produce their content by giving them
access to a range of tools. For example, online music
composition applications let users create, view, print
and hear music notation. The Internet can also be a
source of advice and training, whether these are
provided formally, or informally via Internet forums or
other sites. Additionally, online networks can help to
facilitate collaboration among the creative community.
Sites such as v-band.com help creators to meet
others who can complement their own creativity.

Distributional effects—the Internet helps to promote
the scalability of creative content, in that increasing
numbers of consumers are able to access and
consume the same product. This can lead to a
skewing of the distribution of success, with a small
number of ‘superstars’ accounting for an increasingly
large proportion of revenues. However, it also creates
opportunities—for example, British singer-songwriter
Adele was discovered through MySpace, and the
Arctic Monkeys became famous after their fans
uploaded the band’s songs onto the Internet. Indeed,
the Internet facilitates content distribution for
amateurs (it is easier to distribute content over the
Internet than through physical platforms), although
there is empirical evidence on the distribution of
music consumption, suggesting that consumption

is concentrated among a small proportion of the
available tracks in the digital realm (legal and illegal).?

Greater threats of piracy of creative content—
since the Internet reduces the cost of copying and
distributing content, it also increases the risk and
scale of piracy in its various forms. While the Internet
itself does not encourage piracy (it merely facilitates
it), it should be recognised that it does allow
opportunities for copyright to be disregarded (a recent
study examined in some detail websites that facilitate
copyright infringementg). In doing so, the incentives to
invest in new creative producers may be reduced,
owing to the lack of protection of their future work.
The challenge is to find ways to protect rights-holders
from piracy without onerously restricting the freedom
of Internet users. It has been suggested that piracy
became widespread because legal, attractively priced
content was not made available to the extent to which
it could have been.' This argument may have some
merit, but it masks the other side of the story; namely,
that file-sharing sites have crowded out—and are still
constraining—legal online distributors.”” Where a
market failure is identified, there may be a case for
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public intervention, such as warning and
disconnecting consumers who are directly engaging
in illegal downloading. These interventions belong to
a separate debate, but it has been suggested that a
rigorous approach to combating piracy may benefit
the online content market, success of which seems
to be a key factor for content creation.’?

What does this mean for policy?

The mechanisms above demonstrate how the

online world presents creators of content with both
opportunities and risks. On balance, it appears that the
Internet, and the expanding number of ways to access
it, provides an opportunity for the content industry and
a platform for non-commercial creation. However, the
evidence on damages caused by piracy conveys a
consistent message: careful consideration is required
to manage the evolution of innovative ways of
distributing content so that the incentives to produce

it in the first place are secured. Aside from commercial
strategies adopted by the entertainment and
technology industries, policy-makers will also have

a role to play in shaping the content market going
forward. Their decisions are likely to have
consequences for market outcomes and remuneration
models in various parts of the future digital
environment—including for cloud services.

Cloud services and licensing—
rules of the game for the
‘game-changer’?

As recently noted by the European Commission,
cloud storage facilities (and various related services)
are significantly changing the ways in which both
user-generated and commercial content are
consumed—which the Commission describes as

a ‘game-changer’."® A range of cloud services are
already available, some of which simply provide server
space for uploaded back-up material, while others
involve ‘scan and match’ functionalities, whereby the
cloud service ‘scans’ a user’s music library and
provides them with cloud-based access to the music
which can then be consumed on various devices.

In addition, music and video streaming services, such
as Spotify, are cloud-based, even if users do not
necessarily have their own music libraries scanned and
matched when using them. As PRS for Music, the UK
society for songwriters, composers and music
publishers, puts it: ‘cloud services are fast becoming
the future platform for music consumption due to the

simplicity of access to music libraries’."

Cloud services do, however, come with some
controversy. A critical issue for rights-holders
is whether the acts of saving content onto, and/or
consumed from, a cloud should be subject to
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market-based licensing (between the service providers
and the rights-holders), or, alternatively, how far
copyright exceptions, and the private copying exception
in particular, should go in allowing such uses on an
unlicensed basis." This issue is topical both in the
context of the Commission’s ongoing work on copyright
and its recently launched cloud strategy, and in the
implementation of changes to copyright legislation that
are under way in individual countries, such as the UK
(the ‘Hargreaves review''®). In the UK, for example,
rights-holder organisations have strongly opposed
covering cloud services by the copyright exception

for private copying. This is because, as Music UK, an
umbrella body representing the interests of the UK’s
music industry, notes:

A broad-brush private copying exception

that extends to the reproduction of music
downloads and copying music to cloud services
could have a devastating effect on the music
industry’s future prospects. It would
immediately and irrevocably reduce licensing
income by bringing into the scope of an
exception usage that is currently permitted

only under licence."”

Rights-holders’ concerns are understandable from

an economic perspective. Oxera has previously
highlighted the relative merits of licensing—in terms of
both economic efficiency and fairness.'® Rights-holders
and cloud service providers can negotiate licence
terms, including, for example, reproduction rights, and
a right to access files that are uploaded or ‘scanned
and matched’. In turn, they can also negotiate how the
‘pie is shared’, with an aim to allow both parties to earn
an efficient share of the revenues generated
downstream.

Insofar as licences can be designed and implemented
to cover uses of content on different platforms, they
can also be differentiated in price, and therefore permit
consumers to pay in accordance with their willingness
to pay for the uses that they need in the downstream
market (ie, by choosing a type of cloud service that
best suits their preferences). Cloud services can
therefore enable efficient price discrimination, where
the value that different types of consumer place on the
ability to consume content conveniently in different
locations and on different devices can be priced on
market-based terms.'® From an economic perspective,
such cloud services are therefore a fair and efficient
way to remunerate rights-holders for the use of
purchased content on different devices. The
effectiveness of licensing depends on how flexible

it is in reflecting different types of service (such as

a situation in which the cloud service is linked with
original sale of content), and how well it can be
accommodated to different types (and sizes) of service
provider.?
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Cloud services already exist that demonstrate how the
acts of accessing purchased content through various
platforms can be licensed according to market-based
conditions, and how innovative and legitimate business
models can be built on top of those licences. There are
concerns that broadly or vaguely defined private
copying exceptions covering cloud-based uses could
dilute the incentives to develop new licensed cloud
services, and would undermine the existing ones (such
as Apple’s iTunes Match and Amazon’s recently
licensed Cloud Player).?’

The rationale for a private copying exception—often
accompanied by statutory levy schemes—stems partly
from the notion that certain acts of private copying that
are beneficial for users cannot be reasonably licensed,
and sufficient remuneration to rights-holders is not
achieved through market-based mechanisms. This
market failure rationale seems inappropriate in the
context of cloud services where licensing seems to be
feasible. While the various types of cloud service and
their implications are not all examined here, it seems
questionable to consider exceptions that come with
controversial statutory compensation issues for new
means of content consumption that are both licensable
and already have market-based remuneration
solutions. In all, clarity on the boundaries of copyright
exceptions does therefore seem essential, especially
given the pace at which new business models are
being introduced. The Commission’s cloud strategy
paper recognises these issues, but does not yet
provide clear guidance on the matter.

Some conclusions

As the discussion above has highlighted, it seems
apparent that the Internet creates significant
opportunities for the creative community, and, indeed,
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a platform for new forms of creativity. At the same time,
there is evidence to suggest that online copyright
infringements have resulted in some poor outcomes
for rights-holders.? It is therefore not that informative
to seek to quantify the positive or negative impacts that
the Internet has had on the creative sector—it is not
possible to have a counterfactual situation of no
Internet against which to compare the factual situation.
A more insightful starting point for such an analysis is
to identify the mechanisms through which the creative
sector is benefited or harmed; what exactly the
trade-offs are between content creation and
technological innovation; and to what extent current
outcomes could be improved. In this context,
policy-makers are faced with a number of challenges
relating, for example, to piracy policies, exchanges for
digital licensing, net neutrality, and rules for content
rights sales. Understanding the mechanisms through
which the Internet can have a positive or negative
impact on creators can help in designing a
‘future-proof’ policy framework for the next chapters

of the digital age of content distribution.

The above discussion has covered one specific, and
very topical, issue in which it is important that the
copyright legal framework is clarified sooner rather than
later: the implications of copyright exceptions for the
licensing of cloud services. The example of cloud
services demonstrates how rules that were applicable
in the world of physical distribution now require careful
reconsideration in order to ensure that viable digital
market-led models are not crowded out. Public
intervention may be required when markets fail to
generate the desired benefits to consumers or to
compensate creators adequately; intervening where
markets can succeed may cause distortions and have
unintended consequences throughout the supply chain.
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