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Abstract
This thesis analyses how intellectual property (IP) laws are used in the home console
game industry and in particular how these laws are used to capture the returns on
investment, which may indirectly provide a stimulus to innovation. The relationship
is evaluated in three selected markets: The United States (US), the European Union
(EU) and People’s Republic of China (PRC). The first two of these are selected as
representative of developed markets whilst the latter as an instance of an emerging
market. This thesis analyses and illustrates ways in which three major types of
intellectual property rights – patents, copyright and trademarks operate in this
sector of industry.
This thesis evaluates this relationship via a unique approach, adopting both a legal
and economic analysis. The thesis starts with a detailed market analysis of this
industry to identify key factors that affect individual firms’ abilities to capture
returns on investment. This is followed by section II (comprising Chapters II to IV)
which goes on to examine the effects of each type of IPR on these factors in the
developed markets of the US and Europe. The analysis in section III shifts the focus
from these developed markets to the emerging market in the PRC. It identifies the
unique attributes and problems of the Chinese market and demonstrates how
contemporary local IP laws can be used to tackle these problems. It is the view of
this thesis that IP laws theoretically can be used to maximise a firm’s return on
investment while not distorting competition; hence, the thesis suggests that IPRs
may indirectly create incentives to innovate.
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General Introduction
In this thesis, I set out to evaluate the hypothesis that intellectual property laws
create incentives for firms to invest in developing and marketing innovative products
by maximising their prospective returns on investment in a competitive market. I
adopt a theoretical basis for the evaluation and my particular focus is the
home/static console videogame industry.
1. Reasons for Selecting the Home Console Game Industry
It is, in practice, impossible to test this hypothesis across hundreds or even
thousands of sectors. Thus, I set out to test this hypothesis in a selected industry
which can be easily scrutinised and tracked in terms of its history and structure.
Three types of intellectual property rights (IPRs): patent, copyright and trademark all
play a role in this industry which is one of the key reasons why the home console
game industry was selected for this study.
In addition, the home console game industry is a relatively young and booming
industry, which means its history is well documented and can be relatively easily
tracked. The structure of the industry is also more easily identified than other
industries. The core operators in this industry are the console firms of which there
are only three. Although there are thousands of game companies (including
developers and publishers),1 distributors and retailers, all their activities depend on
the console firms. Furthermore, all participants in the industry, wherever positioned
in the stream of production, share a common purpose – to sell games and capture
returns from the final customers, the so-called game players. The whole industry can
thus be observed by examining console firms. Lastly, the customers of this industry
also have far simpler requirements than those in other similar industries such as the
personal computer (PC) industry where the uses to which the products are put are
far more varied. For the customers of this industry, the main purpose of buying a

1

Phrases ‘game company’ or ‘game companies’ will be used in this thesis to refer to both game
developing companies and publishing companies. Therefore, a game company can be used to refer a
console firm that develops first-party games. Game companies also include external second-party and
third-party game developers and publishers.

26

console is to play games. All these features have significantly reduced the difficulty
of testing the hypothesis in this thesis.
This industry is driven, to a large extent, by three factors: technological innovation,
artistic creativity and consumer influence. Not only does it possess major
characteristics that are similar to other traditional entertainment industries such as
music and film industries where artistic creation and consumer preference are also
two crucial driving forces, but this industry is also influenced by technological
innovations particularly in the area of hardware. Technological advances have a
significant impact on the ways of making artistic creations (games) to satisfy
consumer demand in each console generation. This industry has thus become a
suitable place to evaluate the respective and combined roles played by patents and
copyright in relation to firms’ incentives to invest in developing and marketing of
innovative products.
Furthermore, commercialisation translates technological innovations and artistic
creations into financial returns. Brands and trademark are nowadays essential
components in any firms’ attempts to commercialise new products. Hence, this
industry is also a suitable field to test the relationship between trademark protection
and firms’ incentive to invest in innovative products.
2. Key Questions of this Thesis
It is quite difficult to reach the definite conclusion that IPRs provides incentives to
innovate. The major difficulty is that there is no consensus about what innovation in
this context means.2 Commonly in IP research the terms ‘invention’ and ‘innovation’
are used interchangeably by IP lawyers.3 But it is clear that the term ‘invention’

2

‘Innovation: is it the dirty little secret of IP?’ (IPKat 9 January 2016) <
http://ipkitten.blogspot.co.uk/2016/01/innovation-is-it-dirty-little-secret-of.html> accessed 15 March
2017.
3
Henry SU, ‘Innovation is Not Innovation and Intellectual Property is Not Just Like Any Other Form of
Property’ (theantitrustsource, August 2011) <
http://www.americanbar.org/content/dam/aba/publishing/antitrust_source/aug11_su_7_26f.authch
eckdam.pdf> accessed 15 March 2017; Zvi Griliches, ‘Patent Statistics as Economic Indicator: a survey’
in Zvi Griliches (ed), R&D and Productivity: the econometric evidence (University of Chicago Press 1998)
287-343 (Griliches had not defined innovations nor inventions in his article that evaluated the
statistical analyses done by researchers in exploring the relationship between patents and
innovation/invention.).
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sometimes has a quite different meaning from ‘innovation’. Tirole suggests that
invention is the first step of innovation; the point being that the latter requires
significant additional development activities to get products or services to
consumers.4 For Tirole and others, innovation is a complex process, involving a
series of steps from idea to selling products or services to consumers. The phrase
innovative activities could be used to include all activities involved in those steps,
ranging from R&D to commercialisation of final products in the console game
industry. Throughout this thesis I have tried to avoid referring directly to innovation
in acknowledgement of the fact that it is a very hard concept to define with any
clarity. I do however refer frequently to the development of new products. My
research then looks to the relationships between intellectual property rights and the
development of novel products. Such products may or may not incorporate
inventions. Such products may incorporate other subject matter that can be
protected by intellectual property rights.
Another factor that causes difficulty in reaching a comprehensive conclusion that
IPRs provide incentives to innovate is that there is no good and direct measure to
assess this relationship.5 All IP lawyers and economists at best use proxies to
examine this relationship. Although it is possible to conduct statistical analyses
aimed at elucidating this relationship, the accuracy and utility of such studies are
highly dependent on the size and choice of the sample and the ways in which the
data is processed.

6

Collecting and verifying a sample of data that is large enough to

make an unbiased assessment of the relationship between IPRs and incentive to
innovate would be impossible to achieve as part of a Ph.D. research project and all
the more so given that first-hand data on the console game industry is not as publicly
available as data of other industries. Hence, a theoretical analysis is applied in this

4

See e.g., Jean Tirole, The Theory of Industrial Organisation (The MIT Press 1988), p. 389; The US
Federal Trade Commission, ‘The Evolving IP Marketplace: aligning patent notice and remedies with
competition’ (2011) < https://www.ftc.gov/sites/default/files/documents/reports/evolving-ipmarketplace-aligning-patent-notice-and-remedies-competition-report-federaltrade/110307patentreport.pdf> accessed 15 March 2017.
5
Ibid.
6
Baseberg (1987), p. 133.
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thesis, starting with a commonly accepted and indeed fundamental aspect of
economic theory: that innovative activities flow from market competition. 7
In general, competitive markets create incentives to invest in innovation.8But in such
an environment firms or individuals may not be able to capture enough returns on
their investment so as to cover their costs of innovation precisely because of the
competition they face. In such circumstances, firms will be discouraged from making
investments in innovative products.9 Such returns are prospective. As such, they
may not innovate unless they believe they can capture enough returns on
investments they made in innovation.10 The main intellectual property theory,11
asserts that IP laws including patent and copyright law are created to consolidate
this belief in order to encourage innovation. Patent and copyright laws give sufficient
incentives, normally in the form of exclusivity or a monopoly for a certain period to
an individual so that they are more likely to invest in innovations.12 A similar
7

Kenneth Arrow, ‘Economic Welfare and the Allocation of resources for Invention’ in NBER (ed), The
Rate and Direction of Inventive Activity: economic and social factors (Princeton University Press 1962)
609-626, p. 619.
8
Ibid.
9
Financial resources limit a firm’s inventiveness. See, e.g., Hanna Hottenrott and Bettina Peters,
‘Innovative Capability and Financing constraints for Innovation: more money, more innovation?’
(2012) 94 (4) The Review of Economics and Statistics 1126-1142; Bronwyn Hall and Josh Lerner, ‘The
Financing of R&D and Innovation’ in Bronwyn Hall and Nathan Rosenberg, Handbook of Economics of
nd
Innovation volume 1 (2 edn, Elsevier-North Holland 2010), pp. 609-640 (discussing the importance
of internal financing to small firms as well as external financing to big firms with respect to their
innovative activities). Assessing expected returns and risks involved in an innovation project is crucial
in selecting innovation projects. See, e.g., Alexander Kandybin and Florham Park, ‘Raising Your Return
on Innovation Investment’ (2004) Strategy and Business 38-49; Robert Cooper and Scott Edgett,
‘Maximising Productivity in Product Innovation’ (2008) 51 (2) Research-Technology Management 4758.
10
See, e.g., Philippe Aghion and others, ‘Competition and Innovation: an inverted-U relationship’
(2005) 120 (2) The Quarterly Journal of Economics 701-728, p. 701 (Competition encourage
innovation in market where firms have similar market position, neck-and-neck firms.); Philipee Aghion
and others, ‘The Causal Effects of Competition on Innovation: experimental evidence’ Harvard
Working Paper (20 February 2014) <
http://scholar.harvard.edu/files/aghion/files/causal_effects_of_competition.pdf?m=1393886457>
accessed 15 March 2017.
11
See, e.g., Jeanne Fromer, ‘Expressive Incentives in Intellectual Property’ (2012) 98 Virginia Law
Review 1746-1824, p. 1750 (The latter approach includes labor-desert approach and personhood
approach that are discussed separately by other researchers.); William Fisher, ‘Theories of Intellectual
Property’ < http://www.law.harvard.edu/faculty/tfisher/iptheory.html> accessed 15 March 2017(The
author divided theories into four categories. In addition to utilitarianism, labour-desert and
personhood, the author listed ‘fostering the achievement of a just and attractive culture’. However,
the author also admitted that this approach is less well established and recognised than the other
threes.).
12
Anne Flanagan and Maria Lillf Montagnani (eds), Intellectual Property Law: economic and social
justice Perspectives (Edward Elger Publishing 2010), p. 49. See also, William Landes and Richard
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principle applies to trademark law as it generates incentives for businesses to
produce consistently high-quality goods and services by granting right holders
exclusive rights to exploit the economic values of their marks and marked goods and
services.13 Commercialisation of innovation is a key stage in determining the amount
of returns the innovator can capture. Given the important position of trademarks in
commercialisation, they thus may indirectly affect the incentive to innovate.
For all that, it is important to emphasise that incentives to invest in innovation will
be suppressed without competition. . To the extent that intellectual property laws
stifle competition, they too can be seen as reducing the incentive to innovate.
Certainly, it is important that firms capture returns on investments directed towards
innovation, but the exercise of IPRs can become harmful to the extent that they
allow firms to dominate markets free from competitive pressures.
Therefore, the hypothesis that will be tested in this industry can be rephrased into
one question, namely:
‘How do the three IPRs affect right holders’ prospective returns from investments
made in innovation while at the same time not distorting competition in the
industry?’
Although console components in this industry are supplied by firms from the
semiconductor industry,14 console firms are the only parties in this industry that
invest in hardware design, production and marketing. They also invest in the
development and marketing of first-party games. In addition to console firms, game
companies invest in second-party and third-party game development. In other words,
both of these types of firms are the only parties introducing core innovative products
(i.e., game consoles and games) into this industry. Therefore, the original question
can be rephrased as:

Posner, The Economic Structure of Intellectual Property Law (Harvard University Press, Cambridge
Mass 2003), pp. 9-10.
13
Landes and Posner (2003), pp. 166-209.
14
For detailed analysis, see chapter I below.
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‘How do the three IPRs affect the prospective returns from investments made in
innovation by console firms and game companies while at the same time not
distorting competition in this industry?’
As will be illustrated in detail in Section I, returns from investments captured by an
individual or a firm are not merely determined by the outcome of competition with
direct competitors. They are also affected by non-competitors and the total
revenues that the whole industry can generate. For instance, in this industry, a
console firm has to deal with upstream suppliers, game companies and downstream
distributors and retailers to produce products and distribute them to game players.
Although these parties do not compete with the console firm directly for a market
share, they do share the total incomes of the value chain with the firm. Therefore,
leverage, or so-called bargaining power, is also of significant importance because it
affects the proportion a firm can extract from the total income of a value chain.15
Leverage forms part of the relationship between one firm and the other parties in a
stream. Such relationships include but are not limited to two parties that form direct
business relationships with each other and can even exist between two parties that
are divided by other intermediate parties. As long as the stream of production is
disintegrated, bargaining power is important in a firm’s ability to capture returns. In
addition, the total revenues that an industry can capture also affect an investor’s
returns. As will be shown in Section I, the total revenues that an industry can capture
are affected by its supply industry (suppliers), competitive industries and illegal
copies of products (substitutes), and buyers’ arbitrage (buyers).16 The first factor in
the home console game industry is the semiconductor industry as firms in this
industry supply almost all the hardware parts of console platforms. With regard to
15

See, e.g., T Russel Crook and James Combs, ‘Sources and Consequences of Bargaining Power in
Supply Chains’ (2007) 25 Journal of Operations Management 546-555 (the author argued that supply
chain management in strategic alliance improve financial performance for all chain members.
However, he commented that ‘effective SCM potentially creates a rising tide that lifts some, but not
all boats’. He emphasised the importance of bargaining power in this article. This implies that
leverage exists even in a partnership.). See also, Pasi Kuparinen, ‘Profit Sharing in Collaborative
Networks’ (2011) Tampere University of Technology <
https://portal.cleen.fi/_layouts/IWXmlPublications.aspx?Source=SGEM&FileId=1199> accessed 15
March 2017 (‘Bargaining power is one of the main influencer in profit sharing arrangements’);
Michael Porter, ‘The Five Competitive Forces that Shape Strategy’ (2008) Jan Harvard Business Review
79-94.
16
For details, see the analysis of the industry in the Chapter I.
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the second factor, the analysis in Section I will show that illegal copies of games as
substitutes for authentic copies, divert substantial revenues away from the whole
industry. The third factor concerns parallel importing of games (the so-called grey
market) and second-hand game trading. These two issues reduce revenues gained by
both console firms and game companies .
This industry is characterised by the two-sided nature of its market. The market is
divided by the console firms into two halves, with the customers on one side and the
game companies on the other. Both sides have a network effect,17 which means that
the value of buying one platform or product increases when the number of users of
this platform or product increases. For example, a consumer will normally choose a
platform with a larger installed base when all other factors are equal because it
suggests that he/she could play a game with more people.18 This is called the ‘sameside network effect’. Game companies will use the size of the installed or customer
base of a console platform to decide whether or not to develop and publish a game
for that platform.19 The larger the customer base that a console platform has, the
more games are likely to be produced for that platform. The same principle applies
when customers use a number of supporting games when they select consoles. This
is called the ‘cross-side network effect’. This brief analysis implies that console firms
are at the centre of this industry. In other words, like other two-sided markets,
which are generally orientated by platform providers, this industry is orientated by

17

See, e.g., Carl Shapiro and Hal R Varian, Information Rules: a strategic Guide to the Network
Economy (Harvard Business School Press 1998) (Network effect is also called network externality. It
means that the value of a product or service depends on the number of others using it.); Jeroen
Binken and Stefan Stremersch, ‘The Effect of Superstar Software on Hardware Sales in System Market’
(2009) 73 (2) Journal of Marketing Research 88-104.
18
Venkatesh Shankar and Barry Bayus, ‘Network Effects and Competition: an empirical analysis of the
home video game industry’ (2003) 24 Strategic Management Journal 375-384; Matthew Clements and
Hiroshi Ohashi, ‘Indirect Network Effects and the Product Cycle: video games in the US 1994-2002’
(2005) 53 The Journal of Industrial Economics 515-542; James Prieger and Weimin HU, ‘An Empirical
Analysis of Indirect Network Effects in the Home Video Game Market’ (1 October 2006) NET Institute
Working Paper No 06-25 < http://ssrn.com/abstract=941223> accessed 15 March 2017; Pradeep
Chitagunta, Harikesh Nair and R Sukumar, ‘Measuring Marketing-Max Effects in the 32/64 Bit VideoGame Console Market’ (2009) 24 Journal of Applied Econometrics 421-445; Fernando Claro Tomaselli
and Luiz Carlos Di Serio, ‘Supply Networks and Value Creation in High Innovation and Strong Network
Externalities Industry’ (2013) 8 Journal of Technology Innovation 177-185.
19
Phrases ‘installed base’ or ‘customer base’ mean number of users of a particular platform, the
console in this thesis.
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console firms.20 Console firms are the only connection between hardware suppliers
in the semiconductor industry and other participants in the home console game
industry. Thus, without investment by console firms in hardware, the whole industry
would disappear. On the other hand, the prosperity of this industry also relies on the
contribution of game companies. The resources and capacities of console firms in
game development are limited. They have to rely on external game companies. It
follows that intellectual property rights, to be effective, must have impacts on both
the console industry and the game industry. The original question can, therefore, be
rephrased and divided into the following four separate questions:
(1) How do IPRs affect market competition (hardware market and software
market)?
(2) How do IPRs affect a firm’s capabilities to compete with competitors
(competitive capabilities or competitiveness)?21
(3) How do IPRs affect a firm’s capability to bargain for a larger proportion of
total revenues with other non-competitive parties in a stream (leverage);
(4) How do IP laws regulate game piracy22parallel importation of games and
second-hand game trading to maximize total revenues that the whole
industry can capture?
In Section I, I will examine the industry and identify these factors in detail.
3. Relevant Literature and Contribution
Although the home console industry emerged more than twenty years ago, since
2005 it has attracted more attention from academics in the area of business studies.
20

See, e.g., Jeffry Babb, Neil Terry and Kareem Dana, ‘The Impact of Platform on Global Video Game
Sales’ (2013) 12 (10) International Business & Economics Research Journal 1273-1288, p. 1284 (The
video game industry is a platform-oriented industry.).
21
Competition is defined narrowly in this thesis to not include suppliers and distributors that might
become potential competitors with a focal firm. See, Porter (2008) (In this article, competition is
understood to include not only direct competitors.).
22
The concept of ‘game piracy’ refers to all acts that contribute to manufacturing and distribution of
illegal and unlawful copies of copyright work. Such acts include, but are not limited to making and
traffic in illegal copies. It also includes acts such as helping others circumvent copyright protection
measures through providing such services or disseminating circumventing tools. As regards
conception of ‘traffic in’, see Chapter III below.
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Their research has contributed to the understanding of this industry from different
perspectives. Some research has recorded the history of this industry23 while other
research has tried to determine its key features in terms of competition by analysing
its historical records;24 and further observations have been made to identify key
success factors in terms of competition.25 Research has also focused on ways of
using strategies and tactics to secure these factors,26 and tried to explain and test
the features of this industry through theoretical or empirical approaches.27 The
network effects in the industry is a feature that has been most heavily studied with
some researchers exploring how to improve strategies and others examining the
dynamics between game sales and the market performance of consoles.28 Despite
this research, there has been a lack of research into the value chain through the lens
of organisation economics, and particularly ones that adopt an interdisciplinary
perspective.29 Although various types of economic theories have been developed to
23

See, e.g., Steven Kent, The Ultimate History of Video Games: From Pong to Pokémon and Beyond:
the Story Behind the Craze that Touched Our Lives and Changed the World (Prime Pub 2001); Tristan
Donovan, Replay: the history of video games (Yellow Ant 2010); Sam Pettus, David Munoz and Kevin
Williams, Service Games: The Rise and Fall of SEGA: Enhanced Edition (Createspace Independent Pub
2013); Black Harris, Console Wars: Sega vs Nintendo and the Battle that Defined a Generation (Atlantic
Books 2014).
24
Ibid; Dmitri Williams, ‘Structure and Competition in the US Home Video Game Industry’ (2002) 4 (1)
The International Journal on Media Management 41-54.
25
See, e.g., Tomaselli Ferbabadi Claro and others, ‘Value Chain Management and Competitive
Strategy in the Home Video industry’ (POMS 19th Annual Conference 05/2008) <
https://www.researchgate.net/profile/Fernando_Tomaselli/publication/265245119_Value_Chain_Ma
nagement_and_Competitive_Strategy_in_the_Home_Video_Game_Industry/links/54f4671a0cf299c8
d9e74580.pdf> accessed 15 March 2017.
26
Scott Anthony, ‘Nintendo Wii’s Growing Market of “Nonconsumers”’ (Harvard Business Review
Disruptive Innovation, 30 April 2008) < https://hbr.org/2008/04/nintendo-wiis-growing-marketo?cm_sp=Article-_-Links-_-Top%20of%20Page%20Recirculation> accessed 15 March 2017;Tim Huse,
‘What Can We Learn From Nintendo?’ (Harvard Business Review Disruptive Innovation, 24 August
2010) < https://hbr.org/2010/08/what-can-we-learn-from-ninten > accessed 15 March 2017;Nikhil
Sahni, ‘Rebooting the Gaming Industry’ (Harvard Business Review, 14 December 2012) <
https://hbr.org/2012/12/rebooting-the-gaming-industry?cm_sp=Article-_-Links-_Top%20of%20Page%20Recirculation> accessed 15 March 2017; Walter Frick, ‘Three Strategy Lessons
From the Latest Round of Xbox vs Playstation’ (Harvard Business Review, 27 November 2013) <
https://hbr.org/2013/11/three-strategy-lessons-from-the-latest-round-of-xbox-vsplaystation?cm_sp=Article-_-Links-_-Top%20of%20Page%20Recirculation> 4 August 2016.
27
See above n 18 and 19.
28
Binken and Stremersch (2009).
29
This concerns associations between strategies, organisation structures, organisational performance
and competitive advantages of a firm. See, e.g., Sytse Douma and Hein Schreuder, Economic
rd
Approaches to Organisations (3 eds, Prentice Hall 2002) (This study can be used to explain the form
of firms.); Jay B Barney and William S Hersterly, Strategic Management and Competitive Advantage
(Global Edition, Pearson 2015) (Organisational Structure is treated as types of strategies to gain
competitive advantages.).
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understand the benefits and costs of vertical integration,30 they have rarely been
adopted in order to further understanding of this industry.31 Even though the issue
of the value chain has recently been examined in some studies, the authors have
either only mentioned the organisational structure of firms in this industry briefly or
else left the impact of organisational structure on a firm’s performance in this
industry unaddressed.32 As indicated by previous studies, the organisational
structure of a firm serves as a competitive strategy that effects the market
environment and alters the results from market competition. Most recently, Ricard
and Frederic explored the relationship between vertical integration and market
performance of game companies by adopting an empirical approach.33 These two
researchers examined the association between the success factors of competition
and organisational structure.34 If nothing else, this article implies that organisation
economics can be used to offer a more comprehensive understanding of this
particular industry.
Previous literature concerning the relationship between IPRs and the home console
game industry has normally focused on examining IP protection of software.35 In
such studies, patents and copyrights have been the focus of the analysis. Modern
patent law, however, has its origins in the Victorian period, long before the
emergence of computers and software Patent-related studies on this industry are
generally concerned with the roles of patents in relation to software, with a focus on
questions such as whether factors embodied in games could or should be protected
30

For Transaction Cost Theory, see, e.g., RH Coase, ‘The Nature of the Firm’ (1937) 16 Economica 386405; OE Williamson, The Economic Institutions of Capitalism: Firms, Markets, Relational Contracting
(Collier Macmillan Publishers 1985). For Property Rights Approach, see, e.g., Oliver Hart, Firms
Contracts and Financial Structure (Clarendon Press 1995). For Capability Approach, see e.g., Richard N
Langlois, The Dynamics of Industrial Capitalism: Schumpeter, Chandler, and the New Economy
(Routledge 2007). The relationships between these theories will be explore in Chapter I in detail.
31
Ricard Gil and Frederic Warzynski, ‘Vertical Integration, Exclusivity, and Game Sales Performance in
the US Video Game Industry’ (2014) 25 Journal of Law, Economics, and Organisation EWU006.
32
Williams (2004).
33
Gil and Warzynski (2014).
34
Ibid.
35
See, e.g., Huang YAN, ‘Game Is Not Over Yet: software patents and their impact on video game
industry in Europe’ DIME Working Papers on Intellectual Property Rights No 42 (2008) <
http://www.dime-eu.org/files/active/0/YanPAPER.pdf> accessed 15 March 2017 (Author discussed
software patent protection in particular.); David Greenspan, S Gregory Boyd and Jas Purewal, ‘Video
Games and IP: a global perspective’ (WIPO Magazine, April 2014) <
http://www.wipo.int/wipo_magazine/en/2014/02/article_0002.html> accessed 15 March 2017 (The
author introduces general protection provided by the IPRs).

35

under contemporary patent law.36 Rarely have researchers conducted a detailed
analysis of the relationship between hardware innovation and patents in this
industry. Whatever its impact on software development, one would expect patent
law to influence developments in hardware. In this thesis, the effects of patents on
competition in the hardware market will be examined in detail and demonstrated in
order to fill this gap.
Game software, as a type of creative expression, has been extensively examined in
studies relating to copyright law. Previous relevant studies have focused in large part
on mod-chips and technical protection methods (TPMs).37 Other relevant literature
has also discussed the ownership of user-created works in games.38 Video games
also often feature as illustrative examples in critiques of copyright protection for
36

See, e.g., Steven Baughman and Mark Bloomberg, ‘Patents and the Video Game Industry: what you
don’t know could hurt you’ (Ropesgray Law Firm, 2 February 2012) <
https://www.ropesgray.com/files/upload/02022011_Baughman_gamasutra.pdf> accessed 15 March
2017.
37
See, e.g., Vijay Brijbasi, ‘Game Console Modification Chips: the effect of fair use and the digital
millennium copyright act on the circumvention of game console security measures’ (2003) 28 Nova
Law Review 411-436; Derek J Schaffner, ‘The Digital Millennium Copyright Act: overextension of
copyright protection and the unintended chilling effects on fair use, free speech, and innovation’
(2004) 14 Cornell Journal of Law and Public Policy 145-169; Brian Fitzgerald, ‘The PlayStation Mod
Chip: a technological guarantee of the digital consumer’s liberty or copyright menace/circumvention
Device’ (2005) 10 Media and Arts Law Review 85-98; Angus MacCulloch, ‘Game Over: the region lock
in video games’ (2005) 27 (5) European Intellectual Property Review 176-183; Tom Guthrie, ‘Do Mod
Chips Infringe Copyright? some answers (and more questions) from the Alto Adige’ (2006) 1 (12) JIPLP
780-789; Phillip A Harris Jr, ‘Mod Chips and Homebrew: a recipe for their continued use in the wake of
Sony v Divineo’ (2007) 9 (1) North Carolina Journal of Law & Technology 113-138; Melchor Inigo Raval,
‘Game Over for Mod Chips? The aftermath of Sony v Steven and Australian-US Free Trade
Agreement’(2012) 32 (2) EIPR 95-107; David Booton and Angus MacCulloch, ‘Liability for the
Circumvention of Technological Protection Measures Applied to Videogames: Lessons from the
United Kingdom’s Experience’ (2012) 3 Journal of Business Law 165-189; Dr Gemma Minero,
‘Videogames, Consoles and Technological Measures: the Nintendo v PC Box and 9 Net Case’ (2014) 36
(5) European Intellectual Property Review 335-339; Tito Rendas, ‘Lex Specialis: video games and
technological protection measures in EU copyright law’ (2015) 37 (1) European Intellectual Property
Review 39-45; Anthony Chinn, ‘How Has Technology Affected the Copyright Framework? a focus on
digital rights management and peer-to-peer technology’ (2016) 22 (2) Computer and
Telecommunications Law Review 44-52.
38
See, e.g., Christina Hayes, ‘Changing The Rules of the Game: how video game publishers are
embracing user-generated derivative works’ (2007) 21 Harvard Journal of Law and Technology 567587; Reina Arakji and karl Lang, ‘Digital Consumer Networks and Producer-Consumer Collaboration:
innovation and product development in the video game industry’ (2007) 24 (2) Journal of
Management Information System 195-219;Todd David Marcus, ‘Fostering Creativity in Virtual Worlds:
easing the restrictiveness of copyright for user-created content’ (2007) 55 Journal of Copyright
Society USA 469-495; John Baldrica, ‘Mod as Heck: frameworks for examining ownership rights in
user-created content to videogames, and a more principled evaluation of expressive appropriation in
use-modified video game projects’ (2007) 8 Minnesota Journal of Law, Science and Technology 681713; Hector Postigo, ‘Video Game Appropriation through Modifications’ (2008) 14 (1) The
International Journal of Research Into New Media Technologies 59-74.
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software in general.39 The common essential question in all of these previous studies
is whether or not copyright law encourages creativity in the home console game
industry. What the authors of these studies typically miss is that this question can
only be answered by considering the broad range of copyright law’s effects rather
than focusing on one particular aspect of copyright law. For example, it is manifestly
necessary to consider the impact on game piracy in any reflection on the scope of
allowable reverse engineering. Similarly, the extent to which the law should place
restrictions on users circumventing so-called technological protection measures
(TPMs) needs to be considered in light of the fact that the primary purpose of these
acts is to play illegal copies of games.40 Therefore, such a question should be
answered by taking both legal and economic realities into account. In the home
console game industry, only three parties are involved in game creation: console
firms, which are responsible for developing and publishing first-party games;
developers, which develop games independently; and publishers, which may also
develop games if they own studios. It is the view put forward in this thesis that
copyright law broadly operates to increase the likelihood of these three parties
capturing returns from investments made in novel games that they have developed.
In understanding the role of copyright here, it is important to appreciate that returns
are not only affected by competitors who develop similar works but also by other
parties in streams that use copyright as leverage in their relations with other game
companies to extract a bigger proportion of the income. For instance, if copyright
gives a console firm a right to compel all game companies to apply for a license from
it before developing games, the bargaining power of console firms with game
companies may become incredibly strong and innovation in game development may
be impeded as a result. In addition, game piracy and second-hand game reselling
also act to divert a percentage of the total revenues that console firms and game
companies can gain. These factors that affect the returns of game companies will be
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See, e.g., Ulla-Maija Mylly, ‘An Evolutionary Economics Perspective on Computer Program
Interoperability and Copyright’ (2010) 41 (3) International Review of Intellectual Property and
Competition Law 284-315 (In this article, author uses Sega case to illustrate how the US court use
economics on complementary assets in their decision regarding application of fair use doctrine.).
40
This is the very situation before the government removed console ban in China.
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identified and examined in this thesis in order to find out how copyright law affects
them.
Although the term ‘trademark’ is a legal phrase, in business literature, the term
appears sometimes to be used by authors as a synonym and alternative to the term
‘brand’. As will be shown in detail in Chapter IV, it is difficult to find a precise and
clear boundary between these two concepts. As such, unless the context requires
otherwise, for ease of exposition this thesis will assume that a trademark signifies
one product and, refers to a specific brand. A brand will contain a registered
trademark plus other elements that cannot be registered as trademarks. Even
though the general economic functions of trademarks or brands have been
extensively studied by IP researchers,41 rarely have these researchers conducted a
detailed analysis which connects these two concepts; and certainly not in this
particular industry. My thesis will connect these two concepts in order to test how
and the extent to which trademark law affects the ability of firms operating within
the industry to capture returns on their investment in novel products.
In addition to filling the abovementioned gaps in existing IP research, the primary
contribution of this thesis will be to bridge economic studies and legal studies on
intellectual property with a view to considering whether or not IPRs provide an
effective means by which proprietors can maximise the returns on their investment
while not distorting competition in this particular industry, and in this way stimulate
innovation. As far as can be ascertained, this has not been done in any existing
studies before. Given that the home console game business is a global business, the
hypothesis will be tested both in developed markets, represented by the EU and US,
and a developing market, specifically the People’s Republic of China (PRC). Another
reason for choosing China as a case study is that it is the first emerging market in this
industry. Because of the size of the potential customer base, China may become the
largest console gaming market,42 which is important to the potential growth of this
41

David Aaker, Managing Brand Equity: capitalizing on the value of a brand name (The Free Press,
1991); Kevin Lane Keller, Strategic Brand Management: building, measuring, and managing brand
rd
equity (3 edn, Upper Saddle River NJ 2008).
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See, e.g., Dale North, ‘PlayStation 4 in China: why Sony is willing to put up with piracy, the gray
market and communist red tape’ (Venturebeat, 22 January 2015) <
http://venturebeat.com/2015/01/22/playstation-4-in-china-why-sony-is-willing-to-put-up-with-
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industry since the developed markets are already saturated. How intellectual
property rights function in developed markets potentially provide important lessons
for China, accepting that the market conditions there are significantly different in
some important respects. Because it is emerging, there has been little if any serious
scholarly analysis of the Chinese video-game market and industry. In this regard, my
thesis will also contribute to existing literature by analysing the impact of IPRs on the
Chinese home console game industry from both legal and economic perspectives.
4. The Structure of this Thesis
As indicated in the original question above, two aspects have to be considered in
order to test the hypothesis. First, this thesis has to evaluate the impact of each type
of IPR on competition as a whole. Second, it must consider the effects of each type
of IPR on the ability of firms to capture returns on their investment in a competitive
environment. Bearing these two tasks in mind, this thesis is broken down into three
sections as outlined below.
Section I
Finding answers to the original question requires an understanding of the home
console game industry. That is the objective of this section. This section only has one
chapter – Chapter I. It provides an introduction to the structure of this particular
industry to enable an understanding of how individual participants conduct business
within it. In order to achieve this goal, many complementary economic theories are
introduced, compared and synthesised so as to analyse both the internal and
external factors exerting influences on firms operating within this industry. This
section serves two purposes. First, by clarifying the relationships between individual
participants, organisational structure and competition in this industry, factors that
affect the ability of console firms and game companies to capture returns can be
identified and better understood. The second purpose of the section is to lay the
piracy-the-gray-market-and-communist-red-tape/> accessed 15 March 20176 (There were over 10
million illegal copies of Grant Theft Auto V being downloaded from ‘ali123.net’ despite the fact that
this game was forbidden in China. It is also worth mentioning that 33 million copies were sold
worldwide at the same period.). See also, ‘Survey on Behaviour of Online Gaming Players 2013’
(CNNIC, 2013) < https://www.cnnic.net.cn/hlwfzyj/hlwxzbg/201409/P020140901332967921309.pdf>
accessed 15 March 2017 (There were 345 million game players in China before the government
removed the console ban.).
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foundation for further analysis in Section II by outlining the ways in which the the
relationship between IPRs, investment and returns can be tested.
Section II
This section is constituted of three chapters, each of which analyses in turn the
impact of patents, copyrights, and trademarks in relation to their effects of
maximising the proprietors’ returns on investment in the competitive market that
characterises the home console game industry.
Chapter II focuses on analysing both the effects of patents in providing incentives to
invest in the development of novel products and the impact of patents on
competition in the videogame industry. The initial focus of analysis in this chapter is
the console hardware market. It will show that most parts of console hardware are
in fact supplied by firms from the semiconductor industry. This suggests that it is
hardware suppliers who bear the main burden of carrying out hardware
developments which are then incorporated into novel products by the console
manufacturers to the benefit of final customers. The greater the breadth and extent
of product development in the semiconductor industry, so the higher the likelihood
that the home console game industry derive a corresponding benefit in terms of
developing its own new products. Hence, the focus in this chapter will shift to the
semiconductor industry. This chapter will illustrate how patents incentivise suppliers
in the semiconductor industry to invest in research and development by intensifying
competition while giving right holders temporary exclusivity in exploiting the
resulting patented technologies. Both the legal and information functions of patents
will be examined to demonstrate the ways in which patents facilitate vertical
disintegration in the semiconductor industry and thus lower the entry barrier of this
industry.43 At the same time, this chapter will address the inherited problems of the
patent system that can act to stifle competition and so reduce incentives to innovate.
The analysis will show how the internal mechanism of the patent system and courts
can work simultaneously to reduce these problems. This chapter also explores ways
43

For disintegration of the semiconductor industry, see e.g., Ludovic Dibiaggio, ‘Design Complexity,
Vertical Disintegration and Knowledge Organisation in Semiconductor Industry’ (2007) 16 (2)
Industrial and Corporate Change 239-267, p. 251.
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by which patents affect a firm’s ability to capture returns on investment in the home
console hardware market. Analysis in this chapter will show how the patent system
allows console firms to gain competitive advantages while also allowing the smaller
innovative firms that supply the market to recover their investment costs.
Chapter III will examine the relationship between copyright and innovation in this
industry. The focus will shift from the hardware market to the software market. This
chapter aims to examine the ways that copyright affects competition between firms
operating in this industry. The impact of copyright on the relationship between game
companies and the relationship between game companies and console firms will be
examined. The chapter will show that copyright de facto confers on a game company
a relatively weak right to prevent competitors from imitating or cloning its games. It
also aims to reveal that copyright does not provide console firms, as platform
providers, market power in the software market. Furthermore, it will highlight that
copyright is a necessary yet inadequate means by which a game company or console
firm can gain competitive advantages. In addition, this chapter also underscores the
effectiveness of copyright in protecting copyright works against game piracy by
analysing ways in which it can be used by right-holders to restrain the diffusion of
illegal copies and circumventing tools.
Besides developing and producing new products, both game companies and console
firms have to successfully commercialise these so as to effectively compete in the
market and thus capture returns on their investment. This last step of the innovation
cycle requires account be taken of the demand-side of the market and in particular
then the consuming behaviour of game players. It is the trademark that connects
upstream parties with game players. Chapter IV relates brand equity and trademarks
from the perspective of testing the effects of trademarks both on competition as a
whole and on the ability of firms to capture returns in the face of competition. With
regard to competition in this industry, this chapter will show why trademarks cannot
be used by console firms to control game companies beyond controlling the quality
of marked products. At the same time, the analysis will also demonstrate how
trademarks can be used to contribute to the ability of firms, game companies in
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particular to capture returns by strengthening their competitiveness and increasing
their bargaining power with other parties.
Finally, both Chapter III and Chapter IV will briefly consider how copyright law and
trademark law regulate the parallel importation of games and second-hand game
reselling. The analysis in these chapters will compare the EU and the US in terms of
the regulations of IP laws on these two issues. By identifying the differences, the
analysis will also attempt to reveal the reasons behind such differences. Additionally,
the analysis in these two chapters will show that neither copyright nor trademark is a
reliable means for a console firm or a game company to prevent the reselling of
second-hand games. Accordingly, this thesis will suggest digital distribution as a
better solution than IP protection with respect to solving these problems and
reducing the losses that these two problems cause to console firms and game
companies.
Section III
This section has only one chapter – Chapter V. This chapter extends the preceding
analysis of the relationship between IPRs, investment, market returns and product
development from developed markets formed in market economies to an emerging
market in a transitional economy. The roles of patents, copyright and trademarks in
the Chinese home console game industry will be examined in order to demonstrate
how IP laws can be tailored to this unique market environment to give both foreign
investors and local parties incentives to invest in developing new products for this
market. Starting with an introduction to the industry in the PRC, the factors that are
unique to this industry will then be identified. This industry will be shown to be
characterised by the following three aspects: (1) it is under-developed, with no local
console industry and local game companies that are only just starting to emerge; (2)
it is highly regulated by the government which imposes a compulsory joint-venture
requirement on foreign investors and a strict content censorship policy on imported
games; and (3) it suffers from both game piracy and grey market problems that are
far more serious than those in any other developed market in the world. It will then
be argued that the priority for both foreign and local investors is to establish an
official market in which they can compete. To maximise the revenues that this
42

industry can capture from the Chinese market, it is first necessary to resolve the
problems of game piracy and the existence of the grey market. This chapter will
analyse IP laws in China and compare them with their counterparts in the developed
markets in order to demonstrate ways of tailoring contemporary Chinese IP laws to
solve these problems. In addition, this chapter will underscore the importance of
trademark and copyright both for foreign investors who wish to capture more
returns by attracting local customers, and for local developers who want to enter the
market. The analysis will show that trademarks and copyright are indispensable for a
firm in gaining returns on investment even though such effects have been weakened
by the government regulations on this market.
The last chapter offers some concluding thoughts on the limitations of the research
and proposes several avenues for future study.
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Section I
Chapter I: Understanding the Home Console Game Industry
1. Introduction
In this chapter, the home console game industry will be examined using economic
theories in order to form an understanding of the structure of this industry and how
operators compete within it. Given their crucial role in coordinating the operation of
the whole industry, the following analysis focuses initially on console firms. The
second part will then go on to give an overview of the structure of this industry to
form a general understanding of the major participants in this industry. In the third
part, organisation economics is introduced and compared in order to carry out a
synthesised framework, which will be used to examine this industry in the fourth
part. The fourth part analyses both the external environment and internal factors
that influence the position and sale of operators within the industry. Factors
necessary for console firms and game companies to succeed in competition will be
identified; this will be followed by the ways to gain competitive advantages. A
conclusion will be given in order to connect the contents of this chapter with the
chapters that follow it.
2. The Home Console Game Industry
This industry can coarsely be divided into two sub-industries – hardware and
software. The three major parties involved in the hardware production chain are: (1)
console firms (platform providers); (2) hardware suppliers, who supply and/or
manufacture semi-custom semiconductor components; and (3) hardware
manufacturers, who are responsible for assembling consoles. The software
production chain is constituted mainly of three parties – independent developers,
independent publishers and console firms. With regard to the stream of distribution
of game software, console firms, independent publishers and traditional retailers are
the participants.
2.1 Hardware and Game Software Production
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Three console firms control about 97% of the hardware market – Nintendo, Sony and
Microsoft.1 They orchestrate hardware production as well as software production.
With regard to hardware production, all three mainstream firms design console
platforms in-house while forming partnerships with hardware suppliers that supply
custom semiconductor components (e.g., CPU, GPU and RAM, etc). Hardware
suppliers (semiconductor suppliers) customise components both on the basis of their
own technologies and the clients’ requirements. At the same time, hardware
suppliers either give console firms authorisation to arrange manufacture of custom
components, manufacture components for console firms themselves, or allow both.2
Console firms then outsource console assembly to third-party manufacturers who
normally have plants in developing countries like China or Brazil where labour costs
are significantly lower than in developed countries.3 Efforts at product development
in the console market are normally focussed on the user interface, with the objective
of bringing a new game experience to final customers.4 For the latest generation, for
example, all three mainstream firms have developed remote controllers to
transform the way in which video games are played.5 Recently, they have been trying
to combine virtual reality (VR) and console games. A VR device is a headset that
creates a virtual environment for the user.6 Sony plans to release its PlayStation VR
(a headset) on PlayStation 4 (PS4) at the end of 2016 after three years of in-house

1

‘The Future of Video Game Consoles’ (Euromonitor International, 03 February 2016)
<http://www.portal.euromonitor.com/portal/?XW0pXGQYUEFNLdcll9YZsw%3d%3d> accessed 15
March 2017.
2
‘AMD 2014 Annual Report on Form 10-k’ (AMD, 19 February 2015) (The present business model is
AMD designs custom System-on-chips (SoCs) for all console firms. these SoCs are manufactured in
AMD’s contracting foundry-GLOBALFOUDRIES Inc.).
3
See, e.g., Aaron LEE and Ocean CHEN, ‘Flextronics Lands 90% of Xbox One Orders, Leaving Foxconn
the Rest’ (Digitimes, 4 September 2013) < http://www.digitimes.com/news/a20130904PD219.html>
accessed 15 March 2017 (Xbox One are assembled both in China and Brazil.); Jennifer Johns, ‘Video
Games Production Networks: value capture, power relations and embeddedness’ (2006) 6 Journal of
Economic Geography 151-180, p. 160.
4
‘Microsoft 2015 Annual Report’ (Microsoft, 31 July 2015), p. 12 (Microsoft believed that user
interface is one of sources of competitive advantages.).
5
Dan Ackerman and Scott Stein, ‘Motion Control Shoot-out: Xbox 360 Kinect vs PlayStation Move vs
Nintendo Wii Remote Plus’ (CNET, 4 November 2010) < http://www.cnet.com/uk/news/motioncontrol-shoot-out-xbox-360-kinect-vs-playstation-move-vs-nintendo-wii-remote-plus/> accessed 15
March 2017.
6
‘What is the Difference Between AR and VR? A lesson in Altered Realities’ (Cramer) <
http://cramer.com/story/the-difference-between-ar-and-vr/> accessed 15 March 2017.
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development.7 Microsoft has partnered with Oculus, a VR company owned by
Facebook, and will bring Oculus Rift VR on Xbox One this year.8
Games can be divided into three categories based on whether the developers are
independent, or owned by independent publishers or by console firms. First-party
games are developed and published by studios owned by console firms. These
games are exclusive to one particular console platform. Third-party games are those
which are developed by external studios. Such studios are either independent or
owned by independent publishers. These games are published by independent
publishers or console firms. Independent developers and independent publishers
(‘game companies’) have the power to choose the platforms on which their games
are released. Second-party games are exclusive to a platform. Nonetheless, they are
developed by external developers and the majority of them are published by console
firms. Due to the extremely high production costs and marketing expenses,9
publishers are normally responsible for providing all the financial support for
independent studios.10 Furthermore, when a game is developed by independent
developers, publishers will also pay the developer royalties based on a percentage of
net revenues after games are sold to final customers. In exchange, publishers will
typically demand exclusive rights in exploiting a game developed by an independent
7

Andrew Goldfarb, ‘GDC 2016: PlayStation VR Price, Release Date Window Announced’ (IGN, 15
March 2016) < http://uk.ign.com/articles/2016/03/15/gdc-2016-playstation-vr-price-release-windowannounced> accessed 15 March 2017 (Sony claimed that the VR would be available on October 2016
at $399).
8
Asavin Wattanajantra, ‘Oculus Rift Partners with the Xbox One- virtual reality opportunities for
developers?’ (Microsoft, 19 June 2015) < https://www.microsoft.com/engb/developers/articles/week03jun15/oculus-rift-partners-with-the-xbox-one-virtual-realityopportunities-for-developers/> accessed 15 March 2017.
9
See e.g., Casey O’Donnell, ‘The North American Game Industry’ in Peter Zachariasson and Timothy
Wilson (eds), The Video Game Industry Formation: present state, and future (Routledge New York
2012) 99-115, p. 107 (‘Average budgets for large game projects top US $20 million, with some
particularly risky titles topping $40 million’.); Matt Richtel, ‘Video Games Makers Challenged by the
Next Wave of Meida’ (New York Times, 29 March 2009) <
http://www.nytimes.com/2009/03/30/technology/30game.html?_r=0> accessed 15 March 2017 (The
total costs of a game for the latest consoles in 2009 is $25 million US dollars, according to industry
executive saying). See also, WIPO, ‘Mastering The Game: business and legal issues for video game
developers’ (2013) Creative Industry No.8 <
http://www.wipo.int/edocs/pubdocs/en/copyright/959/wipo_pub_959.pdf> accessed 15 March 2017
(It cites the bankruptcy of THQ Inc as an example to illustrate the high risk involving in game
development and marketing because of ever-increasing development costs for major titles - ‘AAA’
games are games that are considered the top of the line.).
10
F Ted Tschang, ‘Balancing the Tensions Between Rationalization and Creativity in the Video Games
Industry’ (2007) 18 (6) Organisation Science 989-1005.
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studio. Publishers represent game developers in negotiations over licenses with
console firms which charge publishers a licensing fee and royalties. A game must
meet all the strict quality standards and guidelines set by console firms before being
marketed to final customers.
2.2 Hardware and Software Distribution and Retailing
Hardware distribution is conducted by console firms. Consoles are sold through both
third-party retailers (e.g. high street stores, online stores and supermarkets) and
stores owned by console firms.11
Independent publishers and console firms are responsible for distributing games. In
the past, games were mainly sold in retail stores. Publishers and console firms had to
compete for limited shelf space. As a result, retailers and distributors possessed
considerable leverage over publishers and console firms. Research shows that a
decade ago they could capture roughly 30% of total revenues.12 However, online
distribution changed this balance. After a decade of development and operation, the
three mainstream console firms are now able to distribute games, downloadable
contents (DLCs) and add-ons using their own online distribution platforms. This
method has already exceeded physical distribution, becoming the major way of
distributing digital contents.13 In addition to profiting from game sales, console firms
also charge final customers subscription fees if they want to play games with other
users via the internet.14
In order to reach more consumers, publishers and console firms spend huge
amounts of money on marketing. The marketing costs of a game sometimes equal or
double the costs of making it.15 Small or even medium-sized professional studios

11

Microsoft 2015 Annual Report (Microsoft, 31 July 2015).
Johns (2006), p. 171.
13
‘Number of console game releases worldwide in 2008 and 2014, by distribution format’ (Statista,
June 2015) <http://www.statista.com/statistics/453710/console-game-release-number-worldwideformat/> accessed 15 March 2017.
14
Microsoft 2015 Annual Report (Microsoft, 31 July 2015).
15
‘The Economics of Game Publishing’ (IGN, 5 May 2006) <
http://uk.ign.com/articles/2006/05/06/the-economics-of-game-publishing> accessed 15 March 2017;
‘Home Entertainment (Computing & Gaming) Market Report’ (KeyNote, 2015) <
https://www.keynote.co.uk/market-reports/pdf/36779> accessed 15 March 2017, pp. 81-83.
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cannot afford to bear the costs associated with marketing, let alone individuals.
Publishers and console firms will devote great efforts to marketing console games.
Given that publishers have to pay both development and marketing costs as well as
royalties to developers if the developers are not owned by them, publishers are thus
the ones who bear all the risks of failure in the market. This has led to a high level of
acquisitions and mergers in the game market16 as, if an independent studio is
acquired by a publisher, then that publisher does not need to pay royalties to the
studio. It also increases publishers’ leverage with console firms if its studios possess
important and profitable titles.
Individual or small developers that develop games for console platforms may not be
able to afford development and marketing costs if their works are not attractive
enough to independent publishers. In the past, they could choose to develop games
for a platform without obtaining licenses from the console firm. Nowadays though,
both Sony and Microsoft are running programs specifically in favour of individual or
small developers. If their applications are approved17 then Microsoft and Sony will
assist them to publish and distribute games via their distribution platform to final
customers.18
The preceding paragraphs have provided an overview of the roles played by different
parties in this industry. The following will examine the ways that they compete with
each other.
3. Economic Approaches to Organisations
The study of organisation economics (OE) covers various areas of business
organisations, ranging from studies on boundaries of firms to strategic management

(Activision Blizzard spent £5.4m on advertising console games in 2014. It spent about £3.3m on
advertising of Call of Duty: Ghost.).
16
See, e.g., Aphra Kerr, ‘The UK and Irish Game Industries’ in Peter Zackariasson and Timothy Wilson
(eds), The Video Game Industry Formation, Present State, and Future (Routledge 2012) 116-133 (The
majority of independent developers in the UK and Irish were bought by foreign-owned companies).
17
See, e.g., ‘Welcome to ID @XBOX’ <http://www.xbox.com/en-GB/Developers/id> accessed 15
March 2017 (Small developers or individuals can get free development kits and even start funds.).
18
See, e.g., Jenna Pitcher, ‘Launching Indie Games on XBOX One Can Cost Up to $5000’ (IGN, 30 July
2014) < http://uk.ign.com/articles/2014/07/30/launching-indie-games-on-xbox-one-can-cost-up-to5000> accessed 15 March 2017.
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in competition.19 OE gives some insights into competition in a particular industry
through the lens of organisation structures. All questions answered by OE come
down to a fundamental question – why do transactions shift between markets and
organisations?
Economists relate the division of labour to specialization.20 They explain that
exchange takes place in society because nobody can produce all the products they
need. When exchange takes place, it is referred to as an economic transaction.
Transactions on the market are coordinated by a price system although, as indicated
by Coase, organisations sometimes replace a price system as the means of
coordinating transactions.21 Economists follow two major approaches to explain the
shift between markets and organisations – the Transaction Cost Economic approach
(TCE) and the Capability approach. Both approaches emphasise asymmetry of
information as the source of various costs in transactions in a free market.22
3.1 Theories of Firms
TCE emerged from Coase’s The Nature of the Firm.23 Williamson later introduced the
concepts of opportunism and contractual completeness into this approach.24 TCE
roughly divides the cost of using a price system into three categories: first, there is
the cost of finding out the price of products or services; second, there are the costs
of drawing up a contract that specifies all conditions and anticipates all future
contingencies; and third, there is the difficulty that both parties sometimes
experience in reaching agreement on certain conditions.25

19

See, e.g., Douma and Schreuder (2002) (The authors related the basic economic approach to their
economic contribution to the field of strategic management.).
20
Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nation (1776) (Digital Edn
MetaLibri 2007) < http://www.ibiblio.org/ml/libri/s/SmithA_WealthNations_p.pdf> accessed on 15
March 2017, p. 10.
21
Coase (1937).
22
Johns (2006), p. 165.
23
Coase (1937).
24
Williamson (1985).
25
Ibid.
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Hart provided the first formal model of TCE, which he called Property Rights Theory
(PRT), by making precise assumptions about restraints of contracting.26 Under PRT,
the incompleteness of a contract might lead to a ‘hold-up’ problem after one party
makes a transaction-specific investment, also called a ‘sunk cost’. A transactionspecific investment would be devaluated without the transaction.27 When this party
makes such an investment, it is vulnerable if another party tries to renegotiate the
contract. Under such circumstances, the former party is ‘held up’. Incomplete
contracts, opportunism and future uncertainties create transaction costs: that is the
costs of using a price system to coordinate market transactions. Under TCE, the firm
is chosen as a governance structure when the costs of carrying out a transaction on
the market exceed those of completing the same transaction within a firm.28
The Capability approach explores firms from a different but complementary
perspective.29 Capabilities are defined by Richardson as ‘appropriate knowledge,
experience and skills’ that are required by organisations to carry out activities. 30 It is
an approach that focuses on cost knowledge. For instance, it emphasises the concept
of production costs which are incurred because knowledge is sometimes very costly
to communicate among parties on the market. This is because not all knowledge can
be codified.31 Much knowledge is tacit and can only be acquired through a timeconsuming process of learning by doing. An organisation creates an environment in
which learning is encouraged and routines can be practised and improved in the long
run. Hence, knowledge communication becomes more effective and efficient within
organisations than on the market. Put differently, a firm/organisation replaces a
26
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market to engage business when information flow within a firm is more effective and
efficient than it is among parties on the market. This also implies that market
transactions might take place when information flow is more efficient on the market
than within the organisations even though transaction costs are high.32
Both TCE and the Capability approach contribute to studies on strategic
management.33 TCE is widely cited as an indispensable factor of a firm’s
performance when market transactions or hybrid arrangements are required by
firms to do business.34 The Capability approach is widely used as a fundamental
building block in the field of strategic management. The following analysis will show
that the capabilities of a firm not only determine the boundaries of the firm but also
differentiate one firm’s market performance from another.
3.2 Strategic Management Theories
There are two mainstream approaches for strategic management. One is the
‘competitive forces’ approach which emphasises the influences of industry structure
and position of a firm in this industry on its competitive performance. The other is
the ‘capability and resource’ approach which focuses on the effects of a firm’s
internal factors on competition. Both approaches show factors that shape
competition. The former concerns the external environment of a firm while the
latter concerns the internal factors. Both internal and external factors are related to
a firm’s performance in competition.
a. Framework for Analysing Firms’ External Environment
Porter’s ‘five forces’ approach has been widely adopted by managers to examine the
market position of a firm in an industry.35 It introduces five major forces that shape
competition in an industry. These are: (1) the threat of a new entrant; (2) supplier
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power; (3) buyer power; (4) the threat of substitutes; and (5) rivalry.36 This
framework emphasises the function of the strategic response to competitors’ moves
in competition which fits into an oligopolistic market like the console hardware
market where participants possess a similar position in the market.37 Details of this
framework will be given when it is used to analyse this industry below.

Fig 1. Five Forces Framework38

b. Frameworks for Analysing Firms’ Internal Factors
Strategic management also emphasises ways of coping with competition through
utilizing firms’ internal resources and capabilities. VRIO is normally adopted to
analyse a firm’s internal factors in order to understand the sources of competitive
advantages. This tool is developed on the basis of Resource-Based View (RBV) which
emphases ‘firm-specific capabilities and assets and the existence of isolating
mechanisms as the fundamental determinants of firm performance’.39 RBV is an
36

Ibid.
Andre Marchand and Thorsten Hennig-Thurau, ‘Value Creation in the Video Game Industry:
industry economics, consumer benefits, and research opportunities’ (2013) 27 Journal of Interactive
Marketing 141-157, p. 146.
38
Porter (2008), p. 81.
39
David Teece, Gary Pisano and Amy Shuen, ‘Dynamic Capabilities and Strategic Management’ (1997)
18 (7) Strategic Management Journal 509-533, p. 518. See also, David Teece, ‘Economic Analysis and
Strategic Management’ (1984) California Management Review 87-110, p. 95; RP Rumelt, ‘Towards a
37

52

economic theory which suggests that firm performance is determined by resources
and capabilities controlled by firms.40 Under VRIO, valuable (V), rare (R) and costlyto-imitate (I) resources and capabilities can be sources of competitive advantages.41
However, whether or not any of these can generate competitive advantages
depends on the organisation structure (O) adopted by firms. Therefore, ‘O’
determines whether or not a firm can be organised to exploit the full competitive
potential of its resources and capabilities.42
The original framework of VRIO is VRIN which is an acronym of ‘Valuable, Rare,
Costly-to-imitate and Non-substitutable’. This framework asks four questions which
are the same as the questions under VRIO except for the last question. The last
question of VRIN is whether or not they are non-substitutable.43 As will be shown
below, the replacement of N with O in VRIO can be seen as an upgrade in response
to the Dynamic Capability approach (DCA), another line of analysis on the
competitive advantages of firms.44
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Fig 2. VRIO Framework45
DCA emphasises the dynamic nature of competition. Compared with the original RBV,
DCA focuses on providing guidance for managers of firms to build and maintain
sustainable competitive advantages. The primary difference between DCA and the
original RBV is that DCA de facto distinguishes the concept of ‘dynamic capabilities’
from the concept of ‘ordinary capabilities’ that is used under the original RBV.46 In
the context of DCA, dynamic capabilities refer to a ‘firm’s ability to integrate, build,
and reconfigure internal and external competences to address rapidly changing
environments’.47 In short, it emphasises a firm’s ability to sense opportunities, seize
them and make proper changes that correspond to a rapidly changing
environment.48 By introducing three concepts – process, position and pathdependencies – DCA demonstrates both the sources of and restraints on sustainable
competitive advantages.49
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Process is normally associated with ‘routines’. It is defined as all regular and
predictable behavioural patterns of firms.50 Routines include production routines,
decision routines, routines of communication, and hiring and firing routines.51 They
are important elements both of ordinary capabilities and dynamic capabilities.52 For
DCA, competitive advantages can be generated if routines upon which the firm’s
capabilities and resources become distinctive and firm-specific. They are created,
shaped and reshaped during daily practice within the firm and will persist for a long
time. Some of them are tacit and cannot even be understood by the firm which has
adopted them.53 Even when they are understood, they are costly to imitate by
competitors because they are not only tacit but also rarely stand alone to generate
competitive advantages.54
Position refers to the current status of a firm with respect to the distinctive assets it
possesses. Teece lists four major categories of assets that are important for a firm’s
performance. They are: difficult-to-trade knowledge assets, complementary assets,
reputational assets and relational assets.55 The concept of ‘difficult-to-trade
knowledge assets’ are in fact equivalent to valuable, rare and costly-to-imitate
resources (VRI) under RBV. Complementary assets are important when there is an
attempt to apply technological know-how in a weak ‘appropriability regime’.56 Its
position is decided by both the nature of technologies and the legal system in which
it is located.57 A complementary asset is an important element in competition, with
many researchers recommending that they should be owned by the same firm in
order to secure returns on investment. However, it is sometimes too costly for a firm
50
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to own all complementary assets within an organisation. As such, firms have to
access external assets. External resources and capabilities can generate competitive
advantages if firms are able to access, utilise and orchestrate them as effectively as
they do internal resources and capabilities in order to make timely responses to
environmental changes.58 In other words, external relational assets can generate
temporary and even sustainable competitive advantages if they are distinctive.
Although Teece appears to agree with this view, he does not provide a detailed
framework that can guide managers in assessing whether or not, and to what extent
a firm’s external relationship can generate competitive advantages. Fortunately,
other theories give some guidance which will be discussed later. As reputational
assets, reputations often summarise overall information about a firm and its
products or services. They are also related to branding and trademarks because
brands and trademarks are the short-cuts to convey such information. The main
value of reputational assets is external, i.e. they reflect the attractiveness of a firm
among its customers.
Path or path-dependence demonstrates the dynamic feature of competition. It
describes the continuing evolution of organisational processes and their role of
knowledge-carrying.59 In short, a firm’s capabilities are constrained by its current
position and processes.
The emergence of DCA facilitates the improvement of RBV. Barney replaced VRIN
with VRIO to introduce concepts of path dependence and dynamic competition into
RBV. Therefore, VRIO can also be used to assess a firm’s dynamic capabilities. These
supplement DCA, especially when DCA only provides a conceptual framework
instead of a strategy tool that can be utilised by managers in their daily work.
However, Teece also argues that it is necessary to leave factors of dynamic
capabilities ‘incomplete, inchoate, and somewhat opaque’ so that they are flexible
enough to provide guidance for managers to assess long-term competitive
capabilities of firms.60 With regard to short-term or medium-term competitive
advantages of firms in an environment where disruptive innovations take place less
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frequently, VRIO is capable of providing an equivalent but more precise framework
than Teece’s DCA. When disruptive factors intrude, DCA and VRIO can also be used
together in the analysis so as to balance foreseeable and unforeseeable factors that
affect firms’ long-term competitive position.
Teece explored sources of dynamic capabilities in detail and classified them into five
major categories.61 These sources, if relevant, can be adopted in our analysis of
competitive advantages of firms in this industry. VRIO will also be linked with these
five sources to show why it can also be adopted to assess dynamic capabilities.
The first type is routine or process selection and implementation.62 Certain routines
or processes are essential elements of a firm’s dynamic capabilities. Routines such as
learning routines are designed to achieve improvements. As shown earlier, imitating
some routines or processes is time-consuming and a decade-long adoption cycle is
not uncommon.63 Under VRIO, such routines or processes are valuable, rare and
costly-to-imitate. Even if such processes are imitated, competitors’ organisation
structure might not be compatible with the processes. As such, the competitive
advantages of firms still cannot be fully generated by imitators at least within a
certain period.
The second type is the business model design, selection and implementation. A
business model is the manner in which a firm ‘deliver[s] value to customers, entice[s]
customers to pay for value, and convert[s] those payments to profit’.64 This type of
source is associated with one of the external factors – customers/buyers. A business
model can be seen as a plan of financial and organisational ‘architecture’ for a
business.65 It is about choosing technologies, target market, financial terms,
marketing strategies, production chain arrangement, etc. For instance, all three
console firms have chosen a similar model for console production. This choice, as will
be shown in the next part, is a result of a firm’s consideration of both external and
internal factors. The ability to select, adjust and improve the business model is
61
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important because some models will be better than others in adapting to the
ecosystem.
The third type of source is about the investment choice regarding complementary
and co-specialised assets.66 Co-specialised assets refer to complementary assets
where the value of an asset depends on its use in connection with other assets. 67
Joint use of co-specialised assets enhances their value. Teece used the Apple iPod as
an example to illustrate the importance of co-specialization in competition. Although
Apple does not itself manufacture the iPod, it owns the iTunes service from which
customers can buy and download music easily.68 The combination of the iPod and its
iTunes music service has allowed Apple to outcompete Sony which once dominated
the portable music-player market. This example also implies that co-specialization
does not necessarily require a firm to internalize all co-specialised resources or
capabilities.69 The same principle also applies to console production where
outsourcing is widely adopted by console firms. Under VRIO, if the combination of
co-specialised resources and capabilities is valuable, rare and costly-to-imitate, it
may be worth investing in.70 With regard to ways of controlling complementary
assets, firms have to make their own choices.
Other sources of dynamic capabilities include asset orchestration, knowledge sharing
and coordination.71 They include functions of management in developing and
implementing unique strategies, forging ‘fit’ assets, structure and process
corresponding to changes of technology and customer needs.72 A firm is thus
required to proactively adapt, redeploy and reconfigure (orchestrate) existing
resources and capabilities to ‘fit’ these changes. The required resources and
capabilities can be obtained from both inside and outside a firm. For instance, Intel
and Micron formed a joint-venture to develop the 3D NAND Flash, a new type of fast
66
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storage hard-drive, when the market was dominated by Samsung.73 They entered
this market successfully thanks to their collaboration.74 Asset orchestration,
knowledge sharing and coordination can also be classified as abilities to organise
external and internal resources and capabilities to exploit their competitive
potential.75 They can be classified under the ‘O’ of the VRIO framework.
Finally, dynamic capabilities can be developed through efficient learning, technology
development and IP protection.76 It is important to create an environment in which
learning, knowledge-sharing and knowledge-creating are encouraged.77 At the same
time, it is also important to establish proactive mechanisms to monitor and control
leakage of important information. Given that outsourcing and joint-developing have
become common practices, a governance procedure must be developed to assist the
flow of technology across organisational boundaries while protecting IPRs from
misappropriation by partner firms. It is also related to VRIO because strong IP
protection can make a resource costly to imitate and rare.
Teece summarised five fundamental organisational/management skills which lie at
the heart of dynamic capabilities and which correspond to the above-mentioned five
types of source. They are: (1) learning and innovation process; (2) business model
‘design’ competence; (3) investment allocation decision heuristics (to achieve cospecialization); (4) asset orchestration, bargaining and transactional competence
(coordination); and (5) efficient governance, pro knowledge-sharing and learning
environment creating.78 Like other capabilities, these skills must be built or at least
assembled.79 They cannot be bought or ‘outsourced’.80 As suggested earlier, an
upgraded VRIO de facto can be used to test these dynamic capabilities as well.81
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However, neither the original RBV nor DCA have addressed external relational
resources and capabilities as detailed as they have done with internal resources and
capabilities. Competitive advantages can be generated from relational resources and
capabilities as well. In other words, if VRIN is created on the basis of original RBV, it
is incapable of testing whether or not competitive advantages can be generated by a
firm’s external resources and capabilities such as through joint ventures or strategic
alliances. DCA also does not give a clear and precise framework on the extent to
which dynamic capabilities can be derived from a firm’s external relationships.
Therefore, the relational view (RV) is introduced here. This was done by Dyer and
Singh who related RV with RBV, thus creating ‘extent RBV’ (ERBV) which extends a
firm’s internal resources and capabilities to include those relational resources and
capabilities.82
c. The Relational View, Extent RBV and the Synthesised Framework
If a full vertical integration model is not viable in a market, the inter-organisational
arrangement (external networks), hereafter referred to as partnerships, becomes
more important for a console firm to gain competitive advantages.83 RV is widely
adopted by researchers who have explored the relationship between a firm’s
performance and its external business partnership. This approach emphasises that
idiosyncratic inter-firm linkage can be a source of competitive advantages. In other
words, if relational-specific resources and capabilities are valuable, rare and costlyto-imitate, they can still give competitive advantages.84 In general, partnerships are
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formed for three major purposes linked to strengthening the competitive position of
firms. First, firms form a partnership to access complementary resources and
capabilities (endowment). Second, firms benefit from learning from their partners
and sharing risks. Third, firms might ‘borrow’ the reputation and marketing power of
partners.85 A partnership should possess the following four attributes if it aims to
realize the abovementioned purposes and translate them into competitive
advantages: (1) inter-firm relation-specific assets; (2) substantial knowledge
exchange; (3) a unique combination of complementary resources or capabilities; and
(4) effective governance to lower transaction costs.86
The former three attributes are shared by the original RBV and DCA. One primary
difference between ERBV and the other two approaches is that sources from which
competitive advantages are generated under ERBV are relational-specific, literally
outside firms.87 However, like dynamic capabilities, they must also be developed and
built. The introduction of TCE into ERBV demonstrates the significant roles of
governance, bargaining power and other measures in regulating relationships
between partners.88 Effective governance becomes more important in such
relational ties in terms of attenuating the opportunistic behaviour of partners and
improving the overall performance of partnerships.89 Reputation, sufficient interfirm communication, relationship commitment and trust have proved to be
important factors in addition to governance to attenuate opportunism and improve
the performance of partnerships.90
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Although relation-specific resources and capabilities might be more difficult to build
than their internal counterparts, their impact on the competitive advantages of firms
cannot be ignored, especially when it is nearly impossible to internalize the whole
value chain on the market. This is the case when competitors’ positions are
delicately balanced.91 When all competitors adopt a similar structure, having a good
partnership management to develop and build relation-specific resources and
capabilities might contribute to the competitive advantages of firms.92 Significant
time and capital have to be spent by both parties on building and developing such
resources and capabilities. As recommended by researchers who have conducted
analyses of the performance of partnerships, companies with complementary
resources, a good reputation as partners, or who have had a previous cooperative
experience might be preferred over another by a company which plans to form a
partnership.93
To conclude, both firms’ internal and relational-specific resources and capabilities
contribute to their competitive advantages. VRIO can be used to assess a firm’s longterm competitive advantages by evaluating the resources, capabilities and
organisation structure that it possesses. However, a firm’s position in a market is
also affected by its external environment. External factors such as competitors’
moves, customers’ (game players) preference and parties in the stream of
distribution all affect the results of competition. A firm should therefore utilise its
resources and capabilities to cope with this external environment. The rest of this
chapter will examine the external environment of console firms and game
companies and offer some insights into the ways that they cope with this
environment.
4. Competition in the Home Console Game Industry
In the following section, Porter’s Five Forces Framework will be used to examine
relationships between parties in this industry. Factors that affect the ability of
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console firms to capture returns will be identified. Suggestions on ways in which
console firms can access and organise resources and capabilities to cope with the
environment will be given at the end of this part. In addition, the game companies
will also be analysed in the same way as console firms given their importance to
innovation in this industry.
4.1 The External Environment Test
Console Hardware Market Analysis
a. Barrier to Entry
According to Porter, there are six conditions that can be used to measure whether or
not the entry barrier to a market is high. These will be used to assess the home
console game industry.
The capital required is the first and the most important condition for entry into this
industry. Entry into the hardware market is extremely difficult for new entrants.
From a historical perspective, potential new entrants need to possess at least two
characteristics – ‘deep pockets’ and relevant capabilities and resources. Time is also
required. For instance, before Microsoft entered into this industry, it had a
partnership with Sega designing the operation system for Sega’s Saturn. Microsoft
also invested large amounts of money yet continued to bear losses for a long time
before making profits after its entry into the market.94
The economies that come from scale is the second entry barrier.95 This can be
divided into two categories: supply-side economies of scale and demand-side
benefits of scale.96 Both are characterised by network effects. The hardware market
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is mature and saturated.97 This implies that customers in console market trust these
three companies and rarely consider other companies. The effect of economies of
scale is amplified in this industry by network effects. With regard to the demand-side
benefits of scale, the more customers buy a platform, the more valuable the
platform becomes, and the more developers will develop games for it. Thus, users of
the platform can play more games because of this and more customers buy this
platform. It is a cycle. In contrast, when only a few people buy a newcomer’s
platform, other customers will be less likely to buy this platform, and developers will
not develop games for it. This leads to a vicious circle.
The demand-side economies affect the supply-side economy. The supply-side
economies of scale arise when the console production of console firms reaches a
certain scale so that firms enjoy lower costs per unit. This implies that newcomers
must come to this market with a level similar to that of incumbent companies in
order to compete with them. This scale is decided by final consumers. However, it is
difficult to achieve such a level when customers in this market still only trust
incumbents.98 In other words, newcomers have to bear long-term losses before
winning customers over;99 otherwise, it will be very difficult to enter this market.
Customer switching costs is the third entry barrier.100 Switching costs are high for a
customer wishing to buy a newcomer’s console instead of the products of an
incumbent company. A new entrant’s platform is less likely to possess customerbases and game supports. Both game developers and customers will wait to see how
large the potential customer base will be for a new entrant’s product. Unless a
newcomer sells products at a relatively lower price than that of competitors,
customers might not be willing to take the risk of buying the products.
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Incumbency advantages independent of size is the fourth entry barrier.101 In addition
to their large size, the top three console firms have other advantages that are not
available to potential entrants. The most obvious one is their established brand
identities.102 Other advantages include their cumulative experience of orchestrating
production and distribution, and relatively larger portfolio of first-party games and
blockbuster sequels. Proprietary technologies such as patents can also be obstacles
for newcomers. Although patents of core components can be licensed from
upstream hardware suppliers, IPRs on other components might also matter. For
instance, if a new firm wants to compete in the seventh generation market, it has to
bypass the patents of remote controllers held by Nintendo, Sony and Microsoft. All
these are advantages of incumbent console firms that make it difficult for a new
entrant to compete effectively in the market.
Government policy could be considered as the fifth entry barrier. This is not
commonly seen in the developed markets unless it is a highly-regulated economy.
However, it may not be the same in an emerging market. This factor will be
examined in Chapter V as the Chinese home console game market is highly regulated
by the government.
The sixth entry barrier is unequal access to distribution channels. Consoles are
distributed physically. Although they can be ordered online, console firms still partly
rely on wholesalers and retailers to reach final customers. Hence, newcomers will
compete with incumbent firms for limited shelf space. It is relatively hard to
convince retailers to display their products instead of incumbents’ products given
that existing firms account for 97% of the hardware market.103
It is clear from the above that it is extremely difficult for newcomers to enter the
hardware market. Even if newcomers achieve this, sacrifices must be made by them
in order to compete with incumbent firms in the long run. Disruptive innovation
might be a factor in the future to lower the entry barrier. For example, VR might lead
mobiles or tablets to compete directly with console firms. However, this would not
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happen until mobiles or tablets are as powerful as consoles and VR becomes much
cheaper.104
b. The Threat of Substitutes
The current main substitutes for consoles are personal computers.105 However, one
significant advantage of consoles is that they deliver far superior performance than
computers at the same price and over a longer term.106 Customers of consoles do
not need to worry about changing them during their lifecycle as frequently as
computer users who have to change them or compromise performance via
‘tweaking’ (in effect minimizing the most processor-demanding aspects of game play)
game settings in order to run the latest games. Hardware suppliers customise chips
and other semiconductor components specifically for console platforms in order to
optimise the efficiency and power of consoles.107 Game companies will also put all
their efforts into designing and optimising their performance corresponding to
console specs throughout their lifecycle.108 For those game lovers on a budget whose
sole purpose is to play games, buying a console offers more value than buying a
computer. In order to illustrate this point, we can compare two scenarios. Assume a
lifecycle of a console is seven years. Person A spends $300 on a console in scenario
one. Person B spends $300 on a computer in scenario two. Two years later, when a
new game comes out, A can still have the best gaming experience with the console
while B’s $300 computer is not powerful enough to deliver the same experience, or
worse still, the computer cannot even run the game. B has to buy a new one in order
to play this game. Alternatively, B can choose to buy a gaming computer which may
cost $2000. It will still not provide a consistent gaming experience for him both
because the PC uses general-purpose chips and because PC game companies design
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games on the basis of technologies which would be available when the game was
launched. Overall then the performance-price ratio of a console is much higher than
a PC’s.
The position of home consoles (games) may be threatened by mobile equipment
such as smartphones and tablets. Many studies have attributed the drop in
popularity of hand-held consoles to the rise of mobile gaming.109 Nevertheless,
mobiles will not compete directly with home consoles in the near future for two
major reasons. First, in terms of processing power, home consoles are far more
powerful than mobiles. The gaming experience delivered by consoles is for this
reason far beyond mobile equipment. Secondly, the main purpose of playing a
mobile game is different from playing on consoles. Mobile games are used by people
as a convenient way to kill time.110 In contrast, a console game normally requires a
player to spend more time and money on it.111 Compared with mobile games, the
biggest selling point of console games is the big screen and high-quality game
performance. Unless mobile hardware becomes as powerful as consoles and VR
becomes affordable, mobile games will not compete with home console games
directly.
Other substitutes such as TV, movies and physical exercise do not significantly
threaten console and console games.112 This is indicated by the fact that these
traditional ways of entertainment were in existence for a long time before video
games emerged and have co-existed with video games for more than three decades.
In addition to the above-mentioned substitutes, which are legal ones, illegal copies
of games (game piracy) are de facto substitutes for authentic games. Console firms
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sell hardware at a loss in the expectation of making profits from games. If players all
played illegal copies instead of authentic games, both console firms and game
companies would suffer heavy losses. Therefore, illegal copies of authentic games
can be seen as a type of substitute for authentic games. Compared with the other
types of substitutes mentioned above, game piracy is the biggest threat to the
present well-being of this industry.
c. The Power of Suppliers
Powerful suppliers can appropriate more of the value of consoles by charging higher
prices or shifting costs to industry participants. Console firms’ upstream hardware
suppliers are chip manufacturers such as Intel, IBM and AMD. With regard to the
software market, console firms themselves and other game companies are the
suppliers.
Six major factors affect the power of suppliers in relation to console firms.113 The
first concerns the degree of concentration of the industry in which suppliers are
located. In other words, if there are fewer suppliers, then suppliers will be more
powerful and vice versa. In the semiconductor industry, only a few semiconductor
firms can provide chips to console firms. Only IBM, Intel, AMD and Nvidia have
supplied CPU and GPU for the last four generations of consoles. The high degree of
concentration increases suppliers’ bargaining power with the console firms. This
leads to the second factor – whether console firms can ‘backward integrate’ the
supply chain or, alternatively, whether the suppliers can forward integrate console
firms’ businesses. If suppliers can forward integrate, they have a relatively stronger
bargaining power with console firms. Conversely, if console firms can backward
integrate the supply chain, they have a relatively stronger power with suppliers.
Moore’s law is no longer capable of predicting the development speed of computer
technology because improving the performance of chips requires a longer time of
development and an increased investment.114 Even large incumbent companies like
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Intel may not be able to afford development costs.115 Hardware suppliers spend a
significant portion of their capital on R&D and production. The CEO of International
Business Strategies, Handel Jones, estimated that a fab or foundry for current
microprocessors costs around $7 billion while Intel’s revenue in 2015 was $55.4
billion.116 The revenue of AMD, which supplies custom chips for all three mainstream
console firms, was much less at $5.5 billion.117 The costs of the same fab will increase
to $16 billion in 2020 which is an increase of around 17% per year on average.
However, the annual growth rate of Intel’s total revenue in 2015 was only 2% more
than in 2011. It is worth mentioning that Intel is one of the few firms in this industry
that can afford to own both R&D and fabs.118 This explains and also implies a trend
of future disintegration of the R&D and production chain in this industry.
Semiconductor firms have to shift costs to their customers from different industries.
Recouping costs not only requires a much larger installed-base than the video game
industry but also production differentiation to meet different customers’ demands
as computers in research labs may require different chips from home electronics. 119
Therefore, revenues generated by the home console game industry may only be a
small proportion of the total revenue of the semiconductor industry. However, for a
console firm, it will be too costly to develop all technologies required by a console inhouse. That is why, for instance, Sony spent about $400 million on CPU development
for PS3 by forming a joint venture with IBM and Toshiba.120 It was also reported that
XBOX signed a $3 billion deal with AMD for custom chips.121 Whether or not this is
true, it is undoubtedly the case that high development costs of semiconductor
two years at the same costs, is running out of steam; for instance, it costs $200 million to develop
16nm chip component while it is estimated to cost $600 million to develop 5nm chip component. Also,
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components is one of the major factors that has led console firms to rely on external
companies for supplies.
In addition, resources and capabilities required to compete in the console game
industry differ from those in the semiconductor firms. Even if they decide to forward
integrate, it takes both time and capital for a new entrant to gain profits from the
new market. On the other hand, it is even harder for console firms to backward
integrate the supply chain, not only because of the substantial R&D and production
costs but also because of the many proprietary technologies possessed by suppliers.
Microsoft recently began to design chips in-house.122 However, these chips are
specifically designed for data centre, cloud and search engine technologies which
require chip performance and efficiency far beyond the chips of consoles.123 The
difficulty of backward integration is shown by Sony’s failure to deliver the PS3 and its
use of AMD’s SoCs on the PS4 even though it has similar capabilities in chip design
and manufacture.
A supplier’s product portfolio and the sources of a supplier’s revenue are two other
factors. As shown earlier, if a semiconductor supplier does not just rely on this
industry as a major source of revenue and its products vary, its bargaining power will
be stronger than another supplier whose revenue relies heavily on orders of
components by console firms. In the case of AMD, an increase in its revenue relied
heavily on console firms’ performance in the console hardware market.124 In other
words, the more consoles are sold, the more revenue AMD gains. Therefore, in this
case, AMD’s bargaining power with console firms is not as strong as Intel’s if Intel is a
supplier for console firms because Intel’s overall revenue does not rely heavily on
the video game industry.
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Switching costs also affects the leverage between console firms and suppliers.
However, this factor does not strengthen a supplier’s bargaining power as much as
other factors. Console firms are free to choose suppliers when they start to design
next-generation consoles. However, once a supplier is chosen, the console firm will
be locked in the partnership for seven to ten years: i.e. the lifecycle of a console.
Leverage of the firm with suppliers will influence the hardware costs of console firms.
To alter the leverage, a console firm has to use its own capabilities and resources.
For instance, Microsoft possesses stronger bargaining power than Sony in its
partnership with AMD because AMD’s revenues also depend on Microsoft’s support
in the Windows system. Nevertheless, the analysis above implies that a console
firm’s leverage with hardware suppliers is relatively weak.
d. The Power of Buyers
Buyers in this context refer to distributors, retailers and the final customers. With
regard to distributors and retailers of hardware consoles, their bargaining power
with console firms has not changed much because consoles have to be distributed
physically to final customers. They can still influence customers’ purchase decisions
given their close proximity to final customers. Although such an influence has been
weakened due to the diversity of sources of information, console firms still tend to
rely on them to reach consumers.
With regard to game distribution and retailing, the bargaining power of upstream
firms (console firms and game companies) has become increasingly stronger due to
their forward integration of the digital distribution stream. In the past, game
companies and console firms had to compete for limited shelf space in high-street
stores if the games were delivered physically. Due to this, retailers charged
publishers, or console firms if the game was a first-party game, significant market
development funds for displays in the store.125 This business model conferred on
retailers considerable leverage over publishers/console firms to the extent that, for
each copy of a game sold a decade ago, retailers could capture approximately 30% of
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its value.126 High-speed, cheap internet access has changed this model.127 The three
mainstream console firms started to develop their online platforms a decade ago
and now they own distribution platforms from which final customers can buy games
and add-ons.128 Digital distribution is now becoming the primary way to distribute
games.129 The leverage of console firms and game companies with retailers and
distributors has increased as a result.
With regard to final customers, they have four basic requirements for a new
generation console platform. Firstly, the launch price must not be far beyond the
average price of a platform in the same generation. Secondly, it should be much
more powerful than platforms in the last generation and deliver an acceptable level
of performance when compared to platforms of the same generation. Thirdly, it
must have a large number of supporting games. Lastly, it must have a large installed
base because online gaming is an indispensable part of gaming entertainment today.
These four conditions are interdependent. Although customer recognition is limited,
the majority of them are rational enough not to make a purchasing decision until all
the console platforms come out. They will use their limited recognition and common
sense to anticipate the trend of this market.130 Some of them will purchase consoles
and games at Christmas because they know the consoles and games are much
cheaper during that time.131 Therefore, console firms and game companies have to
predict customer behaviour to transform their investment into profits.
Another two issues of relevance are parallel importation and the reselling of secondhand games. When games and consoles leave the control of upstream firms, they
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might be resold by buyers to others. If the games and consoles are new, they might
be distributed to another country where the same products are sold at a higher price.
As shown in the introduction to this thesis, maximizing profits is sometimes not the
main objective of console firms or game companies, with prices being set in one
region higher than in another. It is often government intervention or other external
factors that lead to price differences.132 If parallel importation of consoles or games
cannot be restrained, firms cannot make legitimate returns on investment. This
threat is much more common in emerging markets than in the US and Japan where
games and consoles are typically sold at the lowest prices in the world. Parallel
importing has to be stopped or local companies may not be able to appropriate
sufficient returns.
Second-hand game trading is another factor that affects the profitability of upstream
firms. Used games are traded either in retail stores or online stores. In retail stores, a
used game is much cheaper than a new one even though they are placed side by side.
Customers might be attracted by its lower price and buy it instead of a new one.
Under such a circumstance, upstream firms capture fewer returns than if customers
buy used games. It is retailers that benefit from such trades as they pay sellers a
lower price for a used game and sell it for much more to one of their customers.133
Such trades ultimately benefit neither game players nor game companies.
e. Rivalry Competition and Key Factors to Success
As mentioned above, this industry exhibits a network effect.134 This is when the
value of purchasing a console platform increases as the number of other platform

132

See, e.g., ‘Who, What, Why: are tech goods cheaper in the US than the UK’ (BBC Magazine, 12 June
2013) < http://www.bbc.co.uk/news/magazine-22868787> accessed 15 March 2017 (Tax and cost of
doing business are two factors that contributes to the price difference of consoles.). On 22 February,
‘Xbox One with Gears of War: Ultimate Edition’ was sold 285 Pounds which equal to 401.591 USD on
the Amazon UK. The VAT is 57 pounds, which equals to 80.318 USD. The same product was sold 300
USD including tax, which is normally 6-8% on average on the Amazon US. All calculation is based on
the exchange rate on 22 February 2016 XE Convertor website.
133
For instance, on 18 March 2016, GAME (UK) pay £2.8 for pre-owned Assassin’s Creed IV (PS4) in
cash while selling the same one at £9.9. A new Assassin’s Creed IV costs £ 17.18 on Game’s Official
Website.
134
See n 12 in General Introduction.

73

users increase.135 This is a two-sided market, divided by console firms in the middle.
Both sides show a network effect. On the one hand, the larger the customer base
held by a console platform, the more game companies will develop second and
third-party games for this platform. On the other hand, customers generally prefer a
platform with a large customer base to a platform with a smaller one. This can be
referred to as a same-side (network) effect. In addition, game companies normally
use the current customer base as one parameter to evaluate whether a platform
could be expected to have a customer base in the future. Customers, in contrast, will
use the number of currently supported games on a platform as a parameter to
predict whether more games will be released for this platform. This can be referred
to as a cross-side or indirect (network) effect.
A network effect amplifies even a small advantage of a firm in competition,
especially when the positions of competitors are delicately balanced.136 The
fundamental way for a console firm to build and maintain its position ahead of
others in competition throughout the lifecycle of its consoles is to establish a large
customer base. Empirical studies have shown three major factors which contribute
to building and increasing a customer base, namely pricing, hardware performance
and game variety.
The high hardware costs and final customers’ preference for consoles with a lower
price- performance ratio compel console firms to price a console much lower than its
production costs. They subsidise the costs of hardware production with profits
derived from the sale of games.137 Empirical studies have confirmed that the launch
price of next generation console platforms is critically associated with their success
in building an initial customer base during the entire lifecycle.138 When an expected
customer base is achieved, console firms can reduce the hardware price further to
attract more customers who do not have the platform. Given that hardware costs
normally fall fast over time, in the most optimistic scenario console firms can profit
135
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both from console sales and game royalties when they reduce a console price.139
Research, nonetheless, shows that the effect of price reductions on the sales
performance of consoles lasts only for its lifecycle.140 The same strategy influences
sales performance of a game in a similar pattern even beyond the lifecycle of console
platforms.141
Game variety also affects customer base-building during the lifecycle of a console
platform. The effect becomes increasingly obvious in and after the middle of the
product cycle.142 Although a first-party game is in general more likely to boost
console sales than a third-party game, there are limits on the number of such games
that can be developed within a consoles’ lifecycle. .143 Console firms thus have to
rely on second or third-party games to some extent to enlarge the customer base.
Lastly, powerful hardware is also required for a firm to capture returns consistently
in the long-term.144 A new generation platform must be far more advanced than the
last generation. In addition, it must not be significantly less powerful than products
of the same generation. The technological standard of one generation is dynamic
and determined by mainstream console firms. In short, a console has to possess an
average specification for its generation in order to survive in competition. A far
above average specification might give a console firm an advantage in competition in
terms of performance at the expense of high hardware costs. However, a console
platform with below average standard specifications will not maintain a sustainable
advantage in competition throughout its lifecycle. Nintendo Wii was always cited as
an example to support the argument that even consoles with a low-level
specification are able to out-compete high-specification consoles. However, this did
not reflect the whole picture. In the case of the Nintendo Wii, although the low
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specification saved on production costs, its lifecycle was much shorter than that of
the far more technically advanced and capable PS3 and Xbox 360 consoles.
After Microsoft and Sony released their own motion controllers, the Nintendo Wii
lost any competitive advantage over the Microsoft and Sony products. Nintendo had
to release its next generation console Wii U almost one year ahead of its competitors.
This step made Nintendo vulnerable to the risk that Wii U’s specs would be left
behind by its competing products.145 Game players were rational and patient enough
to wait for the release of competing products and make comparisons between these
products before making purchasing decisions. During this period, the new generation
Wii U competed with the older generation Xbox 360 and PS3. But Nintendo were not
able to increase its market share. Certainly some people who possessed Wii bought
the Wii U because new games for Wii had become fewer with the launch of the next
generation console. However, many people who owned either the Xbox 360 or PS3
were prepared to wait for next generation consoles because new games were still
being released for the Xbox and PS3 during this period. Wii U’s poor sales
performance again illustrates the disadvantage of less powerful hardware. During
the period between the launch of Nintendo’s Wii U and the launch of the competing
XBOX ONE and PlayStation 4, the Wii U’s sales were disappointing. In other words,
Nintendo’s first-move advantage was not as successful as expected in terms of
building an expected customer base. In Wii U’s first month, its sales in the US were
not as good as Xbox 360, a platform that was released eight years before Wii U. 146 It
is worth pointing out that the marginal cost of producing an Xbox 360 was
significantly reduced under its market price when Wii U was introduced so that
Microsoft profited from each XBOX 360 sold. As such, even though the success of the
motion controller partly concealed the disadvantage of Wii caused by its less
powerful hardware in competition with XBOX 360 and PlayStation 4, Wii U has
exposed this weakness completely in the eighth-generation console war. Although
Wii U was launched one year ahead of the other platforms, the total sales of Wii U
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were left behind by Xbox One and PS4.147 The figure below shows that Sony took
only two months to achieve the same customer base which took Nintendo one year
and two months to achieve.148

Fig 3. PS4 vs Xbox One vs Wii U- Total Sales149
The analysis above shows that hardware spec is also indispensable to the success of
a console. Although innovation on other parts of a console is able to confer a
temporary competitive advantage, the length of time during which console firms can
capture returns consistently is dependent on hardware performance.
In sum, five forces analysis shows that competition mainly exists between incumbent
console firms because it is extremely difficult for a new entrant to enter the
hardware market. In order to capture consistent returns throughout the lifecycle of a
console, a console firm has to strike a balance between marketing price and
hardware performance/costs to build a large customer base. In addition, analysis
regarding the power of buyers also shows that parallel importing and trade of used
games can affect the ability of upstream firms to capture legitimate returns and
might harm the whole industry.
Console Software Market Analysis
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As far as the barrier to entry is concerned, the console software market is easier to
enter than the console hardware market. Due to new policies adopted by Sony and
Microsoft around 2013, even individuals can develop games for console platforms at
an affordable price. The shift in policy saw the console firms start to provide small
and individual developers with a one-stop service, ranging from providing free
development kits and free online publishing to digital distribution. However,
competition in this market is no less fierce than in the hardware market. Thousands
of studios are competing in this industry while big titles normally account for a large
proportion of the total revenue of this market.150 Individuals or small start-ups
cannot compete with big publisher-owned studios and studios owned by console
firms directly. Thus, whilst it is now easier for newcomers to enter this market, it is
difficult for them to appropriate returns on investment within the short term. As has
been shown above, the threat of substitutes to console games is small unless they
are illegal copies of authentic games.
Of course, it is possible to see console firms (platform providers) as suppliers of
game companies. Although the bargaining power of game companies is much
stronger than it was in the 1980s when the market was dominated by one firm, the
power of game companies is generally still relatively weaker than that of console
firms. There are exceptions, for instance, Electronic Arts which is a big publisher that
owns many studios and blockbuster game titles. Its bargaining power with console
firms is thus stronger than that of small and medium-sized game companies. Buyers
of game companies are exactly the same as analysed above – game players.
The last factor is competitive rivalry. In the console software market, independent
developers are competing both for investment from independent publishers or
console firms and for final customers. Likewise, publishers or console firms, as they
own developers, are competing for customers. However, this industry has
experienced large scale mergers and acquisitions.151 Console games, AAA titles
150

Marchand and Hennig-Thurau (2013), p. 146 (62% of top 10 game producers are big studios and
publishers in 2011. However, the level of concertation is lower than it in other entertainment
industries.).
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See e.g., O’Donnell (2012), p. 104 (successful developers are either acquired by publishers or
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(blockbuster games) in particular, are now developed by studios owned by large
publishers. With regard to success factors, in addition to sufficient financial support,
the most important one is game quality.152 Other relevant factors are the selection
of appropriate platforms and genre.153 It is also worth mentioning that unlike
console hardware, the price of a console game may not significantly affect a game
company’s competitiveness as software prices in the console game industry are
relatively high and relatively close to each other.
This brief analysis of the console software market suggests that factors that affect
returns of game companies are not very different from factors that affect returns of
console firms. The four sub-questions mentioned in the introduction to this thesis
can, therefore, be applied to test the hypothesis both in the console hardware and
software market. However, what needs attention when returns of a game company
are analysed is the relationship between game companies and console firms. In the
first place, the bargaining power of game companies with console firms will affect
the game companies’ returns. A console firm may require fewer royalties from a
game company with a blockbuster title than one with a less well-known title. In
other words, the game company can capture more returns if it holds a famous and
successful title. Another issue is that console firms also compete with game
companies directly because console firms own studios. Therefore, console firms may
hold back competitors in a number of ways especially when games are developed by
external parties without their authorisation.
4.2 Competitive Advantages of Console Firms and Game Companies
a. Competitive Advantages of Console Firms

consolidation of powerful international publishers’); Kerr (2012), pp. 116-133 (This trend is perfectly
illustrated in the UK game industry where the majority of studios are owned by foreign-owned
companies via M&A.).
152
See, e.g., Binken and Stremersch (2009); Joe Cox, ‘What Makes a Blockbuster Video Game? an
empirical analysis of US sales data’ (2014) 35 Managerial and Decision Economics 189-198,p. 197;
John Sacranie, ‘Consumer Perceptions and Video Game Sales: a meeting of the minds’ (2010) Illinois
Wesley University Honors Projects <
https://scholar.google.co.uk/scholar?cluster=7972888972712090055&hl=en&as_sdt=0,5> accessed
15 March 2017.
153
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A monopoly is a position of considerable market power. If there were only one
console firm in the videogame industry, it could charge customers a higher price
compared to the actual situation where several suppliers compete in the same
market.. A console firm that enjoyed a monopoly could choose to backward
integrate/internalise the supply chain if it had large financial capital and expected to
capture returns in the long-term. However, such a pattern of competition changes
when more than two firms compete.154 This is the case with competition in this
industry which is characterized by an oligopolistic structure.155 As shown above,
neither console firms nor semiconductor suppliers can enter each other’s industry
easily. Even if a large console firm like Microsoft could backward integrate the
semiconductor supply chain, it would take a long time for it to adapt to a new
environment. This option is closed due to another important factor – competition
between console firms. A console firm has to consider competitors’ strategic
response and find a balance between integration and partnership to decide which
model will be chosen in hardware production. So far, all mainstream firms prefer
forming a partnership for integration. Therefore, a console firm can maximize its
profits in two ways. Firstly, a console firm can increase its leverage in relation to its
upstream and downstream parties in the value chain. Secondly, it can create and
gain competitive advantages over competitors.
With regard to the supply chain, console firms have two options if they cannot
backwardly integrate: one is to buy custom chips from suppliers, the other is to form
formal or informal partnerships with suppliers. Both ways will not put console firms
at a disadvantage in terms of the launch price. However, it becomes more difficult
for console firms to gain competitive advantages under this structure because the
performance of different console platforms might be similar. For instance, both
Microsoft, in respect of the XBOX One and Sony, in respect of the PS4, formed
partnerships with AMD which designs custom System-on-a-chip (SoCs) for them.156
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In the last generation, even though Sony formed a joint venture with IBM and
Toshiba to develop a new CPU for the PS3, Microsoft bought the CPU design from
IBM which delivered similar power to the Xbox 360. As shown above, resources or
capabilities that are valuable, rare and costly-to-imitate are sources of competitive
advantages. Hardware power is necessary for a console platform to survive
competition during its lifecycle. However, it is not enough to maintain a firm’s
competitive advantages because console firms’ organisation structure may not be
able to translate such assets to their advantage. Something else that is VRIO should
be developed if a console firm is eager to become a market leader.
It is difficult but possible for a console firm and its suppliers to develop relationalspecific resources and capabilities given the long duration of partnerships.157
Partners can learn from each other in the partnership. Specific routines of learning,
knowledge-sharing and communicating could be established after cooperating for a
long period. From a long-term perspective, such cooperative activities might lead to
a merger or acquisition if one party wants to enter industry of another.158 A longterm partnership could be a trial and shorten the period of transition to Mergers and
Acquisitions.
Although semiconductor components constitute the greater part of a console
platform, console firms must introduce innovative ideas in relation to players’ game
experience in order to gain competitive advantages and basic components such as
the CPU, GPU and RAM are not of themselves enough to bring an attractive gaming
experience to players. Console firms have most recently been focussed on innovating
in the game interface system, with the introduction of motion controllers in the last
generation of consoles and more recently still with virtual reality headsets.
Below Retail Price, HIS Teardown Reveals’ (HIS, 26 November 2013) <
https://technology.ihs.com/467389/microsoft-xbox-one-hardware-cost-comes-in-below-retail-priceihs-teardown-reveals> accessed 15 March 2017 (This article shows the components of Xbox One.).
157
Suhong LI and others, ‘The Impact of Supply Chain Management Practices on Competitive
advantages and Organisational Performance’ (2006) 34 The International Journal of Management
Science 107-124 (This empirical study shows that high level of supply chain management enhances
competitive advantages.).
158
Fuad Abazovic, ‘Microsoft Interested in Acquiring AMD’ (Fudzilla, 11 September 2015) <
http://www.fudzilla.com/news/graphics/38725-microsoft-interested-to-acquire-amd> accessed 15
March 2017; Fritz Gleyo, ‘AMD Shares Soar As Rumours Swirl Microsoft, Intel Want to Take Over’
(Tech Times, 15 March 2016) < http://www.techtimes.com/articles/84168/20150914/amd-sharessoar-as-rumors-swirl-microsoft-intel-want-to-take-over.htm> accessed 15 March 2017.
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The last major source of competitive advantages, which allow a company to
generate more returns than its competitors, is the game. First-party games are
valuable, rare and costly-to-imitate. They can be translated into profits easily
because they are developed in-house and with the full support of console firms. Such
games boost console sales. For instance, people bought more Nintendo 64s to play
Donkey Kong though PlayStation dominated the market.159 Halo sequels have had
the same effect on the sales performance of Xbox. Research shows that certain game
titles can shift a hardware customer base by as much as 5%.160 Blockbuster (AAA)
third-party games may increase sales performance of platforms. Nonetheless, they
are not normally platform-specific which means that this cannot bring competitive
advantages to a particular console firm. A console firm thus has to look for secondparty games with a view to offering a distinctive product. Second-party games are
exclusive to one particular platform. An example is the Gears of Wars series which
was developed exclusively for the Xbox.161 However, relational resources and
capabilities need to be built and developed. Before acquiring Gears of War, the
Microsoft Game Studio had worked closely with Epic, the former owner of Gears of
War for more than a decade.162 Like independent publishers, console firms are now
also involved in publishing. By cutting out publishers, console firms can approach
developers that hold promising copyright works. A second-party game not only
brings short-term advantages for console firms, it can also lead to the acquisition of
studios or game titles which can benefit both studios and publishers.163 Sony
Computer Entertainment has acquired many independent studios and formed
159
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exclusive partnerships with other independent developers in the past few years.164
For third-party games, console firms have to strengthen their bargaining power with
third-party game companies in order to increase their returns from the value chain.
However, royalties or licensing fees that are too high may divert game companies to
other platforms. A console firm must take a balanced view according to its actual
position in the market.
b. Competitive Advantages of Game Companies
With regard to the competitive advantage of game companies, individual game
developers have to attract investment, either from publishers or console firms. As
developers owned by console firms or publishers do not need to worry about
funding, quality becomes the priority. Selecting a genre that is popular may
contribute to success in competition. Furthermore, game companies should develop
strong titles both to attract console firms and increase leverage with them. As
mentioned above, the underlying reason for choosing a platform is to increase the
chance of products becoming known by customers. However, this strategy is passive
and is not enough for a game to stand out from among others. Game companies
have to deliver information to customers to draw their attention and attract them to
buy their products. Quality is important in the perception of customers. Nevertheless,
the actual quality of a game may not be the same as that perceived by customers.165
A popular genre can also suffer from the problem of saturation which means that
other companies also select the same popular genre.166 Hence, even if a game
belongs to such a genre, it still faces the obstacle of being recognised by customers.
Quality, genre and selecting the appropriate platform de facto differentiates one
game from another. However, customers have to be aware of these attributes
before they make purchasing decisions. That is why marketing is so important for
game companies. Asymmetry of information between a game company and
customers has to be overcome to make the company successful.
5. Conclusion
164
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This chapter has outlined competition in the home console game industry. The high
hardware costs, network effect and oligopolistic nature of the market primarily
determine console production which in turn affects the business models of game
development and distribution. Given this reality, the analysis in this chapter has
identified factors that affect returns that can be captured by console firms and game
companies. They are:
(1) Competitiveness of the firm;
(2) Bargaining power of the firm;
(3) Game piracy, parallel importing and second-hand game reselling.
These factors and effects of competition on returns enable us to divide and rephrase
the original question into four sub-questions as given in the introduction to this
thesis. These are given again below:
(1) How do IPRs affect market competition (hardware market and software
market)?
(2) How do IPRs affect a firm’s capabilities to compete with competitors
(competitive capabilities or competitiveness)?
(3) How do IPRs affect a firm’s capability to bargain for a larger proportion of
total revenues with other non-competitive parties in the streams (hereinafter
referred to as leverage or bargaining power)?
(4) How do IP laws regulate game piracy, parallel importation of games and
second-hand game trading to maximize total revenues the whole industry
can capture?
The following chapters will examine the hypothesis in relation to these questions.
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Section II
Chapter II: Patents and the Home Console Game Industry
1. Introduction
The purpose of this chapter is to consider and evaluate the effects of patent law on the
incentives to invest in development of new products in the home console game industry
in light of the factors that influence competitiveness in this industry and as identified in
the previous chapter. The focus of analysis is naturally on the semiconductor industry
since most of the operational parts of a console are supplied by firms from that industry.
In other words, the more inventions that emerge in the semiconductor industry, so the
more choices a console firm has to apply them in the home console game industry.
Highlighting both the legal function and the information functions of patents, the
analysis demonstrates that patents de facto intensify competition by facilitating vertical
disintegration of the semiconductor industry so discouraging the emergence of
monopolies. In addition, the analysis demonstrates how patents contribute to the
patent owners’ ability to capture returns in a competitive market environment. These
two effects of patents have a profound impact on the incentives to invest in the
development of novel products.
The chapter is divided into five parts. The second part continues the examination of the
industrial structure of the semiconductor industry, and explains how this industry
operates and its relationship with the home console game industry. The third part
addresses two issues. Firstly, it analyses the legal and information functions of patents
and shows how patents work to reduce information asymmetry, promote
communication efficiency and increase information spillovers. Secondly, it addresses the
inherent problems of the patent system and sets out to show how these problems have
to an extent been mitigated by the tailoring of patent laws by the courts. The fourth
part proceeds to argue that patents intensify competition in the semiconductor industry
through facilitating vertical disintegration of this industry. It gives detailed analysis of
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how patents support the vertical disintegration, a process which itself allows patent
owners in the semiconductor industry to maximise returns on investments made in
research and development. At the same time, the analysis considers the implications of
this for all firms in the stream of production and for the downstream console firms. The
fifth part shows how patents may increase the competitive advantages of a console firm
while at the same time helping start-ups in this industry capture returns from
investments made in the development of new products.
2. The Home Console Game Industry and the Semiconductor Industry
In Chapter I, the analysis showed the inevitable trend of disintegration within the
semiconductor industry and console hardware supply chain. The majority of the parts of
a console platform are supplied by semiconductor companies. Console power and
performance is a basic and necessary factor underpinning most of the product
developments in the home console game industry. Both R&D and production of these
parts require heavy investment. Such costs have led to disintegration within the
semiconductor industry. The majority of firms in this industry are highly specialised,
either in chip R&D or fabrication. In the contemporary industry, a so-called ‘fabless’
trend is apparent. A fabless firm refers to a firm that only invests in chip development
and research, and outsources fabrication to third-party semiconductor fabrication plants
(foundries or ‘fabs’), which specialise in the production of products designed by fabless
firms. In contrast, a firm that owns both R&D and foundries is called an integrated
device manufacturer (IDM). There are some ‘fab-lit’ firms which lie between these two
extremes. However generally, this industry is characterised by separation between
design and production with most firms relying on specialised third-party foundries for
product production. This can be seen from statistics which show that third-party
semiconductor foundries accounted for most of the revenues from all foundry sales in
2013.1
1

‘Top 13 Foundries Account for 91% of Total Foundry Sales in 2013’ (IC Insight, 28 January 2014) <
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Fig 4. Structure of Semiconductor Industry2

Console firms rely heavily on these semiconductor firms for hardware supply. Compared
with backward integration of the supply chain, such organisation of the hardware supply
chain saves both research costs and production costs for console firms.
Vertical disintegration enables firms to concentrate on specific activities. They do not
have to be large integrated conglomerates such as IBM or Intel compete effectively.
Specialised firms can compete with large integrated conglomerates by relying on
external resources and capabilities. Specialisation lowers the entry barrier to the
semiconductor industry and thus intensifies competition and prevents the emergence of
monopolists. As will be shown later, patents contribute to disintegration in the
semiconductor industry. Furthermore, patents have allowed proprietors to maximize
their returns on investments in new products so ensuring that the market remains
viable for multiple participants. Few patent scholars address this contribution of patents
to competition when they analyse the association between patents and the incentives
foundries.); ‘Semiconductor Foundries ranked by Global Revenue in 2014 (in million US Dollars) (Statista,
2014)< http://www.statista.com/statistics/257868/semiconductor-foundries-worldwide-by-revenue/>
accessed 15 March 2017 (8 of top 10 semiconductor foundries are pure-play foundries. They account for
more than 90% of revenue generated by top 10 foundries.).
2
Rahul Kapoor, ‘Persistence of Integration in the Face of Specialisation: how firms navigated the winds of
disintegration and shaped the architecture of the semiconductor industry’ (2013) 24 (4) Organisation
Science 1195-1213, p. 1208.
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that they provide. Patents are typically considered to have a negative effect on
competition because of how they safeguard monopolies. This chapter will attempt to
offer a more balanced perspective on the dynamic relationship between patents,
competition and new product design and development.
3. The Legal Perspective and Function of Patents
The last few decades have seen considerable progress towards the international
harmonisation of patent law. According to Article 28 of the Agreement on Trade-Related
Aspects of Intellectual Property Rights (TRIPs), patents confer on their owners the
exclusive right to exploit their patented technologies. A patentee is permitted to
prevent third parties from ‘making, using, offering for sale, selling, or importing’
infringing products.3 Article 27 of TRIPs lists the conditions of patentable subject matters.
Any invention can be patented as long as it is new, involves an inventive step (or is nonobvious) and is capable of industrial application (useful).4 Despite patents being
domestic rights, members of the World Trade Organization (WTO) are under an
obligation to give effect to the requirements laid down in TRIPs. TRIPs sets down the
general and minimum standards of patent protection and leaves many important issues
such as claim construction and infringement to domestic laws. The following analysis
will primarily use the United States as an example to illustrate the impact of the patent
system in the semi-conductor and game console industries. The US was selected not
only because it possesses the largest semiconductor industry and home console game
industry in the world5 but also because it is a richer source of information compared to,
for instance the European Union and the UK, so far as exposing the inherited problems
of the patent system, demonstrating the dramatic transformation of this system, and
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showing how courts react to these problems.6 However, the EU (UK) patent system will
also be considered to go some way to corroborate the analysis of US patent law.
Patents are widely used in the semiconductor industry to protect technical inventions,
ranging from R&D to fabrication process technologies. Although analysis in this chapter
focuses on patents only, this does not mean that other rights such as design rights or
trade secrets are not also put to use in this industry. Patents have been selected for two
major reasons. First, the nature of the rights granted means that the patent system is
particularly well adapted in allowing proprietors to disclose information to third parties
whilst leaving their legal holdings intact and in this way the system contributes to the
vertical disintegration of the industry and intensifies the competition in the industry.
This function cannot be achieved by way of other types of protection such as trade
secrets. Secondly, other rights, and in particular the industry specific rights in
semiconductor topographies and designs do not prevent third parties from coming out
with the same idea independently. Patents by contrast provide protection against even
independent devisers of the protected invention. Moreover, patents protect both
products and the processes that are implemented in semiconductor components and
used in making these components. All these factors combine in a way that means that
patents grant their owners considerable market power in respect of the inventions
protected by the patent.
3.1 The Legal Basis of Patent Functions
Patents have two major functions. One is the legal function – the right to exclude. A
patent gives its owners an exclusive right to exploit the value of a patented invention

6

See, e.g., Anna Mayergoyz, ‘Lessons from Europe on How to Tame US Patent Trolls’ (2009) 42 (2) Cornell
International Law Journal 241-270; Christian Helmers, Brian Love and Luke Mc Donagh, ‘Is There a Patent
Troll Problem in the UK’ (2013) 24 Fordham Intellectual Property Media and Entertainment Law Journal
509-555, pp. 509-510 (The authors pointed out that the patent troll is a uniquely American phenomenon.
NPEs are less likely to abuse patents in the EU.).
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and recoup costs. Another is an economic function – an information function which
reduces information asymmetry and facilitates knowledge spillovers.7
In general, a hypothetical addressee is used in the domestic patent system to determine
whether a patent can be granted. In the US, this addressee is referred to by the acronym:
‘PHOSITA’; that is a person who has ordinary skill in the art.8 A patent must enable the
PHOSITA to carry out a patented invention without due experiment.9 This addressee is
used by the court to test both ‘enablement’ and whether what is claimed is ‘nonobviousness’. By reading the specification and claims of a patent, readers are supposed
to be able to understand the scope and the mechanism of the patented invention. In
theory, others must design around patented matters or obtain authorisations from the
patentee to avoid infringing the patent. A patentee is given a monopoly on a patented
technical invention for a period, normally 20 years during which period it can exclude
others from capturing returns from technologies that fall within the boundaries claimed
by its patent.
Patent owners are required to publicly disclose information about patented inventions
in exchange for the right to exclude. Patent applications have to be published within 18
months of the filing date or priority date.10 During the process of application, third
parties can challenge patent applications. In theory, patent applications are examined
by the patent office which is a public authority that applies standardised criteria and
procedure.11 Therefore, information conveyed by a patent possesses a certain degree of
credibility.12 Even though in some areas the disclosed information may not enable a
PHOSITA to fully carry out the patented invention, it does provide some level of
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information about the technical attributes of the patented invention. External observers
can read patent-related documents to obtain information about patented technologies.
In addition, patents may deliver two other types of information. Firstly, patents and
patent portfolios can be used by competitors and potential trading partners to identify
and assess the technical attributes of their owners because technologies owned by
patent owners in effect represent their technical capabilities.13 For instance, patents and
a patent portfolio held by a patentee may indicate its core technological capabilities and
thus can be used to measure its strategies of technological development.14 Secondly,
patents can signify to external observers both the quality of patented inventions and
indirectly then the quality of the owners in terms of their technical capabilities.15
Empirical studies have shown that patents are often relied on as an alternative to
acquired reputation by start-ups in order to attract and secure external investment.16
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Likewise, a firm looking for merger and acquisition targets can compare and evaluate
candidate target companies’ technical capabilities by assessing their patents.17
In addition to conveying information to the public, a patent standardises information. In
other words, a patent codifies information. The uniform format of patent documents,
standard of application and legal procedure, and standardised vocabulary simplify the
communications between patent owners and the public. For instance, people can find a
specific patent by searching its number. It becomes much easier for outside parties to
identify and locate patents using these standardised formats. At the same time, codified
technical information conveyed by patent documents can be used as a common basis of
communication between patent owners and outside parties, which is a useful way to
enhance mutual understanding.
Some researchers deny the abovementioned information functions. Instead, they argue
that US patent law de facto discourages observers from reading patent-related
documents.18 Under US patent law, the well-informed infringer runs the risk of being
convicted of ‘wilful infringement’ and with this the risk of the patentee being awarded
treble damages.19 However, recent developments have made this problem less acute
given recent decisions by the US Court of Appeals of the Federal Circuit (Federal Circuit).
To form a better understanding of the change in case law in this respect, it is necessary
to go into case law development in some detail. Until relatively recently, it was up to a
jury in a District Court to determine whether or not wilful infringement was present.20
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District Court judges were often reluctant to depart from the view of the jury.21
Furthermore, a negligence-type standard of reasonableness was adopted by the Federal
Circuit to determine whether or not there was wilful infringement if a District Court
decision was appealed to it.22 This meant that if an accused infringer was actually aware
of the patent rights of others, an affirmative duty of care was imposed on him. He had
to obtain counsel’s competent opinion before engaging in possible infringing acts.23
Failure to show evidence of seeking such an opinion would risk him being held liable for
wilful infringement. In practice, it was very difficult for an accused infringer to persuade
the Federal Circuit to overrule a District Court decision under this negligence-type
standard. However, in Halo Electronics, the US Supreme Court held that merely because
an infringer knew about the patent in issue was not of itself sufficient to support a claim
of wilful infringement and an award of treble damages.24 The court highlighted the
subsequent inventors’ considerable costs of looking for expert views in practice and was
cautious about the trend of companies to use the threat of wilful infringement to force a
settlement.25 Justice Breyer thus held that court must be careful in determining wilful
infringement and granting treble damages.26 In his opinion, treble damages should only
target cases of egregious misconduct.27 In other words, even if wilful infringement is
found by the court, treble damages will not automatically be granted. The consequence
is that so far as the threat of a finding of wilful infringement discouraged the reading
patent documents, that negative effect has been significantly diminished by the
Supreme Court’s ruling. This implication is supported by empirical studies which found
that companies have indeed sought and read patent-relevant literature.28 The problem
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is not and has never been significant in the UK and most EU countries because typically
damages in patent infringement actions are compensatory rather than punitive.29
The information function of patents is also a product of ‘knowledge spillover’.30 In
particular, patents facilitate diffusion of information not only through the formal
disclosure made on the publicly available patent register, but also through other means
such as licensing and patent pools.31 Empirical studies have found that in addition to
obtaining the right to exclude, firms apply for patents for two other purposes, namely –
increasing bargaining power and avoiding litigation.32 In other words, patent owners use
patents to negotiate cross-license agreements to access external resources. When more
than two patent holders are involved, a patent pool may be established so that pool
members can use each other’s patents freely and even license them to third parties.33 A
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good patent pool, normally a complementary patent pool,34 also enhances the efficiency
of market transactions through the licensing of bundled patents to third parties which
reduce its transaction costs.35 Such mechanisms facilitate knowledge dissemination both
within and across industries. For instance, recently Intel and Nvidia reached a
settlement after litigation.36 Through a cross-licensing arrangement between Intel and
Nvidia, they can freely use each other’s patented technologies that are covered by the
cross-licensing agreement.37 Intel can now produce a Sandy Bridge successor based on
Nvidia technology to compete with Nvidia in the graphics chip market. In turn, Nvidia
has the opportunity to develop ARM-based processors to challenge Intel in the
microprocessor market. This illustrates one way in which patents can act to diffuse
information. As will be shown later, this function contributes to facilitating vertical
disintegration, intensifying competition and increasing the information resources
available to firms to allow them to develop new products in the semiconductor industry.
However, before developing that argument, the inherent problems of the patent system
have to be addressed given that these can have a negative effect on competition and a
corresponding effect on new product development.
3.2 Remedies for ‘Patent Crisis’
Many people have pointed out the failings of the patent system. Burk and Lemley for
instance identify four major problems: (1) the flood of bad patents;38 (2) patent
holdups;39 (3) patent thickets;40 and (4) anti-commons concerns.41 Bad patents refer to
patents that do not actually meet the statutory requirements but through oversight or
34
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mistake nevertheless pass the examination and are granted.42 Patent thickets are
created from the many patents normally attached to a product. In this environment,
each firm holds patents for defensive purposes.43 Patents embodied in one product
might be held by different parties. These parties have to reach an agreement so that the
product can reach the final customers. Anti-commons describes the problem of
coordination of these patent owners before production. Patent holdups involve
problems occurring after firms have sunk costs in technologies whilst unconsciously
infringing the patents of others. These problems are interdependent. The increasing
number of low-quality patents leads to and exacerbates the three other problems.44
All four problems manifest themselves in the operation of non-practising entities (NPEs).
This is particularly problematic because certain internal mechanisms of the patent
system that offset the consequences of the problems are ineffective if patents are held
by an NPE. In particular, although patent holders can litigate or threaten to litigate
against accused infringers, their right to exclude is offset by being countersued and
having the validity of their patents challenged.45 This mechanism maintains the balance
of the patent system and protects both patentees and accused infringers. Crosslicensing agreements and patent pools are also designed on the basis of this internal
mechanism.46 However, such a balance is broken by NPEs because they are immune to
countersuits and find cross-licensing unattractive as they do not use patents to practise
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in the same industries.47 The only purpose of NPEs is to acquire patents to litigate or
threaten litigation in an effort to extract rents from practising entities.
The home console game industry relies heavily on software for profits. Therefore,
software patents may inhibit competition and creativity in the software game market if
they are of low quality.48 Although statistics show that the quality of patents in the
semiconductor industry is relatively higher than in other industries, there is no harm in
increasing patent quality given that inventions in this industry are generally
cumulative.49 Like other industries in the US, both industries are exposed to the threat
of NPEs. In order to restore the balance of the patent system, patent quality should be
improved and the incentive to abuse the patent system should be suppressed.
There are two ways to reduce these problems: one is to enforce stricter requirements
for obtaining patents, which is an ex ante measure that can be taken by patent offices;
the other is to regulate the behaviour of patentees, which is an ex post measure carried
out by courts. This part focuses on the latter for two reasons. First, a significant number
of patents have been granted which means these patents, including low-quality patents,
47
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may be used in litigation or as a threat of litigation. Second, court decisions can change
the behaviour of both patentees and applicants, and thus affect the number and quality
of patent applications received by the patent office. In other words, bad quality patents
or the misuse of patents cannot exert negative influences if their owners have little
incentive to litigate or use litigation as a threat. Courts can play an important role in this
to reduce such incentives by sending messages to the public. By correctly identifying the
industry-specific problems, courts can use their discretion to interpret and tailor the law
in individual cases to solve these problems.50 The following analysis will demonstrate
how courts remedy the ‘patent crisis’ caused in particular by NPEs. As will be shown
below, courts have tightened up conditions for obtaining patent protection in order to
expose low-quality patents to the risk of being invalidated during litigation. Courts also
improve standards in granting injunctions to lower the likelihood of patents being used
by NPEs to extract money from market participants.51 At the same time, some patentees
can exercise their right to exclude through the International Trade Committee (ITC) as
an alternative way to prevent the importation of patent-infringing products. Courts have
also addressed this issue to reduce incentives to use this means to abuse patent rights.52
a. Reform of Software Patents
In the EU, software is explicitly said not to be regarded as patentable subject-matter.53
EU states have consequently been very cautious in granting software-related or
computer-implemented inventions (CIIs) patents.54 It is quite difficult for an CII to be
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patented in Europe.55 By contrast, CIIs could easily overcome the threshold of
patentability in the US before Bilski. Many researchers blamed the approach adopted by
the Federal Circuit regarding patentability in State Street Bank on the flood of software
patents and low-quality patents.56 The Federal Circuit in this case held that a claimed
invention was eligible for patent protection if it ‘produced a useful, concrete and
tangible result’. In other words, doing little more than adding the words ‘do it with a
computer’ to a set of claims was enough to allow a claimed invention to pass this
patentability test in the US. In Bilski, the US Supreme Court (USSC) rejected the
approach used by the Federal Circuit in State Street Bank,57 holding that it was an
inadequate way to determine whether or not a CII was patentable subject matter.58 Two
recent decisions of the USSC on CIIs further affirmed the court trend to increase the
standards of patent protection for CIIs. The ‘Mayo test’ was introduced in Mayo to
determine whether a category was outside or inside patent protection.59 This test was
then affirmed by the USSC in Alice.60 The Mayo test distinguishes patent-eligible and
patent-ineligible matters and requires an invention to possess an inventive concept that
is sufficient to transform an abstract idea into a patentable matter.61 Compared with the
previous approach applied by the Federal Circuit in State Street Bank, standards for CIIs
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created in the Mayo test are much higher.62 By applying the test, the USSC in Alice held
that the claimed invention lacked an ‘inventive concept’ since it merely required
conventional computer implementation which failed to transform the abstract idea into
a patent-eligible invention.63 Under the Mayo test, a significant number of previously
granted CIIs have been exposed to the risk of being revoked as they may not possess an
‘inventive concept’. This is consistent with figures which show that a significant number
of CII-related patents that were granted pre-Alice are held to be invalid by the courts
post-Alice.64
At the same time, courts can construct patent claims by strictly applying conditions to
narrow the scope of patent protection. For instance, ‘enablement’ can be used by the
court to invalidate patent claims if the invention claimed by its claims is not supported
by the specifications.65 In other words, if the PHOSITA cannot carry out the claimed
invention on the basis of reading the patent application and applying their ordinary skills,
then the relevant claims may be invalidated and the scope of the patent is thus
narrowed. In this way, courts can control the scope of a patent to avoid impeding
innovations following the patented technologies.66 All these acts of the courts suggest
62
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that courts are concerned about the quality of patents and try to minimise their
negative impacts on fair competition. It is plausible to infer that patents owners who
own low-quality patents might be more reluctant to litigate. Targeted firms, on the
contrary, might have more courage to challenge the validity of patents in litigation. The
quality of new applications may also improve because an invalid patent cannot be used
in litigation even if it passes the patent office’s examination.
b. Reform of Injunctive Relief
Injunctive relief reflects one of the key features of patents – the right to exclude.
Although such a right can help innovators capture returns from innovation, it can also
be misused by right holders to impede competition. The preliminary injunction is
considered a potent weapon in patent litigation because patentees can prevent a third
party from engaging in infringing activities including selling competitive products even if
a patent case is still pending. 67 A permanent injunction can be used by patent owners to
restrain infringers from all infringing activities permanently. They are powerful because
a firm can use them to disrupt competitors’ strategies or even force competitors out of
the market. In this way, injunctive relief has become a powerful weapon for patent
misusers including NPEs.68
The EU’s Enforcement Directive makes interim and final injunctions available across the
Europe while leaving the power of injunctions to the national court of the member
states.69 Preliminary injunctions are uncommon in some member states, such as the UK
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and France.70 For instance, the UK courts are reluctant to grant interim injunctions
except in cases involving infringement of pharma patents.71 As regards the permanent
injunctions, very few cases have argued whether a permanent injunction should be
granted.72 Before the UK Supreme Court’s (UKSC) decision in Coventry v Lawrence,73
permanent injunctions were granted as a matter of routine in most patent cases where
infringement was found. In Coventry, the UKSC gave a more flexible approach that can
be used by the lower court to determine whether or not to grant permanent injunction
following a finding of patent infringement. Although there has been a limited amount of
activity in the lower courts,74 the UK Court of Appeal’s (UKCA) recent decision in HTC v
Nokia implies that a permanent injunction may not be automatically granted following a
finding of patent infringement.75 If this signals the caution of UK Court about permanent
injunctions, the incentives to abuse patent right will be suppressed.76
Likewise, the US courts have also tightened up the conditions for granting injunctive
relief.
Preliminary Injunction
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Under US law, four conditions need to be satisfied for a court to issue a preliminary
injunction: (1) the patentee’s likelihood of success on the merits; (2) whether the
patentee will suffer irreparable harm without injunctive relief; (3) whether hardship falls
in the patentee’s favour; (4) the public interest in favour of a preliminary injunction.77
Nowadays, it has become increasingly difficult for a patentee to obtain a preliminary
injunction.78 The first prong may become more difficult to prove as the validity of
patents is more likely to be challenged by accused infringers.79 Furthermore, case law
shows that the second prong requires a patentee to establish a direct causal
relationship between alleged infringement and alleged irreparable harm. Some detailed
analysis may be helpful to understand why this is the case. In Apple v Samsung (Apple
I),80 Apple’s motion for a preliminary injunction was denied both by the District Court
and Federal Circuit because the patent on the ‘bounce-back’ feature in this case was not
the selling point of the iPhone. In other words, consumers who had bought the
infringing product (Samsung’s smartphone) would not change their minds and buy an
iPhone instead if Samsung’s smartphone did not have the infringing technology.81 In
Apple v Samsung (Apple II), the District Court’s decision to grant Apple a preliminary
injunction was overruled by the Federal Circuit which held that ‘a sufficiently strong
casual nexus relat[ing] to the alleged harm to the alleged infringement’ was not
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established by the court.82 The Federal Circuit held that Apple could establish such an
association if it proved that consumers purchased Samsung’s smartphone because it
included the infringed patented function.83 The claimed patented function in this case
was not among the top five reasons for consumers selecting the Android smartphone.84
After Apple I and Apple II, the Federal Circuit applied the same test in other cases and
demonstrated how to interpret the second prong of the test further. In LaserDynamics v
Quanta Computer,85 the Federal Circuit held that LaserDynamics must establish that the
patented feature drives consumer demand for Quanta’s assembled computers (an
entire multi-component product) in order to have a preliminary injunction granted.86 It
also held that ‘it is not enough to merely show that’ the patented feature ‘is viewed as
valuable, important, or even essential to the use of the laptop computer’.87 A product
like a console is constituted by various patented technologies. It would be extremely
difficult for a patentee to establish such causal relationships between alleged
infringement and irreparable harm even though infringement could be proved. Without
passing the second prong of the test, a court will not consider the third and fourth
prongs. Hence, it is quite difficult for patentees to get preliminary injunctions granted.
Permanent Injunction
US courts are also cautious about granting permanent injunctions after eBay v
MercExchange (eBay I).88 In eBay I, the USSC denied the presumption that a permanent
injunction would be granted almost automatically following a finding of infringement.89
The USSC in eBay I highlighted the danger of injunction abuse as a tool to gain unfair
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market power.90 In eBay I, the USSC held that a four-factor test must be satisfied if a
plaintiff sought a permanent injunction.91 Specifically, a patentee must show:
‘(1) that it has suffered an irreparable injury; (2) that remedies available at law
are inadequate to compensate for that injury; (3) that considering the balance of
hardships between the plaintiff and defendant, a remedy in equity is warranted;
and (4) that the public interest would not be disserved by a permanent
injunction’.92
When eBay III was sent back to the District Court, the court denied the injunctive
application to MercExchange by interpreting the four-element test.93 The court’s
reasoning in this case has been widely adopted by subsequent courts when these courts
have declined to grant a permanent injunction to a patentee. With regard to irreparable
injury, the court held that MercExchange had not demonstrated such harm because it
had ‘acted inconsistently with defending its right to exclude’ by ‘follow[ing] a consistent
course of licensing its patents to market participants’.94 The court held that ‘the
consistent course of litigating or threatening litigation to obtain money damage [of
MercExchange] … indicates that MercExchange has utilized its patents as a sword to
extract money rather than as a shield to protect its right to exclude’.95 As to the second
prong of the test, the court held that MercExchange had an adequate remedy because
its consistent acts to obtain royalties implied that a remedy could be made through
monetary damage.96 Third, the court found that the factor of ‘the balance of hardship’
favoured neither party.97 The court also found the fourth public interest favoured
damage rather than an injunction because MercExchange was merely ‘seeking an
injunction for a bargaining chip to increase [its] bottom line’ and this outweighed ‘the
90
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public … benefits from a strong patent system’.98 For these reasons, the injunction
application was denied by the court.
The District Court in eBay II delivered a clear message which indicated its concerns
about NPEs. This appears to echo Justice Kennedy’s concurring judgment in eBay I99 in
which he explicitly differentiated eBay I from historical patent litigation by pointing out
that it concerned a NPE that utilised an injunction ‘as a bargaining tool to charge
exorbitant fees to companies that seek to buy licenses to practice the patent’.100 At the
same time, Justice Kennedy asserted that an injunction might be inappropriate ‘when
the patented invention is but a small component of the product the companies seek to
produce and the threat of an injunction is employed simply for undue leverage in
negotiations’.101 In addition, as another reason to deny an injunction, Justice Kennedy
expressed his concern about NPEs by listing the ‘burgeoning number of patents over
business methods, some of which are of potential vagueness and suspect validity’.102
The eBay decisions suggest that injunctive relief cannot be automatically granted even
when a patent infringement is found. A new approach to patent infringement remedies
– a bifurcated system of property rules (rights to exclude) and liability rules – was
created by the USSC in eBay I. The former rules apply if both parties are practising and
competing in the market. Granting injunctive relief allows the practising patentees to
exercise their rights to exclude as this is the main way to enforce property rules.103 The
latter applies when plaintiffs are NPEs who consistently profit through patent litigation
or by threatening litigation to extract money from market participants, the amount of
which nonetheless is decided by a third-party authority.104 The effectiveness of the eBay
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decisions in terms of limiting NPEs is indicated by a recent empirical study which shows
that practising firms who compete with alleged infringers can still obtain permanent
injunctions in the majority of cases in which patent infringement was found by the court
but NPEs’ injunction requests were denied.105 The bargaining power of NPEs has,
therefore, been reduced after losing the weapon of injunctions.
The analysis above regarding the injunctive relief under the US patent law shows that
preliminary injunctions are more difficult to obtain if patents are of low quality or if
patented technologies account for a small part of the entire marketed product and have
no determinative power that affects a customer’s purchase decision. Court decisions on
permanent injunctions further show that injunctions cannot be automatically granted
even when patent infringement is found by courts. 106 Hence, the foresaid analysis on
injunctive relief under both the US patent law and UK patent law shows that courts are
capable of exercising their discretion to tailor laws to solve specific problems in the
patent system. As demonstrated before, on the one hand, practising patentees can still
use patents as bargaining chips to access competitors’ resources via cross-licensing or
patent pools. This ensures that patents can continue to facilitate information spillover
within and across industries. On the other hand, injunctive relief weapons have lost
their primary power for NPEs even when infringement is found. It shelters competition
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in one industry from external interference and maintains competition within the
industry as injunctions may reduce competitors.
c. Unifying attitude of ITC and Courts towards NPEs
A patentee can exercise the right to exclude through the ITC as an alternative means to
file suits in District Courts if the alleged infringing products are imported from outside
the US. However, the ITC’s decisions can be appealed to the Federal Circuit which means
that the Federal Circuit decision can affect the ITC decision. Both the ITC and the courts
have been cautious about the inherited problems of the patent system and have
tailored the law to restrain patent abuse. This can be seen from the Motiva case in
which the plaintiff (Motiva) requested ITC to prohibit importation of Nintendo’s Wii into
the US on the basis that Nintendo’s Wii infringed its patent107 Motiva relied on 19 USC §
1337.108 Under this provision, a ‘domestic industry’ can prevent an infringer from
importing to sell alleged patent infringing articles into the US. ITC denied Motiva’s
request by reasoning that it did not satisfy the domestic industry requirement because
the only activity to commercialise patented technology by Motiva was filing the
complaint with it.109 This decision was confirmed when it was appealed by Motiva to the
Federal Circuit. The court held that Motiva did not engage business and were not
‘substantial’ nor were they ‘directed toward a licensing program’ that would ‘encourage
adoption and development of articles that incorporated Motiva’s patent technology’ in
the home console game industry.110
d. The Shortage of Reforms and Remedies
The preceding examination of US cases demonstrates that the courts are capable of
playing a role in reducing the inherited problems of the patent system. Although this
encourages accused infringers to challenge the validity of patents, threats of litigation
may be sufficient to intimidate accused infringers if legal fees are high and an accused
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infringer has to pay them no matter whether they win or lose the case.111 In comparing
the EU and US patent systems, scholars have found that NPEs are less active in EU
countries, the UK in particular, than in the US.112 They attributed this difference to the
high quality of patents and fee-shifting practice (attorney fees) in the EU system.113 As
demonstrated above, the US courts have already taken various actions to improve the
quality of patents including invalidating previously granted low-quality CII patents.114
However, what they cannot solve is the issue regarding attorney fees. In the US, each
part of a patent suit bears its own costs of litigation, no matter what the result is. In EU
countries such as the UK, the general rule on legal costs is that the loser pays the
winner’s legal fees.115 This fee-shifting practice discourages claimants with a low
probability from suing.116 It also saves on the costs of challenging patents, and thus
encourages the accused infringer to challenge the validity of patents. As suggested by
many researchers, implementation of fee-shifting in patent litigation in the US could
both increase patent quality and reduce the likelihood that patents are used to
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threatening litigation simply for the purpose of extracting money from the accused
infringers.117 However, it is the legislature rather than the courts that can change the
rules on attorney fees.
The example of attorney fees suggests that courts alone cannot eliminate all these
problems. The above analysis, nonetheless, shows that courts are able to minimise the
negative influences of patent misuse in the areas of competition and innovation under
the contemporary patent system. As long as the benefits of the patent system exceed
the costs caused by its problems, the patent system can be justified as providing a net
social benefit.
4. Patents, Vertical Disintegration and Competition
Vertical disintegration lowers the threshold of entry of both industries, but especially
the semiconductor industry. This avoids monopolies and intensifies competition. Fabless
firms like AMD and Nvidia can compete with large integrated conglomerates in the same
market. The following paragraphs demonstrate the ways in which patents contribute to
facilitating vertical integration to intensify competition in the semiconductor industry.
Its implications for semiconductor firms and downstream console firms are drawn at the
end of this part.
4.1 Right to Exclude and Vertical Disintegration
The above-mentioned Intel-Nvidia example will be used here to demonstrate the
important role of patent protection in vertical disintegration. To aid illustration, two
hypothetical scenarios will be compared. Scenario A has patent protection while
scenario B lacks such protection. As discussed earlier, when Intel and Nvidia both were
blocked by each other’s patents, they could negotiate either for a cross-licensing or so
as to form a patent pool to avoid conflicts. Both parties were able to benefit from the
cross-licensing agreement. In the case of Intel-Nvidia, they entered each other’s market
via a cross-license where they could compete with each other on a more advanced level
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without repeatedly investing in technology that already existed. That is generally the
most likely result in scenario A.
In scenario B, Intel has three options: it can choose to develop the same technology
again in-house; it can copy or reverse-engineer Nvidia’s technology as long as there is no
direct contract between Nvidia and Intel which protects Nvidia’s trade secrets; or it can
choose to buy the technology from Nvidia or share it with Nvidia. In general, Intel will
prefer the second or third options to the first. Developing the same technology requires
both capital and time. Even if the same technology is developed, Intel still cannot
compete with Nvidia in the graphics market because Nvidia is likely to have a more
advanced version of the technology. Copying or imitating it through reverse-engineering
will save time and costs for Intel given that a trade secret does not protect information
that has been disclosed to the public. As soon as information about the technology
leaves the organisation, the technology is exposed to the risk of being copied.118 Nvidia
may also not wish to sell the technology to Intel because of this and the likelihood of
creating a potentially powerful competitor. Without patent protection, once
information about the technology leaks out, there is no way to stop its use and
development by competitors which potentially then would allow Intel to develop a new
product on the basis of this technology whilst, leaving Nvidia unable to recoup its costs
in the initial research and development of the technology.
As such, the most secure way for Nvidia to behave is to integrate the whole value chain,
ranging from R&D to production, within the organisation, and restrain employees via
non-disclosure agreements (NDAs), work-for-hire or non-competitive clauses to guard
against the technology leaking. Although in this case Nvidia may recoup costs by
exercising its monopolistic market position there is a risk that it will abuse its market
position because of a lack of competition. For instance, it may charge its business
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customers a price that is as high as they can bear, forcing them to further subsidise costs
to final customers. Nvidia will not have the strong incentive to innovate further that it
would have had when facing competition.
Analysis of scenario B also suggests that small and medium-sized companies such as
fabless firms are less likely to compete with large integrated conglomerate companies in
the same market. Since the former have to rely on the market to carry out their
innovations, they may not be able to recoup costs from innovations if there is no patent
protection for information-transfer. This in turn increases the likelihood of a
monopolistic market. As shown in scenario A, patents make information/inventions
tradeable and transferable. Patentees still have exclusivity in capturing returns from
patented technologies even if information about these technologies is disclosed to
outsiders. Patentees can prevent inventions being copied even if no contract exists
between them and the alleged infringers. Small and medium-sized firms are able to rely
on market transactions to carry out their innovations and compete with large integrated
IDMs. Hence, patents facilitate vertical disintegration by conferring on owners
exclusivity over disclosed information on technologies.
4.2 Information Disclosure, Transaction Costs and Vertical Disintegration
Patents also contribute to vertical disintegration by reducing transaction costs.
Transaction costs represent the costs of a market transaction. As shown in the second
chapter, transaction costs can be divided into three types: (1) search and information
costs; (2) bargaining and decision costs including drawing contacts; and (3) policing and
enforcement costs.119 All three types represent resource losses because of a lack of
information.120 Information asymmetry is the fundamental cause of transaction costs
which is further exacerbated by future uncertainty, opportunistic behaviour and limited
rationality.121 Parties on the market possess different levels of information concerning
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trading opportunities or about the quality or other attributes of resources that are
available on the market. Search and information costs represent resources that are
spent on finding and comparing such information. Furthermore, a firm has to find out
whether the other party in the negotiation is willing to participate in trading under
certain conditions. During such a process, both parties have to disclose sufficient
information in order to reach agreement and write contracts.122 They are less likely to
reach agreement when disclosed information is not sufficient because firms risk adverse
selection once they enter the contract. As mentioned, one party may disclose key
information in negotiations in order to attract another party to enter into trade.
However, the latter may abandon the negotiation once it gains the key information.
These concerns have to be resolved before concluding a trade. Policing and
enforcement costs are incurred because firms do not know whether parties in a trade
will violate the contract. Incomplete contracts and opportunistic opportunities are two
resources of policing and enforcement costs.123 For instance, hold-ups happen when
one party makes a transaction-specific investment which would be devalued
dramatically were it to be redeployed for other purposes. Other factors also lead to
policing and enforcement costs. For example, a firm may not be able to supply enough
components to buyers in time if it lacks production capacity. Therefore, transaction
costs are one of a number of the factors that determine the limitations of a firm.
However, firms may still conduct activities via market transactions even if transaction
costs are high.124 Measures have to be taken by parties to reduce transaction costs
under such circumstances.
Patents can be used by external observers to reduce search and information costs by
disclosing information. By searching patent databases which can be accessed by the
public, searchers can locate owners of required technologies more easily. Although
trademarks can be used to reduce search costs as well, they nonetheless do not convey
information about the technical attributes of required products, which is more
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important in the ‘business to business’ (B2B) market where such technical products are
to be applied in final products than in the ‘business to consumer’ (B2C) market.
Information about the technical attributes of both parties is also important for forming
R&D partnerships in which the technical capability of partners is one of several
important criteria in selecting partners.125 Such information can be obtained by
searching and analysing patents held by potential sellers or R&D partners.
After identifying and locating trade opportunities, a firm can negotiate further with
potential partners. During this process, both parties need to exchange information.
Normally, another party (buyer/licensee) needs more information than the patent
holders (seller/licensor) to avoid making an adverse selection. Patent holders, on the
other hand, worry about leakage of key information if a buyer/licensee abandons the
negotiation. Patents can be used to protect information about both patented inventions
and even complementary tacit information of such patented inventions when it is
disclosed in a negotiation.126 The patent holder may be more likely to disclose further
information on the basis of information that has been disclosed by patents because the
patents prevent another party from carrying out the same invention even if that party
gains both technical information and relevant tacit knowledge. As a result, a buyer can
thus obtain more information to avoid making an adverse selection. At the same time,
patents simplify communication by standardising information conveyed by patentedrelated documents. For instance, standardised vocabulary can promote communication
efficiency between parties. Likewise, patent holders do not need to fully disclose and
explain a technology if it is patented in repeated transactions. In addition, patents are
sometimes important to start-ups or small companies that have not acquired a
reputation. The ability of patents to signify the quality of patented inventions and
125
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owners can be used in a similar way to reputation – to persuade another party to enter
the contract even when the latter has not obtained sufficient information. All of these
properties of patents reduce bargaining and decision costs.
After entering into a relationship, the function of patents of reducing transaction costs
may not be as obvious as it was before forming the partnership. Patents can reduce
policy and enforcement costs by facilitating communication between parties.127
However, other forms of governance should also be adopted. For instance, parties
involved in repeated transactions can build mutual trust to reduce policing and
enforcement costs. With regard to partnerships, they can choose different forms of
partnership to reduce transaction costs. Firms prefer to form joint ventures instead of
loose partnerships to conduct cooperative R&D because governance in a joint venture is
normally much stronger than in a contractual partnership.128 Furthermore, patents can
facilitate exchange of both (codified) technical and tacit knowledge between parties on
the market, which in turn may increase the competitiveness of a specialised firm. Such
effects can be observed using the Capability approach introduced in Chapter I.
4.3 Information Modularity and Partitioning, Capabilities and Vertical
Disintegration
The Capability approach emphasises that knowledge is expensive and difficult to codify.
Internalisation is preferred because it facilitates information flow within organisations
due to internal coordination by developing routines and capabilities. Therefore,
information flow among parties on the market must be facilitated if firms want to find a
market in which to conduct activities. Patent law divides complex technology into many
discrete units by defining the boundary of each unit. Then, a patent codifies knowledge
about each unit as a transferable asset. Despite patented technologies being different,
ways to codify information are consistent. A patent is standardised as a document with
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standardised formats.129 Standard vocabulary is offered by the patent system which
simplifies communication. As such, patents reduce costs of communication and
negotiation between two parties even when they have different background knowledge.
A patent title or barcode can be used to represent a collection of all technical
information. Using it in such a way creates a common technical language that in turn
contributes to the transfer of technologies.130 Although tacit knowledge may not be
codified in patents, codified information disclosed by patents creates a knowledge pool
that can be shared by patent owners and parties in transactions through which tacit
knowledge can be transferred more easily.131 In such cases, a patent owner may bundle
tacit knowledge with patents and license or transfer them together.132 For instance, a
patent owner can send technical teams to work closely with licensees to assist them in
absorbing tacit knowledge.133 In other words, by attaching tacit knowledge to patented
inventions, market transactions become more efficient. Hence, patents contribute to
disintegration by promoting communication among different parties and facilitating the
transfer of technical and tacit information.
4.4 Patents, Disintegration and Competition in Semiconductor Industry
Markets for semiconductor products are B2B markets which means that technical
information is the fundamental and indispensable factor needed for a firm to enter and
compete in this industry. At both the R&D and production stage, the majority of firms
need external parties in this industry. The patent system enables them to identify and
locate required technologies by providing search engines and disclosing information
129
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both about technologies and the owners of technologies. Furthermore, patents help a
firm to assess and evaluate the required technologies and the owners of these patents.
Patents also promote efficiency of communication and negotiation between patent
owners and potential partners or licensees by creating a common language pool. Once a
relationship is formed, patents facilitate knowledge transfer between the two parties.
For production, tacit knowledge is attached to patented knowledge to facilitate
technical and tacit knowledge-sharing between a fabless firm and third-party foundries.
In a research partnership, patents owned by each party will maximise the background
information that is necessary to share among partners to carry out new innovations.
Combining such shared language and other measures that are used to facilitate
knowledge sharing such as forming a joint venture, a R&D partnership is more likely to
achieve competitive results by making the most of both parties’ capabilities and
resources. In other words, such partnerships may operate as efficiently as an
organisation in conducting research.
Patents work in the same way to promote the communication of technical and tacit
knowledge between console firms and hardware suppliers. Hardware components of a
console are either bought from or customised by suppliers. In the latter case, console
firms have to work closely with hardware suppliers to optimise console performance.
For instance, a supplier has to customise both CPU and GPU (SoCs) in order to make
them compatible and maximise the efficiency and power of a console designed by the
console firms. Other parts of the console are supplied by other hardware suppliers. It is
necessary that all parts can work well together to produce a powerful console. All these
suppliers and the console firm have to understand each other well in such cases.
Codified information delivered by patents can, therefore, be used both as a starting
point and background knowledge shared by the console firm and its hardware suppliers.
Relevant tacit knowledge can be communicated among them on this basis. By
facilitating the sharing of codified and tacit knowledge, the hardware supplier is more
likely to be able to find suitable parts for the console firm.
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In general, monopoly harms social welfare while competition benefits society which is
why antitrust law prevents market monopoly and people who are concerned about
monopoly rights patents confer on patentees. However, as shown above, competition
may lead to a monopoly without patent protection. Considering that competition is
considered one of the impulses for innovation134 both patents and competition are
necessary and complementary in terms of stimulating innovation.135 As competition
becomes much fiercer in the semiconductor industry, firms are compelled to innovate in
order to gain a larger market share. In such cases, patents give their owners a certain
degree of guarantee on capturing returns from innovations. To be outstanding in the
semiconductor industry, technical innovation is an indispensable factor. This means that
R&D is necessary for a firm in this industry. On the other hand, a firm has to translate
outcomes of R&D into products as it is a way to recoup costs. R&D and production
constitute a cycle to carry out innovations sustainably.
Vertical disintegration in the semiconductor industry lowers its entry barrier. 136 A
fabless firm can focus on the R&D of a new product while a third-party foundry can be
specialised in the R&D of manufacturing technologies. This improves the R&D efficiency
both for fabless firms and third-party foundries,137 and it allows both of them to
compete with IDMs at the R&D stage. Furthermore, when a firm, whether it is an IDM or
a specialised firm, is not capable of conducting R&D alone to compete with the market
dominants, it can choose to form a partnership with other firms. By combining the
resources and capabilities of both parties to develop relational-specific resources and
capabilities, they are more likely to gain competitive advantages over market dominant
companies. A recent example which is relevant to the console industry is the

134

See, e.g., Aghion and others (2005), p. 701. (Competition facilitates innovation where firms have
similar market position, neck-and-neck firms.); Aghion and others (2014).
135
Daniel Spulber, ‘How Do Competitive Pressures Affect Incentives to Innovate When There is a Market
for Inventions?’ (2013) 121(6) Journal of Political Economy 1007-1054, p. 1008.
136
Jeffrey Macher and David Mowery, ‘Vertical Specialization and Industry Structure in High Technology
Industries’ (2004) 21 Business Strategy Over the Industry Life Cycle 317-355, p. 321.
137
Christine Greenhalgh and Mark Rogers, Innovation, Intellectual Property, and Economic Growth
(Princeton University Press 2010), p. 304.

118

development of 3D flash NAND storage.138 This market was dominated by Samsung, an
IDM. It released a 3D flash storage product (V-NAND) in 2013 which was the most
advanced storage technology at that time.139 The other four major competitors could
not compete with Samsung alone.140 Instead of developing similar technologies in-house,
Intel and Toshiba formed a joint venture with other firms that specialised in the storage
market. Intel and Micron formed IM Flash141 around 2000 while Toshiba and SanDisk
formed a joint-venture in 2006.142 Both partnerships have existed for at least a decade.
Each group developed their own 3D flash storage technology. In 2015, the former
carried out a similar product (3D Xpoint) while the latter released BiCS 3D-NAND
storage.143 In order to compete with its competitors’ new products, Samsung
announced a more advanced product than the product released in 2013. 144
With regard to the fabrication of designed products, an example can be found in the
development of FinFET 14nm process which is used in the design of chips. Intel
developed and produced this technology in-house. In order to challenge Intel’s
dominant position, Samsung (IDM), Globalfoundries (third-party foundry) and IBM (IDM)
formed a partnership to share R&D costs with the aim of implementing similar
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be more advanced than 32-layer ones.).
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techniques for building chips.145 Recently, Samsung licensed the 14nm manufacture
process to Globalfoundries.146 At the same time, another third-party foundry, TSMC,
also developed its own patented technologies for fabricating 14nm chips. Fabless firms
could, therefore, contract out the manufacture of 14nm chips to these foundries to
compete with IDMs such as Intel.
The analysis above demonstrates that patents de facto intensify competition in the
semiconductor industry by facilitating vertical disintegration. This lowers the entry
barrier, allowing specialised firms in the market while enabling these firms to compete
with large IDMs. These two examples also demonstrate that patents contribute to
technology diversity by compelling firms other than patent owners to develop
substitutive technologies to compete. When others carry out substitutive technologies,
the patent owners are compelled to innovate further to maintain competitive
advantages. Impacts of patents on innovation in the semiconductor industry have two
implications for the console game industry.
Console firms have more options when they select hardware suppliers as this results in
an increase of its leverage in transactions. This is important for them as the costperformance ratio of hardware is a key contributory factor to competition success. For
example, although there are only a few suppliers of custom CPUs and GPUs, Microsoft
and Sony still have more options than when there is only one supplier. By choosing a
supplier that has weaker bargaining power against console firms where other conditions
are equal, console firms can benefit more from the relationship. In the current
generation, Microsoft and Sony chose AMD rather than Intel or Nvidia as their suppliers
of SoCs. AMD’s revenues from game consoles thus depend on the sale performance of
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consoles.147 Such an arrangement suppresses the opportunism of both parties in the
transaction. Both console firms and hardware suppliers have an incentive to make an
effort to improve the sale performance of consoles. However, Intel accounts for about
90% of the CPU market while Nvidia leads the GPU market which suggests that revenues
from the console industry are only a small proportion of their total revenues.148 If they
choose Intel, console firms may not gain such favourable terms and conditions in terms
of payment methods and customer service.149 As a result, either hardware costs will be
much higher or console performance will not be as good as custom ones.
Patents thus act to intensify market competition which results in console firms having
more options in terms of selecting novel technologies. For upstream hardware suppliers,
patents allow them to exclude others from profiting from the technologies these
patents embody. Patents also allow hardware suppliers in effect to spread costs
involved in research and development to downstream industries including the home
console game industry. These downstream industries constitute a large installed base
for semiconductor companies so increasing the possibilities of hardware suppliers
capturing sufficient returns from the market to cover the investment made in the
development of new products. Although patents intensify competition and give console
firms more opportunities to select hardware suppliers, their overall leverage with
hardware suppliers is relatively weak, chiefly because the home console game industry
is only a small portion of the consumers that the hardware companies supply. The
consequence is that console firms struggle to profit from hardware sales because the
profits from the market tend to go to the upstream suppliers and thus need to find
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another way of making a profit. In practice this is by selling games or otherwise
controlling the software market.
5. Patents and Competition in the Console Hardware Market
Although patents have similar effects on the architecture of the home console game
industry, their contribution in facilitating vertical disintegration is more focused on the
hardware market. Given the fact that most parts of a console are supplied by
semiconductor firms, the extent to which patents facilitate the vertical disintegration of
the console hardware industry is far less significant in comparison with the
semiconductor industry. A review of the console game history indicates that console
firms generally focus on developing console interface system, which is the part that
changes the way games are played. The sense of Touch and the visual sense are the two
human senses which console firms focus on as these are the two senses used by players
most frequently during game playing. Thus in general, console firms focus on developing
new controllers and display equipment. Compared with other parts of the console such
as SoCs and 3D NAND storage, present technologies involved in controllers and visual
equipment are much less cumulative, less systematic and involve fewer development
costs. Therefore, at least for now, console firms are free to choose either to utilise
internal capabilities and resources or rely on external ones to develop controllers and
display equipment, which is why patents have significantly less impact on the home
console game industry than on the semiconductor industry in terms of facilitating
vertical integration and competition. However, this does not imply that patents do not
impact on other aspects of this industry. The following analysis focuses on console firms
and start-ups in the industry to illustrate how patents affect the ability of console firms
and start-ups to gain returns.
5.1 Competitive Advantages of Console Firms
As pointed out in the second chapter, there are three ways for a console firm to gain
competitive advantages in the current organisation of console hardware production.
Two are relevant here. Firstly, it can build relational-specific resources and capabilities
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with parties in supply chains. Secondly, it can focus on the innovation of console
interface systems to create a unique gaming experience to attract final customers.
A long-term relationship is required to derive competitive advantages from external
relationships. A supply relationship between hardware suppliers and console firms is
normally a long term one which means that a console firm may gain a competitive
advantage from such relationships. Studies show that information exchange and
knowledge-sharing are the fundamental resources of competitive advantages that are
derived from external relationships.150 As indicated above, patents standardise technical
information and facilitate communication among parties. It is important for hardware
suppliers to coordinate with third-party foundries to supply components required by
console firms in time. If these are delayed, it will affect revenues of both console firms
and hardware suppliers. Furthermore, it is also important for console firms to upgrade
hardware and fix unexpected hardware deficits during the console lifecycle. These tasks
all require console firms and hardware suppliers to work closely. Information conveyed
by the patents can be used with other measures to facilitate exchange of technical and
tacit knowledge in order to give a timely response to such contingencies. For instance,
the ‘red eye’ problem of Xbox 360 required Microsoft to identify the causes of the
problem and solve it by working closely with hardware supplier, ATI.151 The efficiency of
coordination will be improved if parties share a common bond.152 Patents provide a
starting point to build such a common bond between console firms and suppliers.
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However, when all console firms use the same suppliers, the competitive advantage
gained from the supply chain may not be as obvious as when console firms use different
suppliers. A console firm can also differentiate its product from others to attract
customers. As mentioned, console firms generally change the way players interact with
games by introducing new controllers and display equipment. A console firm is free to
choose to either develop such an invention in-house or rely on external resources and
capabilities. In the fifth and sixth generation eras, Nintendo, Sony and Microsoft all
launched their controllers with vibrate-feedback functions (rumble rather than forcefeedback).153 Nintendo developed this technology in-house and protected it with
patents. To compete with Nintendo, Sony and Microsoft released their own controllers
by obtaining licences from Logitech and Immersion.154 There are two more recent
examples – motion sensing controllers and VR. In the last generation, Nintendo
benefited from Wii’s motion controllers and new method of playing games and led the
console market for a while.155 Sony and Microsoft had to make counter moves to turn
the situation around. Microsoft accessed similar technology by forming a partnership
with PrimeSense, a start-up company founded in 2006, which licensed patents on 3D
sensor technologies156 to Microsoft and also designed Kinect for it.157 Compared with
Nintendo’s motion controller, Kinect is more advanced. It frees the hands and captures
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body movements with cameras.158 Unlike Microsoft, Sony developed its own PlayStation
Move in-house and obtained its own patents on this technology.159 As a result,
PlayStation 3 and Xbox 360 caught up with Wii in terms of sale performance in the
second half of the console lifecycle. Although the three companies applied different
strategies and used different technologies, they achieved the same objective.
Another similar example is the strategies pursued by Sony and Microsoft to develop VR.
Sony continued to use its internal capabilities to develop VR that it had put in place in
2013. For its part, Microsoft formed a partnership with Oculus in 2015. Oculus was a
start-up founded in 2012 which specialises in VR technologies. Nevertheless, both Sony
and Microsoft will launch their new products at the end of 2016 for a similar price.
Although it is too early to tell which one is better and which will generate more returns,
this example demonstrates that Microsoft can compete by accessing and utilising the
external resources and capabilities that it lacks. However, it does not mean that
Microsoft cannot develop VR in-house as such a strategy is decided by other factors
beyond a firm’s internal capabilities and resources. These examples have two
implications. First, patents in such cases protect console firms which have developed
relevant technologies in-house from being imitated. Second, patents also give
opportunities to console firms to access substitutive technologies that are available on
the market. When all other conditions are equal, it is the customers who decide which
technologies they prefer. Although the decision whether or not to develop a technology
in-house is complex, in both cases patents increase the likelihood of console firms
capturing returns from a particular technology as long as such a technology is welcomed
by the customers.
5.2 Implications for Start-Ups
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With regard to the external parties which provide substitutive technologies to console
firms, patents also strengthen their ability to capture returns from these technologies.
This is because patents can be used by these firms to attract investors or potential
partners. The history of the home console game industry shows that innovative
technologies of console interface hardware, ranging from vibrating controllers, motion
controllers, to VR, have always been developed by small or medium-sized companies
that were newly-founded (start-ups). These firms may not possess the characteristics
that reputation or market influence as incumbent firms do when they developed these
technologies. Patents thus can be used to signify to console firms the quality of the
owners. Information disclosed by patented documents can be used by console firms as
one of several criteria to evaluate the former. For example, start-ups such as
PrimeSense and Oculus did not have enough time to acquire a reputation when they
brought in new technologies. However, they needed capital investment to translate
their ideas and technical capabilities into profitable products. The patents held by them
disclosed information to console firms so that the latter could evaluate technologies and
the patent owners. The exclusivity enjoyed by a patent owner and with this the
enhanced prospect of capturing returns on investments in the protected technology
also attracted console firms to enter into a transaction with them as the ultimate
purpose of console firms in acquiring a technology is to translate it into profits.
Another benefit of patents is that they protect start-ups from being ‘bullied’ by these
incumbent companies. Patents confer on start-ups the right to prevent incumbent
companies using the same patented technologies without consent. For example,
Immersion once sued Microsoft and Sony for patent infringement of their vibration
controllers.160 Nintendo was immune to litigation because it designed controllers in
160
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different ways;161 Microsoft reached a settlement with Immersion; while Sony chose to
fight but ultimately lost.162 Immersion has become a fortune 500 firm since the litigation
and continues to innovate haptic technologies. Another example involves Xbox One Elite
controllers. In 2015, Microsoft decided to develop the controllers with Scuf Gaming,
another small company founded in 2010 which specialised in developing third-party
controllers for professional gamers.163 The major reason for this partnership, as can be
implied from Scuf’s announcement, was Scuf’s patents.164 Therefore, start-ups are more
likely to capture fair returns from transactions with console firms if their technologies
are patented.
The analysis offered in this part also suggests that patents are important for the growth
of start-ups and society. Although start-ups bring new technologies, these technologies
have to be translated into products that are accepted by final customers. Otherwise,
neither society benefits from scientific progress nor the developers of novel products
able to capture returns on their investments. In such cases, patents facilitate the speed
of application of new technologies while enabling start-ups and console firms to capture
returns in the home console game industry.
6. Conclusion
This chapter has set out to demonstrate the role patents play in intensifying competition
in the semiconductor industry while increasing the likelihood that semiconductor
technologies Inc was acquired by Immersion in 2001. Virtual technologies Inc was specialised on real-time
3D-interaction technology.); Patent 6,424,333 ‘Tactile Feedback Man-Machine Interface Device’, Assignee:
Immersion Corporation (Priority Date 1 May 2000, Grant Date 23 July 2002).
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companies will be able to capture returns on their investments in novel products. In this
way, console firms could have more suppliers and innovative products to select.
However, the far larger customer base supplied by the semiconductor industry means
that console firms have little leverage and must find another way to transfer hardware
production costs to other parties.
In this chapter, patents were shown to possess functions that (1) confer on patent
owners the right to exclude; (2) make information tradable and transferable; (3) disclose
technical information; and (4) standardise, modularise and partition technical
information. Patents can, therefore, be used to reduce transaction costs and promote
communication efficiency in market transactions. The vertical disintegration of the
semiconductor industry and the separation between the semiconductor industry and
the home console game industry are facilitated as the transaction costs are reduced and
communication efficiency is promoted.
The results of the examination of courts’ roles in reducing inherited problems of patent
system were corroborated. This was followed by a comparative study was conducted in
the fourth part which showed that patents de facto intensify competition and reduce
monopolies in the semiconductor industry. Although a firm has lower returns in a
competitive market than in a monopoly market, competition motivates firms to develop
different technologies to compete for downstream customers. Under such
circumstances, a patent confers the exclusive right on its owner to capture returns from
this patented technology if it is successfully commercialised. As such, this chapter argues
that fierce competition in the semiconductor industry benefits console firms by
providing more innovative products and by relatively increasing their leverage with
hardware suppliers. However, hardware suppliers can still extract significant value from
transactions with console firms to recoup costs due to their overall strong bargaining
power
In addition to affecting the home console game industry indirectly, patents are found to
have an impact on the ability of both console firms and start-ups to capture returns
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from innovations. For console firms, patents contribute to their competitive advantage
in two ways. Firstly, patents promote communication efficiency between console firms
and suppliers so that console firms are more likely to gain a competitive advantage from
supply chains. Secondly, a console firm which develops innovative technologies that
could differentiate its console platform from those of others can use patents to prevent
competitors from extracting returns from the same technologies. However, the patent
system also reduces the difficulty for other console firms to access substitutive
technologies that are available on the market to catch up with the lead firm. These
technologies are normally owned by firms that are much smaller and younger than
console firms. Both parties are found to benefit from the patent system. Console firms
can utilise the technologies of start-ups to gain competitive advantages or offset those
of their competitors. Patents also ensure start-ups capture fair returns from innovations
in transactions with console firms.
Furthermore, the analysis in this chapter hints at the problem for console firms in
relying exclusively or even primarily on hardware sales to capture returns on investment.
In addition, choosing the same supplier of SoCs increases the difficulty for console firms
to differentiate one console platform from another. Therefore, software games become
increasingly important for console firms to gain competitive advantages and appropriate
returns. The following chapters will demonstrate how copyright and trademark law
affect both competition and the ability of innovators to capture returns on the software
game industry.
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Chapter III: Copyright and the Home Console Game Industry
1. Introduction
This chapter aims to evaluate the ways in which copyright can be used by firms to
maximise their returns on investment and with this the implications for innovation in
the home console game industry. As console firms and game companies rely on the sale
of games for their profits, copyright is potentially important to them in terms of
capturing returns on the investment they made in developing and marketing these
games. The following analysis will show that copyright can be effectively used by game
companies to stop game piracy. Despite the exclusivity that it confers, copyright having
only limited effects in terms of preventing others developing similar games.
This chapter is organised in the following way. The second part focuses on the influence
of copyright on competition between game companies. Two major issues will be
addressed in this part: one is to find out whether or not copyright can solve the problem
of game cloning; the other is to determine how copyright affects an individual
company’s competitive advantage and bargaining power. In the third part, the focus of
the analysis moves to the relationship between a console firm as a platform provider
and game companies. The purpose of the analysis in this part is to find out whether
copyright automatically confers on a platform provider market power that distorts
competition in the console software market and so potentially reduce the incentives of
game companies to innovate. Both the second and third part will include a detailed
examination of statutory and case law in the US and EU in order to explore the extent to
which copyright impacts on these two types of relationship. The fourth part considers
the effectiveness of copyright in solving the problems of game piracy. This part will show
the ways in which a copyright holder can enforce its copyright to reduce losses caused
by game piracy. The fifth part tries to assess the effectiveness of copyright in preventing
parallel importing of games and second-hand game reselling. The final part gives a
conclusion in which a summary of the answers to the four questions is provided.
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2. Copyright Protection and the Console Software Market
Unlike trademark law, copyright law in the EU is not harmonised to a great extent
though there are many harmonising directives. Among them, there are three directives
that may be relevant here: (1) the InfoSoc Directive,1 (2) the Ecommerce Directive,2 and
(3) the Computer Program Directive3. Outside the scope of these directives national
copyright rules continue to apply. Furthermore, the European Union Court of Justice’s
(CJEU) interpretation of these directives in its judgments is useful for forming a
comprehensive understanding of copyright protection in the EU. Both the directives and
the CJEU’s interpretation of these aim to harmonise certain aspects of copyright within
the EU. These directives are, therefore, also implemented in national law in EU member
states including the United Kingdom; at least this was the case before the referendum
result of the 24 June 2016 which set in motion the process for the UK to leave the
European Union. At this stage, it is impossible to say what the future relationship
between European and UK copyright law will be.4 For the moment it is enough to note
that the United Kingdom Copyright, Designs and Patents Act 1988 (CDPA 1988)
implemented both the InfoSoc Directive and the Computer Program Directive. UK court
approach the interpretation of the CDPA 1988 in a way that is generally consistent with
the CJEU’s interpretation of the parallel provision in the directives. Therefore, before
officially leaving the Union, decisions made by UK courts can also be used to supplement
the CJEU’s judgments so as to form an overview of the copyright system in the EU. With
1

Council Directive 2001/29/EC of 22 May 2001 on Harmonisation of Certain Aspects of Copyright and
Related Rights in the Information Society [2001] OJ L167/10 (InfoSoc Directive).
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Council Directive 2000/31/EC of 8 June 2000 on certain legal aspects of information society services, in
particular electronic commerce, in the Internal Market [2000] OJ L178/1 (Ecommerce Directive)
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independent state at the end of the two-year period from the day when the UK gives its notice of its
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regard to the US copyright system, copyright law and other related laws are contained
in Title 17 of the United States Code (17 USC).5
Copyright confers on rightholders many exclusive rights but this chapter focusses on
only three. They are: (1) the right of reproduction,6 (2) the right to communicate works
to the public,7 and (3) the right to first market or right of distribution.8 These types of
rights affect the ability of a right holder to capture returns both directly and indirectly.
However, unlike the other two types of rights, the most basic right, the reproduction
right, is not absolute. Outside instances of blatant and unaltered copying, whether or
not this right is enforceable is decided on a case-by-case basis.
2.1 Copyright and Console Games
To determine whether a defendant’s work infringes a plaintiff’s copyright work, the US
and UK courts and the CJEU each have their own approach. Although there are
differences between the approaches of the CJEU and UK courts, the following analysis
will use the CJEU as the main approach given that both follow the directives and the
CJEU’s interpretation of these directives aim to harmonise copyright protection within
the EU. This means that, before Brexit, the UK court interpreted the domestic law in a
way that was consistent with the CJEU’s interpretation of the parallel provision in
directives. Hence, the following analysis will be divided into two parts, one looking at
the US court’s approach and another at the CJEU approach.
a. The US Approach

5

Copyright Law of the United States and Related Laws Contained in Title 17 of the United States Code (17
USC).
6
17 USC §106 (1); InfoSoc Directive, art 2; CDPA 1988, s 17.
7
17 USC §106 (4)-(6); InfoSoc Directive, art 3; CDPA 1988, s 19 and s 20.
8
17 USC §106 (3); InfoSoc Directive, art 4; CDPA 1988, s 18.
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To establish copyright infringement, a plaintiff must meet two conditions. Firstly, it must
own a valid copyright in the infringed work. Secondly, the part copied by the defendant
should be both substantial and protected by the copyright.9
Unlike in the EU, registration is required in the US before a lawsuit can be filed by a
copyright holder.10 A registration certificate of a work is prima facie evidence of its
validity and ownership.11 The requirement of originality of a work is quite low in the US.
For instance, in Sheldon v Metro-Goldwyn Corp, the Second Circuit held that originality
required the author not to copy the work from some other source.12 Neither does it
require a work to possess artistic merit.13
At the second stage, a plaintiff must both prove that the defendant actually copied its
work and appropriated sufficient protected expressions of the copy to violate its
copyright. These two conditions are called ‘copying’ and ‘improper appropriation’ in the
following analysis.
With regard to proof of copying, a plaintiff may prove that a defendant has copied
either by providing direct evidence such as a defendant’s confession or, as in the
majority of cases, by showing that the defendant had access to the plaintiff’s work and
the defendant’s work is substantially similar to the plaintiff’s work.14 More precisely, if
there is no similarity, then there is no access. In contrast, when there is a striking
similarity between a copyright work and an alleged infringing work, a plaintiff may not
need to provide evidence of access.15 Nevertheless, such a striking similarity should not
be caused by anything in the public domain.16

9

th

See, e.g., Rang RD Music v East Coast Foods 668 F 3d 1148, 1153 (9 Cir 2012). See also, Walker v Time
Life 784 2d 44, 48 (2d Cir 1986), cert denied, Walker v Time Life 475 US 1159 (1986).
10
17 USC §411 (a).
11
Ibid, §410 (c).
12
Sheldon v Metro-Goldwyn Corp 81 F2d 49, 54 (2d Cir 1936) (‘originality entails independent creation of a
work reflecting a modicum of creativity’.).
13
See, e.g., Alfred Bell v Catalda Fine Art 191 F3d 99, 102-103 (2d Cir 1951). See also, Bleistein v
Donaldson Lithogrphing 188 US 239, 251-252 (1903).
14
See above n 9.
15
Gaste v Kaiserman 863 F 2d 1061 (2d Cir 1988).
16
th
Ty Inc v GMA Accessories 132 F 3d 1167, 1171 (7 Cir 1997).
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The second step is to determine whether the defendant has copied enough of the
plaintiff’s copyright work to be considered improper appropriation: has the defendant
taken a ‘substantial part’ of the plaintiff’s work.
A video game is normally protected as a computer program and an audio-visual work.17
The US courts have not adopted a universal framework to assess ‘substantial similarity’
in cases involving these two kinds of works. The majority of courts have adopted the
Abstract-Filtration-Comparison test (AFC) in assessing ‘substantial similarity’ between
two computer programs.18 They normally use a ‘two-prong extrinsic and intrinsic’ test in
relation to audio-visual works.19 Nonetheless, both tests emphasise that substantial
similarity must be assessed among copyright-protected materials of a copyright work.20
Although these two tests are ad hoc and their use should be decided on a case-by-case
evaluation, they both adopt a process which is called ‘analytic dissection’ which uses the
same judicial doctrines to filter out and disregard the non-protectable elements.21 The
judicial doctrines used by the courts in this process include idea/expression dichotomy
and doctrine of mergers, functional exemption, doctrine of Scenes-a-faire and public
domain.22
The idea/expression dichotomy here, which is narrower than the ‘idea/expression
dichotomy in the EU, means that copyright does not protect ideas.23 This doctrine was

17

rd

Apple Computer v Franklin Computer 714 F 2d 1240, 1249 (3 Cir 1983) (‘Thus a computer program,
whether in object code or source code, is ‘literary work’ and is protected from unauthorised copying’.);
Midway v Bandai 546 F Supp 125, 139 (D NJ 1982); Teris v XIO 863 F Supp 2d 395, 401 (D NJ 2012).
18
Computer Associates International v Altai 982 F 2d 693 (2d Cir 1992) (The Second Circuit created this
test); Robert Merges, Peter Menell and Mark Lemly, Intellectual Property in the New Informational Age
th
(5 edn, Wolters Kluwer 2009), p. 552 (Authors argued that this test had been widely adopted by every US
court and endorsed by many courts in Canada, the United Kingdom and France.).
19
th
Sid & Marty Krofft Television Productions v McDonald 562 F2d 1157 (9 Cir 1977).
20
Ibid, 1164 (In extrinsic test, ‘if there is substantial similarity in ideas, then the trier of fact must decide
whether there is substantial similarity in the expressions of the ideas so as to constitute infringement’.).
21
th
th
Apple v Microsoft 35 F 3d 1435, 1443 (9 Cir 1994); Cavalier v Random House 297 F 3d 815,822 (9 Cir
2002). See also, Spry Fox v Lolapps 104 USPQ 2D (BNA) 1299, 1303 (WD Wash 2012); Brown Bag Software
th
v Symantec Corp 960 F 2d 1465, 1476 (9 Cir 1992).
22
Computer Associates (n 18), 706; Capcom v Data East 1994 US Dist Lexis 5036, at 16-17 (ND Cal 1994);
Spry Fox (n 21), 1303.
23
17 USC §102(b).
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further developed into the doctrine of mergers.24 This doctrine means that if an
expression is inseparable from the idea, and thus becomes one of only a limited number
of ways to express that idea; this expression is not protectable.25 For instance, in the
case of a computer program, the Second Circuit argued that low level codes such as
source code is more likely to be classified as an expression than high level codes, and an
objective code which is more abstract is thus less likely to be an expression. It also
argued that concerns over efficiency may limit the way to achieve certain functions
which may make a certain expression necessary to achieve an idea. Such an expression,
as held by the Second Circuit, is not protected by copyright either. Neither are
functional aspects of a work protected by copyright unless ‘its artistic features can be
identified separately and are capable of existing independently as a work of art’.26 With
regard to the doctrine of Scenes-a-faire, it excludes from copyright protection
‘expressions that are 'as a practical matter, indispensable or at least standard in the
treatment of a given [idea]’.27 In the case of a computer program, external factors are:
‘standard technologies … (1) the mechanical specifications of the computer on
which a particular program is intended to run; (2) compatibility requirements of
other programs with which a program is designed to operate in conjunction; (3)
computer manufacturers' design standards; (4) demands of the industry being
serviced; and (5) widely accepted programming practices within the computer
industry [may limit programmer’s freedom of design choice]’.28

24

Computer Associates (n 18), 707 (The Ninth Circuit cited Baker v Selden 101 US 99 (1879) as the
cornerstone for what had developed into the doctrine of merger.).
25
Ibid.
26
th
17 USC 102 (b); Fabrica v El Dorado Corp 697 F 2d 890, 893 (9 Cir 1983); Joe Mullin, ‘Google beats
Oracle – Android makes ‘fair use’ of Java APIs’ (Arstechnica, 26 May 2016) <http://arstechnica.com/techpolicy/2016/05/google-wins-trial-against-oracle-as-jury-finds-android-is-fair-use/> accessed 15 March
2017 (The API computer language is functional and thus is not copyright-protected elements.); Pamela
Samuelson, ‘Why Google’s Fair Use Victory Over Oracle Matters’ (the Guardian, 31 May 2016) <
https://www.theguardian.com/technology/2016/may/31/google-fair-use-victory-oracle-softwareandroids> accessed 15 March 2017.
27
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Data East v Epyx 862 F 2d 208 (9 Cir 1988).
28
Computer Associates (n 18), 709-710.
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Hence, elements of a computer program that are dictated by these external factors may
not be protected by copyright. Lastly, copyright does not protect elements that have
existed in the public domain.29
The analysis above shows the approach that the US courts have adopted to determine
copyright infringement. It also briefly illustrates how this approach can be applied in
cases involving computer programs. This approach can also be adopted by the court to
determine infringement in cases involving audio-visual works, as will be shown later.
In general, the US courts normally consider the following factors in determining
substantial similarity between a plaintiff’s game and a defendant’s alleged infringing
work in the first stage of its ‘extrinsic and intrinsic test’.30 They are: (1) characters;31 (2)
special moves and combinations of attack (acting games);32 (3) control sequence (acting
games);33 (4) plot and sequence of events;34 (5) theme; (6) dialogue or language; (7)
mood; (8) setting; and (9) pace.35 The extrinsic test is like the ‘Abstraction’ and
‘Filtration’ parts of the AFC test, as these consider objective similarities and filter out
elements that are similar but not copyrightable. In the second stage (the intrinsic test),
the court makes a subject comparison of two works through the perspective of an
ordinary observer, focusing on the ‘total concept and feel’ of the two works. 36
The sequence of a move is the last thing that merits protection. The doctrine of mergers
applies here because the limited number of buttons on a controller leads to a limited

29

17 USC 102(b).
Spry Fox (n 21), 1303.
31
See e.g., Midway MFG v Dale Dirkschneider and Harold Peterson 543 F Supp 466 (D Neb 1981) (Mighty
th
mouth character vs Pac-man characters); Atari v North America Philips 672 F 2d 617 (7 Cir 1982)(The
Seventh Circuit found substantial similarity between Pac-Man characters and the characters in a
competitor’s video game.); Midway v Bandai (n 17), 146 (Court held that the particular insectile shape of
the aliens in Galaxian game are protectable.); Marvel Enterprise v NCsoft Corporation 2005 US Dist Lexis
8448 (CD Cal 2005) (allowing users to create virtually identical character in a computer game.).
32
Capcom v Data East (n 22).
33
Ibid (Control consequence to make Street Fighter II characters fight using special moves and
combination attacks).
34
Capcom v MKR Group 2008 US Dist Lexis 83836 (ND Cal 2008).
35
th
Funky Films v Time Warner Entertainment 462 F 3d 1072, 1077 (9 Cir 2006); Capcom v MKR (n 34);
Johnathan Bissoon v Sony Computer Entertainment America (SCEA) 694 F Supp 2d 1071 (ND Cal 2010).
36
Sid &Marty Krofft (n 19), 1164; Apple v Microsoft (n 21), 1442; Cavalier (n 21), 822.
30
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combination of buttons to make a specific move. This is ‘a functional process’ that is
‘indispensable to the idea’.37
The plot of a game and the sequence of events are also not entitled to protection,
unless the copy is virtually identical.
The theme of a game, like that of a movie, is no more than an abstract idea which is not
entitled to copyright protection. Likewise, a setting is also an abstract idea rather than
an expression. This means that even if two games have the same setting, the setting is
not a copyrightable element. In Atari v Amusement, in a case that involved two games
set in space, the court held that the similarities between them were inevitable due to
the shared idea of defending against attacking aliens in outer space.38 Similarly, in
Jonathan Bissoon v SCEA, similar settings are held to be ‘generic and clichéd for stories
involving Ancient Greece and Greek gods’.39 Sometimes, a setting might also lead to the
application of Scene-à-faire in plots and event sequences.40 In Capcom v MKR, the court
held that ‘these locales [a rural two-story mall with a helipad on the top and a gun shop
and music playing inside] represent scenes-à-faire that flow from the unprotectable idea
of zombies in a mall’.41
Language in dialogue is copyrightable but the scope of protection is very thin.42 For
instance, in Spry Fox, a case involving a strategy puzzle game where language in dialogue
boxes was used to explain game concepts, the court held that such language is entitled
to copyright protection but only against nearly identical copying.43 In Capcom v MKR,
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Apple v Microsoft (n 21), 1444.
Atari v Amusement World 547 F Supp 222 (D Md 1981).
39
Johnathan Bissoon v SCEA (n 35), 1086-1087.
40
th
Metcalf v Bochco 294 F 3d 1069, 1074 (9 Cir 2002).
41
Capcom v MKR (n 34), at 29.
42
Spry Fox (n 21), 1304.
43
Ibid.
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the court held that ‘only one allegedly similar line from a movie and a video game is
insufficient to support a claim of infringement’.44
The Scene-à-faire doctrine may also apply in a case which compares the
mood/atmosphere of two works. Games of the same genre may adopt the same mood.
In Capcom v MKR, the court cited Olson v Nat’l Board,45 a case involving actionadventure television series and movies, holding that the ‘comic mood is common to that
genre’.46 Likewise, the pace of a game is also partly determined by genre. For instance,
in a first-person shooting game such as Call of Duty or Battlefield the pace of the game
needs to be fast and tense. In contrast, strategic games may have a slow pace.
Furthermore, players can also change the pace of a game. Hence, even if two games
share a similar pace this is unlikely to lead of a finding of substantial similarity.
Compared with the above-mentioned factors, characters and special moves or
combinations of attack are more likely to be protected by copyright. A character is
subject to copyright protection only if it is originally created and different from
characters that are already in the public domain.47 For example, the character of PacMan was protected in Midway Mfg v Dale Dirkschneider because it was initially created
by developers and had not been in the public domain before it was created.48 In
contrast, in Capcom v Data East Corp, some game characters in Street Fighter II were
not copyrighted because they are all derived from stereotype characters that have
already been in the public domain.49 Furthermore, in order to attract protection, such
characters must not be the nature result of the setting or the theme of games. Trolls,
elfs or orcs may not be protected in games like World of Warcraft which are set in an
ancient fantasy world. However, a character which possesses distinctive features, such
as Arthas in World of Warcraft or Master Chief in Halo, may be entitled to protection.
44
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Capcom v MKR (n 34), at 28. See also, Narell v Freeman 872 F 2d 907, 911 (9 Cir 1989) (‘Ordinary
phrases are not entitled to copyright protection’.); Identity Arts v Best Buy 2007 US Dist Lexis 32060, at 1213 (ND Cal 2007).
45
Olson v. Nat'l Broad 855 F 2d 1446, 1451 (9th Cir 1988).
46
Capcom v Data East (n 22), at 29.
47
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Midway MFG (n 31).
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Capcom v Data East (n 22), at 43-54.
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Likewise, moves in an action game might be copyright-protectable if their designs are
not derived from moves that have already been in the public domain. In Capcom v Data
East, moves used by characters in Fighter II and Fighter History were the same because
they were derived from actual martial arts moves and so the Scenes-a-faire doctrine
applies. On the contrary, the simple design and movement of the playing pieces attracts
copyright protection in Teris partially because they are not derived from the real-world
representation.50
The second stage of the test, the intrinsic test, assesses the total concept and feel from
the standpoint of the ordinary reasonable observer.51 It is a subjective test.52 In Metcalf,
the Ninth Circuit argued that substantial similarity in terms of total concept and feel can
be found even if common elements fail the extrinsic test.53 However, as pointed out by
the Northern California District Court, the Ninth Circuit was reluctant to apply this view
in the cases which followed.54 In other words, if a plaintiff fails the extrinsic test, they
are more likely to fail the intrinsic test.
Since elements examined in the extrinsic test are less likely to be protected under
copyright law, it becomes quite hard for a plaintiff to pass the intrinsic test. The
preceding analysis implies that copyright may provide limited (or ‘thin’) protection for a
game as an audio-visual work from being imitated – the problem of game cloning.
However, unless a competitor’s game is nearly identical to the plaintiff’s game,
copyright may not provide significant protection.55
b. The EU Approach
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Teris (n 17), 409 (Also, the defendant in this case did the literal copying of Teris’ visual expression.).
See above n 36.
52
Ibid.
53
Metcalf (n 40), 1074 (The court found that the setting – in an overburdened county hospital in the inner
city of LA comprising mostly of African-American staff members dealing with poverty and urban blight;
character and plot development between a TV series and movie script were similar but not are not
protected under copyright. However, it found that the substantial similarity between two works.).
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Zella v EW Scripps 529 F Supp 2d 1124, 1138 (WD Cal 2007); Capcom v MKR (n 34), at 32.
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In the EU, a work, no matter what kind it is, is entitled to copyright protection if it
constitutes an author’s own intellectual creation.56 In Painer, the CJEU held that in
relation to a photograph, the requirement is met when the ‘author was able to express
his creative abilities in the production of the work by making free and creative
choices’.57 There is no reason to believe that other types of work should be subject to a
different originality standard and thus a computer program is entitled to copyright
protection as long as it is created by the author exercising his creative ability freely in
the program development. Likewise, other works which include elements that are
perceivable by players on-screen are also entitled to protection if they are created by
their owners in the same way.
The ‘intellectual creation’ test is also adopted by the CJEU in determining infringement.
The CJEU requires that the common elements between a copyrighted work and an
alleged infringing work constitute the author’s own intellectual creation. 58 In other
words, like the US court, a copyright holder can prevent a third party from copying its
work in the EU only if the copied part is a copyright-protected matter. Since the
‘intellectual creation test’ is adopted by the CJEU both at the stage of determining
originality of a work and at the stage of infringement determination, it is an open
concept that can be interpreted by the CJEU to preclude matters that are not subject to
copyright protection at either stage. For instance, the CJEU can go directly to the issue
of infringement by examining whether the copied part is subject to copyright protection
instead of examining a copyright work as a whole.59 This feature also benefits national
courts which can interpret ‘intellectual creation’ to fit an existing test while remaining
consistent with the CJEU’s interpretation of the directives in each individual case. For
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See, e.g., Case C-5/08 Infopaq International A/S v DanskeDagbladesForening [2009] ECDR 16, at [37]
and [38]-[39]. See also, Case C-393/09 Bezpecnostni softwarova Asociace v MinisterstvoKultury [2011]
ECDR 3, at [45]; Case C-145/10 Painer v Standard Verlags GmbH [2012] ECDR 6, at [87]; Case C-604/10
Football Dataco v Yahoo UK [2012] ECDR 10, at [38]; Case C-406/10 SAS Institute v World Programming
[2013] ECDR 22 (SAS III), at [65].
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Painer (n 56), at [89].
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Ibid.
59
Bezpecnostni softwarova Asociace (n 56) (CJEU directly addressed the graphic user interface (GUI)
instead of a whole computer program and held that GUI was not subject to copyright protection.).
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instance, one additional condition for a work to obtain protection in the UK is that it
must fall within at least one category of copyrightable subject matters as listed in
section 1 (1) of the CDPA 1988. However, the CJEU appears to ignore this requirement
when it determines whether a work is original.60 The open concept of ‘intellectual
creation’ gives the UK courts freedom to introduce a subject matter requirement in a
case in ways that can still be consistent with the CJEU’s interpretation of originality and
infringement.
However, this open concept is not without restraint. The idea/expression dichotomy is
adopted to ensure copyright only protects the expression of ideas.61 However, unlike
the idea/expression dichotomy as that is applied in US copyright law, the CJEU has
interpreted this doctrine more loosely and the court has not further developed and
bifurcated the idea/expression into the doctrine of mergers or Scenes-a-faire doctrine
or functionality as has been done in the in the US. For example, as pointed out by the UK
Court of Appeal in SAS v World Programming (SAS V), the functionality of a computer
program is perceived as or is similar to an idea and thus is not subject to copyright
protection.62 The idea/expression dichotomy is adopted by the CJEU in a way that is
similar to the doctrine of mergers and doctrine of functionality by the US court. For
instance, in Bezpecnostni softwarova Asociace, the CJEU cited and agreed with the
Advocate General’s (AG) view, holding that:
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Painer (n 56), at [89]; Eleonora Rosati, ‘Towards an EU- wide Copyright? (Judicial) pride and (legislative)
prejudice’ (2013) 1 Intellectual Property Quarterly 47-68, p. 61 (‘What Painer suggests is indeed that
subject-matter categorisation is out of sight in CJEU interpretation of copyright architecture.’).
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See, e.g., Computer Program Directive, art 1(2) and Recital 11. See, e.g., Nova Production v Mazooma
[2006] EWHC 24 (Ch) (UKHC), at [247]-[248]; Nova Production v Mazooma [2007] EWCA Civ 219 (UKCA), at
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programs and plaintiff’s outputs of computer programs were ‘a combination of a limited number of
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‘the expression of those components is dictated by their technical function, the
criterion of originality is not met, since the different methods of implementing
an idea are so limited that the idea and the expression become indissociable’.63
This expression is similar to the definition of doctrine of mergers and functionality
doctrine under US copyright law as shown above. In SAS III, the CJEU expressly agreed
with AG’s opinion in SAS II, holding that:
‘the main advantage of protecting computer programs by copyright is that such
protection covers only the individual expression of the work and thus leaves
other authors the desired latitude to create similar or even identical programs
provided that they refrain from copying’.64
Furthermore, the CJEU in SAS III cited its own decision in Bezpecnostni softwarova
Asociace, holding that source codes, other programming language and data files may be
protected as other subject matter under the InfoSoc Directive if they amounted to their
author’s own intellectual creation.65 Nevertheless, the CJEU precludes source codes,
other programming languages and the format of data files in this case from copyright
protection by reasoning that these elements are used in order to exploit certain
functions of a computer program which, in its view, will monopolise ideas.66 Therefore,
the CJEU’s rationale in this case is de facto the doctrine of mergers and functionality but
is disguised under the language of idea/expression dichotomy. As held by the UKCA in
SAS V, Lewison LJ interpreted the CJEU’s rationale of precluding functionality as
applicable to both the InfoSoc and the Computer Program Directives.67 This implies that
elements of an audio-visual work will be assessed by the CJEU in similar ways as they are
assessed by courts in the US as shown above. In other words, in a similar case, the CJEU
may reach a similar conclusion as the US court does because they actually adopted a
similar approach in determining infringement.
63
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65
Ibid, at [45].
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2.2 Copyright and Competition between Game Companies
There are three major types of software in the home console game industry. The first
one is computer programs that are found in console hardware. These computer
programs support the normal operation of consoles. Console firms also release
development kits to help game companies develop games or applications (apps) that
can run on these machines. It is console firms that own the copyright of such software.
The second type of software is called ‘middleware’, which runs parts such as game
engines. The primary purpose of creating a game engine is to facilitate the development
of graphics, sound, physics and the artificial intelligence (AI) function of a game. A game
engine can be used repeatedly. Many game companies not only develop games but also
license game engines they develop for other game companies. The third type of
software is the games developed by game companies.
Among these three types of software, the first is the least entitled to because of its
purely functional nature. Console firms are, therefore, less likely to prevent others,
game companies in particular, from copying source codes, especially such source codes
that are dictated by functionality to achieve compatibility between games and consoles.
However, copyright still protects a development kit against copying as far as the source
codes or object codes constitute expressions of ideas and are not dictated by
functionality.68
Similarly, the middleware used by game companies to create games is also primarily
functional. Some middleware enables developers to develop a game that can be played
on different console platforms with few changes made to the game source codes. The
most common game engines are used by developers to provide real-time 3D rendering
capabilities. For instance, Half-Life and Counter-striking were created using the same
Valve source engine – a 3D game engine. Given that middleware is a tool that can be
used repeatedly by game developers to achieve different functions, programming
language and ways of writing, its objects are directed either efficiency or are dictated by
68
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external factors such as external technological standards and new hardware.
Accordingly, copyright protection for such middleware is limited. That does not mean
that middleware received no copyright protection. As mentioned in the last paragraph,
source codes and object codes are still entitled to copyright protection provided they
are not dictated by functionality. Even though developments in middleware may not be
copyrightable, patents can be an alternative way to protect its technical features if the
computer program is novel and inventive and meets the other conditions for patent
protection.69
Among these three types of computer programs, the last type is more likely to be
protected by copyright since it is less functional compared with the others. The CJEU has
held that source codes may be entitled to copyright protection if such language used by
programmers is written in a way that reflects its own intellectual creation and such an
expression is not merged with functionality.70 Computer programs found in a game are
more than functional programs. Therefore, game companies may have more chance to
prevent others from copying the source code of their games by enforcing copyright.
Furthermore, a game company may also choose to install technical protection measures
(TPMs) to enhance the protection against unauthorised access by game cloners. As will
be shown later, anti-circumvention provisions have conferred on game companies the
right to prevent a third party from bypassing TPMs for purposes other than achieving
interoperability, particularly in the US.71 Unless a game company is also a console firm,
there is no excuse for its competitor to bypass its TPMs even if the latter acquires the
game lawfully. This protection method increases the amount of time it takes a game
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cloner to clone games and helps the game company launch the game before its
competitors.
With regard to elements other than computer programs, as has been shown, only a
limited type of elements in a game attract copyright protection, such as audio-visual
works both in the EU and US. Unless a game is nearly identically copied, copyright may
only provide limited protection against third parties cloning games.
Unless conducting business in relation to selling ‘unlawful copies’,72 it is quite rare for a
game company to directly copy the codes of competitors’ games. They may use
different codes to achieve a similar visual appearance. Even when codes are copied,
these codes may be not entitled to copyright protection if they are dictated by
functionality. As regards visual appearance, only few aspects of a game – characters and
moves are entitled to protection against cloning unless the copy is close to identical.
Hence, in theory, a game company has ‘limited protection’ against game cloning. Game
clones are commonly seen in mobile games and web games not only because the
development costs of these games are far lower than the costs of console games but
also because these games are far less complex than the latter. Home console games are
normally developed by big game companies or console firms and cost a substantial
amount of money. These companies are less likely to imitate competitor’s products
because of high development costs. On the contrary, they want their product to stand
out and be different from competitors’ products so that they can recoup enough costs.
For them, contemporary copyright law provides a large space in which they can develop
different kinds of expressions by sharing common ideas such as settings, themes or even
characters. These companies are also free to develop functional middleware to optimise
the compatibility of a game with hardware and bring a better game experience to
players. Furthermore, big publishers and console firms in this industry have tighter
control over games that are released on console platforms than other types of games.
Cloned games may not pass such controls Even if cloned games are distributed by
72
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cloners, they have little chance to compete with original games as console firms possess
far stronger marketing power than cloners. Therefore, although copyright may not
provide sufficient protection against game clones, copyright intensifies competition
between these companies by giving them a reasonably large space in which to create
games. Indeed, there are also small and medium-sized independent game companies in
this industry and their games might be imitated by cloners. In such cases, copyright only
provides limited protection against game clones for these companies. However, the
peer review mechanism for licensed games could be a more effective way than litigation
to prevent game clones.73 In other words, for a licensed game, as far as a console firm
can ultimately determine whether or not to distribute submitted games to the public,
the likelihood of the game being harmed by game clones is quite low. Considering the
low price an independent developer needs to pay a console firm for licenses, 74 it may be
better for a small independent developer to apply for a license and development kits
from console firms.
2.3 Implications for Competitive Advantages and Bargaining Power of a Firm
As mentioned in Chapter I, both console firms and game companies profit from the sale
of games. Using the VRIO framework, sources of competitive advantage must at least be
valuable, rare and costly-to-imitate. It is true that a fantastic game is a valuable asset
and can bring a game company competitive advantage over others. Owning a good
game also increases its owner’s leverage with other non-competitive parties in this
industry. However, the limited protection given to right holders by copyright implies
that copyright may not render a game rare and costly-to-imitate automatically. Hence,
other strategies must be adopted to make a valuable game rare and more costly-toimitate. One of them is by the use of brands. As will be shown in chapter IV, branding
and other marketing strategies make a game distinctive in the minds of customers. All
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the relevant information that a game and marketing campaign delivers will all be
associated by customers using brands which in turn affects their decision-making. A
customer is more likely to buy a game with a famous title or under the name of famous
publishers than a similar game developed by an unknown company. In other words, a
brand may translate a game into a valuable, rare and costly-to-imitate asset if distinctive
features of the game are associated with the elements of a brand that will not change in
the long run, normally trademarks. Hence, games are the basis on which competitive
advantages can be acquired. It is common for a game to be adapted into books or films
from which the game company can capture returns in other industries and at the same
time consolidate and increase its marketing power.75 In such scenarios, copyright gives a
game company or a console firm the position; for instance, a reproduction right76 in the
UK or a derivative right in the US,77 to exploit the economic value of the game. The term
‘position’ rather than ‘exclusivity’ is used here because such a right is uncertain until it is
decided by the court in individual cases. What is more special about copyright in the
home console game industry is that it confers on a game company or a console firm
absolute exclusivity to run electronic sports (e-sports). Like other sports matches, esports is a competitive gaming event. It is not only multinational companies investing
heavily in this industry but also non-profit institutions such as universities.78 However,
unlike other investors, game companies or console firms control the bottleneck of this
industry since they have the exclusive right to communicate or perform the copyright
work to the public.79 Everyone who intends to share in the returns from this industry
has to obtain licenses from game companies and console firms. It is not only game
companies and console firms that can capture returns from this industry, all businesses
75
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involved in this industry will increase their brand equity and thus marketing power
among customers.80 In other words, a game company or a console firm has the exclusive
control over this important means of increasing brand equity from which it can both
gain competitive advantage and increase leverage with other non-competitive parties.81
3 Copyright and the Relationship between Console Firms (Platform Providers) and
Game Companies
The following section continues to examine the effect of copyright on the relationship
between console firms as platform providers and game developers to show whether or
not copyright automatically confers on platform providers market power to distort
competition in the console software market and reduce returns a game company could
have captured in an environment where competition was not distorted by such market
power.
3.1 Anti-Circumvention Provisions
On an international level, the WIPO Copyright Treaty introduced anti-circumvention
rules which require member states to provide technological measures to protect
copyrighted works.82 For the US, these provisions are contained in 17 USC §1201. 83 In
the EU, Article 6 of the InfoSoc Directive requires its member states to ‘provide
adequate legal protection against the circumvention of any effective [TPMs]’.84
There are two types of TPMs in US and EU(UK) law, namely access control measures and
copyright control measures.85 Unauthorised activities the primary or sole aim of which is
to circumvent or damage these two types of measures are restricted by law. According
to 17 USC §1201(a)(1), an act to circumvent an effective technological access control
measure is prohibited. In addition to this prohibition, 17 USC §1201(a)(2) outlaws any
80
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acts that ‘traffic in any technology, product, service, device, component’ the primary
purpose of which is to circumvent access control measures. The term ‘tool’ in this
chapter refers to ‘any technology, product, service, device, component or part thereof’.
A right control measure is defined in 17 USC §1201(b) as a TPM that ‘in the ordinary
course of its operation prevents, restricts, or otherwise limits the exercise of a right of a
copyright owner’.86 However, 17 USC §1201(b) does not ban the act to circumvent right
controls since traditional copyright provides sufficient protection for right holders in this
respect.87 However, it does prevent the distribution of tools whose primary purpose is
to circumvent right controls.88 This type of prohibition is regarded as a reinforcement of
existing copyright protection.89
EU Directives only lay down general requirements for member states to provide TPMsrelated provisions; it is up to domestic laws to give detailed regulations.90 EU Directives
drawn a clear distinction between protection measures on computer programs and
other protected works. Article 6 of InfoSoc Directive, which was implemented by the UK
under section 296 of CDPA 1988, aims to protect TPMs for non-software copyright
works. Article 7 of the Computer Program Directive, which was implemented under
section 296ZA-ZF of CDPA 1988, addresses TPMs attached to computer programs. These
two articles/sections outlaw both acts of circumventing TPMs and acts of the ‘traffic in’
circumventing tools. There are two major differences between TPMs on software and
TPMs on non-software works. First, article 7 of the Computer Program Directive and
section 296 of CDPA 1988 only protect a ‘technical device’, either mechanical or
electronic, while article 6 of InfoSoc Directive and Section 296ZA – ZF of CDPA 1988
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protect TPMs which include, and are not limited to technical devices.91 Accordingly,
neither of these two articles are confined to offering protection only to a pure software
protection measure that is applied to a computer program.92 Second, article 7 and
section 296 only prohibit acts of providing service and acts of the traffic in
circumventing tools, the ‘sole purpose of which’ is to circumvent technical devices,
whereas protection for TPMs for non-software copyright prohibit the same acts which
‘have only a limited commercially significant purpose or use other than to circumvent’
TPMs, a less demanding requirement than the ‘sole purpose’ requirement.93 Therefore,
in theory, TPMs that are applied to non-software copyright work receive a broader and
stronger protection than technical devices that are applied to pure computer
programs.94 Despite these differences, a protection measure applied to a video game is
entitled to the protection under article 7 of the Computer Program Directive or article 6
of InfoSoc Directive, or both; because a video game comprises not only computer
programs but also other types of copyright work, and these works are all protected by
TPMs.95 In Nintendo v PC Box, the CJEU held that technical measures, for the purpose of
art 6.3 of [InfoSoc] Directive, can be embodied either in a video game or a console, or
both.96 Despite TPMs being installed in the consoles rather than a video game, it is still
protected under article 6 of InfoSoc Directive. For instance, The Italian Court followed
the CJEU’s preliminary ruling in Nintendo v PC Box and held that Nintendo’s TPMs fell
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within the scope of protection provided by the InfoSoc Directive.97 In another case,
Nintendo v Playables, the UKHC also apply the CDPA in a similar way. In this case, the
UKHC held that the TPMs installed in Nintendo’s 3DS was entitled to protection both
undersection 296 and section 296ZD of CDPA 1988.98 This implies that both console
firms and game companies have less burden to prohibit circumventing acts and acts of
traffic in circumventing tools.
3.2 Exemptions and Game Development
There are many exemptions to copyright protection. However, a particular type of
exemption that is examined in this chapter is the exemption of reverse engineering. This
type of exemption falls within 17 USC §107 and §1201(f) in the US and Article 5.3 and
Article 6 of the InfoSoc Directive in the EU. The parallel provision of Article 5.3 and
Article 6 can be found in section 50BA and 50B of the UK CDPA 1988.
In general, a game company has to obtain a license together with a development kit
from a console firm if it wants to develop a game for that console platform. The license
and development kit enable the game company to achieve compatibility between their
games and the console. If a company wants to develop a game without licenses, it has
to reverse-engineer the console firm’s hardware or software to understand how to
achieve interoperability between a game and the console. Intermediate copying
happens during the process of reverse engineering; for instance, when the software is
running and loading.99 Because the compatibility information of a console is invisible to
a game company, it may have to reverse-engineer a whole copyright work so as to
identify such codes and information. Despite computer programs being essentially
utilitarian, some elements may be entitled to copyright protection, especially when the
company reverse-engineers a video game. The wholesale reproduction during the
reverse engineering significantly increases the likelihood of copyright infringement even
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though copyright protection for a computer program is ‘thin’.100 As copyright is granted
to the author automatically as soon as the work is recorded in some form, console firms
may have significant market power if a copyright automatically confers on them the
right to prevent reverse engineering because in such a case all game companies must
obtain licenses from console firms if they want to develop games for consoles. This will
significantly increase console firms’ bargaining power, as hardware providers, with
these game companies. Console firms may also extend such market power to the
software market and distort the competition. As a result, innovation in game
development would be distorted as game companies may capture fewer returns than if
they developed a game in a market where console firms did not have such market
power. The following paragraphs will examine whether or not a game company can
develop games for a console without obtaining a license from the console firm.
a. Reverse Engineering Exemption and Game Development in the US
In the US, the doctrine of fair use is listed under 17 USC §107. In order to determine
whether use is fair use under this provision, the court must consider four factors: (1) the
purpose and character of the use; (2) the nature of the original copyright work; (3) the
amount and substantiality of the portion taken; and (4) the effect of the use upon the
potential market.101 In addition to these four statutory factors, there is a fifth factor –
transformative use.102 This factor is normally introduced by a court when it assesses the
first statutory factor.103 The court will take all circumstances into account and strike a
balance between these factors when it determines whether the use of a copyrighted
work is fair. However, a transformative use is not an absolutely necessary factor for a
finding of fair use.104 Given that this factor is far less relevant to the topic discussed here,
the following analysis will not consider it.
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The first factor is in fact related to the last factor.105 Copying for a commercial purpose
weighs against a finding of fair use.106 However, the commercial nature of a use is a
matter of degree and thus can be rebutted by the purpose and characteristics of a
particular commercial use.107 For example, in Sega, Accolade reverse-engineered Sega’s
Genesis consoles and games which caused intermediate copying of original works.
However, its primary purpose was to identify the functional requirement for
compatibility with Sega’s Genesis console platform in order to create its own creative
Genesis-compatible works. The court held that the commercial aspect of its use was of
minimal significance even though the new works competed with Sega’s copied games
on the same market. The court also considered whether or not the copier lawfully
owned the original work. In Atari, the Federal Circuit ruled against Atari in a finding of
fair use.108 One of its reasons was that Atari purloined the copy of the source codes of
Nintendo’s original works from the copyright office.109 In contrast, Accolade’s lawful
acquisition of Sega’s products became one of various factors that supported the court’s
finding of fair use in Sega.
The nature of the copyright work is the second factor to be considered by the court.110
Whether the copyrighted work is informational or creative is the key question asked by
the court.111 As mentioned, some computer programs may, in essence, be utilitarian or
functional. Even if they are expressions, they may not be protected if they are dictated
by the function to be performed or are the only and essential means of fulfilling a
task.112
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The third factor concerns the extent of copying.113 If the secondary user copies the
‘heart’ of the copyright work, the court is less likely to find the secondary use fair.114
However, as held by the USSC in Sony, ‘the fact that an entire work has been copied
does not, however, preclude a finding of fair use’.115 If copying a substantial part of the
original work is necessary, this factor will be found to be in favour of the defendant.116
This has to be measured against the purpose of copying. Purposes can be indicated by
comparing the copiers’ products with original works. In Atari, Atari’s final product, the
Rabbit chip, was found to contain instructions that were copied from Nintendo’s 10NES
which were unnecessary for 10NES’s performance. As held by the Federal Court, this
weighed against Atari’s claim that the purpose of its copying was to identify
unprotected compatibility information.117 In contrast, in Sega, Accolade conducted
wholesale copying when it reverse-engineered Sega’s games and consoles.118 However,
the Ninth Circuit compared the final products of Accolade with Sega’s games and found
that the only similarities were codes that were related to compatibility. Accordingly, the
court held that wholesale intermediate copying was necessary to obtain information
about compatibility while using similar codes in the final products was necessary to
achieve the compatibility between Sega’s console and Accolade’s games.119
The final factor is the effect of the copier’s use upon the market.120 It questions whether
‘unrestricted and widespread conduct’ committed by the copier would adversely affect
the potential market for copyright works.121 If copying results in diminishing potential
sales, interfering with marketability or usurping the market in which the owner of the
copied work operates, the copier’s use will not be found to be fair.122 However, the use
may still be fair if such use simply enables the copier’s products to enter the same
113
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market as the owner of the original work. Reverse engineering of original games and
consoles of a console firm to find out compatibility information which is utilised by
copiers to create their own system-compatible games only makes the copier a
legitimate competitor.123 Furthermore, the court will also consider public interest in
assessing this factor. In Sega, the Ninth Circuit argued that reverse engineering
conducted by Accolade increased the independently designed video game programs for
the Genesis console, and thus increased the creative expression that the Copyright Act
intended to promote.124
The USSC emphasised that these four factors should be weighed together.125 In Sega,
after considering the four factors, the Ninth court held that reverse engineering
conducted by Accolade was fair even though the indirect purpose of it was to compete
with Sega in the same market.126
In addition, reverse engineering can become an exemption to anti-circumvention
protection if the copier meets three conditions that are listed in 17 USC § 1201(f): firstly,
if the person has obtained a copy of the computer program lawfully - the most common
way in the case of the video game industry is to buy an official game; secondly, if the
purpose of circumventing the TPMs is solely for the purpose of identifying and analysing
the elements in the program that are necessary to achieve compatibility of its
independently created program with others; and finally, if such elements have not been
identified or been in the public domain before.127 Therefore, these conditions are
essentially the same as factors of the fair use doctrine listed in 17 USC §107. The only
difference is that fair use may extend to reverse-engineering a program to study and
observe or test the functionality of a computer program in order to understand the
underlying ideas or principles. This exemption is not available under anti-circumvention
provisions unless this purpose is merged with the purpose of achieving interoperability.
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Hence, reverse engineering a competitor’s games on which the competitor has installed
TPMs is a violation of anti-circumvention provisions in the US if the competitor is not a
console platform provider.
b. Reverse Engineering Exemptions and Game Development in the EU
Although there are no CJEU or UK court decisions specifically concerning unlicensed
game development and reverse engineering, the CJEU’s interpretation of relevant
provisions in directives and UK court interpretations of the parallel provisions in the
CDPA 1988 in cases involving computer programs may give some insights into whether
or not a console firm has such market power automatically conferred by copyright.
In the EU, recital 54 in the preamble of the InfoSoc Directive encourages the
compatibility and interoperability of different systems. Article 5(3) and Article 6 of the
EU Computer Program Directive addresses the reverse engineering exemptions for the
purpose of determining the ideas and principles of the programs and the purpose of
achieving interoperability.128 In SAS III, the CJEU interpreted the conditions of Article 5(3)
to have the same effect as conditions of Article 6(2)(c) of the same directive.129 In order
to use Article 5(3) and Article 6 as a defence, three conditions must be satisfied. Firstly,
the person who carried out the reverse engineering should legally possess the computer
program, for instance, either under a license agreement or authorised by copyright
holders of the copied programs.130 Secondly, information that is necessary to achieve
interoperability has not been available to the copier and reverse engineering should be
confined to the parts of the original program which are necessary in order to achieve
interoperability.131 In SAS III, the CJEU interpreted this condition to have been met as
the lawful acquirer had not accessed the source code of the computer program.132
Accordingly, using reverse engineering to infer source codes from object codes is fair.
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Thirdly, information obtained from the reverse engineer is not allowed ‘to be used for
the development production or marketing of a computer program substantially similar
to its expression or for any other act which infringes copyrights’.133 In other words, if the
purpose of reverse engineering is to carry out a substitution of the copied program,
then acts of reverse engineering are less likely to be treated as fair.134
It appears that both the US and EU hold the same attitude towards exempting reverse
engineering for the purpose of reaching interoperability from violation of copyright law.
As for the purpose of determining the ideas and principles, this is permitted only in the
EU unless this purpose merges with the purpose of reaching interoperability in the US.
In addition to meeting the purpose requirement, defendants in both the US and EU have
to prove that all copies they made were necessary to achieve the legitimate purpose.
This assessment is made on a case-by-case evaluation as console firms generally do not
disclose source codes to the public but provide development kits to licensees. If
development kits and licenses are free of charge, reverse engineering may not be
necessary to achieve interoperability even though source codes are not available. If
development kits require licensing fees, the question may become whether the fees are
beyond a defendant’s capital capabilities. If development kits are charged at an
unreasonably high price in relation to a game company’s financial capacity, a game
company’s act of reverse engineering is more likely to be justified. Furthermore, courts
will consider all factors when they decide whether acts of reverse engineering are
exempt from copyright infringement. For instance, a US court may consider the public
benefits when it considers whether reverse engineering is fair. As mentioned, even
though they are not licensed, independently developed games will increase the number
of games.135 By conferring on console firms the right to prevent others developing
games for their platforms, copyright is used de facto in ways that are contrary to the
initial purpose of its existence, that of promoting artistic expression that can be
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accessed by the public. Therefore, in general, a game company is free to decide whether
or not to obtain licenses from a console firm before developing games for that platform.
Given this feature of copyright, both game companies and console firms now rely on
contract law to preclude a lawful acquirers’ right to reverse-engineer their products.
End-User License Agreements (EULAs) and Terms of Use (TOUs) are two types of
agreement that normally contain the provisions that prohibit reverse engineering.136
The main question is whether or not such contractual rights can pre-empt copyright law.
c. License Agreement
In the US, conflict between rights stipulated in the license agreement and copyright
statutory rights is regulated under 17 USC § 301(a). This section expressly states that the
exclusive rights under 17 USC shall pre-empt ‘any equivalent rights in any such work
under the common law or statutes of any state’, which covers EULAs and TOUs.137 In
theory, copyright law should pre-empt contractual equivalent rights, especially when
such rights are created by shrink-wrap license agreements.138 In terms of the validity of
provisions that preclude the right of a lawful user to reverse-engineer, the attitude of US
courts appears very unclear.139 In Bower v Baystate, Bower’s license agreement
unambiguously prohibits reverse engineering.140 In this case, a majority of the Federal
Circuit held that the defendant, Baystate, was liable for breach of contract as it reverseengineered Bower’s software even though it held that such an act was fair under
copyright law.141 Although the majority’s decision has not yet been explicitly overruled
by the USSC, it has been heavily criticised not only by Dyk J in his dissent but also by
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academics.142 Dyk J argued that the precondition for pre-emption is that the contractual
rights must be equivalent to the copyright statutory rights.143 If they are different,
contractual rights may not be pre-empted by the statutory copyrights, the so-called
‘extra element’ test.144 At the same time, Dyk J underscored that the provision which
waives a lawful user’s right conferred by the statutory limitations must be freely
negotiated.145 He then argued that such a provision in a shrink-wrap licensing is preempted because users have no freedom to negotiate with licensers and reach common
assent.146 The majority of academics praised Judge Dyk’s dissent.147 Despite its arguably
incorrect decision, unless the USSC clarifies the issue of pre-emption in this respect, the
controversy may persist for a long time. So far, the contractual rights that preclude fair
uses are more likely to be pre-empted by copyright statutory rights given the fact that
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Dyk’s dissent has been widely praised in academia and there has been no subsequent
court decision that has expressly adopted the majority’s decision in Bower.148
Unlike the US, the EU has a very clear attitude towards a contractual provision that
excludes a third party right to reverse-engineer copyright works for non-infringing
purposes. In SAS III, the CJEU emphasised Article 8 of the Computer Program Directive,
holding that ‘any contractual provisions contrary to [Article 6] or to the exceptions
provided for in Article 5(2) and (3) of [the InfoSoc Direcive] shall be null and void’.149 The
parallel provision of Article 8 can be found in section 50B(4) and 50BA(4) of the UK CDPA
1988. In SAS IV, after the CJEU made its preliminary rulings in SAS III, the UKHC nullified
SAS IV’s contractual provision that precludes a lawful user’s right under Article 5(3)
based on this contractual provision’s violation of Article 8 of the Computer Program
Directive.150
The analysis above shows, therefore, that a console firm cannot enforce its contractual
provision to preclude a lawful user’s right to reverse-engineer its products in the EU.
Likewise, in the EU, a game company cannot prevent its competitors from reverseengineering its game either for the purpose of identifying ideas and principles
underlying the game or for achieving interoperability between games and consoles.
However, in the US, a console firm may prevent game companies from reverseengineering its consoles and games using contractual provisions. However, it is still
unclear whether or not such provisions will be universally accepted by all the courts in
the US.
4 Copyright and Game Piracy
Unlike cloned games, a pirated game is almost an identical copy of an authentic game.
In the console game industry, game piracy involves three major groups of persons. The
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first group develops tools that can be used to crack security systems (TPMs) of games
and consoles. They will then reverse-engineer games and consoles. The second group of
persons distributes and disseminates illegal copies and tools either intentionally or
unconsciously to the public. Internet service providers (ISPs) such as websites and
forums belong to this classification. Sometimes, this group also includes file-sharing
software providers, the software of which is used by end-users to download illegal
copies. The last group comprises downloaders, normally the end-users, who acquire
illegal copies and tools to bypass the security system of consoles and run illegal copies
on them. These three groups of persons sometimes overlap.
There is no doubt that the last group infringes copyright directly when they (1)
download illegal copies and tools, (2) use tools to crack the security system (TPMs) of
consoles and games, and (3) run illegal copies on a console, as nearly identical copies
are made either intermediately or permanently by the end-users without authorisation
from copyright owners. However, it is very difficult, if not impossible, to capture every
end-user who engages in primary infringing acts. Considering that the majority of these
end-users cannot make illegal copies unless they have tools which enable them to
remove or bypass the TPMs, preventing such tools from reaching end-users may be
more effective in reducing losses caused by game piracy than going after every primary
infringer. In order to effectively reduce game piracy, copyright confers on the owner the
right to prevent game piracy by imposing liabilities for either secondary infringement or
violation of anti-circumvention provisions on the two former groups of persons.
As will be shown below, copyright confers on its owner the right to prevent distribution
of illegal copies of games and circumventing tools that are used to make illegal
reproductions of games or bypass TPMs of games or consoles.
Nowadays, the internet has significantly increased both the speed and scope in terms of
the diffusion of illegal copies and circumventing tools.151 An illegal copy of a game is
151
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normally uploaded as a very small file (‘torrent’) or as a link to a torrent on websites
such as blogs, forums and those that specialise in storing and distributing such files
(‘torrent websites’).152 A torrent file contains an index corresponding to illegal copies of
games and can be opened using specific types of file-sharing software called P2P
downloaders. A downloader will automatically search and link the user’s computer to
other computers which use the same downloader in downloading the same illegal
copies of games. Nowadays, almost all P2P downloaders do not have central servers
where a central index or the illegal copies are stored. Rather they operate a
decentralised architecture in which end-users’ computers can be both a server and a
client at the same time.153 Compared with illegal copies of games, circumventing tools
are much smaller. Tools are, therefore, normally uploaded by users directly onto the
websites. Hence, internet intermediary like the above-mentioned websites appear to
both conduct direct infringement by making intermediate copies and facilitate the
speed and enlarge the scope of diffusion of illegal copies and circumventing tools.
Game companies and console firms can impose liabilities of secondary infringement on
internet intermediary to stop the diffusion of illegal copies of games. At the same time,
they can exercise the right conferred by an anti-circumvention provision against persons
that traffic in circumventing tools.
4.1 Preventing Illegal Copies of Games
Given the speed and scope of diffusion of illegal copies, the most effective way to stop
them is to apply for injunctions. In the US, one of the conditions for a preliminary
injunction is that copyright owners must show the likelihood of success on the merit of
Ewipi4jz4J3NAhUHOsAKHbuFBBsQFggcMAA&url=https%3A%2F%2Fwww.arxan.com%2Fwpcontent%2Fuploads%2F2015%2F06%2FState-of-Application-Security-Report-Vol-42015.pdf&usg=AFQjCNH-AOHInrn-Kz4iARMpshvnabwNug&bvm=bv.124088155,d.ZGg> accessed 15
March 2017 (It took about 30 minutes for a pirated software to reach the public.).
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helpfully indexed, arranged and presented by those sites constitute precisely the means necessary for
users to infringe. It is the torrent files which provide the means by which users are able to download the
‘pieces’ of the content files and/or to make them available to others.’). See also, Metro-Goldwyn-Mayer
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the claim of secondary infringement or violation of anti-circumvention provisions. A
secondary infringement claim cannot succeed against an intermediary which falls within
safe-harbour rules as these in effect give immunity from copyright infringement.154
Copyright owners in the EU have more options than their US counterparts. In addition to
applying for an injunction on the basis of a defendant’s secondary infringement or
violation of anti-circumvention provisions, they can apply for an injunction against
specific ISPs such as broadband providers which require them to block websites that
infringe copyright even though these specific ISPs did not infringe or contribute to
copyright infringement.
a. The US Approach
This part focuses on the US approach to secondary infringement and safe-harbour rules.
Copyright holders in the EU and US can enforce their rights in a similar way to stop game
piracy even though the way to determine secondary infringement varies between
countries.
Safe Harbour Rules
Both in the US and EU, internet intermediary is immune from certain infringing acts
conducted by their users.155 17 USC § 512 and Articles 12 to 15 of the EU Ecommerce
Directive provide ISPs with a limited immunity from liability for copyright infringement.
The US and EU safe harbour rules cover three types of functions – network transmission
communication,156 caching157 and hosting.158 Safe harbour rules also expressly apply to
information location tools (‘linking’) in the US while this exemption is implicitly
interpreted as being included within the safe harbour rules for hosting in the EU, as in
the CJEU in Google France which interprets ‘hosting’ to cover ‘an internet referencing
154

Jonathan Darrow and Gerald Ferrera, ‘Social Networking Web Sites and the DMCA: a safe-harbor from
copyright infringement liability or the perfect storm?’ (2007) 6 (1) Northwestern Journal of technology
and Intellectual Property 1-35, p. 12.
155
For the safe harbour provision in the US law, see, 17 USC § 512. For the parallel provision in the EU, see,
Ecommerce Directive), art 12.
156
Ecommerce Directive, art 12; 17 USC§ 512 (a).
157
Ecommerce Directive, art 13; 17 USC§ 512 (b).
158
Ecommerce Directive, art 14; 17 USC§ 512 (c).

163

service provider in the case where that service provider has not played an active role of
such a kind as to give it knowledge of, or control over, the data stored’. 159
In the US, to qualify for safe harbour treatment, an internet intermediary must fall into
the definition of ISP under each safe harbour provision and only to the extent that the
infringing activities are conducted by the users by utilising the abovementioned four
functions. A common requirement for being an ISP is that all activities should be carried
out on a system or network controlled by the intermediary.160 In other words, an
intermediary has to have a central server in order to obtain safe harbour protection in
the US. Accordingly, a website onto which users upload torrent files may meet this
requirement under all safe harbour rules.161 In contrast, file-sharing software which
does not have a central server fails this condition and thus cannot obtain safe harbour
protection.
The EU Directive does not specifically require an intermediary to fall within the
definition of an ISP. However, ISPs under both systems must be genuinely neutral to
obtain safe harbour protection.162 This requirement not only requires an ISP’s
technologies to be neutral in the sense that its activities are of a mere technical,
automatic and passive nature but also requires an ISP’s purpose in providing these
functional services to be neutral. The former aspect requires that all activities should be
initiated by third parties other than ISPs and the four functions of ISPs must be carried
out automatically without interference from ISPs. For instance, transmission service
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providers must be mere conduits during transmission activities.163 In contrast, a website
that modifies torrent files that are uploaded by end-users is not eligible for safe harbour
protection.164
The requirement to be genuinely neutral is demonstrated by other necessary conditions
of safe harbour protection for hosting and linking. First, an ISP must not have actual
knowledge of illegal activity or information or not be aware of facts and circumstances
that indicate illegal activity.165 Second, once it has actual knowledge of infringement, the
ISP must act expeditiously to ‘take down’ illegal activities, for instance, by removing
infringing copies or denying infringers access to the service.166 At the same time, ISPs
are required to take reasonable measures to limit or filter infringing material.167 An ISP
that fails these two conditions will not be protected under either hosting or linking safe
harbour rules.168
In the US, the courts have also considered whether an ISP benefits directly from the
illegal activities conducted by its users.169 The answer will be inferred from all
circumstances in which an ISP operates the business. Both the decision in Grokster and
the recent Columbia Picture Industry v Gary Fung case suggest that an ISP will be
perceived by the court to profit directly from illegal activities even though the ISP’s
revenues are derived from selling advertising space if there are other factors which
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indicate that the ISP intentionally manipulated users, inducing and abetting them to
conduct illegal activities such as uploading torrent files.170
In the console game industry, torrent websites or file-sharing software may be neutral in
terms of the technologies they have adopted. However, they may not be neutral in
terms of their purpose in providing functional services. They share the same business
model as the defendants in Grokster and Columbia Picture Industry v Gary Fung.
Although these websites generate revenues from advertising, the revenues depend on
the number of users who view and click on the advertisements. Users use such websites
and software because they can acquire illegal copies as quickly as they can by using
official downloaders but they are free of charge. In other words, the majority of users
will be primary infringers. Therefore, neither file-sharing software nor torrent websites
are entitled to safe harbour protection.
Secondary Infringement and Injunctive Relief
17 USC § 502 states that copyright owners can be granted an injunction to restrain or
prevent infringement of copyright. One of the conditions for an injunction against a
third party is that the third party’s act is not under the protection of safe harbour rules.
Courts in the US generally impose liabilities of secondary infringement on the abovementioned websites and file-sharing software. There are many different theories of
secondary infringement.171 The following analysis focuses on the approach of
inducement liability adopted by the USSC in Grokster172 – the USSC’s most recent
decision regarding liability of ISPs regarding peer-to-peer (P2P) file sharing software.
Inducement liability is chosen in this chapter for three major reasons. First, before the
USSC’s decision in Grokster, the USSC arguably adopted both contributory liability and
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vicarious liability in Sony.173 Under vicarious liability, a third party is liable for secondary
infringement if it has a right and ability to supervise the infringing activities and derive
benefit directly from those activities.174 However, strictly applying the ‘under control
and supervision’ requirement may indirectly encourage infringers to use technologies
which makes it difficult if not impossible for them to control infringing activities, such as
the latest P2P software which does not have centre server and thus has no ability to
control infringing activities. Under contributory liability, a third party infringes copyright
indirectly, if it, with knowledge of infringing activities, induces, causes or materially
contributes to the infringing conduct of another.175 According to the Sony ruling
substantial non-infringing use of a defendant’s product could exempt it from
contributory liability for copyright infringement. In other words, a third party, even one
which intentionally facilitates infringing activities, may not be liable for indirect
infringement. Inducement liability is actually a mix of contributory and vicarious
liabilities and provides a more balanced approach.176 Under this approach, a third party,
who intentionally facilitates infringement activities, will be held to be liable for
secondary infringement even it has difficult or even no control over these infringement
activities. Although Grokster’s ruling represents the USSC expressly advocated
inducement liability, versions of the inducement liability principle can be found in the
decisions of other courts since section 512 was introduced.177 As pointed out by many
scholars, the Seventh Circuit in Aimster ‘was really groping its way towards the doctrine
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of active inducement that was recognised in Grokster.178 The second reason is that some
courts have already followed USSC’s Grokster decision by adopting inducement liability
in determining secondary infringement of ISPs.179 Lastly, VCR in Sony is different from
P2P software in Grokster, Napster or Aimster. It is designed for recording TV for later
viewing, which is a general purpose. It will not significantly affect the revenues of TV
companies. P2P software is different in terms of the purpose for which it is designed. A
pure, independent P2P software like Bittorrent is designed primarily to facilitate
infringement unless they are provided by copyright owners such as music and game
companies. On the one hand, they have the positive benefit of facilitating download
speed. However, if it is in the wrong hands and uncontrolled, it could easily be used to
infringe copyright works, and thus negatively affect revenues of copyright owners.
Nowadays, customers can use official services such as Netflix for movies, iTunes for
music and Steam for games, all of which provide P2P high speed downloading or live
streaming. The major reason for the existence of independent P2P software is to attract
users who want to acquire illegal copies of copyright works for free. With regard to
torrent websites, they intend to profit from illegal acts of users for the same reason. The
website and P2P software are interdependent in terms of contributing to infringing acts
conducted by end-users. As such, they are significantly different from inventions such as
VCRs and computers the primary purpose of which was for non-infringing uses.
Four factors contribute to the establishment of secondary infringement by inducement:
(1) the distribution of a device or product including copyright works; (2) an act of
infringement; (3) an objective of promoting its use to infringe copyright; and (4)
causation.180 Torrents and corresponding illegal copies of copyright work are the
products that are distributed by the users through using websites and software
respectively. In the case of torrent websites and P2P software, infringement can also be
178
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easily established as end-users’ uploading and downloading of torrent files
corresponding to illegal copies amount to copyright infringement.181 Unlawful objectives
can be inferred from many indicators including business models and messages of
inducement, an assessment of which is also connected to evaluating issues of safeharbour protection as discussed above. Failing to establish a filtering system and
capturing revenues from illegal acts of users can be used by courts to corroborate other
indicators in determining a defendant’s object.182 With regard to the condition of
causation between an infringing act and a defendant’s service or products, a
defendant’s unlawful object and the existence of users’ infringing uses of software are
sufficient even for a permanent injunction to be granted, let alone a preliminary
injunction.183 As emphasised before, the primary reason torrent websites and
independent P2P software is attractive to users is that they can acquire illegal copies of
games free of charge by using torrents on the website and software. Otherwise, users
can buy legal copies from online stores which provide similar or even higher speeds of
downloading. Because of their illegal status, it is the only way for such ISPs to make
profits, and, at the same time, arguably escape liability is to sell advertising space. It is
easy for copyright holders to find indicators on such websites and software that can be
used to indicate the illegal objective of the owner of these websites and software.
Hence, it could be quite easy for copyright owners to obtain an injunction by proving
such ISPs’ secondary liability in the court.
b. EU Approach
The main reason for imposing secondary liability on ISPs is because it is costly and
ineffective to go after every primary infringer.184 By cutting the means of dissemination,
losses caused by infringing acts can be effectively reduced. Copyright owners in the EU
can obtain injunctions in the same way as copyright holders in the US by proving a
likelihood of success on the merit of a secondary infringement claim (for preliminary
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injunction) or proving a defendant’s secondary liability (for permanent injunction).185 In
addition to imposing secondary liability on ISPs, copyright owners in the EU have an
extra option to prevent game piracy. They can apply for an injunction against broadband
providers even when broadband providers are not liable either for primary or secondary
infringement.186 Article 8(3) of the InfoSoc Directive and Article 11 of the Enforcement
Directive give a copyright owner the ability to apply for an injunction against ISPs whose
services are used by a third party to infringe a copyright or a related right.187 Copyright
owners are not required to prove any fault made by ISPs.188 In L’Oreal v eBay, the CJEU
held that a national court can order the operator of an online marketplace to take
measures both to bring an infringement to an end and to ‘prevent further infringements
of this kind’.189 However, injunctive relief ordered by the national court must be
effective, proportionate, dissuasive and must not create barriers to legitimate trade.
Accordingly, the CJEU pointed out that there is no obligation for an ISP to impose a
general monitor on all the data of each of its users as this may not be proportionate
under Article 8(1) of the InfoSoc Directive.190
A representative case can be found in the UKHC decision in EMI Records v British Sky
Broadcasting.191 Consistent with Article 8(3) of the InfoSoc Directive,192 section 97A of
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the CDPA which empowers a court to grant an interim injunction against a service
provider if the provider has actual knowledge of another person using its service to
infringe copyright.193 In this case, the UKHC granted an injunction against internet
broadband providers requiring them to block three torrent websites based on the
argument that these broadband providers had actual knowledge of how their services
were being used both by these websites and their end-users to infringe copyright.194 The
UKHC also held that such an injunction was proportionate for the purpose of bringing an
end the infringement and preventing further infringement of that kind.195 Arnold J in
this case also explained the underlying rationale for granting an injunction, asserting
that websites taking action to remove infringing content only when they received
individual takedown notices was a wholly inadequate way to prevent such a large-scale
and widespread copyright infringement by torrent websites.
Therefore, copyright confers on game companies and console firms the ability to obtain
an injunction against ISPs to bring to an end infringement and prevent further
infringement of this kind. Compared with the US approach, the EU’s approach may be
more diverse and effective, at least in relation to preventing torrent websites and
independent P2P software, both of which are deliberately profiting from illegal acts
conducted by their users. As mentioned, sometimes even when such illegal copies are
downloaded, end-users cannot play them unless they bypass the TPMs using
circumventing tools. In this regard, the anti-circumvention provision may provide a
more effective means than imposing secondary liability on ISPs.
4.2 Anti-Circumventing and Circumventing Tools
Both the EU Directive and US Copyright Act prohibit circumventing acts and acts of
traffic in such tools. This means that a console firm or game company can prevent a
third party from trafficking in tools, the primary purpose of which is to circumvent TPMs.
court, CJEU required the UK court to apply it in the light of wording and the purpose by applying national
law.).
193
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The anti-circumvention provision confers on holders the right to be protected by TPMs
even when TPMs themselves are not protected under the copyright law. However, this
right is not without limitations. Both in the US and EU, a common precondition for
obtaining anti-circumvention protection is that the materials that are protected by
TPMs must be copyrighted.196 In this industry, therefore, an access control measure
must control the access to copyright protectable materials, games or computer
programs embodied in hardware. The same principle applies to copyright control
measures which are used by copyright owners to protect copyright works against
infringement. Another important condition for obtaining anti-circumvention protection
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is that the copyright owner has to establish that the primary purpose or sole purpose of
the defendant’s tool is to circumvent TPMs.197 As stated earlier, a video game is
copyrightable both in the EU and US. It is also true that circumvention tools that are
available nowadays are primarily used by individual players for the purpose of bypassing
the test and running illegal copies. This can be inferred from the fact that small and
medium-sized game developers can achieve interoperability either through conducting
reverse engineering or applying for a free development license. Even if game developers
choose to conduct reverse engineering, rarely will they distribute these tools to the
public since they may lose the protection of the reverse engineering exemption. The
hostile attitudes of national courts in the EU toward circumventing tools, the ones that
claim to have functions other than to circumvent TPMs, also implies that circumventing
tools can hardly be entitled to any exemption from liability for violation of anticircumvention protections.198 Hence, it would be quite easy to prove the illegal purpose
of a circumventing tool in front of the court. Copyright owners can enforce the right
under anti-circumvention to prevent the diffusion of circumventing tools.199 In other
words, anti-circumvention provisions give copyright owners additional protection
against game piracy.
5 Copyright, Parallel Importing and Used Game Reselling
The focus of the following analysis is on the issues of parallel importing and reselling of
second-hand games. A copyright owner has the exclusive right to first market their
works.200 Anyone that markets the work without a copyright owner’s consent infringes
their copyright. The first sale doctrine limits such exclusivity. Once a copy of a copyright
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work is put on the market by the copyright owner or with their consent, the copyright
owner loses control over subsequent distribution of this particular copy. Buyers are free
to further distribute the copy without obtaining authorisation from the copyright owner.
In this industry, a person who lawfully acquires and owns a copy of a game can
therefore sell the copy to others without the copyright owner’s consent. Both the scope
and condition of this doctrine affect the ability of console firms and game companies to
control game distribution.
The scope of this doctrine in the EU and US differs. The US adopts an international
exhaustion rule, at least on physically distributed copyright works.201 Accordingly, a
game company or a console firm exhausts its distribution right after its games are put
on the market anywhere in the world. They cannot rely on copyright to prevent third
parties from importing games into the US. Unlike the US, the EU adopts union
exhaustion in terms of copyright works.202 Once a game is put on the market by a game
company or a console firm, or with its consent, the owner’s right of distribution is
exhausted. However, if a game is put on the market outside the EU, the game company
or console firm can rely on copyright to prevent its importation into the EU countries.
However, the first sale doctrine applies both in the EU and US only if the ownership of a
game copy is transferred from the copyright owner to the buyers.203 If games are
deemed as being licensed to customers, the first sale doctrine would not apply and the
distribution right of game companies or console firms is not exhausted even though
games have been put on the market either digitally or physically. It is a common practice
for game companies and console firms now to use a licensing agreement in the hope of
licensing the copy to buyers instead of transferring the ownership. Therefore, courts
have to interpret the license agreement to determine whether a buyer is an owner or
201
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licensee of a game copy. This question is determined on a case-by-case basis. If the
buyer of a game copy is a licensee, the game company or console firm can still control
subsequent distribution of the copy including reselling it as a used game or importing it.
Unfortunately, neither case law development in the US nor that in the EU provides a
clear rule in determining whether or not the ownership of a copy of a game is
transferred when it is sold under a licensing agreement.204 In the US, a buyer of a game
copy with a license agreement that explicitly treats the buyers as licensees and restricts
them from transferring copies of games to others may be defined by some courts as a
licensee rather than an owner of that copy.205 However, such a license agreement does
not necessarily make a buyer a licensee.206 This causes confusion among the public,
especially when similar provisions of licenses are interpreted differently by the same
court.207 In the EU, selling software copies under a license which gives the buyer a right
to use it perpetually but restricts the buyer’s right to transfer is deemed by the CJEU as a
transfer of ownership of the software, especially when sellers are paid upfront instead
of by subscription.208 However, the result may be different in other circumstances given
the limited number of CJEU decisions – only one, in this respect.209
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Although there are uncertainties in terms of the court’s interpretation of licensing
agreements, there is no doubt that the majority of game companies and console firms
will sell copies of games under licensing agreements using terms to restrict buyers from
transferring games to others. This may increase the likelihood of a game company or
console firm controlling subsequent distribution of games than if it sells copies of a
game without such contractual restrictions.
Despite the possibility of buyers of copies of a game being seen as a licensee or an
owner in the court, the preceding analysis, nonetheless, implies that copyright may not
confer on a game company or console firm a right with certainty to prevent subsequent
distribution of copies of games by lawful acquisition after the first sale. Accordingly, for
game companies and console firms in the US, they may not be able to prevent other
people from importing games from outside the US into US territory. However, as
mentioned in Chapter I, this will not affect the returns of these game companies and
console firms because the games are much cheaper than ones sold in the rest of the
world. In contrast, copyright in the EU gives game companies the right to prevent others
from importing games that have first been marketed outside the EU into EU countries.
This is important as game companies or console firms may not capture returns that are
equivalent to those in the US if parallel importing is permitted in the EU. The preceding
analysis also implies that copyright may not be a reliable way to limit reselling of
second-hand games. This may partly explain why high street stores or famous websites
are still selling used games. As will be shown in chapter IV, controlling digital distribution
channels may be a better solution rather than enforcing intellectual property legal rights
to reduce losses caused by second-hand reselling.
6 Conclusion
UsedSoft, essentially all private EULAs were invalidated for game companies, even digital copies of
games.).
209
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The preceding chapter showed that copyright only offers limited protection to a game
company or a console firm to protect their works from being cloned by competitors.
However, given the fact that the majority of game companies and console firms in this
industry try hard to distinguish their own products from others’ due to the high
development costs, the limited protection implies that companies are more free and
have more resources that can be utilised to innovate. Likewise, this feature of copyright
suggests that copyright does not give a firm a competitive advantage and bargaining
power automatically through making a game rare and costly-to-imitate. This suggests
that other strategies have to be taken by companies to translate a valuable game into
sources of competitive advantage and bargaining power. The role of marketing
strategies, branding in particular, is highlighted in this respect. The analysis shows that
copyright gives a game company or a console firm absolute power to control the
bottleneck of the e-sports industry, from which it can both capture returns on
investment and, more importantly, build brand equity to gain competitive advantage
and increase leverage. With regard to competition in the console software market,
copyright does not automatically confer on a console firm, as a platform provider,
market power to control game development. This suggests that it is the other factors
such as strong marketing power and the internal anti-clone mechanism to prevent game
clones that attract game companies to apply for licenses from console firms. The
analysis in the fifth part showed that copyright can be used by game companies and
console firms to prevent game piracy in more effective ways than merely chasing after
primary infringers. Although differences exist between the US and EU in this respect, a
game company or a console firm can enforce their copyright against ISPs and traffickers
of circumventing tools to reduce the negative influence on their returns on investment
caused by game piracy. The last part revealed that copyright can be tailored to control
parallel importing according to the market environment. Copyright is also found to be
unreliable in terms of preventing the reselling of second-hand games. This incapability
suggests that a better solution may be required. As will be shown in Chapter IV,
controlling a digital distribution platform can be a better alternative to enforcing IP
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rights. Therefore, despite the effectiveness of copyright in preventing game piracy,
copyright alone may not directly give a game company or a console firm competitive
advantages to increase its returns. It must be used by a company with other factors to
exploit the economic value of its games. As mentioned in section I, competition is fierce
in the console software industry due to the large number of game developers.
Developing a good game and protecting it with copyright are therefore not enough to
guarantee returns to its owner. The next chapter will show how trademarks translate
games and other efforts into sources of competitive advantage and leverage in
competition and thus maximise returns that a console firm or game company can
capture.

178

Chapter IV: Trademarks and the Home Console Game Industry
1. Introduction
This chapter aims to test how trademarks can complement the effects of patent and
copyright in helping firms maximize the returns on their investments in the
development of novel products. The cycle of product development is not complete
unless and until products reach the final customers. It is revenue from customers that
provides the returns on the investments made in developing the new products.
Therefore, the commercialisation of new products is of paramount importance and
trademarks play a crucial role in commercialisation.
What follows is divided into six parts. The second (next) part examines the relationships
between brands, brand equity and trademarks. Both brand-equity assets and the major
benefits of possessing a strong brand will be given after the analysis. The third part
examines the key factor, which was identified in section I, for a console firm or a game
company to capture customers in competition. The problem of information asymmetry
and patterns of customer behaviour are examined in this part in order to illustrate ways
in which a brand can be used to solve this problem. Trademarks are then analysed from
a legal perspective in the fourth part to demonstrate the contributions of a trademark in
reinforcing the function of a brand to reduce customers’ search costs. In particular, this
part demonstrates the ways in which a trademark can be used by a console firm or a
game company to build a strong brand from which it can gain advantages in competition
and increase its leverage in streams. The fifth part will prove that it is difficult for
trademarks in general to be used by either a console firm or a game company to distort
competition in this industry. The sixth part will address the effects of trademarks in
preventing three problems that reduce the overall returns of innovators – game piracy,
parallel importing and second-hand games. The effectiveness of trademarks in resolving
these three problems is tested in this part. A conclusion will be given at the end of this
chapter.
179

2. Brands, Brand Equity and Trademarks
With regard to the relationship between a ‘brand’ and a ‘trademark’, a ‘brand’ is a
business term widely used in the context of business and marketing while ‘trademark’ is
a legal concept commonly used in the legal context. A brand is a ‘name, term, sign,
symbol, or design, or a combination of them, intended to identify the goods and
services of one seller or group of sellers and to differentiate them from those of
competition’.1 It is also:
‘a promise, the totality of perceptions- everything you [customers] see, hear,
read, know, feel, think, etc. -about a product, service, or business. It holds a
distinctive position in customer’s minds based on past experiences, associations
and future expectations. It is a short-cut of attributes, benefits, beliefs and
values that differentiate, reduce complexity, and simplify the decision making
process’.2
The legal definition of a trademark is a sign that is capable of ‘distinguishing the goods
or services of one undertaking from those of other undertakings’.3 A trademark can be a
name, logo, mark, symbol or any other kind of ‘sign’. The terms brand and trademark
are not identical in terms of meaning but they may appear to overlap.4 This is because a
brand, like a trademark, has at least one signifier functioning as the name and principal
identifier of the brand.5 Compared with a trademark, a brand and what it signifies may
change. Furthermore, a firm may use a combination of trademarks to signify a brand or
may use identifiers that cannot be registered as trademarks. It is very complicated to

1

‘American Marketing Association- Dictionary’ <
https://www.ama.org/resources/Pages/Dictionary.aspx?dLetter=B> accessed 15 March 2017.
2
Philip Kotler and Waldemar Pfoertsch, B2B Brand Management (Springer Berlin 2006), p. 13.
3
For international treaty, see TRIPs, art 15. For the relevant EU Directives, see Directive(EU) 2015/2436 of
the European Parliament and of the Council of 16 December 2015 to approximate the laws of the
Member States relating to trade marks [2015] OJ L336/1 (New TMD), art 3 (a); Directive 2008/95/EC of
the European Parliament and of the Council of 22 October 2008 to approximate the laws of the Member
States relating to Trademarks [2008] OJ L299/25 (TMD), art 2. For the Trademark statutory law in the
United States (The US Lanham Act), see The Lanham Act, §45 (15 USC § 1127).
4
Andrew Griffiths, An Economic Perspective on Trade Mark Law (Edward Elgar Publishing Ltd 2011), p. 22.
5
Ibid.
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draw a clear boundary between brands and trademarks, especially when there is no
unanimous or official definition for both concepts. For ease of exposition, unless the
context requires otherwise, this chapter will assume a trademark signifies one productspecific brand.6 This means that a trademark is the legal basis and central element of a
brand that contains it. A brand may thus be perceived as a trademark with additional
associations other than trade origin as the basic function of a trademark is to indicate
the trade origin of marked/branded products.7
Brand equity is defined as:
‘a set of brand assets (and liabilities) linked to a brand, its name and symbol, that
add to (or subtract from) the value provided by a product or service to a firm
and/ or to that a firm’s customers’.8
These assets (and liabilities) are linked to the trademark and other elements that a
brand contains, and are divided into four major categories:9 (1) brand awareness; (2)
perceived quality; (3) brand associations; and (4) brand loyalty.10 These assets are
interdependent.
Brand awareness includes recognition of a brand and brand recall. Recognition of a
brand is simply a customer’s ability to remember a past exposure to a brand.11 Recall
happens when a brand comes to a customer’s mind when its product class is mentioned.
For instance, a customer might recall Call of Duty when others mention first-personshooting games. Brand awareness reflects the degree of familiarity of a brand. It is also
a deciding factor for customers when they search and buy goods or services12 as
customers are more likely to buy a product with a familiar brand than an unfamiliar one.
6

Ibid, p. 48.
Jeff Van Hoosear and Jason Evans, ‘Pursuing Strong Brand’ (Knobbe Marten Olsen & Bear LLP, 2004) <
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This is the basis for developing other categories of brand-equity assets such as brand
association and cultivating brand loyalty.13
Perceived quality is another major and fundamental factor in customers’ purchasing
decisions14 but it does not necessarily equate to actual quality.15 In other words, it is a
perception of overall quality among customers and not necessarily based on knowledge
of detailed specifications.16 In general, customers are more likely to buy branded goods
with a high perceived quality than ones with lower perceived quality even though two
branded goods are of the same actual quality.
Brand association refers to other tangible and intangible attributes other than perceived
quality that can be associated with a brand among customers. Such associations can be
product attributes, an image or reputation, a particular symbol, an endorsed celebrity,
etc. They are ‘generally everything that connects customers to the brand’.17 These
associations can be built and maintained by using brands in various ways. Building brand
associations involve both an effort from brand owners and a response by customers.18
This can be indicated from the definition of ‘brand identity’, which drives the
association-building. Such a definition includes what the brand owners want the brands
to stand for in the customer’s mind and what they actually stand for in the customer’s
mind.19 Positive associations increase the value of a brand.
Brand loyalty is one dimension of brand equity while at the same time it is affected by
other brand-equity assets. In other words, brand loyalty may be the result of building a
strong brand while it in turn increases the value of the brand. Strong customer
awareness, high perceived quality and clear and positive brand identity/associations
enhance brand loyalty.
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These assets benefit both customers and firms. They can help customers to interpret,
process and store a large amount of information about products and even the firms
behind marked products. They also increase customers’ confidence in making
purchasing decisions due to perceived quality and positive associations. At the same
time, these assets benefit brand owners (firms) in many ways. Among them are three
types of benefits which are highlighted here. Firstly, a strong brand allows higher profits
by permitting premium prices. The perceived quality, reputation and other positive
associations justify the premium prices because they reduce customers’ search costs
when they lack information to make purchasing decisions. Secondly, it allows the owner
to increase its leverage with other parties in the stream. The above-mentioned assets
suggest that brand equity reflects the marketing power of a brand and its owners
among customers. The term ‘marketing power’ refers to the capabilities of a trademark
owner to attract customers to marked products.20 It reflects customers’ recognition,
awareness, associations of and even loyalty to certain brands. Marketing power signified
by a brand in turn will affect the brand owner’s bargaining power with other parties in a
stream. Lastly, a strong brand is of itself a valuable, rare and costly-to-imitate asset from
which the owner can gain competitive advantages. Perceived quality and positive
associations provide customers with reasons to buy marked products.21 Even if they are
not the main determinants of a purchasing decision, they may reassure customers to
the point of reducing the incentive to try others. Brand loyalty, enhances other brandequity assets and further extends competitive advantages. The larger the loyal customer
base that a firm has, the more likely it is to generate a more predictable profit stream. In
contrast, a brand with a small loyal customer base may be more vulnerable to
competitors.
3. Trademarks and the Home Console Game Industry
As was pointed out in section I, firms in this industry, game companies in particular,
have to differentiate themselves from others. Given that thousands of companies are
20
21
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competing for consumers in the console software market, letting customers know about
a game and persuading them to buy it are two urgent objectives for a game company to
accomplish. Although there are only three console firms in the console hardware market,
a console firm should nevertheless inform customers about the differences of its
products from others. Otherwise, customers may not buy the products due to lack of
information and a console firm or a game company may not gain returns on investment
even when its products are better than those of competitors.
3.1 Information Asymmetry and Concept of Quality
The problem of information asymmetry has been referred to before. In Chapter II,
patents were shown to be an effective means of reducing information asymmetry
between parties in the stream of hardware production in a B2B market. The very same
problem also exists in the B2C market as well. Game players have less information about
both consoles and console games than their producers. Economists have divided the
characteristics of products into three major types according to the degree to which their
presence or absence can be discerned or verified at the point of purchase, or at least
prior to use.22 They are: ‘search, ‘experience’ and ‘credence’.23 The ‘search’
characteristics can be verified by inspection at the point of purchase or use. A ‘search’
characteristic is thus an observable characteristic. The experience and credence
characteristics are unobservable to customers. The experience characteristics of a
product are difficult to verify unless they are used by consumers. A product containing
such characteristics can be packaged food or drink. The credence characteristics are the
most difficult to verify among these three types even after the products are used, as this
consumes both time and money.24 For instance, the quality of a car cannot be verified
until it has been used for a long time. To obtain information regarding such
22
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characteristics, a customer may have to rely on third-party information sources such as
word-of-mouth or third-party experts. Alternatively, the customer may have to take on
trust from sellers if they buy a product containing such characteristics. The existence of
information asymmetry gives rise to search costs, i.e. the costs of verifying unobservable
characteristics. Faced with products with credence characteristics, search costs also
include risks of choosing disappointing products or making a so-called ‘adverse
selection’.25
Consoles and games all have credence characteristics. Quality is one of these types of
characteristics. As defined in the literature on quality management, there are eight
dimensions of product quality.26 They are: performance, features, reliability,
conformance,27 durability, serviceability, aesthetics and perceived quality.28 The former
six dimensions are either functional or material characteristics to which customers may
attach value when they are looking for products and making purchasing decisions. The
performance of a console has to be determined after it is used by players. Reliability and
durability can only be known after a long period of use. Conformance, whether the
design of a console platform meets establish standards can only be concluded when all
console platforms have been launched. The quality of games also has similar problems.
It is normal that a game may crash an operating system or have bugs, both of which
affect the game experience. These characteristics, nonetheless, cannot be verified by
players until the game has been played through. With regard to serviceability, how
quickly and effectively a console firm fixes hardware malfunctions or a game company
releases patches to fix game bugs can only be known after making the purchase.
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The last two dimensions are beyond the functional and material quality of products.
They are the most subjective. Although no statistic shows that the looks of console
platforms are important factors in customers’ decision, design and presentation in a
game such as in-game virtual environment, character controllability and music may be
considered by customers when they purchase games. However, these factors are
abstract and hard to describe precisely using words. For instance, to some players, a
weapon in Battlefield might be more difficult to control than the same weapon in Call of
Duty. Likewise, perceived quality highlights the importance of translating other
dimensions from what they actual are to what they are perceived to be by customers.29
It is about the overall feeling of a trademark or a marked product.30 As indicated above,
due to information asymmetry, customers do not always have complete information
about a console or a game. Customers either do not have resources to obtain such
information or are not willing to obtain them.31 They may purchase a console or game
without obtaining complete information, which involves the risk of adverse selection or
the risk of a reduction in quality. In such a case, perceived quality thus becomes the
focus of the purchasing decision.32 A product with higher perceived quality is more likely
to be bought by customers because in the eyes of a customer it gives more credible
assurance against the risks incurred when the customer makes a purchase decision
without obtaining complete information. These two subjective dimensions of quality
also imply that even subjective and abstract feelings may affect customers’ behaviour.
This may also partly explain why associations other than the quality built by brand
owners can be the customers’ reason-to-buy.33 For example, some brand owners may
build brand identities by associating some intangible valuables to marked products to
increase their attractiveness and influence customers’ decision-making.34
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The complexity of consoles and games and the long distance between producers and
target customers increase customers’ search costs. They normally have two major ways
to combat information asymmetry. One way is to relate past experience of using a
particular branded console or game to new ones which bear that brand. For instance, a
player may relate his past experience of using Xbox to Xbox-related brands and use such
associations when he makes a choice between PS3 and Xbox 360. Another type of
source is from third parties, ranging from user reviews to expert tests. Consoles are very
difficult to verify in terms of unobservable characteristics at the point of purchase even
though verifying unobservable characteristics are becoming less costly than in the past
due to the internet. Consumers can now verify a game in three major ways. Firstly, a
consumer can watch trial videos. Secondly, some game companies may provide
demonstration (demo) editions of a new game for consumers to play. Finally, a potential
purchaser can find expert or amateur reviews of a game on websites or forums such as
GameSpot.
However, trial videos and demos normally provide the best demonstration of a game to
players even though some games may not be the same as presented in trial videos, and
demos may only demonstrate some characteristics of a game such as controllability.
Important characteristics, such as quality, may only be revealed when the player plays
the game through. With regard to third-party sources, these reviews are also not
without weaknesses.35 Firstly, they may be manipulated by interested parties.36
Secondly, online reviews might only represent reviewers’ personal taste.37 Lastly,
reviews might only reflect partial opinions because of their limited numbers.38 As
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indicated by Anderson, extremely satisfied and extremely dissatisfied consumers more
frequently express their opinions to others online.39 Information from third parties still
cannot eliminate information asymmetry. Furthermore, even if the final customers can
obtain such information, they may not understand it due to its complexity which may
require specific expertise. Besides, such understandings may not affect the satisfaction
of game players which is a very abstract concept as it is an impression of an overall
evaluation of all characteristics of consoles and games. In the case of selecting consoles,
the only thing that a customer needs to be sure of is that the console he wants to buy is
durable, reliable and powerful, or the game is fun, exciting and free from bugs. He does
not need to know why this particular console is powerful or reliable or a game is
beautiful because it uses a particular game engine. For all these reasons, customers
base their decisions on incomplete information and thus face the risk of adverse
selection. Accordingly, console firms and game companies have to deliver the necessary
information to customers while at the same time give assurances to customers against
risks due to lack of information.
3.2 Trademarks, Brands and Search Costs Reduction
Brands can be used both by console firms and game companies and their customers to
combat information asymmetry. They help customers reduce search costs while at the
same time make branded games or consoles stand out among competing products. A
brand in theory is a unique reference point or market identity to which customers can
associate all relevant information. Such information ranges from product-related
attributes, organisation attributes to other personal feelings about the brand and
branded goods.40 When a customer buys a game or a console, a brand such as Xbox or
Microsoft may remind the customer of his past experience of using branded products,
which could be an Xbox or Windows Operating System or Halo games. If he has not used
any branded products before, the brand attached to the console or the game can
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nonetheless be used by customers as a shortcut to search relevant information about
the brand, branded products and even the owner of the brand. Furthermore, brands can
signify likely consistency in terms of quality. Although perceived quality may not be the
actual quality of a console or a game, customers will use it to make decisions as
perceived quality gives an assurance to customers against risks.41 Reputation can also
provide assurance to customers. This can be indicated from the fact that game
companies like to develop game sequels if a game title had a good marketing
performance in the past. There are many ways to increase the value of brand-equity
assets. The most basic way is through acquiring a good track record from customers’
past experience in using branded products. At the same time, using a brand in other
scenarios such as advertising and promotion activities or to sponsor events can
simultaneously provide information and develop other types of brand assets. In return,
these brand-equity assets increase the efficiency of a customer’s processing of relevant
information and facilitates decision-making.42
As will be shown below, a trademark on the one hand ensures that a brand owner, a
console firm or a game company has the exclusive use of a brand as a unique market
identity. On the other hand, it enables the owner to control the actual quality of
branded goods while preventing third party interference that may impair the perceived
quality and reputation of the brand. In these ways, the owner can exclusively control the
track record of branded goods which ensures that the brand can convey the necessary
information that reflects the efforts that the owner made to maintain the actual quality
of branded goods to customers as objectively as possible. The very features of a
trademark also contribute to building other brand-equity assets including reputation,
which in turn will provide an assurance to customers to facilitate their decision-making.
4. The Legal Nature of Trademarks
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Unlike patent and copyright law, which are artificially created premised on the basis that
the subject matter of the rights is less likely to be brought into existence without legal
protection, trademark law is at least partly premised on a pre-existing social
phenomenon and aims to secure its benefits sustainably and effectively. 43 The initial and
conventional function of a trademark is to indicate the person, legal or natural, that
produces marked goods or provides marked services. Such a trade origin has now been
extended to a party that has the ultimate control over the production of marked goods.
This function is called essential function in the EU and source function in the US. Legal
protection for this function of a trademark can be found both in international treaties
such as TRIPs and in domestic laws.44 The following analysis will be conducted using
both the new EU Trademark Directive (TMD) and US trademark law and case law. Since
EU member states are required to implement the Directive into their domestic laws and
interpret the law in compliance with the CJEU’s interpretation of the Directive,45
decisions made by the UK courts before Brexit will be used to complement cases
decided by the CJEU in the analysis conducted below.
The last part showed that customers need both necessary information and an assurance
to make purchasing decisions. They use brands as reference points to distinguish
products, obtain necessary information and acquire assurance against the risks in their
decision-making. On the other hand, brand owners invest in building and maintaining
perceived quality and other associations to increase the capability of brands to provide
information and assurance. However, in order for both parties to benefit from a brand,
three conditions have to be satisfied. Firstly, a brand in general must be exclusively used
by the owner. Secondly, a brand owner must put effort into building and maintaining
quality. This requires the owner to possess exclusive control over the quality of branded
products until the products reach the final customers. Finally, the owner needs to
translate actual consistency of quality into perceived quality. In other words,
43
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information that the owner wants its customers to know should be delivered as
accurately as possible to customers. Legal protection of a trademark ensures that a
brand containing it can function properly in terms of reducing customers’ search costs
and can benefit the owner in the ways described above.
4.1 Trademark Registration, Trademarks as Unique Reference Points and
Market Identity
Trademark registration confirms and reinforces a brand’s role as a unique and
distinctive reference point and market identity. In general, a sign has to be registered in
order to obtain legal protection as a trademark.46 Article 3 of the New TMD states that
trademarks exist: ‘provided that such signs are capable of … (a) distinguishing the goods
or services of one undertaking from those of other undertakings …’.47 Article 4(1) (b)
states that: ‘the following shall not be registered or, if registered, shall be liable to be
declared invalid … (b) trade marks which are devoid of any distinctive character’. 48
A similar requirement can be found in 15 USC §1052 which states that:
‘no trademark by which the goods of the applicant may be distinguished from
the goods of others shall be refused registration on the principal register on
account of its nature … (f) … nothing herein shall prevent the registration of a
mark used by the applicant which has become distinctive of the applicant’s
goods in commerce’.49
Section 9 of The US Restatement (Third) of Unfair Competition defines a trademark as:
‘… a word, name, symbol, device, or other designation, or a combination of such
designations, that is distinctive of a person's goods or services and that is used in
a manner that identifies those goods or services and distinguishes them from the
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goods or services of others. A service mark is a trademark that is used in
connection with services’.50
Even though 15 USC §1125 protects both registered and unregistered trademark rights,
an implied condition for obtaining protection under §1125 (a) is that such a ‘word, name,
symbol, or device, or any combination thereof’ must be distinctive.51 This means the US
trademark law protects a sign only if it is distinctive, no matter whether it is registered
or unregistered.52
Therefore, it is unanimously required by laws both in the EU and US that a registered
trademark is distinctive.53 In being distinctive, consumers are able to use it as an
exclusive marketing identity to distinguish marked goods of one undertaking from those
of other undertakings.54 Trademark law reinforces the status of a brand as a unique
reference point and unique market identity, the basis on which further investment can
be made by owners to combat information asymmetry and develop and maintain the
attractive power of their brands.
4.2 The Legal Guarantee of Trade Origin and Unitary Control of Actual Quality
Legal protection of a trademark also confers on the owner the right to exercise
continuing control over the actual quality of marked goods.
This exclusivity is presented as a trademark’s legal guarantee of its trade origin – the
only undertaking that controls the quality of marked goods. It is worth mentioning that
the term ‘quality’ used by the court has a much wider meaning than the term ‘quality’
described above. For instance, the CJEU interpreted the term ‘quality’ to include not
only physical, functional and material quality such as perceived quality but also
50
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immaterial characteristics which should be classified as [brand] associations such as
reputation, allure and prestigious images.55 Therefore, the exclusive right to control the
‘quality’ of a marked product conferred by a trademark may contribute to its owner’s
efforts in building and maintaining perceived quality and other associations.
Article 10.2 of the New TMD lists three types of rights of a trademark owner. Article
10.2(a) states that a trademark owner can prohibit unauthorised third parties from
using signs that are identical to its trademark on products that are identical to the
products for which the trademark is registered in the course of trade (‘double
identity’).56 This means that a trademark owner is entitled to prohibit third parties from
using its trademark to refer to or identify products without the owner’s consent, even if
such products have the same quality as the owner’s products.57 In Major Bros, the UKHC
held that the defendant infringed the plaintiff’s trademark because the defendant sold
the nine baskets of vegetables which bore the plaintiff’s trademark without the
plaintiff’s consent.58 A similar judgment can be found in Primark where the defendant’s
sale of jeans supplied by the same suppliers of the plaintiff without the plaintiff’s
consent was found to infringe the plaintiff’s trademark.59
15 USC §1114(1) (a) and (b) give a trademark owner the right to prohibit third parties
from using a sign in commerce that is a ‘reproduction, counterfeit, copy, or colourable
imitation of’ the owner’s trademark if such use ‘is likely to cause confusion, or to cause
mistake, or to deceive’.60 15 USC § 1125(a) (1) and (b) state that the owner of an
unregistered trademark can prevent another person using its trademark without its
authorisation if such use is likely to cause confusion.61
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Hence, a trademark owner is the only person that can authorise others to use its mark
to market its products. The owner can thus exercise his capabilities to control the actual
quality of marked goods before they are first marketed either by the owner himself or
with his consent.
When marked products move downstream after the initial marketing, the owner
generally cannot prohibit third party use of his mark as market identity.62 The US applies
international exhaustion regarding the trademark right while the EU applies only unionwide exhaustion.63 Therefore, if marked products are put into any member state of the
EU under the trademark owner’s authorisation, the owner loses control over the further
distribution of marked products and the use of the trademark. The trademark right is
exhausted when a US trademark owner puts marked products anywhere in this world.
However, third parties may use trademarks in ways that may affect or even impair the
actual quality or the quality perceived by final customers. A trademark ensures that the
owner can still exercise his control over the quality of branded goods if the further
marketing of third parties affects the actual quality or the quality perceived by final
customers.
Article 15(2) of the New TMD states that the exhaustion doctrine does not prevent
trademark owners from opposing further commercialisation of marked goods,
‘especially where the condition of the goods is changed or impaired after they have
been put on the market’.64 The CJEU has ruled that a trademark owner has the right to
prohibit another person’s use of its trademark after first marketing if such use causes
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unauthorised interference with the marked goods.65 Normally, such acts include but are
not limited to repackaging and relabelling.66 In the EU, third parties can use trademarks
after first marketing without the consent of a mark owner if their acts satisfy five
conditions.67 One of these conditions requires that a third party’s adaptation of marked
goods must not affect the original condition of the goods, which includes the quality of
the goods.68
Although the US applies an international exhaustion policy, a US trademark owner can
prohibit other persons from further commercialisation/importing of marked goods if
such goods are ‘materially different’ from the goods marketed on the market in the
US.69 The absence of a domestic language translation of instructions;70 differences in
service for US products and imported products;71 different functional characteristics;72
and interference in original mark owners’ quality control procedures73 may all amount
to imposing material differences.

65

Case C- 427/93 Bristol-Myers Squibb v Paranova [1996] ETMR 1; Case C-348/04 Boehringer Ingelheim v
Swingward [2007] ETMR 71; Case C-276/05 Wellcome v Paranova [2009] ETMR 20.
66
Ibid.
67
Ibid; Case C-46/10 Viking Gas v Kosan Gas [2011] ETMR 58; Case C-400/09 Orifarm v Merck [2011]
ETMR 10.
68
Ibid.
69
Gamut Trading (n 63), 778 (The court held that the prevailing rule in the United States before the
Supreme Court’s decision in BourJois & Co v Katzel 260 US 689 (1923) was that ‘the authorised sale of a
validly trademarked product, anywhere in the world, exhausted the trademark’s exclusionary right’. In
Bourjois, the foreign-origin goods were produced by an unrelated entity and imported by a third person.
Although the US trademark owner bought material from the foreign entity that produced the imported
goods, the court held that the US trademark owner had no quality control over imported goods and it
thus can bar importation of these goods.).
70
Original Application Artworks v Granada Electronics 816 F 2d 68, 73 (2d Cir 1987) (Cabbage Patch Kids
dolls that initially were sold to Spain were imported and sold in the US without providing English
instructions and adoption papers, which were provided in the dolls that were authorised by the
trademark owner to sell in the US. The court held that the foreign dolls were materially different from the
dolls authorised for sale in the US.).
71
Lever Brothers v United States 981 F 2d 1330 (DC Cir 1993) (The customer services of ‘sunlight’
dishwashing liquid sold in the Britain and the same marked goods authorised for sale in the US were
different. The court held that differences in customer service amounted to material difference.).
72
Gamut Trading (n 63), 780 (The imported tractors had different functional specs than the US version.
The courts confirmed the findings by ITC in terms of differences in functional traits and differences in
labelling, service and parts held that these differences are material.).
73
Zino Davidoff v CVS 571 F 3d 238, 245 (2d Cir 2009) (The CVS removed the unique production code (UPC)
from Davidoff fragrances that was used by Davidoff to protect genuine products against counterfeiting,

195

In the context of the console game industry, console firms and game companies can use
their trademarks to protect the actual quality of consoles and games from being
changed before reaching final customers. However, building and maintaining the actual
quality of products is only a first step to increasing brand equity. Third parties may use
signs that are either identical or similar to brands in ways that affect perception of
customers towards the brand and branded products. For instance, in the case of the
parallel importing of a console, a third party may input a voltage transformer that is not
produced by the console firm. If the transformer is of low quality and there is no notice
indicating the origin of this transformer, the perceived quality of the console firm’s
goods may be changed among customers. Alternatively, a third party may use a similar
or identical sign in connection with products that are not produced by console firms or
game companies. Under such circumstances, customers may also relate both positive
and negative information about the former to the brands of console firms or game
companies if they do not know the truth. In all these cases, confusion as to source is
caused by third party unauthorised use of signs, either similar or identical to brands held
by console firms and game companies. In Nitro v Acushnet, the US Federal Circuit cited
McCarthy’s explanation of the relationship between the function of a trademark to
indicate trade origin and the function it has to provide quality assurance:
‘However, the quality function [of a trademark] does not replace the source
function: it stands alongside it. In fact, one could accurately state that the quality
theory is merely a facet of the older source theory. That is, the source theory has
been broadened to include not only manufacturing source but also the source of
standards of quality of goods bearing the mark: ‘[A] mark primarily functions to
indicate a single quality control source of the goods or services.’ Under both the
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source and quality rationales, unity of source of manufacture or control appears
essential’.74
Hence, confusion about the source of goods caused by a third party’s use of a sign that
is identical or similar to a brand owned by a console firm or a game company may affect
the perceived quality associated with the console firm’s brand among customers. As
highlighted before, perceived quality is of significant importance due to its capability to
provide assurance against risks. If the perceived quality is negatively affected,
investment made by a console firm or a game company in building and maintaining the
actual quality of branded goods will be wasted. A trademark enables the brand owner to
protect perceived quality from being negatively affected by a third party’s use of
identical or similar signs.
4.3 Trademark Legal Protection, Perceived Quality and Reputation (association)
Building
As analysed above, Article 10.2(a) of the New TMD gives a trademark owner the right to
prohibit a third party from using a sign identical to the trademark in connection with
goods that are identical to goods for which the trademark is registered. Article 10.2(b)
of the new EU TM Directive expands a trademark owner’s right further so that it can
prohibit unauthorised third parties from using a sign if its use causes a likelihood of
confusion or if it is similar or identical to its trademark in relation to products that are
similar to the product for which the trademark is registered as far as the sign is used in
the course of trade.75 To establish liability on either ground, one of the conditions is that
the essential function of a trademark which indicates trade origin is affected. In other
words, customers must be confused about the origin of the third party’s goods. Such
confusion includes direct confusion where the average consumer may assume that a
defendant’s products share the same trade origin as the trademark owner’s products.76
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It also includes indirect confusion such as the likelihood of association or so-called
economic link.77
Likewise, according to 15 USC § 1127, ‘colorable imitation’ in 15 USC § 1114(1)(a) is
defined as ‘any mark which so resembles a registered mark as to be likely to cause
confusion or mistake or to deceive purchasers’.78 Hence, a US trademark owner can
prevent third parties from using either similar or identical marks without consent in
connection with goods or services that are identical or similar to the owner’s goods or
services. In Fleischmann, the Ninth Circuit held that using a sign that is identical to the
trademark ‘Black & White’ on different but related products were likely to cause
confusion as to the source of origin.79 In Rescuecom v Google, the Second Circuit held
that the gist of a Lanham Act [contained in 15 USC] violation was an unauthorised use
which ‘is likely to cause confusion, or to cause mistake, or to deceive as to the
affiliation, … or as to the origin, sponsorship, or approval of … goods [or] services’.80 This
means that violation of 15 USC also includes acts that cause both direct confusion and
indirect confusion.
The above-mentioned view by McCarthy on the relationship between the ‘quality
guarantee’ function and the essential function of trademarks suggests that customers
may relate brands/trademarks to their owners. This is because branded goods are
actually the result of a particular undertaking’s application of its organisational
capabilities and resources such as processes, skills and knowledge. Aaker divided brand
associations into brand as product and brand as organisation, asserting that customers
sometimes like to associate a brand with both the attributes of marked products and
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the attributes of the organisation that owns that brand.81 He explained that attributes of
an organisation are more consistent than product attributes since they ‘are more
enduring and more resistant to competitive claims’.82 Therefore, assurances provided by
a trademark may be derived from customers’ trust about capabilities or consistency of
capabilities of the organisation – the brand owner. Hence, a customer that lacks
information may make a decision based on the assurance provided by a brand because
the customer trusts the organisation’s capabilities. Under such circumstances, a
customer may buy a third party’s goods if the third party uses a sign in ways that cause a
customer to assume that the third party has an economic link to the owners of a famous
brand. The perceived quality of the brand owner may be impaired since it has no control
over the actual quality of the third party’s products.
A trademark enables the brand owner to reduce such risks by prohibiting third parties
from using a sign to cause both direct confusion and indirect confusion. In Virgin,83 the
Second Circuit held that a defendant’s use of the mark ‘virgin wireless’ on wireless
communication products ‘was likely to cause substantial consumer confusion’ even
though at that time Virgin had not entered the field of wireless communication in the
US.84 This was because Virgin has a brand family and the essential part of each brand is
‘virgin’, which is a registered trademark. As asserted by this court, if the defendant’s
products were of poor quality, the assurance of the virgin mark might be harmed.85 A
trademark thus protects the perceived quality of a brand by enabling the owner to
prohibit a third party from using signs in connection with goods the quality of which are
not under the owner’s control.
Trademark protection against confusion can also be indicated from cases involving
further marketing of marked goods. One of the above-mentioned five conditions that
restrain a third party’s right to further marketing in the EU is that the third party must
81
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state the name of the person that made the adaptations to the marked goods and the
original source of these goods.86 In this way, if adaptations or ways in which adaptations
are made are not consistent with the perceived quality intended by the original brand
owner or affect the actual quality of goods, customers will attribute these negative
effects to the person that made the adaptations. By failing to comply with this
requirement, the trademark owner can prohibit the further marketing of marked
products. In Sony v Tesco, Tesco sold PS2 consoles that had been imported from France
into the UK. It added an extra power plug and radio frequency modulator unit (RFMUs)
which were not made by Sony into the original packaging of PS2.87 Tesco failed to affix a
notice or disclaimer to the RFMUs to indicate that they were not made or been
approved by Sony. The UKHC thus granted Sony an interim injunction to prevent Tesco
selling imported consoles. Although the US has adopted international exhaustion,
affixing a notice or disclaimer to deny any association between the person that further
commercialised a marked product and the original owner of the trademark which is one
necessary condition to avoid liability for infringing trademarks.88
Therefore, trademarks help console firms and game companies maintain the perceived
quality of their products by shielding negative influences caused by third party’s use of a
sign in connection with goods the quality of which are not under the control of the
former.
The exclusivity in controlling actual quality and maintaining perceived quality of marked
goods enables a trademark owner to possess exclusive control over the track record of
marked goods.89 A brand may acquire its reputation through maintaining a consistently
good track record, which is one type of brand association in the minds of customers.
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Reputation increases the capabilities of a trademark to provide assurance. 90 Trademark
law also gives brand owners additional protection if trademarks acquire a reputation.
4.4 Trademark Legal Protection and Maintaining Reputation
Article 10.2(c) of the New TMD confers on a trademark owner the right to prohibit
others from using similar or identical marks in relation to goods or services even if they
are different from the goods or services for which the trademark is registered 91 as long
as the trademark acquires a reputation and such use causes one of the following effects
on the trademark: (1) creating an unfair advantage; (2) being detrimental to distinctive
character (‘dilution by blurring’);92 and (3) being detrimental to the repute of the
trademark (dilution by tarnishing).93
Similar protection can be found in 15 USC §1125.94 §1125(c) gives the owner of a
‘famous’ trademark the right to prohibit third party use of a similar or identical mark if
such use is likely to impair the distinctiveness of or harms the reputation of the owner’s
trademark, ‘regardless of the presence or absence of actual or likely confusion’.95 These
two forms of dilution are called ‘dilution by blurring’ and ‘dilution by tarnishing’
respectively.96
As will be shown later, although it is difficult to establish trademark infringement on the
grounds of dilution by blurring and free-riding, a brand which has acquired reputation or
fame may be protected by trademark law from any detriment to its reputation that is
associated with the trademark that the brand contains. Such legal protection may in
turn encourage trademark owners to invest in building and maintaining reputation, and
thus improve the capabilities of brands to provide assurance.
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4.5 Trademark, Brand Equity and Competitive Advantage and Leverage
The analysis above shows that trademark law contributes to increasing the capabilities
of a brand to provide necessary information and assurance by (1) confirming and
reinforcing the role of a brand as a reference point and market identity; (2) conferring
on the owner exclusive control over actual overall quality of the marked goods or
services; (3) conferring on a brand owner rights to prevent third parties’ unauthorised
interferences that may affect the perceived quality of marked goods or services; and (4)
conferring on the owner exclusive rights that allow it to control the acquisition of
reputation and that done, allow it to protect the acquired reputation. A brand owner
that uses a trademark as a core part of a brand thus benefits from trademark legal
protection by obtaining exclusivity to exploit the value of a brand, ranging from
developing perceived quality, and acquiring and maintaining positive associations such
as reputation to ultimately enhance customer loyalty. In these ways, trademark protects
the investment a brand owner has made in building a strong brand.
Thousands of game companies are competing for customers on the software market. To
capture sufficient returns, a game company must both differentiate its game from
others and let customers know the differences. There are various ways to achieve this
goal. A game company or a console firm can adopt different marketing strategies such
as advertising campaigns, promotional activities and event marketing. All information
that the game company has communicated to customers in these ways will be
associated by customers with the brand. Customers rely on game titles to associate all
information they know about a game and differentiate one game from another. They
can then compare the game with other games using the information associated with
these games. Although relying on large multinational publishers may increase the
recognition and customer awareness of the games, it is the game titles or the fame of
the developers of the games that have a determinative influence on customers’
decision-making. As mentioned above, a trial video or a promotional activity may
communicate incorrect information about a game to customers so they still need
assurance to lower the risk of making a wrong selection. It was also stated earlier that a
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brand that acquires high perceived quality and reputation can provide such assurance to
customers. Likewise, brands provide necessary information and assurance to customers
when they select console hardware which is too complex for them to verify every aspect
of. A strong brand thus increases the likelihood of the owner, either a console firm or a
game company, possessing a large installed base and thus capturing more returns on
investment.
A strong brand is a valuable asset for its owner. A console firm or a game company
which possesses a brand with strong customer awareness, high perceived quality and
other positive associations is more likely to transform its innovations into profits. Such a
firm is also less vulnerable to competition especially when competitors bring out more
powerful consoles or games which offer a better gaming experience. This provides a
period during which the owner can make a response to the environmental change.
Trademarks not only confirm and reinforce the uniqueness of brands but also protect
investment the owner made in building brand-equity assets that may make a brand not
only rare but also valuable and costly-to-imitate and a clear source of competitive
advantage. Even more so, a strong brand for a console firm may increase the likelihood
of it securing more second-party games. This is because a console firm with a strong
brand is in general more likely to possess a large installed base when other conditions
are equal, and thus generate more predictable profits. As pointed out in section I,
compared with third-party games, a console firm is more likely to gain a competitive
advantage from second-party games. Hence, a trademark may help a console firm gain
advantages in competition in such indirect ways.
Brand equity represents the owner’s marketing power among customers. By increasing
the value of brand-equity assets, a trademark can be used by the owner to improve its
marketing power which in turn can increase its leverage with parties in the streams. By
only using its own trademarks on consoles, a console firm shields itself against the
influence of the hardware supplier on customers. This increases its leverage with
hardware suppliers which already possess much stronger bargaining power than console
firms. In this way, console firms may be able to reduce hardware costs or obtain better
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services from suppliers. A game company can register game titles and names of studios
as trademarks and invest in them to increase leverage with console firms, which in turn
may result in reducing royalties it pays to console firms or obtaining better technical
support. The benefits of possessing strong leverage cannot be explained in detail here.
Nevertheless, the returns that a console firm or game company can capture may
increase as a result of possessing a strong leverage with other parties if other factors
remain equal.
The original question not only asked how IPRs affect the ability of a console firm or
game company to capture returns on investment but also required us to answer this
question in a context where competition exists. Therefore, it is also necessary to analyse
whether or not trademarks confer excessive market power automatically on the owners
and whether this can be used to impair competition. It is important to distinguish
between the concepts of ‘market power’ and ‘marketing power’. The term ‘marketing
power’ refers to the capabilities of a trademark owner to attract customers to marked
products. It reflects customer recognition, awareness, associations of and even loyalty
to certain trademarks or brands. Marketing power then can contribute to a firm’s
market power though it may not. The term ‘market power’ is used in the legal and
economic analysis of competition to refer to the anti-competitive power of a firm
operating in a market. So for instance, in United Brands v Commission, the CJEU referred
to this kind of power as ‘a position of economic strength enjoyed by an undertaking
which enables it to prevent effective competition being maintained on the relevant
market’.97 The next section will analyse whether a trademark can be used by console
firms or game companies to impair competition on the software market as it is the main
market from which both console firms and game companies capture profits.
Competition in the console hardware market will not be analysed given the fact that
there are only three mainstream console firms, each of them using distinctive and
totally different trademarks and brands.
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5. Trademarks and Competition in Console Software Industry
Competition is fierce in the console software market due to the great number of game
companies. The analysis above shows that trademarks can be used by both console
firms and game companies to generate competitive advantages by protecting their
investment in building perceived quality and reputation. As developers of first-party
games, console firms also compete with game companies. As has been shown above, a
trademark confers on the owner the right to prohibit third party use of a sign identical
to the trademark in connection with similar or identical goods for which the trademark
is registered. If such a right is unlimited, trademarks owned by a console firm may
automatically confer on it the power to control game companies. In other words, if a
console firm can force every game company to apply for a license from it by exercising
its trademark rights, console firms’ bargaining power with game companies will increase
as a result. Accordingly, as has already been indicated in Chapter III, game companies
may not capture sufficient returns on investment which decrease their incentive to
innovate. A more detailed analysis is given in the following paragraphs through the use
of case law to find out whether or not trademarks can be used by console firms to affect
competition in the console software market.
The preceding analysis has shown that a trademark owner can prohibit other parties
from using identical or similar marks in relation to goods on two grounds – confusion
based and non-confusion based liability. In order to establish confusion-based
infringement, two fundamental conditions must be satisfied – ‘use in commerce (US)/in
the course of trade (EU)’ and ‘a likelihood of confusion’.98 To establish non-confusion
based infringement, a trademark must have reputation (EU) or fame (US) in addition to
meeting the requirement of ‘use in commerce/in the course of trade’.99
5.1 Use in the Course of Trade (actionable use)
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New TMD, art 10.2 (a) and (b) (TMD, art 5.1 (a) and (b)); 15 USC § 1114.
New TMD, art 10.2 (c) (TMD, art 5.2); 15 USC § 1125 (c).
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Article 10.3 of the New TMD lists the scenarios in which using a mark amounts to using
it in the course of trade. They are:
‘(a) affixing the sign to the goods or to the packaging thereof;
(b) offering the goods or putting them on the market, or stocking them for those
purposes, under the sign, or offering or supplying services thereunder;
(c) importing or exporting the goods under the sign;
(d) using the sign as a trade or company name or part of a trade or company
name;
(e) using the sign on business papers and in advertising;
(f) using the sign in comparative advertising in a manner that is contrary to
Directive 2006/114/EC’.100
This is a non-exhaustive list.101 The CJEU in Arsenal FC ruled that a defendant’s use of its
sign is ‘in the course of trade’ where ‘it takes place in the context of commercial activity
with a view to economic advantage and not as a private matter’.102 In Google France,
the CJEU added that the defendant’s use of a sign should be ‘in its own commercial
communication’.103 It is the CJEU’s view that selling or offering for sale ‘AdWords’ by
ISPs such as Google does not amount to ‘use in the course of trade’.104 Nevertheless,
buyers’ use of these Adwords may satisfy the requirement of ‘use in the course of
trade’.105 For instance, the CJEU held that a buyer’s selection and use of the keyword
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‘interflora’ in the context of an internet reference service to trigger its advertisement
and in relation to its goods and services was using marks ‘in the course of trade’.106
15 USC § 1127 defines ‘use in commerce’ as:
‘[being] placed in any manner on the goods or their containers or the displays
associated there with or on the tags or label affixed thereto, or if the nature of
the goods makes such placement impracticable, then on documents associated
with the goods or their sale; and (B) the goods are sold or transported in
commerce, and (2) on services when it is used or displayed in the sale of
advertising of services and the services are rendered in commerce, or the
services are rendered in more than one State or in the United States and a
foreign country and the person rendering the services is engaged in commerce in
connection with the services’.107
The US courts interpreted this definition in a slightly different way, which can be
indicated from cases that involved the use of AdWords by ISPs. In Rescuecom v Google,
the Second Circuit ruled that Google used signs in commerce as it displayed and
recommended Rescuecom’s mark when it sold its advertising service to buyers.108
However, despite the difference in relation to AdWords, US courts’ interpretation of
‘use in commerce’ is not much different from the CJEU’s interpretation of ‘use in the
course of trade’.
Game companies normally affix the trademarks of console firms to the packaging of
games or use them on websites where games are sold. Licensed game companies may
not worry about infringing the trademarks of console firms. Unlicensed game companies
nonetheless may be liable for infringing the trademarks of console firms since they use
these without the latter’s consent. It is arguable that using the trademarks of console
firms on unlicensed games is an actionable use, especially when such use is for the
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purpose of indicating the compatibility between games and consoles. This purpose is
also relevant to the defense of trademark infringement which will be examined later.
5.2 Likelihood of Confusion
The CJEU has ruled that it is the role of national courts to decide whether or not there is
a likelihood of confusion. Therefore, the assessment adopted by the UK courts will be
used to complement CJEU decisions to illustrate how courts in EU countries assess the
likelihood of confusion.
Despite a few differences between the approaches adopted by the US and UK courts,
they all consider the following factors when they conduct the assessment: (1) the
strength or distinctiveness of a plaintiff’s trademark; (2) the degree of similarity
between the plaintiff’s trademark and defendant’s sign; (3) the degree of similarity
between the respective goods or services; (4) the level of recognition that the plaintiff’s
trademark has among average consumers; and (5) the attentiveness of average
consumers.109 In addition, the US courts will also consider the quality of a defendant’s
goods;110 the likelihood that the prior owner bridges the gap;111 evidence of actual
confusion factor;112 defendant’s intent;113 and similarity between the plaintiff and
defendant in terms of the distribution channel and advertising media.114 In Network
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For the EU case, see, e.g., Case C-251/95 Sabel v Puma [1998] ETMR 1, at [22] (‘The likelihood of
confusion must therefore be appreciated globally, taking into account all factors relevant to the
circumstances of the case’.); Case C-39/97 Canon v MGM [1999] ETMR 1; Case C-342/97 Lloyd Scuhfabrik
Meyer v Klijsen Handel [2000] FSR 77. For the US case, see below n 111 (There is no national multi-factor
test for trademark infringement in the US.). See also, Barton Beeb, ‘An Empirical Study of the Multifactor
Tests for Trademark Infringement’ (2006) 94 California Law Review 1581-1654.
110
Polaroid v Polarad Electronics 287 F2d 492 (2d Cir 1981) cert denied 368 US 820 (1961) (2d circuit’s
Polaroid -Factor- Analysis); Playtex Products v Georgia-Pacific 390 F 3d 158 (2d Cir 2004).
111
See e.g., Polaroid v Polarad Electronics (n 110); Playtex Products v Georgia-Pacific (n110); AutoZone v
th
th
th
Tandy 373 F3d 786 (6 Cir 2004) (6 circuit’s Frisch factor analysis); AMF v Sleekcraft 599 F 2d 341 (9 Cir
th
1979) (The 9 Circuit’s sleekcraft-Factors-Analysis); Partido Revolutionario Dominicano (PRD) Seccional
Metroplitana de Washington-DC, Maryland y Virginia v Partido Revolutionario Dominicano Seccional
Metroplitana de Maryland y Virginia 321 F Supp 2d 1 (DC Cir 2004) (Washington-DC Circuit’s Factors
Analysis).
112
Ibid (All circuits of the US Federal Court of Appeal considers actual confusion when they assess
likelihood of confusion caused by defendant’s use of marks.).
113
Ibid.
114
Interpace v Lapp 721 F 2d 460 (3d Cir 1983); KOS Pharmaceuticals v Andrx 369 F 3d 700 (3d Cir 2004)
rd
(the 3 circuit’s Lapp-Factors-Analysis).

208

Automation v Advanced System Concepts, the Ninth Circuit noted that these factors are
‘intended as an adaptable proxy for consumer confusion, not a rote checklist’. 115 It
further held that, ‘we [Ninth Circuit] adhere to two long-standing principles: the …
factors … are non-exhaustive … and … should be applied flexibly’.116 The Fourth Circuit
also held the same view noting that ‘[t]his judicially created list of factors is not
intended to be exhaustive or mandatory’.117
In the EU, the parallel view can be found in Sabel v Puma in which the CJEU stated that
‘the likelihood of confusion must therefore be appreciated globally, taking into account
all factors relevant to the circumstances of the case’.118 It is therefore possible that the
CJEU and other national courts in the EU may consider all the abovementioned factors if
they think they are relevant to decide the likelihood of confusion in a case. Accordingly,
this part will consider the following factors:
a. The strength and distinctiveness of a console firm’s trademark;
b. The degree of similarities between the plaintiff’s trademark and defendant’s
sign;
c. The proximity of the goods;
d. Marketing channels used;
e. The likelihood of [console firms’] expansion of the product lines;
f. The degree of care and sophistication of buyers;
g. The intent of the game company.
Arguably, the use of the marks of console firms on the packaging of unlicensed games or
websites may cause there to be a likelihood of confusion if the trademark is used by the
game companies inappropriately. A strong and very distinctive trademark in general is
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entitled to a wider scope of protection.119 Trademarks used by console firms are
definitely strong, at least among game players.
As to the similarity between defendant’s sign and the claimant’s trademark, this is
assessed on a case-by-case basis. The court will assess visual, aural and conceptual
similarities between the sign and the trademark.120 The higher the degree of similarity,
the more likely that a likelihood of confusion will be found. For instance, in Zynga I, the
UKHC held that defendant’s use of ‘scramble’ on its video game ‘prima facie’ infringed
plaintiff’s trademark ‘scramble’, which was registered by the claimant under the same
category of goods.121 The UKCA in Zynga II upheld this view adding that the defendant’s
use of ‘scramble with friend’ on the same video game would also inevitably cause
confusion.122
With regard to the proximity of the goods, both the US courts and the CJEU agreed that
‘less similarity will be required to [establish the likelihood of confusion] when goods are
complementary’.123 Therefore, the fact that console games and consoles are
complementary increases the possibility of establishing likelihood of confusion.
Regarding the nature of marked goods, the intended purpose and function both of
consoles and games are overlapping. They have to be used together to achieve the
common goal – that of playing games. Therefore, the factor ‘proximity of the goods’
weighs in favour of console firms.
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With regard to market channel, consoles and disc-based games are normally sold
together in the same section of a store. Such convergent marketing channels may
increase the likelihood of confusion.124 The fact that console firms such as Nintendo and
Sega have already expanded their businesses to video games, and console firms such as
Microsoft have expanded their business to console production, will also lead courts to
weigh the fourth factor in favour of console firms. However, digital distribution may
provide opportunities for a game company to distribute unlicensed games separately
from consoles or from first-party games. If unlicensed games can be distributed in this
way, then the likelihood of confusion can be reduced.
The degree of care paid by average consumers might be a tricky factor. According to the
survey, although it is possible that the majority of players of console games are youths
who have plenty of time, it is the parents that purchase games because the former
group lacks an independent income. This can also be inferred from the survey which
shows that about 90% of children have to obtain their parents’ permission to buy
games.125 Compared with youths, parents are less familiar with games. The likelihood of
confusion may be more likely to arise when parents buy games for their children.
Therefore, average consumers must include adults who may not be as familiar with
games as youths. Furthermore, parents may be concerned about the impacts of games
on their children’s mental health instead of game experience which is something that
concerns players the most. It is also realistic that they have heard of trademarks such as
Nintendo, Sony and Microsoft but do not know specific game titles. Using a console
firm’s trademark in connection with an unlicensed game by a game company may cause
confusion as to the source of games among customers. Such use may leave them with
the impression that there is an economic link of some kind between the game company
and the console firm.
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A game company’s use of the console firm’s trademark in connection with its unlicensed
game may be for the purpose of informing customers that their game can be played on
that console platform. It is necessary for the game company to give such information to
customers because a customer will not buy a game that cannot be run on his/her
console. Unless there is evidence that can prove the game company chose a mark with
the intention of causing confusion,126 the court will rule this factor in the game
company’s favour.
Therefore, among the six factors analysed above, three of them weigh in the console
firm’s favour. The other three can be argued either in favour of the game company or of
console firms. However, even if there is a likelihood of confusion, the court will also
consider other factors before coming to their final decision. In addition to bringing
confusion-based claims, a trademark owner may sue a defendant for trademark
infringement on the ground of dilution if the trademark possesses fame or reputation as
there is also no doubt that the trademarks of the three major console firms have a
reputation or fame in the US and in EU countries.127
5.3 Non-confusion Based Liability
a. Dilution by Free-riding
As mentioned earlier, a trademark owner in the EU may sue a third party for free-riding
in addition to dilution by blurring and tarnishing, which are arguably the only two forms
of dilution under the US Lanham Act.128 The term ‘free-riding’ is defined by the CJEU as:
‘[an alleged infringer’s] use of a sign similar [or identical] to a mark with a
reputation, to ride on the coat-tails of that mark in order to benefit from its
power of attraction, its reputation and its prestige, and to exploit, without
126
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paying any financial compensation and without being required to make efforts of
his own in that regard, the marketing effort expended by the proprietor of that
mark in order to create and maintain the image of that mark …’.129
In Interflora I,130 the CJEU gave some guidance on how to establish a defendant’s liability
for free-riding. ‘Due cause’ is an important factor in addition to other factors such as
‘without the trademark owner’s consent’, ‘without paying any financial compensation’,
and ‘without making own efforts’.131 In Adidas v Fitnessworld, AG Jacob argued that:
‘the concept of taking unfair advantage of distinctive character or repute of the
mark … must encompass instances where there is clear exploiting and free-riding
on the coattails of a famous mark or an attempt to trade upon its reputation’.132
It is quite difficult to establish the risk of free-riding. There are two steps to establish
liability for taking unfair advantage. First, it must be shown that the defendant’s mark
causes the relevant public to establish a ‘link’ with the prior mark.133 This step is also
required in establishing liability for tarnishing and blurring in the EU. This requires the
court to conduct a global assessment, taking all circumstances into account.134 Factors
that are considered in this test are much like factors which are considered in
determining likelihood of confusion.135 As the CJEU summarised, the following are the
factors to be considered:
a. the degree of similarity between the conflicting marks;
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b. the nature of the goods or services for which the conflicting marks were
registered, including the degree of closeness or dissimilarity between those
goods or services, and the relevant section of the public;
c. the strength of the earlier mark's reputation;
d. the degree of the earlier mark's distinctive character, whether inherent or
acquired through use;
e. the existence of the likelihood of confusion on the part of the public. 136
The CJEU also held that each factor (a-d) does not necessarily imply a link137 although a
link between two conflicting marks is necessarily established when there is a likelihood
of confusion.138 However, ‘a link’ is not a sufficient condition to establish the risk of freeriding.139 The plaintiff must also prove that a real unfair advantage or a serious
likelihood of such an advantage will be taken by a defendant in case of free-riding.
There is no doubt that the trademarks of console firms have an enormous reputation
and are highly distinctive both in the console hardware and software market. The
products of console firms and game companies overlap. If the game company uses a
console firm’s trademark in connection with its unlicensed game, this trademark will
create a link in the minds of customers. However, as mentioned above, the intention of
the game company in using this trademark may be limited to informing customers that
the game is compatible with the consoles of console firms. This definitely decreases the
likelihood of a court finding that game companies are liable for taking unfair advantage
of the distinctiveness or reputation of the trademarks of console firms.140
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In the US, pure free-riding is permitted if using identical or similar marks that neither
tarnish or blur the distinctiveness or reputation of trademarks nor cause consumer
confusion. As argued both by judges and academics, not protecting trademarks against
pure free-riding acts will not affect the capabilities of trademarks to provide necessary
information and assurance.141 On the contrary, permitting a certain degree of free-riding
can intensify competition and thus benefit the public.142 A parallel view can be indicated
from the Preamble 6 of the EU Comparative Advertising Directive which states that
permitting the use of identical signs in comparative advertising can stimulate
competition as long as the use satisfies conditions listed in Article 4.143 However, what
can be considered an unfair advantage is nonetheless an issue of degree. Although the
UKCA ruled in favour of L’Oreal after the CJEU made the preliminary rulings regarding
comparative advertising and taking unfair advantage, the court’s rationale may not
apply to cases that involve unlicensed games. The UKCA stated the CJEU’s rulings as
follows:
‘… an advertiser who states explicitly or implicitly in comparative advertising that
the product marketed by him is an imitation of a product bearing a well-known
trademark presents ‘goods or service as imitations or replicas’ within the
meaning of [Article 4 (g)]. The advantage gained by the advertiser as a result of
such unlawful comparative advertising must be considered to be an advantage
taken unfairly of reputation of that mark within the meaning of [Article 4(f)]’.144
The court obviously listed preventing imitations or replicas as an important reason for
its decision.
b. Dilution by Blurring
141

David Barnes, ‘Free-Riders and Trademark Law’s First Sale Rule’ (2010) 27 (3) Santa Clara High
th
Technology Law Journal 457-497, p. 476 (quoting 9 Circuits’ decision in Sony Computer Entertainment
America (SCEA) v Bleem in which the court quoted Federal Trade Commission’s report, 16 CFR § 14.15 (c)
th
(1980)). For this case, see SCEA v Bleem 214 F 3d 1022, 1027(9 Cir 2000).
142
Ibid.
143
Directive 2006/114/EC of The European Parliament and of the Council of 12 December 2006
concerning misleading and comparative advertising [2006] OJ L 276/21 (Advertising Directive), Preamble 6.
144
L’Oreal v Bellure II (n 93), at [80]; L’Oreal v Bellure [2010] ETMR 47, at [35] (CA) (L’Oreal v Bellure III).

215

To establish dilution by blurring in the EU, the CJEU requires a plaintiff to provide
evidence of a change in the economic behaviour of average consumers of the goods for
which a plaintiff’s trademark was registered.145 In 32Red, the UKHC held that the
defendant’s use of ‘32Vegas’ in connection with its online casino service caused average
consumers to switch from the plaintiff’s 32Red online casino to the defendant’s
32Vegas.146 Some scholars have asserted that this requirement was quite difficult to
satisfy as it requires economic proof of a change of customers’ preferences. 147 The same
view can be inferred from the CJEU’s ruling in Environmental Manufacturing v OHIM, in
which it stated that the
‘‘change in the economic behaviour of the average consumers’ lay down an
objective condition … [which] cannot be deduced solely from subjective
elements such as consumers’ perceptions … [but allows] the use of logical
deductions’.148
In other words, the CJEU did not expressly reject the possibility of using economic
analysis and surveys to measure the change of economic behaviour of customers.
In the US, 15 USC §1125(c)(2)(B) lists six non-exhaustive factors for the court to consider
in determining whether there is dilution by blurring. They are as follows:
‘(i) The degree of similarity between the mark or trade name and the famous
mark;
(ii) The degree of inherent or acquired distinctiveness of the famous mark;
(iii) The extent to which the owner of the famous mark is engaging in
substantially exclusive use of the mark;
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(iv) The degree of recognition of the famous mark;
(v) Whether the user of the mark or trade name intended to create an
association with the famous mark;
(vi) Any actual association between the mark or trade name and the famous
mark’.149
Unlike the CJEU’s approach which divides the analysis into two stages, US courts mix the
two stages together. However, like the CJEU’s approach, the US courts also ruled that all
relevant factors in a case should be considered.150 In Starbucks v Wolfe’s Borough Coffee
(Starbucks I), the Second Circuit partly vacated the District Court’s decision in which the
latter did not consider other factors after finding the defendant’s ‘Charbucks’
substantially different from the plaintiff’s ‘Starbucks’.151 Hence, the factors that are
considered by the US courts in determining dilution by blurring are essentially the same
as the factors in the CJEU’s global assessment.
As shown before, factors (i), (ii), (iii) and (iv) will be found by the court in favour of the
console firms.152 However, the last two factors may be disputed in the court. These two
factors are actually similar to the second stage of the CJEU’s global assessment in finding
changes of economic behaviour of customers. With regard to the ‘intent to associate’
factor, the US courts held subjective ‘good faith’ or ‘bad faith’ as not relevant here.153
The US courts presume that the game company intended to create an association with
console firms as there is no other possible means to inform customers about the
compatibility between unlicensed games and consoles other than using the trademarks
of console firms. The US courts normally refer to surveys or expert testimonies to
measure the factor of ‘actual association’.154 Like the US courts, the CJEU also allows
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parties to use surveys or expert testimony in determining the average consumers from
whose perspective many questions in European trademark law are assessed. For
instance, the CJEU in Gut Springenheide v Oberkreisdirektor interpreted the concept of
‘average consumer’ by holding that in the absence of any community provision on this
point, it is for the national court to rely on surveys to determine that a certain
percentage of consumers being misled by a promotion or statement is appropriate to
ban its use.155 In the UK, the use of surveys in trademark litigation has to be permitted
by the court.156 In Interflora II, the UKCA held that the judge should not admit survey
evidence unless (1) it is valuable and (2) the likely utility of the evidence justifies the cost
involved.157 Accordingly, even though theoretically survey evidence may still be used in
the UK even in a case that determines dilution by blurring, it seems that they are less
likely to be accepted by courts unless courts are convinced the survey is valuable.158
Even if surveys can be used to support an argument, a survey of itself may not be
capable of objectively and comprehensively reflecting either a change of economic
behaviour of average consumers or the percentage of customers that associate a
defendant’s sign with a famous trademark in the actual world because the criteria to
determine the persuasiveness of a consumer survey are subjective and unpredictable.159
All of these create obstacles for the plaintiff, both in the EU and US, to prove dilution by
blurring. In the present case, the fact that almost all console game companies are using
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the trademarks of console firms in connection with their games may also decrease the
likelihood of proving dilution by blurring as customers may already know that the
primary purpose of using such trademarks is to indicate compatibility information about
games.
c. Dilution by Tarnishing
With regard to dilution by tarnishing, this kind of detriment is caused when a third party
uses a mark that is identical or similar to a trademark in a way that the trademark’s
pulling power is reduced.160 The CJEU thus requires a plaintiff to provide evidence which
shows that a defendant’s mark actually impairs or has a serious risk of damaging the
attractive power of its mark, which includes reputation or intangible pulling power like
the prestigious image of luxury brands.161 This kind of detriment may happen when a
trademark is associated, used ‘in an unpleasant, obscene or degrading context or,
alternatively, in a context which is not inherently unpleasant but which proves to be
incompatible with the [trademark’s] image’.162
15 USC §1125(c)(2)(C) defines ‘tarnishment’ as association arising from the similarity
between a mark or trade name and a famous mark that harms the reputation of the
famous mark.163 Like the description of tarnishment in the EU, classic cases involving
dilution by tarnishing in the US normally involve defendants’ use of a trademark in
connection with unsavoury goods such as sex-related products.164
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Therefore, unless unlicensed games use the trademarks of console firms in ways that
may affect reputation and other association with console firms, console firms cannot
prohibit the marketing of unlicensed games on this ground. For instance, a game
containing an extremely violent plot or pornographic content may be an actionable
cause for console firms to prohibit the game company from marketing the game on this
ground. As a result, dilution claims are less likely to be established in such cases. Even if
an unauthorised use is actionable, the court will still consider whether such use is
permissible as a matter of law.
5.4 Defences
Articles 14 and 15 of the New TMD list several types of defence against trademark
infringement claims in the EU. ‘Referential use’ is one of these permissible uses.165
Article 14.1(c) states that a trademark owner is not entitled to prohibit a third party
from using in part, in the course of trade:
‘the [trademark] for the purpose of identifying or referring to goods or services
as those of the proprietor of that trade mark, in particular, where the use of the
trade mark is necessary to indicate the intended purpose of a product or service,
in particular as accessories or spare parts… [only if] the use made by the third
party is in accordance with honest practices in industrial or commercial
matters’.166
In BMW v Deenik, the CJEU held that the trademark owner (BMW) could not prohibit a
third party (Deenik) from using the trademark for the purpose of informing the public
that Deenik carried out the repair and maintenance of goods covered by BMW’s
trademark.167 The court also held that BMW was not entitled to prevent Deenik using
the trademark for the purpose of fair advertising and marketing itself as a specialist in
the sale, repair and maintenance of such goods.168 However, the CJEU pointed out that
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the defendant must satisfy two preconditions in order to use this defence. First, use of a
trademark must be ‘necessary’ to indicate the intended purpose of the service or
goods.169 Second, the defendant must not use the mark in ways that create the
impression that there is a commercial connection between the owner of the trademark
and the defendant.170 In Gillette, the CJEU illustrated the term ‘honest practices’ further.
In addition to requiring a defendant not to create an impression of a commercial
connection, the CJEU required that the ways of using a trademark must not (1) take
advantage of the distinctive character or repute of the mark; (2) discredit or denigrate
the mark; or (3) present an imitation or replica of the marked goods.171
In the US, the conditions of fair use of a trademark are stated under 15 USC §1115
(b)(4).172 Section 15 USC §1125 (c)(3)(A) also states that fair use can be asserted by
defendants as a defence against dilution claims. Both sections list ‘referential use’ or
‘normative use’ as a defence against infringement claims.
In KP Permanent v Lasting,173 the USSC held that a certain degree of likelihood of
confusion may be permitted in the fair use of a trademark.174 Hence, in Century 21, the
Third Circuit adopted an abbreviated approach to test the likelihood of confusion by
excluding two factors – the similarity of the mark and the distinctiveness and strength of
the mark, which are usually considered in normal multi-factor tests of likelihood of
confusion as indicated above.175 By applying a two-stage approach, the Third Circuit
held that after the plaintiff proved there was a likelihood of confusion, it was up to the
defendant to prove that such use was fair. The Ninth Circuit, on the contrary, mixed the
test of likelihood of confusion and the test of ‘fair’ together.176 Despite the different
approaches adopted by the courts in the US in determining whether an unauthorised
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use is a normative use,177 all the courts will consider three factors – likelihood of
confusion, necessity of using trademarks, and whether the defendant reflects the true
relationship with the trademark owner.
It is, therefore, plausible to argue that both ‘necessity’ and ‘not creating an impression
of a commercial connection’ are two conditions in the US and EU to obtain a normative
use defence. In general, the primary purpose of using a console firm’s trademark is to
indicate compatibility between marked games and the console firm’s consoles. Without
using the console firm’s mark, it is almost impossible to inform the public about such
information. Furthermore, using disclaimers or notices that inform customers that there
is no association between games and console firms will decrease the likelihood of
confusion and the liability of game companies for taking unfair advantage of the
reputation of console firms.178 Consequently, unlicensed game companies can establish
a normative use defence quite easily against the claims of console firms. Hence,
trademarks do not automatically confer on console firms the power to prevent game
companies from developing games without their consent.
In sum, after systematically considering the general grounds that a console firm may use
to exercise trademark rights against an unlicensed game producer and the defence the
game producer can use, the preceding analysis shows that trademarks do not confer on
a console firm market power automatically to distort the competition on the software
market.
6. Trademarks, Game Piracy and Control over Distribution
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The above analysis has only answered three sub-questions. As has been shown, game
piracy, parallel importing and second-hand game reselling are three major factors that
affect the total returns captured by the real innovators in this industry. The following
section will test the extent to which trademarks can be used by console firms or game
companies to resolve these problems.
6.1 Trademarks and Game Piracy
Compared with copyright, the effect of trademarks in preventing game piracy are
limited. Normally, third parties will use marks that are identical to trademarks owned by
game companies or console firms in relation to illegal copies when they distribute illegal
copies to the public. However, an unauthorised use of a mark is actionable only if the
mark is used by a person in commerce. Many illegal copies of games or hack tools are
distributed online free of charge. These illegal copies cannot be stopped on the ground
of trademark infringement because such use does not amount to ‘using in commerce’.
However, if trademarks are used by third parties in connection with illegal copies in
commerce such as selling or trafficking them online or physically, trademark owners can
prevent such infringing acts on the ground of trademark infringement.
6.2 Trademarks and Right of Distribution
As mentioned before, the EU has adopted union exhaustion while the US has adopted
international exhaustion. The CJEU in Zino Davidoff held that a trademark owner’s
authorisation to market goods in the EU cannot be inferred from the fact that mark
owners had not expressly prohibited the exporting of goods from a place outside the EU
in order to further market them in the EEA (now the European Union).179 In other words,
if the marked goods are initially sold with the mark owner’s consent or under its
authorisation outside the EU, the owner’s right to first market the goods in the EU is not
exhausted. Sony v Pacific Game involves a defendant’s online marketing and distribution
to the UK of genuine PlayStation Portable (PSP) that were made by Sony for sale only
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within the Japanese market.180 The UKHC held that the defendant’s acts amounted to
trademark infringement.181 This case shows that a trademark owner in the EU, either a
console firm or a game company, can prohibit a third party from importing consoles or
games from countries or regions outside the EU into any EU countries without Sony’s
authorisation. In the US, unless there are material differences between local games or
consoles and foreign games or consoles, a trademark does not confer on a console firm
or game company the right to prevent a third party from importing foreign games or
consoles into the US.182
However, if marked goods are first marketed in an EU country by the trademark owner
or with its authorisation, the owner’s right of distribution is no longer valid unless
further distribution affects the overall quality of the marked goods. Therefore, a
trademark does not confer on a game company the right to control the resale of secondhand games in the EU. Likewise, neither does a trademark confer on the owner the right
to control subsequent marketing of used games in the US. Court decisions in cases
involving further marketing of second-hand goods may give some insights into the
reasons behind this. The Ninth Circuit in Nitro Leisure v Acushnet distinguished the
further marketing of used golf balls from the further marketing of new golf balls.183 The
court cited the USSC in Champion, holding that customers had a different expectation of
used or refurbished golf balls and thus did not expect their condition to be the same.184
The court then argued that ‘material differences’ may not be necessary or have a less
determinative effect in measuring confusion due to such different expectations.185 In
considering the defendant’s affixed notice indicating the ‘used’ condition of the balls
and the disclaimer denying any association between the defendant and original
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manufacturer of the golf balls, the court held that there was no likelihood of confusion
and the plaintiff was therefore not entitled to object to a defendant’s unauthorised
marketing of used and refurbished golf balls bearing the plaintiff’s trademark.186
Likewise, a customer that buys used games or consoles may assume they are not the
same as new ones. For instance, he may know he can only play the offline content of a
used game or that a used console’s warranty may expire. The customer may also
assume that a refurbished console once had some problems. If there is no confusion as
to source of origin, it is the resellers who bear the risk if the quality and other
characteristics of the used games or consoles do not meet buyers’ expectations. Given
the fact that used games and consoles are much cheaper than new ones, and resellers
normally affix a notice and disclaimer to used or refurbished games and consoles in a
position that can be perceived by customers, console firms and game companies are not
entitled to object to the trade of used games and consoles on the ground of trademark
infringement.
6.3 Digital Distribution – One Solution Fixes All
Parallel importation of home consoles is costly and less profitable for two reasons. One
factor is the physical size. A home console is much bigger than a PSP. This means that
they are more likely to be taxed.187 A related factor is the transportation cost of
consoles. These two factors will offset the price advantage of imported consoles.
However, games, which are much smaller even than hand-held consoles like the PSP,
are much easier and less costly to import. Internet distribution also makes parallel
importing much easier as customers in one region can buy a game sold in another
region by using a credit card. Therefore, console firms and game companies are much
more concerned about the parallel importing of games.
The preceding analysis shows that neither copyright nor trademarks can be used by a
console firm or a game company to prevent parallel importing of games into the US
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from other countries. But in any event, traders do not have the economic incentives to
import games and consoles into the US from other countries because these are sold
much cheaper there than in other countries. Besides, the majority of games are also
launched earlier than their counterparts in other countries. Hence, there is no need for
console firms and game companies to prevent parallel importing of games into the US.
In the EU, due to union exhaustion, console firms and game companies are still able to
prevent parallel importing of games from regions outside the EU. This ensures that they
can capture profits equivalent to the profits they can capture in the US.
As to the reselling of used games, Chapter III shows that copyright is not a reliable
means for game companies and console firms to object to a third party’s reselling of
used disc-based games. Neither does the analysis above show that trademarks are
effective in preventing second-hand game reselling. Hence, IPRs do not confer on
console firms and game companies the right to prevent reselling of second-hand games
and consoles. This partly explains why console firms and game companies today accept
the existence of the second-hand console and game market.188
However, digital distribution creates a good opportunity for console firms and game
companies to reclaim their control over the subsequent distribution of games, given
that they can control the distribution platform. Digital distribution can resolve all three
problems.
With regard to parallel importing, a console user can now buy games from online stores
in regions other than his/her country of residence. However, such a price advantage
may be offset by other factors such as exchange rate and credit card service fees. Hence,
digital distribution strengthens the existing power of console firms and game companies
in preventing parallel importing that is given by trademarks and copyright under the EU
exhaustion doctrine.
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Furthermore, digitally-distributed games are generally linked to customers’ accounts. If
a person wants to sell a used game which was distributed digitally, he must sell his/her
account together with other games that are associated with the account. At the same
time, he may have to delete all personal information including friend list and bank card
information. Hence, digitally-distributed games make reselling much more difficult.
Furthermore, new DLCs and add-ons nowadays are only available online. This new
marketing strategy means that even if a person buys a second-hand disc-based game, he
may still have to buy DLCs and add-ons online and link them to his/her account. Likewise,
a person who buys a new disc-based game ultimately has to link the game with his/her
account if he wants to buy DLCs and add-ons. That person can sell the original discbased game alone but DLCs and add-ons he bought will become unplayable. Digital
distribution thus overcomes the incapacity both of copyright and trademarks to reduce
the trade in second-hand games.
Digital distribution also complements the efforts of copyright to reduce game piracy
problems. The current setting of both PS4 and Xbox One is that a buyer can play a game
offline after linking the game to his/her account. This may create a chance for players to
play illegal copies if consoles are hacked. Nevertheless, the content they can play is
limited to offline content. Without online interaction and new downloadable content,
the game experience will be significantly compromised. This will discourage customers
from buying or playing illegal copies.
7. Conclusion
The preceding analysis found that a trademark not only confirms and reinforces the role
of a brand, which contains the mark, as a unique market identity and reference point
but also protects any investment made by the brand owner in building and maintaining
the perceived quality and reputation of branded goods. In these ways, a trademark
helps the brand owner, a console firm or a game company, build a strong brand from
which the owner can gain competitive advantage and increase its leverage with other
parties in streams.
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In addition, a detailed analysis of trademark law both in the US and EU was conducted
to further explore the impacts of trademarks on competition in the console software
industry. The examination showed that a trademark does not automatically confer on
console firms the market power to control game companies and distort competition on
the software market.
Lastly, issues of game piracy, parallel importing and second-hand games were addressed
at the end of this chapter. Trademarks were found to have a limited effect in stopping
game piracy. The analysis did not find that trademarks confer on console firms and
game companies the right to prevent third parties from trading second-hand games.
With regard to parallel importing, the analysis showed that trademarks can be used by
the game companies and console firms, at least in the EU, to prevent third parties from
importing cheaper games and consoles into any EU countries from a place outside the
EU. After taking into account the results of the analysis of the effect of copyright in
resolving these three issues, I concluded that losses caused by the second-hand game
trade cannot be reduced by game companies and/or console firms enforcing IPRs.
Digital distribution is likely to be a better solution for dealing with these three problems.
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Section III
Chapter V: IPRs and the Home Console Game Industry in China
1. Introduction
The main purpose of this chapter is to explore the role of intellectual property rights
in the Chinese home console industry, which is an emerging market. The chapter will
set out to show that despite the fact that this is a highly-regulated economy,
intellectual property rights have a significant and important function. It is organised
as follows. The second (next) part of this chapter will examine this videogame
industry in China and compare it with its counterparts in the EU and the US with a
view to highlighting the key differences. Severe game piracy and the lucrative grey
market will be identified as two major differences. This means that the priority of
both foreign investors and local firms is to establish the local official market instead
of competing with each other. The third part examines the actual and potential use
of intellectual property rights in the local industry and how their exercise can work
to solve these two particular problems with the Chinese market. Copyright and
trademarks in particular are identified as having a crucial role in this respect. The
fourth part focuses on the problem of game piracy. It shows the ways in which the
PRC Copyright Law can be used by right holders to fight against game piracy despite
it not being as comprehensive as its counterparts in the US and EU. The fifth part
addresses the issue of parallel importing. Justifications for preventing parallel
importing in China will be given in the first place. The section will then go on to
explore ways in which copyright and trademarks can be enforced by game
companies and console firms in ways that work to prevent the unauthorised
importing of games and consoles. The sixth part examines the impact of copyright
and trademarks on the relationship between foreign investors and local parties. The
analysis will underscore the importance of trademarks and copyright with respect to
both foreign investors and local parties in this industry. A conclusion will be given at
the end of this chapter.
2. The Status Quo of the Console Game Market in China
2.1 Pre-Ban
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It is not clear whether china has a market economy. The video game market in China
is mainly directed by government policies. Therefore, issues other than legal factors
will be addressed in this chapter.
The PRC central government banned the whole home console game industry more
than a decade ago. This ban led to three consequences. Firstly, it led to the rise of
the (PC) online game industry. The government then appreciated the economic value
of video games and thus supported building a local online game industry after
console games were banned. As a result, the total revenue generated by
domestically-developed online games has surpassed that generated by imported
online games which once dominated the local market.1 Immunity from game piracy
is another crucial contributory factor to the success of online games in China. The
local PC game industry only accounts for about one percent of the total revenues of
the Chinese video game industry because game piracy has significantly reduced
domestic firms’ incentives to develop PC games.2
Secondly, the ban isolated China from the global home console gaming market.
Although nowadays the majority of components and consoles are manufactured and
assembled in China, as they are all outsourced by the three mainstream console
firms, these consoles were exported to other countries after being assembled in
China. Console firms have tried to enter the Chinese market several times but almost
all attempts have ended in failure.3 Local console game developers could hardly be
found in China due to the government ban. Without an official market, developing
console games was drastically less lucrative than developing online games or mobile
games.
Lastly, the console ban also created a large grey market of consoles and a black
market of illegal copies of games (pirated games). Despite the ban, Chinese game
1

Nir Kshetri, ‘The Evoluation of the Chinese Online Gaming Industry’ (2009) 4 (2) Journal of
technology Management in China 158-179. See also, Marianne Brown, ‘Vietnam: a nation of online
gamers dominated by Chinese and Korean Games’ (DW, 22 October 2013) <
http://www.dw.com/en/vietnam-a-nation-of-online-gamers-dominated-by-chinese-and-koreangames/a-17175035> accessed 15 March 2017.
2
‘2014 Chinese Gaming Industry Report – market edition’ (GPC, CNG, IDC, 2014)
<http://cdn.cgigc.com.cn/report/2014/2014report_market_15.04.23F.pdf> accessed 15 March 2017.
3
See, e.g., Eric Jou, ‘The Short Life of The PS2 in China’ (Kotaku, 30 September 2013)
<http://kotaku.com/the-short-life-of-the-ps2-in-china-1425748348> accessed 15 March 2017.

230

players still demanded console games for their entertainment. According to statistics,
at least 1.2 million units were sold illegally per year in China before the ban was
lifted.4 However, unlike the western market, customers in this grey market have
become accustomed to playing pirated games. Consoles sold on this grey market
were modified to play pirated games.5
2.2 Post-Ban
In 2015, the console ban was totally removed by the PRC government. Despite the
removal, administrative regulations still limit foreign investors who wish to engage
with console game businesses in China. These regulations partly determine the
organisational structure of the local industry.
With regard to software, government regulations require that all games including
imported games should be published and operated only by domestic entities which
have Internet Publishing Service Licenses granted by the PRC General Administration
of Press and Publication (GAPP), a department of the State Council.6 If a game goes
online, the entity that operates this game must be an Internet Cultural Operation
Entity owned by Chinese companies.7 In addition, this entity is required to obtain an
Internet Cultural Operation License from the PRC Ministry of Culture (MOC), another
department of the State Council. In addition to meeting all three of these conditions,
all games must pass content approval before publication and operation.8 In short, an
imported game must pass both GAPP’s and MOC’s censorship so that it can be
published and operated in China. However, imported games are de facto treated
differently from local games in two ways. First, the number of imported games that
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riches in China’ (Reuters, 9 January 2014) <http://www.reuters.com/article/us-china-gamesconsolesidUSBREA081JB20140109> accessed 15 March 2017.
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For the definition of ‘Internet Publication’, see Interim Measures of Administration of Internet
Publication (the PRC GAPP and the Ministry of Information Industry (MOII), 1 August 2002), art 5.
7
Interim Provisions on the Administration of Internet Culture (the PRC MOC, 1 April 2011), art 2.
8
Interim Measures on the Administration of Online Games (the PRC MOC, 1 August 2010), art 9, art 10
and art 11.
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are approved is far smaller than the number of local games.9 Second, a recent MOC
administrative regulation only required local government to facilitate content
censorship of domestically-developed games.10 Imported games are still examined in
Beijing, by the central government.11 Even if MOC’s content censorship becomes
easier GAPP’s censorship is still a problem for imported games.12
With the removal of the console ban, console firms are now required by central
government to form partnerships with local firms so that they can legally sell
consoles in China. Besides this, foreign investors are not allowed de facto control of
such partnerships.13 Hence, console firms have to share the income with their local
partners. For example, Microsoft founded the firm E-Home Entertainment
Development with BesTV in 2014.14 E-Home is responsible for the sale of both
console hardware and games. Sony, on the other hand, formed two joint ventures
with Shanghai Oriental Pearl Group (SOPG) in China. One venture focuses on the
distribution of hardware and the other specialises in software development and
distribution.15 Recently, BesTV acquired SOPG and created Shanghai Media Group, a

9

For instance, number of domestically developed games passed GAPP’s censorship was 46 during
December of 2015. The number of imported game passed the same censorship during 2015, a whole
year, was 84. For details, see, ‘Imported Games That Passed Censorship in 2015’ (GAPP, 18 December
2015) <http://www.gapp.gov.cn/govservice/1981/245358.shtml> accessed 15 March 2017;
‘Domestically Developed Games that Passed Censorship in December of 2015’ (GAPP, 31 December
2015) <http://www.gapp.gov.cn/govservice/1983/270754.shtml> accessed 15 March 2017;
‘Domestically Developed Games that Passed Censorship in November of 2015’ (GAPP, 27 November
2015) < http://www.gapp.gov.cn/govservice/1983/268160.shtml> accessed 15 March 2017.
10
Notice of the Ministry of Culture Allowing Foreign-funded Enterprises to Engage in Game
Entertainment Equipment Production and Sales (The PRC MOC, WEN HUA HAN [2015] 576).
11
For interpretation of this regulation, see, e.g., ‘How to Interpret the Console Ban Removal and
Content Censorship Speeding UP’ (VGTIME, 28 July 2015) <
http://www.vgtime.com/article/2824885.jhtml> accessed 15 March 2017.
12
This can be indicated from the number of games that passed the censorship. See above n 11.
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Catalogue of Industries for Guiding Foreign Investment - Catalogue of Industries in Which Foreign
Investment is Prohibited (The PRC National Development and Reform Commission and Ministry of
Commerce, 2015), Catalogue 27 (Publishing and production of audio-visual products and electronic
publications are prohibited areas.).
14
Microsoft News Centre, ‘BesTV and Microsoft to Bring Xbox One to China in September’ (Microsoft,
30 April 2014) < https://news.microsoft.com/2014/04/30/BesTV-and-microsoft-to-bring-xbox-one-tochina-in-september/> accessed 15 March 2017.
15
‘Sony Forms Joint Ventures in China for PlayStation’ (The New York Times, 26 May 2014) <
http://www.nytimes.com/2014/05/27/business/international/sony-forms-joint-venture-in-china-forplaystation.html?_r=0> accessed 15 March 2017; ‘Sony Sets Up PlayStation Plant in China’ (BBC
technology, 27 May 2014) < http://www.bbc.co.uk/news/business-27572539> accessed 15 March
2017.
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subsidiary of the state-affiliated Shanghai Media and Entertainment Group (SMEG).16
This means that both consoles will be distributed under the same organisation which
is closely tied to the government.17
Three implications can be drawn from the analysis above. First, competition
between Microsoft and Sony may not be as fierce as in developed markets. Such an
arrangement also suggests that the PRC government now has an economic interest
in this industry. As will be proposed below, the government now has the incentive to
enforce laws against game piracy and other factors that may reduce its profits from
this industry. Thirdly, local companies will share incomes with foreign investors, even
if the latter may not choose to form such a partnership.
2.3 Identifying Challenges in Establishing the Official Market
Console firms and game companies entered the Chinese market due to its incredible
number of game players. Console firms and their Chinese partners must meet two
objectives in order to achieve their goal given the present environment. Firstly, they
have to destroy the grey market so that existing customers return to the official
market. In other words, consoles sold in China will have to compete with their
counterparts that are marketed outside China if the grey market is not eliminated.
Likewise, console firms and game companies must retain existing customers and
attract them to the official market. Secondly, console games have to compete with
PC online games in order to attract more new customers. This is because, unlike
western markets, the Chinese game market is dominated by PC online games.
Although the above analysis implies that the abilities of console firms to control the
value chain are weakened by the compulsory requirement of a partnership, this
arrangement brings the interests of government, local companies and foreign
investors together. If the grey market is not destroyed, none of them will be able to
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Eric Jou, ‘The Xbox One and PS4 Aren’t Really Rivals in China’ (KOTAKU, 24 November 2014) <
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March 2017.
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(Forbes, 30 January 2015) < http://www.forbes.com/sites/lisachanson/2015/01/30/the-end-ofconsole-competition-and-the-new-game-development-era-in-china/> accessed 15 March 2017.
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benefit from their businesses. Hence, a joint effort should be made to eliminate this
grey market.
a. Retaining Existing Customers
Consoles that are sold on the grey market are normally imported from other
countries or regions where they are sold at a lower price than those in China.18 Such
countries or regions include Japan and Hong Kong because of the close distance and
relatively low transportation costs.19 Consoles sold in the US are less likely to be
imported due to high transportation costs which offset importers’ profits. Importers
are also less willing to import consoles sold in Europe given the fact that consoles are
sold at an equal or higher price there.20 Among these consoles, some are modified in
order to run illegal copies of games. Customers of the remaining consoles will buy
authentic games that are initially marketed in other regions. The very existence of
the grey market in the past fifteen years suggests that customers may continue to
rely on the grey market to play console games even when the official market
emerges in China. This market has to be eliminated before the official one can be
formed.
There are three major ways to destroy the grey market: the first is to stop game
piracy and console modification; the second solution relates to preventing the
parallel importing of consoles and games; the third is that console firms and their
partners could compete against the grey market by providing cheaper consoles and
the same number of games as found in the overseas market. However, due to the
fact that consoles are sold at a higher price in China than in the US and Japan, the
last suggested means is not practically feasible. The analysis below will, therefore,
focus on the former two ways.
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Zhong Guan and Cun Zai Xian, ‘Whether to Buy Official Consoles or Imported Consoles’
(People.com.cn, 15 December 2014) <http://homea.people.com.cn/n/2014/1215/c4139026206758.html> accessed 15 March 2017.
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For instance, on 1 February 2016, Xbox One 500 GB with Kinect Bundle is sold in $390 in the US
(amazon.com), £389 in the UK (amazon.co.uk), ¥47,800 in the Japan (amazon.co.jp) and ¥ 3799 CN in
China (Taobao, Microsoft Official Store). Measured by US dollar (www.xe.com on 1 February 2016),
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b. Attracting Potential Customers
Regarding the goal of further exploiting the Chinese market, customers who play PC
online games would be a better target group than mobile game users despite the
increasing number of the latter. PC online games share an important characteristic
with the majority of console games. They all require players to invest significant time
in playing them. Users of mobile games do not need to spend such a long time on
gaming. According to CNNIC’s statistics, the main purpose of playing mobile games in
China is to kill time.21 Hardcore gamers are far less common among mobile game
players than among PC online game players. People who play console games should
be ones who have enough time and sufficient interest in these games. In addition,
this survey also pointed out that online game players are more willing to pay than
users of mobile games.22 Therefore, console firms and game companies are more
likely to attract new users from players of PC online games.
The preceding analysis examined the external environment of the PRC home console
game industry. In Chapter I, Porter’s Five Forces was adopted to examine the
external environment of this industry in developed countries. The five forces ((1)
entry barrier, (2) supplier, (3) buyers, (4) substitutes, and (5) rivalry competition)
affect the returns of a console firm or game company in this industry.23 It was also
shown that the PRC market is different from the developed markets in the following
aspects. Firstly, the entry barrier to this industry is controlled by the government.
Foreign investors have to form a partnership with local companies. However, this
brings together the interests of foreign investors, local companies and the
government. Secondly, the hardware market in China is the same as in other
countries given that it is dominated by three multinational console firms. With
regard to buyers and substitutes, local customers in China are accustomed to playing
illegal copies which means illegal copies of authentic games are the substitutes for
authentic games which are legally published in China. As mentioned, rivalry
competition in China will not be as fierce as in other developed markets because of
21

‘Survey on Behaviour of Online Gaming Players 2013’ (CNNIC, 2013); ‘Survey on Mobile Gaming
Users in China 2014-2015’ (CNNIC, November 2015).
22
Ibid.
23
See Porter’s Five Forces framework in Chapter I.
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the special organisation structure of joint ventures. The real competition in the
console hardware market is between PRC version consoles and imported consoles.
Likewise, PRC version games also compete with imported games and pirated games.
Accordingly, the priority for the government, local companies and foreign investors
is to eliminate the grey market and build an official market in China.
3. Intellectual Property Matters
As has been shown in Chapter II, patents strongly affect console firms and their
upstream hardware suppliers. Both console firms and their hardware suppliers
outsource product manufacturing to China to reduce labour costs which will in turn
reduce the production costs of consoles. This business practice cannot be conceived
without patents. If consoles are sold locally in China, transportation costs can be
reduced. Ceteris paribus, consoles sold in China could be much cheaper than those
sold in other countries which may bring a price advantage of consoles officially sold
in China over imported ones. In such a way, patents could contribute to the
establishment of the official market by lowering the price of official consoles.
However, it seems that other factors have offset the advantage that local consoles
might have in terms of transportation and production costs; otherwise, the price of
consoles sold in China would not be more expensive than in the US and Japan.
Consoles have been manufactured in China for a long time, even before the removal
of the ban. Given that it is not the local firms that own the patents in consoles, the
functions of patents in China will not change for a certain period after the ban is
removed as long as the position of Chinese manufacturers in the stream of console
production does not change. Therefore, the following paragraphs will not examine
the relationship between patents and the local industry.
Unlike patents, copyright and trademarks continue to play significant roles in
building the official market in China. Chapter III and Chapter IV have respectively
demonstrated ways in which copyright and trademark can be used by console firms
and game companies in the US and EU to maximise their returns. This chapter aims
to explore how to tailor the relevant laws in the PRC to establish a Chinese market by
eliminating the grey market and attracting more new customers. It suggests that the
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Chinese console game market should be isolated from the global market for a period
in order to establish a healthy and mature ecosystem. Once this ecosystem is
established, the local market can become a part of the global market. As will be
shown below, copyright and trademarks can be used by their owners to supplement
government regulations to achieve this goal.
Chapter III showed the ways in which copyright is enforced by console firms and
game companies to prevent game piracy. Copyright is one of the main means to
prevent game piracy through imposing liabilities both on primary infringers and ISPs.
In Chapter IV, a trademark has been shown to be useful in terms of building brand
equity, through which a console firm or a game company can gain competitive
advantages and increase its leverage with other non-competitive parties. These two
types of IPRs may have the same effects in China if they can be used in the same way
as they are in the US and EU.
The next part will examine the PRC Copyright Law to find out whether or not and to
what extent it can be used by right holders to prevent game piracy in China. With
regard to parallel importing, analysis in previous chapters has shown that there is no
urgent need for console firms and game companies in the US to enforce IPRs to
prevent parallel importing of games and consoles. Unlike the US, their counterparts
in the EU nonetheless need such rights that are given by copyright and trademarks to
prevent the parallel importing of games from outside Europe into European
countries because games are sold at a much higher price than they are in the US.
This contrast implies that copyright and trademark laws can be tailored according to
the actual market environment. China, like the EU, does not have this price
advantage. However, unlike the EU, importing consoles is in practice possible given
the short distance between mainland China and Hong Kong or Japan. Permitting
parallel importing would be devastating to local businesses in China. With regard to
statutory laws, there is no express provision that regulates parallel importing in the
PRC Copyright Law and Trademark Law. Therefore, it would be at the court’s
discretion to decide whether importing genuine games or consoles into China is legal
as the EU Directive and CJEU do in the EU. This chapter suggests that China should
adopt a national exhaustion doctrine instead of embracing the international
237

exhaustion doctrine. Prohibiting the importation of consoles and games benefits
foreign investors, local firms and the government in this local industry. The analysis
in the fifth part will provide a justification for prohibiting parallel importation in
detail and the ways to use trademarks to support the ban.
4. Copyright Law and Chinese Console Game Industry
As has been shown in Chapter III, copyright holders in the US and EU can use
copyright to prevent game piracy in three main ways. Firstly, right holders can
choose to chase primary infringers. Secondly, they can aim to stop the dissemination
of illegal copies by imposing secondary liabilities on ISPs. In addition, copyright
holders in the EU can apply for injunctive relief against innocent broadband
providers to block the activities of torrent websites that infringe copyright. Lastly,
right holders can prevent people from circumventing TPMs or trafficking in
circumventing tools. Three types of liabilities support copyright holders’ rights. They
are: liability for primary infringement, liability for secondary infringement and
liability for circumventing TPMs. In the US and the EU, the concept of ‘reproduction’
includes both perpetual copying and intermediate copying. Therefore, intermediate
copying which happens during reverse engineering or circumvention might infringe
copyright if its purpose is not to achieve interoperability or identify ideas or
principles of copyright work.24 I If the PRC Copyright Law possesses the abovementioned grounds, right holders would be able to use the same copyright tools to
prevent game piracy as are used in the US and EU.
As will be shown later, unlike the US Copyright Act and copyright-relevant directives
in the EU, the PRC Copyright Law does not expressly address the issues of reverse
engineering and intermediate copying in detail; nor can liability for secondary
infringement be found in the PRC Copyright Law. The analysis below will nonetheless
show that copyright in China can serve the purpose of preventing game piracy but in
different ways.

24

See the comparative analysis in Chapter III (Difference exists between the US and EU with respect
to defend against anti-circumvention provisions. Otherwise, reverse engineering for these two
purposes are exempted from violation of conventional copyright infringement both in the EU and the
US.).
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4.1 Intermediate Copying and Reverse Engineering under the PRC Copyright
Law
The legal status of intermediate copying is not clear under the PRC Copyright Law.
This is clear both from the statutory law and court interpretations of the term
‘reproduce’ and ‘reproduction’.
Mod-chips or modification software (mods) are commonly seen in China. They help
users either to bypass a security system or cheat. In China, the term ‘WAIGUA’ is
used to refer to cheating programs: a particular type of modification (or ‘mod’). A
WAIGUA could be used by players to gain unfair advantages in game play.
Developing such programs sometimes requires reverse engineering games to
identify specific codes and bypass the security system if the games are protected by
TPMs. There is no doubt intermediate copies would be made during such processes.
‘SIFU’, the so-called ‘private server’, was another creation of the fast developing
online game industry in China. Like the development of cheating programs, to
establish a private server of an online game, for instance, World of Warcraft, people
have to reverse-engineer both clients and servers to identify the codes so that they
can make the game available to the public.25 Reverse-engineering of games servers
and clients creates an intermediate copy. Given the fact that the majority of codes in
a private server are the same as those in the original game, there is no question that
loading and running a private server amounts to copyright infringement since
wholesale copying, whichever type it is, is made without the copyright holders’
authorisation.
Therefore, a WAIGUA is sometimes different from a SIFU. A final product of a
cheating program might not copy any code that is contained in an original game
while a private server would copy a substantial part of a game. If the concept of
intermediate copy is recognised by the PRC Copyright Law, both developing WAIGUA
and SIFU amount to copyright infringement. On the contrary, if this concept is not
recognised, only running a private server will undoubtedly infringe copyright. In the
US and EU, the user of a cheating program is liable for copyright infringement only
25

Normally, they will develop a log-in program to connect genuine clients to their private servers.
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when source codes of a cheating program are substantially similar to the source
codes of the game for which it is developed as long as copied source codes are
copyrightable. Furthermore, if TPMs are protected under anti-circumvention
provisions, developers of cheating programs and private servers would violate
copyright protection for TPMs. In China, the PRC Copyright Law does not expressly
prohibit intermediate copies nor does it contain detailed provisions prohibiting the
circumvention of TPMs. However, such matters are potentially covered by a
regulation published by departments of the State Council.26 This regulation prohibits
cheating programs and private servers for the purpose of protecting copyright.27
More specifically, the regulation provides that illegal acts in relation to cheating
programs and private servers are:
‘acts to damage TPMs; modifying copyright works; establishing private
servers; manufacturing top-up cards of games; operating or connecting
legitimated published online games in order to make profit and thus damage
interests of legitimated owners of this works’.28
However, this does not address the differences between two types of infringing acts.
In other words, this regulation does not give the underlying reasons why they
amount to copyright infringement. Cases involving WAIGUA and SIFU also imply that
intermediate copying does not fall within the meaning of ‘reproduction’ under the
PRC Copyright Law.
QQ29 and CQ30 are two cases in which defendants developed cheating programs and
sold them for profit. These two cases are repeatedly used by researchers to analyse
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The Notice on Special Work of Prohibiting Private Server and Plug-in Program (Notice on Prohibiting
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the influence of WAIGUA on the game industry.31 Defendants in both cases were
prosecuted for copyright infringement under Article 217 of the PRC Criminal Law
(criminal liability for copyright infringement).32 Article 217(1) states that:
‘whoever, for the purpose of making profits, commits … reproducing or
distributing a written work, musical work, motion picture, television
programme or other visual works, computer software or other works without
permission of the copyright owner …’.33
In the Supreme People’s Court’s (SPC) Interpretation on Illegal Publication Criminal
Case, the SPC emphasised that whoever violates Article 217 shall be convicted only
on this ground.34 Therefore, in QQ and CQ, if the acts of defendants fall within this
category, they should have been convicted of the same crime that they were being
prosecuted for. Nevertheless, courts in both cases held that the defendants are
guilty under Article 225 – Illegal Operation.35 The only plausible explanation here is
that developing and trafficking in cheating programs does not fall within Article 217,
which implies that ‘reproducing’ does not include an intermediate copy made when
the defendants developed the programs. Otherwise, these defendants should have
been convicted of copyright infringement since the copying of an original game does
not happen by loading and running the programs.
31

See, e.g., Bu SHOU, Yifeng HUANG, Jingfen ZHANG, and Lin ZHU, ‘Legal Analysis of Online Gaming
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A recent case involving a private server has similar facts.36 The defendants in this
case obtained the World of Warcraft (WOW) private server, client, and log-in
program by downloading them from an overseas website. They then built a private
server running these programs make profits. They did not provide a game
downloading service. Instead, customers could download WOW from the official
website and use the log-in program developed by the defendants to connect to the
private server. Initially, they hacked the log-in program developed by others and
changed the IP address to the server. They then began to develop their own log-in
program. Unlike QQ and CQ, the defendants in this case were convicted of infringing
copyright under Article 217.
If intermediate copying was recognised by the courts, the defendants in these three
cases should all have been convicted of copyright infringement rather than an illegal
operation. The only difference between the third case and the two other cases is
that in that case the defendants downloaded the World of Warcraft server and ran it.
In other words, a perpetual copy was made when the defendants downloaded the
source codes onto the server’s hard-drives. This case suggests that the courts are
gradually starting to recognise intermediate copying as a type of reproduction.
However, a better explanation would be that intermediate copying is not recognised
under the PRC Copyright Law given the fact that the criminal suspect Yongdan WU
who was responsible for developing the log-in program was not convicted of
infringing copyright.37 This inference can be corroborated by the fact that the
developers of cheating programs in two other subsequent cases were all convicted
of an illegal operation rather than copyright infringement by the Intermediate
People’s Court which gave the final judgment.38

36

Yujian CHI and others crime of copyright infringement (2014) HaiXingChu No 1633 (Beijing Hai Dian
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Intermediate People’s Court) (Li X and other defendants developed WAIGUA for the game ‘Tian Long
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Therefore, the concept of ‘intermediate copying’ is not present in the meaning of
‘reproducing’ or ‘reproduction’ under the PRC Copyright Law. A person who merely
develops WAIGUA, even if an intermediate copy is made during reverse-engineering,
is not liable for copyright infringement. Compared with copyright owners in the US
and EU, copyright holders in China, therefore, have fewer ways to prevent game
piracy, especially when such programs or mod-chips are distributed by developers
for free on the internet. Liability for secondary infringement and damage or
bypassing TPMs may be the last two weapons that copyright owners can use against
game piracy.
4.2 Secondary Infringement of Copyright Works in China
The PRC Copyright Law does not have provisions regarding the liability for the
secondary infringement of copyright. However, such liability can be found in legal
cases where courts have normally cited the PRC Tort Liability Law. Article 9 of this
law states that ‘a person who aids or abets another person to commit a tortious act
shall bear joint and several liabilities with the actor’.39 Although digital distribution is
increasingly popular, the PRC Copyright Law does not address computer programs
and internet distribution in detail. Given the fact that Article 59 of the PRC Copyright
Law rules that ‘measures for the protection of computer software and of the right of
communication through information network shall be formulated separately by the
State Council’, Regulation for Computer Software Protection40 and Regulation on the
Regulations on Dissemination Right41 were created to deal with copyright protection
of computer programs. The SPC also provides some guidance on issues related to the
application of the law with regard to infringement of the right of dissemination
through an information network.42 According to Article 8 of the Regulation for the
39
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Protection of Computer Software, a copyright owner of a computer program is
entitled to this right of dissemination. Hence, games which contain computer
programs are regulated by the abovementioned regulations.
Given the fact that the PRC Copyright Law and related regulations do not address
safe harbour rules as those in the EU and US do, it is up to courts to decide whether
ISPs are liable for copyright infringement. In general, a website providing a copyright
work to the public without its owner’s consent amounts to infringement of the right
of dissemination in China. In Xunlei v Wanglong, the SPC dismissed Xunlei’s appeal
which argued that Wanglong should be the primary infringer rather than secondary
infringer as it provided a link to a third-party website on which an alleged infringing
movie was available.43 However, the SPC reasoned that it was the third-party
website which provided the movie, and so was the primary infringer as its act was
not with the owner’s consent. The court then ruled against Xunlei’s application for
retrial, holding that Wanglong did not infringe Xunlei’s right of dissemination
because a third-party website had obtained the license for the alleged movie and
Wanglong only provided a link to this website.44 In Ruan Xin Ke JI v Ningbo
GongZhong Xin Xi Chan Ye Co. Ltd, the ZheJiang Province Higher Court confirmed the
decisions of the Ningbo Intermediate People’s Court and Yinzhou District Court
regarding infringement of the dissemination right of a video game.45 All three courts
held that the defendant Gong Zhong Xin Xi Chan Ye Company infringed the plaintiff’s
right of dissemination of a video game because, although the defendant did not
upload the game, it not only provided the link to the third-party website where the
uploaded game was stored but also misrepresented itself as the download source of
the game.
ISPs that provide links to illegal copies may be guilty of contributory infringement in
China. In Kuaibo v LeTV, ShenZhen Intermediate People’s Court held that Kuaibo was
liable for contributory infringement because it deliberately provided links to third
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party websites which distributed the movie ‘Love is not blind’ without authorisation
from Letv which had the exclusive right of network dissemination. However, as
shown before, providing a link is not sufficient per se to constitute infringement.
Kuaibo is a P2P stream video player. It combines searching, downloading and online
watching functions within one software program. A user can search a film or TV
series either in Kuaibo or on search engines such as ‘baidu.com’. If a user searches a
movie in Kuaibo, the software will direct the user to numerous websites that provide
this movie which can be played online with Kuaibo software. The software will
download this movie onto the local computer so that the user can watch the movie.
Furthermore, if the user pays for membership, he can use a speed-up service during
the movie. Unlike Napster, Kuaibo has central servers. These central servers
generally store popular copies of videos which can only be accessed with a
membership. If a user has a membership, his client will connect to the central
servers if the internet connection is not fast enough. For website operators, Kuaibo
provides them with Kuaibo server programs which enable them to provide movies
that can be viewed by users using Kuaibo clients. At the same time, websites can use
Kuaibo server programs to publish ads, which generate revenues both for the
websites and Kuaibo.
Technically, Kuaibo infringed copyright holders’ right of reproduction by deliberately
making copies in central servers and making profits from selling membership and
advertising space. However, in this case, Letv accused Kuaibo of contributory
infringement by intentionally directing users searching the internet to third party
websites in which illegal copies of movies could be viewed in a format that could
only be opened with the Kuaibo Player.46 In another case involving Kuaibo, it was
accused on the same ground in front of the same court.47 The court made the same
decision, i.e. that Kuaibo’s abovementioned acts amounted to contributory
infringement.
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Kuaibo v Tencent (2015) ZhenZhongFaZhiMinZhongZi No 424 (Guang Dong Province Shenzhen City
Intermediate People’s Court).
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See also, Kuaibo v Shanghai JiDong WangLuo Ltd (2015) ZhenZhongFaZhiMinZhongZi No 954
(Guang Dong Province Shenzhen City Intermediate People’s Court).

245

These cases give some insights into the liabilities of a person who disseminates or
contributes to the dissemination of illegal copies of games by either using third-party
websites or providing downloading tools. 3DMGames and Ali123.com are two major
websites that provide a downloading service of both legal and illegal copies of games
in China. In the past, people could download illegal copies easily on these two
websites. This is because these websites, 3DMGames in particular, possess the
capabilities to bypass the security system of games and translate a foreign language
into Chinese.48 Recently, 3DMGames announced that it planned to abandon the
cracking of games and instead would only provide links to downloaded cracked
games or circumventing tools provided by third-parties.49 In the past, these websites
would direct users to forums owned by the websites on which users were able to
find torrent files or links to cloud services. Users could then use various types of P2P
file-sharing software to download these games. In such cases, the websites were
liable for infringing the right of reproduction and right of dissemination as they
uploaded cracked copies on their own servers. After the reform, the software and
websites may be liable for contributory infringement if they know or have reason to
believe that their services are used by people to infringe copyright but fail to take
expeditious measures. This can easily be proved because typically the operators of
these websites advertise the fact that they provide links to illegal copies.
Therefore, the PRC Copyright Law confers on copyright owners or exclusive licensors
the ability to stop game piracy by imposing liability of direct infringement on ISPs
that provide illegal copies of games and liability of contributory infringement on ISPs
which deliberately provide the means to access such illegal copies respectively.
However, this is of no use if the law is not enforced in China. Notably in this respect,
the PRC government rarely took action when imported games were illegally copied
and distributed to the public in the past. Having said that, this was because, even
though these imported games were authentic, they were not published by
48

‘Undead Bird: talking about controversy on copyright from legal and moral perspectives’
(3DMGAME, 7 February 2016) < http://www.3dmgame.com/news/201602/3546780.html> accessed
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3DMGAME might not crack games’ (3DGAME, 4 February 2015) <
http://www.3dmgame.com/news/201602/3546354.html> accessed 15 March 2017.
49
Ibid.

246

government-recognised publishers and did not pass censorship, which means they
were illegal in the first place.50 As a WTO member state, China has the duty to open
its internal markets including the console game market. This trend can be indicated
by recent changes in the film industry where China and the US have signed a
memorandum regarding imported films.51 In this memo, China has agreed that it will
import thirty-four US films per year where previously the figure had been in the
twenties. Furthermore, both parties agreed to have further negotiations in 2017.52 It
is foreseeable that China will eventually open its film market completely. The same
trend can also be inferred from the fact that it is no longer possible to stream or
download music in China free of charge.53 As a culture-related industry, the console
game industry is closely-related to the music and film market. It is possible that the
number of imported games will increase exponentially in the near future. More
importantly, the government now has an interest in this industry where they did not
have one in the past. This will help copyright holders to enforce their copyright.
4.3 Anti-Circumvention Provisions and Console Games in China
Anti-circumvention protection is a useful tool against game piracy given that TPMs
are widely used by copyright holders to protect games. If a person bypasses or
damages a TPM to achieve more than interoperability or other limited legitimate
causes, then in the US and EU he/she will be liable for circumventing the TPM.
However, the contemporary PRC Copyright Law and other relevant regulations do
not address this issue as comprehensively.54 The latest draft of amendments to the
PRC Copyright Law, nonetheless, gives some insights into what anti-circumvention
50
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provisions might be like in China in the near future.55 The most recent draft adds a
whole chapter on TPMs and Right Management Information to the PRC Copyright
Law.56 It defines TPMs as effective technologies, devices or parts used by copyright
holders to restrain copyright works from being copied, viewed, watched, operated,
modified or distributed via the internet.57 It integrates both Article 4 of the
Regulations on Dissemination Right and Article 24(3) of Regulation for Computer
Software Protection into the Copyright Law as Article 69. This article explicitly
prohibits acts that circumvent or damage TPMs and acts of traffic in circumventing
tools.58 It also prohibits intentional acts of providing services or technologies to help
others circumvent or damage TPMs. As mentioned in Chapter III, cracking TPMs is
beyond the ability of an ordinary person. That is why research groups such as
3DMGames were welcomed by game players. Websites such as 3DMGames not only
disseminated illegal copies of games but were also engaged in cracking TPMs. They
then disseminated tools or computer programs in the form of patches to the public
that could be used to crack TPMs. Although it is quite difficult to prove the intention
of such groups in cracking the TPMs of a game, it is quite easy for the court to find
out that the primary purpose of such acts is beyond legitimate exceptions such as
achieving interoperability if websites such as 3DMGames distribute these tools to
the public. Therefore, if the law targets such ISPs by stopping the circulation of
circumventing tools, game piracy can be more effectively restrained in China.
This means that, in theory, copyright can be used by console firms and game
companies to achieve the same goal, i.e. of preventing game piracy in China.
Although the ways of achieving this goal are fewer than in the US and EU, it still
provides at least one of three means to prevent game piracy. By targeting ISPs such
as 3DMGame, individual game players may have more difficulty finding and playing
illegal copies. However, limiting game piracy is not enough to establish an official
market in China. As pointed out above, the grey market must also be eliminated. This
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means that parallel importing must be stopped. The next section will address this
issue in detail.
5. Parallel Importation and Chinese Console Game Industry
Since console gaming has become a global business, technologies have been
developed by console firms and game companies both to support the market
segmentation strategy of firms (e.g. by way of a geographic price discrimination
policy) and to fight against game piracy. Console firms and game companies
ubiquitously installed region locks on consoles and games for the past five
generations. However, two of the three mainstream console firms removed the
region locks from the current generation of consoles except for ones sold in China. It
is now up to game companies to decide whether or not to install region locks
software on games.
In the past, there were five main reasons for installing region locks on a console in
addition to the purpose of preventing game piracy. First, different TV standards were
in place in different regions.59 This required console firms to release different
versions of consoles corresponding to different TV standards.60 The second factor
concerns publishers. In the past, the same title may be published by different
publishers in different regional markets. A region lock was used by console firms to
protect the interests of these publishers as the same title imported from another
region may affect the revenues of local publishers. Thirdly, there was no better
substitute for a region lock for improving the ability of console firms and publishers
to control the distribution channel of games. Region locks could strengthen the
ability of right holders to control the distribution channels as they could be
protected under copyright law as long as it merged with TPMs. The fourth and fifth
factors concerned local cultural differences and legal restrictions.61
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The first three reasons no longer exist today. TV standards do not matter as HDTV is
widely used by consumers. Most games released in different regions are actually
published by the same publishers so there is no need to install a general region lock
on consoles. The standards on the legal protection of TPMs have become stricter by
requiring TPMs specifically to protect copyrightable matters which means that TPMs
installed on consoles may not be entitled to protection.62 More importantly, digital
distribution could be a better alternative to region lock for controlling the
distribution of games. With regard to the cultural differences and local legal
restrictions, it is difficult to measure those objectively. It is plausible that the
contents of some games may be offensive in one culture but not offensive in another.
However, game companies rather than console manufacturers may be in a better
position than console firms to decide whether this is so and to install appropriate
game specific region locks.
However, the above-mentioned reasons for removing region locks may not be
applied in China. The Chinese market is significantly different from other major
markets. Firstly, the console game market has only just emerged. It is not as mature
as its counterparts in other regions. Allowing parallel importing of games only
intensifies intra-brand competition in China. There is no point in foreign investors
entering the Chinese market officially if they can still capture the same level of
revenues through imported games and consoles. Secondly, there is no other place
with such a large grey market and widespread game piracy than China. It is
impossible for this official market to survive without eliminating game piracy and the
grey market, let alone becoming mature. Thirdly, unlike other developed markets,
the console game market in China is highly regulated. Content censorship means
that some games that are marketed outside China may not be allowed to be
published in China by the government. The compulsory joint venture may also erode
both the profits of foreign investors and their interest in exploiting this market.
These differences justify segmenting the Chinese market from the global market.
In addition, there is no explicit expression regarding parallel importing in statutory
laws in China; neither has the PRC Supreme People’s Court (SPC) addressed this issue
62

See Chapter IV.
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so far. Therefore, it is legitimate and feasible for courts to decide whether or not
parallel importing and region lock is supported on a case-by-case basis.63 Some
academics in China argue that permitting parallel importation of copyright works
benefits the Chinese economy since the high tariff and low labour costs of China
would prevent copyright works from being imported from other countries and sold
in China. In their opinion, the high import tariff will increase the price of imported
goods making these unattractive to consumers compared with local counterparts.64
Likewise, the China Council for the Promotion of International Trade (CCPIT), a
central government organisation, listed three reasons for encouraging parallel
importation in China.
The CCPIT argued that parallel importation should be permitted because it would (1)
benefit the Chinese public by introducing competition; (2) prevent copyright owners’
market monopoly and monopolism of high prices; and (3) facilitate the global
trade.65 It also argued that the difficulty in controlling the parallel importation of
digital products was also a reason for permitting parallel importing.66
However, these reasons are arguably not valid in the emerging local console game
industry. In this industry, there was no competition in the official market until 2013.
All imported games and consoles were illegally smuggled in without paying tariffs.
These imported consoles and games are sold at a much lower price than local
products. The big grey market was the creation of parallel importation. Furthermore,
parallel importing of consoles or games will not facilitate competition. As mentioned,
one of main reason of encouraging parallel importing is to prevent IP owners’ market
monopoly directly conferred by IPRs. However, parallel imports will have at best a
negligible impact on competition in a market in which Microsoft and Sony are the
only operators. It is the government ban that should be blamed for this rather than a
63
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monopoly by foreign investors. Furthermore, neither will permitting parallel
importing in China facilitate the global trade. If parallel importing is permitted, the
only two things the foreign investors will compete with are their own goods that are
marked outside China and illegal copies of games. In contrast, permitting parallel
importing will devastate global business as it will ruin the official market. The
analysis in Chapter IV implies that it is possible to control the distribution channels
even if the internet has no national boundary as long as the game companies and
console firms control the distribution platforms. Hence, the abovementioned
reasons that justify permitting parallel imports into China are not valid so far as the
local industry is concerned.
Furthermore, prohibiting parallel importing benefits foreign investors and the
domestic economy.67 For foreign investors, instead of seeing their profits eroded by
illegal importers and illegal copies of games, they can control the value chain more
effectively and efficiently as long as they adopt digital distribution in China. For
Chinese partners, they will benefit from the joint-venture not only by sharing a slice
of their incomes but also by learning the ways of doing business in this emerging
industry from their partners. The latter would be important to the growth of the
local home console game companies in the long run. The government will also
benefit from prohibiting parallel importing. In the past, it has been difficult for the
PRC government to regulate this grey market because imported games were
classified as illegal publications which are arguably not protected under IP laws. The
lifting of the ban and other relevant reforms has legitimised their existence. If an
official market is established, the government can evaluate this market more
precisely and make relevant policies more efficiently and effectively in ways that will
benefit the national economy. The government in turn will benefit from controlling
taxes and tariffs on these goods by regulating the official market. Therefore, parallel
importing of consoles and games must be prohibited. The following paragraphs will
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show the possible ways of changing copyright and trademarks law and practice to so
as to prevent parallel importing in China.
As already stated, courts in China are free to decide whether or not parallel
importing is permitted in each individual case by balancing the first-sale doctrine and
IP owners’ distribution right.
5.1 Copyright and Parallel Importation
Courts in China have already applied the first-sale doctrine in their decisions. In
Xunlei v Beijing HuaLu Beifang Dian Zi Ltd, Xunlei accused the defendant of copyright
infringement by providing links to other third-party websites on which a movie was
available. The First Beijing Intermediate People’s Court held that there was no
infringement because Xunlei’s right of dissemination was exhausted by the fact that
third-party websites had obtained licenses for the movie.68 This principle was also
used by defendants against claimants’ claims in many other copyright cases and they
were supported by the courts.69 Although there is no published case regarding
application of the exhaustion doctrine on imported copyright goods, there is no
explicit or implicit rule against a court using its discretion to apply this principle in
the scenario of parallel importing of games. In theory, courts can apply first-sale
doctrine in cases involving the importation of copyright goods.
Although it is impossible to gain access to license agreements between foreign
investors and their Chinese partners, some court decisions show that the local
partners of foreign investors can enforce IPRs on behalf of the latter in China.70 As
seen above, importing games and consoles conflicts with the common interests of
68
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the government, foreign investors and local partners. They will, therefore, actively
enforce their rights to prevent parallel importing.
As such, importing these games and consoles without the authorisation of rightholders may amount to infringing copyright holders’ right of distribution in China.
This is consistent with the fact that the console firms removed region locks from
consoles sold in other places besides China. Console firms and game companies can
prevent parallel importing of consoles and games that are sold outside China on the
ground of copyright infringement.
5.2 Trademarks and Parallel Importation
In addition to copyright, trademarks can be used by right holders to prevent both
consoles and games from being imported into China. Although the PRC Trademark
Law does not address parallel importing explicitly, Article 57 of the PRC Trademark
Law was used by the court in recent cases regarding parallel imports.71 In Michelin v
TAN Guoqiang and OU Can, the defendants sold imported Japanese-made tyres
without Michelin (CN)’s authorisation.72 These tyres were made for sale in the
Brazilian market, and thus did not obtain a Chinese Compulsory Product Certification
(3C Certificate).73 The court ruled in favour of the plaintiff under Article 57 of the PRC
Trademark Law. Article 57(2) lists one type of act that amounts to trademark
infringement. It states that the ‘sale of any goods that have infringed the exclusive
right to use any registered trademark’ amounts to trademark infringement.74 The
decision demonstrated the way a court can interpret this provision in the context of
parallel importation. In this case, the court argued that imported tyres were
manufactured in compliance with the relevant speed requirement, and geographical
and climatic features of the Brazilian market instead of the Chinese market, which
may raise quality and safety issues if they were used by customers in China. The
court further argued that the 3C Certificate on Michelin tyres sold in the Chinese
71
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market indicated that they were manufactured according to Chinese government
requirements and thus free of quality and safety problems. Customers could,
therefore, attribute traffic accidents or any other civil dispute to Michelin, which
would result in damage to Michelin’s reputation. This decision implies that a
trademark’s quality guarantee function and the function signifying reputation are
also protected under the PRC Trademark Law. This decision was then cited by
Michelin (CN) in other cases regarding imported Michelin tyres.75 In all these cases,
Jiangxi Province Jiu Jiang City Intermediate People’s Court held in favour of Michelin
by interpreting Article 57 in the same way as the court in Michelin v TAN Guoqiang
and OU Can.76
The essential rationale applied by these courts in the above-mentioned cases is
similar to the CJEU’s ‘BMS Five Conditions’ and the US courts’ ‘Materially Different’
approach, both of which are adopted to deal with cases involving first-sale
doctrine.77 They all focus on the quality control function of a trademark and the
potential influence of inconsistent quality of marked products on trademark owners’
goodwill and reputation.78
Consoles released in China are materially different from the consoles marketed in
the rest of the world. They are manufactured specifically according to Chinese
regulations. For instance, Xbox One and PS4 sold in China are equipped with region
locks. Chinese console users are therefore locked into the Chinese online store. Apps
for the Chinese official consoles are significantly different from those sold overseas
due to administrative regulations. Games for Chinese version consoles must pass
content censorship to make sure there are no negative factors that may harm the
mental health of young people or are otherwise contrary to social morality. The
concept of ‘family-friendly’ is highlighted both by Microsoft and Sony when they
75
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target the Chinese market. In contrast, the ‘grey’ nature of the market for imported
consoles and games has meant that imported games have bypassed official scrutiny.
The reputation in China of the major console firms, such as Microsoft and Sony, is
coloured by the consumer experience of imported products. The image that
consumers have of these brands then does not necessarily accord with the new
‘official’ image that Microsoft and Sony have adopted in order to lawfully sell in the
Chinese market. Foreign investors entered the Chinese market to achieve much
more than merely attract existing users who played imported console games to an
official market. They aimed at a much bigger market. In addition, they aimed to
create new customers for their products: a potentially much larger market. The
brand image is important given that consoles and console games have been
described as devils in the past fourteen years in China. Before there is a uniform
game content rating system like PEGI (Europe) and ESRB (the United States),79
imported games containing violent or pornographic content may damage the brand
association that console firms and game companies desire to build in China. As has
been shown before, players of online games in China are the target group of console
firms and game companies. According to a survey, more than a third of PC online
gamers have incomes below £50 a month.80 The same survey also shows that 72.5%
of players of PC online games are below 29 years old. Consider the fact that PC
online games require players to spend a large amount of time online, it is plausible
to infer that young people are the biggest group playing online games in China.
Therefore, it is extremely important for console firms and game companies to give
parents, who pay for consoles and games, a good impression in order to attract
potential customers. The long period of propaganda against console and console
games as harmful to children’s growth has left a bad impression on parents. Console
firms and game companies have to change this view among the general public in
China. Hence, it is extremely important for console firms and game companies to
control the quality and distribution channels of consoles and games in China.
79
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Accordingly, Article 57 of the PRC Trademark Law can be a ground on which console
firms and game companies rely to prevent third parties from importing both
consoles and console games.
6. Copyright, Trademarks and the Relationships between Foreign Investors and
Local Parties
In addition to importers and game hackers, translation groups played an active role
in the era before the ban was lifted in China. Unlike the other parties which must be
dispensed with, it was the only party in China that contributed its own intellectual
creation when the ban was in place. Although their acts were illegal, the positive
effects of their efforts need to be recognised and indeed harnessed by foreign
investors to improve competitive capabilities.
6.1 Local Translation Groups – Transition
Language is an obstacle faced by Chinese players who are eager to play imported
games. Even when an imported game is cracked, players still find it difficult to play it
because most of them do not know the language used in the game. In the past, one
important reason for widespread illegal copies of video games in China was that
these copies were translated by local translation groups. The majority of translation
teams work voluntarily.81 Many members of translation groups are students who
treat translation as an opportunity to explore their interests and improve their
language skills. Others have professional jobs in order to maintain themselves or
make some money by selling advertising space. However, this does not mean that
they can rely on game translation as a business. There are two reasons for this. First,
people who have become used to playing illegal copies for free are not willing to pay
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for translation fees.82 Secondly, the act of translating a game is illegal which means
translation groups have no legal basis on which to claim compensation for their work.
According to the PRC Copyright Law, if a person wants to translate a work into
another language, he/she must obtain the right holder’s consent.83 Translating a
game without this thus infringes copyright.
Game translation is time-consuming and requires technical support. Therefore, it
may be a better idea for foreign game companies to attract these groups to work for
them. As Valve’s Steam and Microsoft’s Xbox did with regard to consumer-created
content and independently developed games, a new business model can be created
from which both parties can benefit.84 Game companies, small and medium-sized
game companies in particular, can limit dissemination of illegal copies and sell more
authentic copies to the public by recruiting members of local translation groups.
Local translation groups can also help these companies localise their products, a
capability possessed only by large game companies. Due to their limited budget,
small and medium-sized companies in general either use machine translation or
contract out translation to third parties which may contract the task out further.
Poor translation degrades the quality of a game.85 Therefore, it is better for such
companies, i.e. those with limited budgets, to collaborate with the domestic
translation groups that already possess extensive experience in carrying out highquality translation. Such a business model also benefits local translation groups. Not
only can they obtain fair and legitimate compensation while continuing to explore
82
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the work shall vest in the adaptor, translator, annotator, or arranger, provided that the exercise of
such right shall not infringe the copyright in the original work’.), art 47 (6) (‘Using a work, without the
copyright owner's authorization, through exhibition or by means of cinematography or similar thereto,
or in ways such as adaptation, translation, or annotation, unless otherwise specified in this Law’.) .
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Prosumer is a new concept. It is constituted by two phrases ‘producer’ and ‘consumer’. Prosumers
have become a stage of value chain in PC game development. See, e.g., Sven Jockel, Andreas Will and
Florian Schwarzer, ‘Participatory Media Culture and Digital Online Distribution: reconfiguring the
value chain in the computer game industry’ (2008) 10 The International Journal on Media
Management 102-111; George Ritzer, Paul Dean, and Nathan Jurgenson, ‘The Coming of Age of the
Prosumer’ (2012) 56 American Behavioural Scientist 379-398.
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See, e.g., ‘Chinese players’ comments on Armello’ (Chinese version)
<http://steamcommunity.com/app/290340/reviews/?filterLanguage=schinese&p=1&browsefilter=to
prated> accessed 15 March 2017 (Players are unanimously pointed out they are disappointed on the
translation which the developer google translate games.).
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their interests by collaborating with game developers but they can also receive
official technical support to optimize the translation within a game. In the past,
technical support was generally provided by people who were responsible for
cracking games. There is no one better than the copyright owner of a game to
provide such support. For example, QinYu Studio, an independent translation team,
recently collaborated with Numantian Games, the developer of the game Lords of
Xulima, to release the Chinese version of the game on Valve’s Steam.86 The longstanding presence of these translation groups in China may have brought them some
degree of market influence among local game players. By introducing these groups,
foreign game companies may improve players’ awareness of their brands and
branded games, which may increase their local brand equities, thus securing
competitive advantages in the future.
6.2 Leverage of Foreign Investors
The analysis above shows that it is compulsory for foreign investors to form
partnerships with Chinese local firms in order to run console gaming businesses.
Foreign console firms are not able to fully own digital distribution platforms because
games must be operated by Chinese partners.87 Therefore, they are forced to publish
their games via local publishers even though some of them such as Blizzard and
Activision have already internalised the game publishing business in other developed
markets. This means that the capabilities of these foreign investors to appropriate
profits in China are not as strong as they are in the western markets. Under such
circumstances, foreign investors may have more leverage with Chinese partners in
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‘The way out for Translation Team: authorised Chinese version of games’ (tgbus, 19 December 2015)
<http://spec.tgbus.com/culture/5821/whisper-localization-talks/> accessed 15 March 2017.
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Computer Entertainment outside China. However, it is published by Shanghai Electronic Publishing
Company and operated by BesTv in China. NBA 2K15 is published and operated by 2K Sports outside
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terms of allocating revenues if their brands already possess a strong influence among
local game players.88
The Chinese market demonstrates the ‘mask’ function of trademarks. Foreign
investors can use their brands to offset the negative influence of administrative
regulations. Although some customers may know about the joint ventures between
console firms and Chinese companies, the details cannot be easily found in search
engines or even the government company registration system. Furthermore,
consoles are all sold under the name of the console firms. It appears that customers
directly associate these consoles with the trademark of whoever sells and distributes
them, for example, ‘Sony’, ‘PlayStation’ and ‘Microsoft’ ‘Xbox One’, instead of
relating them to ‘Shanghai Oriental Pearl Group’, ‘E-Home’ or ‘BesTV’. The same
principle applies to the sale of games as local consumers care less about the Chinese
publishers. Brands such as Microsoft or Sony shield other parties in the stream from
the local game players. Local game players will be less likely to care about the firms
who publish these games but more likely to use the brands and game titles of
console firms and developers as references. In this way, foreign investors can still
develop their own brand equity almost exclusively to increase leverage of foreign
investors against Chinese partners.
This does not mean that trademarks and copyright should be seen as a means by
which foreign investors bully Chinese firms in this industry. On the contrary, they are
used by foreign investors to offset local regulations and make sure they can capture
sufficient returns on their investments. Until now, it is only foreign investors that
have been investing in developing consoles and games in China. The contribution of
local firms to product development in this industry is insignificant compared with
foreign investors. In the short term, IPRs can be used by foreign investors to prevent
abuse of government power. When the local industry becomes mature, IPRs may
then be used to protect the interests of both foreign and local firms in the ways
shown in the previous chapters of this thesis.
7. Conclusion
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Copyright is also important. However, as showed in Chapter III and Chapter IV, copyright works
have to be known by final customers so that right holders can capture more returns from innovation.
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There are significant differences between the console game industry in China and its
counterparts in other developed markets. These differences determine that this
market must be isolated for a period in spite of the trend of globalization. Otherwise,
this emerging market will be killed off before it becomes fully established. In order to
establish this official market, the existing grey market and problem of game piracy
must be eliminated. The preceding analysis shows that it is possible for console firms
and game companies to enforce copyright to reduce the problem of game piracy.
With regard to parallel importing, both copyright and trademarks confer on console
firms or game companies the right to prevent third parties from importing consoles
and games into China. In addition, this chapter also briefly examined the relationship
between foreign investors and local firms. Copyright and trademarks are shown to
be important for both local parties and foreign investors. Foreign investors with
limited budgets can rely on local translation group to localise games and gain
competitive advantages in the future. Translation groups are the only existing party
that made an original contribution to this industry before the ban was lifted. They
can also benefit from copyright and trademarks if they start to collaborate with
foreign investors. In sum, the preceding analysis shows that even though the PRC
Copyright Law and Trademark Law are less comprehensive than their counterparts in
the developed markets, copyright and trademarks can be tailored by courts to
stimulate innovation in China by establishing the local industry.
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General Conclusion
This thesis aimed to evaluate the hypothesis that the IP laws create incentives for
firms to invest in developing and marketing new products in the home console game
industry. After conducting a series of analyses, I suggest that IPRs in general can be
used to maximise the prospective returns on the investments firms make in the
development of new products in this industry.
1. Main Contents Walkthrough
I began by accepting the fact that competition is a necessary element to encourage
any market participant to invest in developing novel products. I then made the
assumption that most participants in the home console game industry will do this
only if they believe that they can gain sufficient returns from this strategy. Given the
nature of this industry, I argued that such returns are monetary in nature. Hence,
this thesis evaluated how IP laws can contribute to the monetary incentives to
individuals so as to encourage investment.1 After identifying the key product leaders
in the industry – the console firms and game companies – I transformed the test of
the hypothesis into the original question. On the one hand, this question considers
the effects that IPRs have on the ability of console firms and game companies to
capture returns on investment in this industry. On the other hand, it also considers
the direct impact of IPRs on competition in this industry as a whole.
Section I
The first section (chapter I) examined the home console game industry in order to
enhance the understanding of both this industry and the original question I
proposed in the Introduction. Organisational economics were introduced, compared
and synthesised to analyse the competition in this industry. After using Porter’s Five
Forces and the VRIO framework to examine the market competition in this industry,
factors that affect incomes of a console firm or a game company were identified. I
identified four major factors that affect returns of a console firm or a game company
1

See, e.g., Mark Lemley, ‘The Economics of Improvement in Intellectual Property Law’ (1996) 75
Texas Law Review 993-1084, 993; Clark Wolf, ‘Patent Fairness and International Justice’ (2015) 7 (1)
The WIPO Journal 62-72.
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in this industry. They are: (1) upstream and downstream parties’ bargaining power;
(2) buyers’ arbitrage (parallel importing and second-hand game reselling); (3) game
piracy; and (4) rivalry competition. I therefore argued that a console firm or a game
company in this industry can maximise its returns by improving competitiveness,
increasing bargaining power, preventing parallel importation and second-hand game
reselling, and game piracy. The analysis in this section demonstrated the underlying
reasons for the way the original question was broken down and rephrased into the
four sub-questions. Furthermore, I also explored ways to increase the
competitiveness of both console firms and game companies in detail on the basis of
these two frameworks. It was suggested that console firms gained competitive
advantages by managing their supply chain, investing in an innovative interface
system of console platforms, and increasing first-party and second-party games.
With regard to game companies, I argued that letting game players know about their
products is a key factor, which is as paramount as other factors such as quality,
genre and selecting appropriate platforms in terms of competing for final customers
on the software market. Further analysis was conducted in section II to explore the
effects of different types of IPRs on these factors.
Section II
Bearing in mind the four sub-questions, the hypothesis was tested in this section
which includes Chapter II, Chapter III and Chapter IV. This section considered the
impact of IPRs both on competition and on individual innovators’ returns.
Due to the fact that innovation in hardware technologies moves into the upstream
industry – the semiconductor industry – the hypothesis was therefore tested
primarily in the semiconductor industry in Chapter II. Patents were found to intensify
competition in the semiconductor industry by facilitating vertical disintegration,
which lowers the entry barrier to this industry. Competition in the semiconductor
industry benefits the home console game industry by providing more options for
console firms. I also examined the inherent problems of the patent system that may
stifle competition and suggested that such problems can be reduced by both utilising
the internal mechanisms of the patent system and relying on court discretion.
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Chapter III focused on evaluating how copyright can act to maximise returns a game
company or a console firm can capture from its investment. The analysis suggested
that copyright conferred a relatively weak right to exclude on right holders in terms
of preventing competitors from cloning games. The analysis did not find that
copyright automatically gives console firms’ the market power to control game
companies. In other words, a console firm cannot enforce copyright to compel game
companies to obtain licenses from it before developing games. The analysis also
suggested that the weak right to exclude conferred by copyright on copyright
holders intensifies the competition on the software market. Game companies and
console firms have sufficient resources in the public domain to innovate and
compete with each other at another level.
Trademarks were assessed in Chapter IV. Trademarks affect both the console
hardware market and console software market. Like copyright, the analysis did not
find that trademarks confer on a console firm market power automatically which
may be used by the firm to distort competition on the software market.
Section II also showed that IP laws increase returns of both console firms and game
companies by improving their competitiveness, increasing their bargaining power
and maximising the total revenue the whole industry captures.
Intensified competition in the semiconductor industry increases the incentive of a
firm to invest in novel products so that it can gain competitive advantages over
competitors, whereas competition creates incentives for a diverse range of products
to be developed and of course also works to keep pricing in check. A console firm, as
the only party connecting suppliers and other participants in the home console game
industry, is more likely to reduce hardware costs and gain advantages in terms of
both price and power of consoles if it selects the right hardware suppliers and
products. Furthermore, as indicated in the first section, managing supply chain,
developing aspects of the interface system and increasing first-party and secondparty games are three possible ways for console firms to gain competitive
advantages. These strategies also require console firms not only to have the right
external partners but also maintain efficient communication and knowledge sharing
with these partners. The analysis showed that patents can contribute to console
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firms’ selection of partners and to gaining competitive advantages by conveying
information, improving communication efficiency and facilitating knowledge sharing
between console firms and other parties in the console hardware market.
In the software game market, game companies can gain competitive advantages by
using both trademarks and copyright. A copyright work is a basis for a game
company to gain competitive advantage and increase bargaining power. However,
the weak exclusivity conferred by copyright also implies that other measures have to
be taken by a game company or a console firm to translate a valuable game into
resources of competitive advantage. The importance of marketing and branding
were highlighted. I found that copyright can be used by right holders as a
complementary means to trademarks in implementing marketing strategies. The
unique features of games created a new industry – e-sports. I pointed out that the
most impressive characteristic of copyright is that it automatically gives a game
company control over the bottleneck of this industry as far as the businesses that are
relevant to its games. The game company may not only profit from events directly
but can also develop brand equity via using brands or trademarks in such events.
Trademarks are related to brands in Chapter IV. The exclusivity that a trademark
confers encourages the right holder to invest in building brand equity (i.e. awareness,
familiarity, association, loyalty, etc.) to increase the perceived value of the mark and
the marked products. The analysis showed that the legal protection of trademarks
consolidated the functions of brands and increased the brand equity of a game
company or console firm which in turn helps it gain competitive advantages and
leverage in this industry.
With regard to game piracy, copyright was shown to be effective in terms of
restraining diffusion of game piracy although there is a slight difference between the
EU and US in this respect. Neither copyright nor trademarks were found to be a
reliable means for a console firm or a game company to stop second-hand game
reselling. In general, IPRs do not confer on a game company or a console firm the
right to interfere in the subsequent distribution of a game after its first sale. I also
conducted a comparative study on copyright law and trademark law in the EU and
US regarding parallel importation of games, and found that they held opposite
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attitudes. After analysing the market environment in these two jurisdictions, I
argued that such differences were partly determined by the actual market
environment in these two regions. The EU union exhaustion and the US international
exhaustion doctrines each guarantees that local companies in these two regions can
capture at least similar returns from innovation. At the end of this section, I
suggested that digital distribution is a better solution than IPRs in terms of reducing
the losses of console firms and game companies caused by second-hand game
reselling and parallel importing.
To complete my evaluation of the relationship between IPRs and the owners’ ability
to maximise return on investment, I extended it from developed and saturated
markets in the US and EU to a developing market in China as businesses in this
industry have become globalised.
Section III
This section only had one chapter – Chapter V. In this chapter, I selected the Chinese
home console game market to test the hypothesis. The initial step of my analysis was
to show the difference between this emerging market and other developed markets.
After examining the local market environment, I found that this emerging market
features both a large grey market and a severe game piracy problem, which
distinguishes it from other developed markets. Accordingly, I argued that the priority
was to solve these two major problems so that an official market could be
established. After identifying copyright and trademarks as two types of IPRs that are
closely related to this market, I examined copyright law and trademark law in China
looking for ways to solve these two problems. As has been shown in chapter V,
although copyright law and trademark law in China are not as comprehensive as
their counterparts in the US and EU in terms of preventing game piracy and parallel
importing, they still can be tailored by the courts to reduce these two problems. This
result implies that IPRs can contribute to maximisation firms’ returns on investment
in a highly-regulated market.
2. Limitations and Directions for Future Research
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The following paragraphs give my concerns about the limitations of my research and
the possible ways to corroborate the conclusions I came to in this thesis.
Firstly, my study focused on the home console game industry. Whether or not its
conclusions can be generalised and to what extent they can apply to other industries
still needs further examination. I used the term ‘monetary’ to describe the incentives
provided by IPRs in this particular industry where ‘deep’ pockets and expected
financial returns play the major roles in investment decisions. However, this
approach may not fit well with some industries. For instance, monetary returns may
not be a primary incentive for university scholars to publish papers. Hence, to
examine the relationship between IPRs and innovation in such industries, the nature
of the incentives should be changed. Likewise, conclusions may vary as well. For
instance, the music industry does not rely on the semiconductor industry as much as
the home console game industry does. Patents may thus not be as important to
firms in the music industry as they are in the home console game industry. This
thesis only provides an illustration of ways to evaluate the hypothesis regarding the
relationships between IPRs and incentives to invest in innovative products in a
particular industry. Although a similar method can be adopted in another industry, a
different conclusion may be drawn at the end.
Secondly, this study does not claim to be comprehensive even though it tries to give
a more systematic and specific analysis of the effects of IPRs on the home console
game industry. As has been shown, such association varies from country to country. I
chose the US and EU market to represent developed markets because they are the
two largest markets in the world in terms of the home console game industry. China
was selected because it is the first emerging market targeted by this industry and it
may become the largest market in the future which in turn would contribute to the
further growth of this already saturated industry. Due to the unfamiliar language and
timeframe of this study, I did not consider the Japanese home console game industry,
one of the largest home console game markets in the world and neither did this
study explore other large potential markets such as India for the same reasons.
Further research that tests the hypothesis in these unaddressed markets will no
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doubt enhance our understanding of the relationship between IPRs and innovation
in this particular industry.
Last but not least, even though this thesis gives a new perspective to analyse and
observe the association between incentives to invest in the development of new
products in this industry and IPRs, only a theoretical approach was applied which has
to be corroborated by empirical work. For instance, an important avenue for future
research could be done in future to examine the hypothesis by taking the
organisation structure and performance of firms into consideration.
My analysis in this thesis only provides a starting point rather than an end to the
debate on relationships between IP laws and the incentives that they provide. What I
can hope is that this thesis sets a new template in which such relationships can be
observed and analysed in a particular industry to enhance the present general
understanding of IPRs.
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