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Chapter 3 Digital Games as Cultural Industry

Journalists have written many books on the digjgahes industry. Some of these
books focus on one company, for example, (Shef8188akura 2000; Takahashi
2002) while, as we saw in the last chapter, othevside a very broad historical
account (Herz 1997; Poole 2000; Wolf 2001; Kent2)08Ilthough useful, these texts
do not provide us with an understanding of thecstme of the industry, the
relationships between the main players and théioakhip between the games
industry and other industries. In addition, vetidiattention is given games for

emergent platforms like mobile phones, the inteamet digital television.

This chapter begins by situating digital games lmottceptually and statistically
within the wider economic and media environmentohsiders how digital games
might fit into what is commonly known within medéudies as the cultural industries
and analyses the growing economic significancéefglobal games industry as
compared with other cultural industries in majorkess. It then moves on to examine
the structure of the digital games industry anddg sub-sectors. Finally, the chapter
examines two important trends in the industry, ngmertical integration and

licensing.

This chapter adopts a theoretical perspective krasvpolitical economy, which was
introduced in the introduction. Political economifats quite fundamentally from
orthodox economic theory. While there are differtigoretical traditions within

political economy, in general it is characterisgdtb holistic approach (which sees



the economy not as separate from, but fundamernitaligd to political, social and
cultural processes) and its historical perspect@sco (1996:25) notes that a
political economy of the media studies the struetmd social relations which
constitute the production, distribution and constiarpof symbolic goods and is
particularly concerned with the extent to whichsisocial relationships may be
unequal. Garnham (2000:39) argues that politicahemy focuses on how power
operates in the capitalist system and its ‘effecthe structure and performance of the
media system and on the relation between the pesd@nd consumers of culture.’ In
this chapter a political economic perspective gliag to highlight the contested
relationship between development companies, indbpdrpublishers and hardware
manufacturers/publishers and to explore the imiteattincreasing vertical integration
and licensing is having on the ability of new entsato enter the industry and on the

diversity of games produced.

The Digital Games Industry as Cultural Industry

The term ‘cultural industry’ originated as a crdi@nd political term and was used to
highlight the industrialisation of culture in theSW in the 1940s (Adorno and
Gurevitch 1977; Adorno and Horkheimer 1979). Fasthwriters the industrialisation
of culture was the opposite of what culture wasmhéado. They believed that
culture was meant to offer a critique of everydégy/and the prevailing political and
economic system, not be a fundamental part ofier@me the concept of the
‘cultural industry’ has become pluralized and tbheus now is not so much on the fact
that industrialisation and commodification in thexiwes are a bad thing but rather on

the ways through which the capitalist system stmgst and influences the products



that get produced. Within political economy of thedia the ‘cultural industries’
signifies those institutions which are directly ahwed in the production, distribution
and circulation of meanings via symbolic forms. Wfite increasing diversity of
information industries even this definition may nbe/too imprecise. However, in
media studies, and in this book, the core cultmdulistries refer to the traditional
media industries of television, radio, books, neapsys, magazines, film and music
as well as the newer media industries of the ietesind, | would argue, digital games.
Advertising, marketing and education are also uguatluded (Garnham 2000;

Hesmondhalgh 2002).

Can the digital games industry be conceptualiseal@stural industry? Any attempt
to define the digital games industry as a culturdlistry must attend to the key
features which have traditionally been seen toattarise the cultural industries and
describe how these features operate in the dggiaes industry. From a political
economy perspective three features are especettinpnt in this context: the high
risk involved in cultural production, the high predion costs but low reproduction
costs of cultural products and the semi-public goatire of cultural products and
services (Preston 2001:231; Hesmondhalgh 2002Bt@adly speaking the cultural
industries have developed a number of strategiessfwond to these features and
when one analyses these strategies one begingita iumber of similarities between

the traditional cultural industries and the diggaimes industry.

Only a small number of cultural products make dipréhese small numbers of ‘hits’
must cover the production costs of a large numbpraducts which fail to make a

profit. The primary reason for this level of riskthat consumer tastes in cultural



commodities are driven by irrational factors likestiion and style more than need,
and are thus highly unpredictable. A related reatems from the status of cultural
products as information and has to do with the tiaat audiences need to sample an
information good before they can decide if they ttarbuy it or not. In order to cope
with these consumption uncertainties major cultaosiporations produce a large
repertoire or portfolio of products using a numbkformulae that communicate

clearly to the audience what they can expect frggroduct.

For example, in the film industry the productiorfibhs in easily identifiable genres
serves as one formula which signals to the audiesee type of pleasure they can
expect from a particular film (see Chapter Two)eTise of ‘stars’, ‘serials’ and
‘trailers’ are other strategies which attempt tduee risk and thus overcome the high
rate of failure. Similar strategies are evidenthia digital games industries. It is
estimated that only 3 percent of digital games nageofit and in an effort to
introduce some similarity and predictability to fw@duction process publishers tend
to commission games which fall into particular geneategories, as in the film
industry. Another response has been to attacleadeto a game which means that
‘intellectual properties’ from other media, or tfeal world, are used to create or ‘pre-
figure’ certain expectations in the market. We wiblore this strategy in more detail
later in this chapter. In addition, successful gaimereasingly spawn sequels, tie-ins
and merchandise. Finally, as in the film and tediew industries, the digital games
industry circulates playable demos and screensesp&cially through game
magazines and websites, in advance of a gameaseela order to communicate to

their consumers the key features of a new product.



Secondly, within the cultural industries the ralatcosts of production are very high
when compared to the relative reproduction cosisekkample, to produce a film
master and to market that film is very expensivemvbompared to the relatively
cheap costs of reproducing multiple copies of fi@t In order to recoup these
production costs cultural industries have a stioggntive to maximise their audience
and this translates today into a search for glotskets, a desire to distribute the
product across as many media as possible andre desiontrol distribution

channels. Analysis of the Hollywood film industrghlights the importance, for
example, of overseas markets to that industry he@xtent to which the film industry
depends on broadcast television, DVD and videatamtd retail for revenue (Wasko
1994; Hesmondhalgh 2002:187-189). Similarly wittligital games a PC or console
gold master can cost $3-10 million to produce d@dsame again to market. However
the reproduction costs of a game on CD are minandlthus digital game publishers
work to maximise global sales and to ‘port’ theanges from one platform to another.
Interestingly, this feature does not hold truetfa entire field of digital games as a
subscription based online game incurs ongoing pibalu costs. Nevertheless it
applies to the vast majority of games which ard sol CD or cartridge through

standard retail outlets.

Throughout the cultural industries there is a gjrtandency to integrate vertically and
horizontally in order to control costs and ensureeas to as wide a set of distribution
channels as possible. Doyle (2002:22) defines bota integration as ‘when two
firms at the same stage in the supply chain or areeengaged in the same activity
combine forces’ while vertical integration is expam ‘either forward into

succeeding stages or backward into preceding stadgles supply chain.” A third



form of expansion is diagonal integration wherefoyris diversity into new business
areas.’ In the film and broadcast industries in ynesuntries regulators have stepped
in to control the extent to which companies ardigally integrated. The trend
towards vertical, horizontal and diagonal integnatis also evident in the digital
games industry where publishers, in particular varéically integrating both
upstream with developers and downstream with Oigtion companies as well as
buying other publishers. In addition publishersiacgeasingly operating across
gaming platforms and sectors, from PC to consateraobile. Companies like
Vivendi also operate across a range of other madilanon-media sectors. Vertical
integration in particular will be examined in maletail towards the end of the

chapter.

Finally, to define a cultural product as a publond is to point to the fact that it is not
destroyed during use and can be reused by othersnaly not have to pay for it. This
is a feature of many knowledge products, as Macfl984) noted. However, it does
cause clear problems for producers in terms of they are to recoup their
investment in terms of creating the original, andtly, product. While the
dissemination and copying of a cultural product rhayalmost costless, certainly its
original production is not. This characteristic gaise to the development of
‘intellectual property rights’ and ‘copyright’” whicare monopoly rights afforded to a
producer in return for their investment and effeslty turn public goods into private
goods (Garnham, 2000:58). The traditional culturdustries developed complicated
ticketing, payment and collection systems and bégaaly on advertising revenues
to ensure production costs were covered. Whileetaeg marginal costs and increased

returns involved in sales in the digital games stdy as in the print industry, the



industry has also developed both technologicaliastitutional solutions which
attempt to ensure that the publisher and the dpeel@ceive payment for their
investment. There is a constant battle againstyi@ad hackers in the digital games
industry although recent examples whereby the socwde foHalf-Life 2(2004)

was stolen and the Xbox and the N-Gage encrypystesis were hacked illustrate

that these solutions are not entirely secure.

Estimating the economic value of the digital gamedsistry

While clearly the digital games industry displayany of the characteristics of other
cultural industries how does it compare economy@allonstructing an accurate
picture of the size of the global games industrierms of software and hardware
sales is a difficult task as estimates vary wigelg do not remain accurate for long.
Government, consultancy and press reports ustalliofgive a global perspective on
the industry and indeed often offer contradictarfprmation depending on their
particular agenda. This section explores data casioned by the publisher
associations the Entertainment Software Associd&3A) in the USA, the
Entertainment and Leisure Software Publishers Aaton (ELSPA) in the UK as

well as government reports from the UK, Japan amdtSKorea:

While there have been dramatic collapses in theatligames industry over the past
thirty years, particularly the 1983 crash in theAJStatistics over the past ten years
point to a steady growth in digital game saleshlotmonetary and unit terms, across
all platforms. The rate of overall growth acrodssattors of the industry is crucially
tied into the console lifecycle and thus just befthre launch of a new generation of

platforms, roughly every five years, the rate oéi@l growth in the industry slows as



consumers wait in anxious anticipation of the néatfprms and games. Indeed in
2000 the overall value of retail sales shrank glyghind in 2001 remained weak with
growth of only 7 percent (Deutsche Bank 2002:1)2B02 the launch of the PS2,
the GameCube and the Xbox was having an impacteralh sales and this continued
until the end of 2004 when the market slowed incgrdtion of the next generation of
consoles (DataMonitor 2002; DFC Intelligence 2004 the first quarter of 2005
console game sales in the US remained around émgdsat overall sales in the
games market in the US grew by 23 percent drivenadmgheld hardware sales

following the launch of Nintendo’s DS and Sony’sfP@IPD Group 2005).

While hardware and software are intimately tiethiis industry it is useful to just
look at software sales. A UK government report @higd in 2002 suggested that the
global ‘leisure software’ industry in 2000 was wodpproximately £13bn of which
almost £10bn was accounted for by games softwarec{8im Strategy Consultants
2002:10). Within this total the USA was the largestrket with 35 percent of total
sales, followed by Europe with 31.5 percent and thegpan with 18.5 percent. These
figures are largely corroborated by figures puldby Deutsche Bank in 2001 but
this report estimated that the USA accounted fopdi@ent of total sales followed by
Japan at 33 percent and Europe at 26 percentrd\gburce estimated that total
games software sales in 2001 were worth $17.7bnnalichted that the largest

market was the Asia Pacific market with sales 068 in 2001 (DataMonitor 2002).

A more recent report estimate that the global gandhsstry was worth $27 billion in
2002 of which two thirds was accounted for by saftsv It expected the industry to
decline somewhat in 2005 and then to accelerateath $30 billion by 2010 (Forfas

2004:2). Another report estimated the industryganorth $21 billion in 2003,



although it is not clear is this figure includesdware or not (OECD 2004). A third
source estimated that the global interactive saftwaarket was worth $18.2 billion in
2003 (Screen Digest 2004). The last three refesedi@y upon consultancy reports to
which this author did not have full access andh&y are used with caution. It is not
clear for example to what extent wireless/mobilsngs are included or revenues for
Asian markets. For industrial strategists, poligkers and academics the lack of
independent and affordable data on the digital gamdustry makes strategic
planning and rigorous analysis with other indussextors difficult.

Table 3-1 Value of Global Softwar e and Hardwar e Sales.
(Billions of $)

Software Hardware, Sour ces
sales softwar e and
peripherals

2002 18 billion 27 billion Forfas 2004 report which
draws on data from a variety
of consultancy reports.

2003 21 billion OECD 2004 report which
draws upon a variety of
sources.

2003 18.2 billion Screen Digest report.
Introduction available on the
web. Figure refers to
interactive leisure software
which is broader than games

So how big is an industry, which generates arout@litsllion annually in software
sales? These figures become more meaningful whezompare them to sales figures
for other cultural industries. Unfortunately, théseno source which collates this data
on a global scale but figures for the USA from aets of trade associations provide
an interesting basis for comparison. The Entertamn$oftware Association in the
US and the National Purchase Diary (NPD) Groumrescltancy based in New York,

estimates that total sales of video and computeregsoftware in 2004 generated $7.3



billion and when hardware and accessories are athgetdtal comes in at just under
$10 billion. By comparison, domestic box office2@04 in the USA generated $9.5
billion (MPAA 2004). Interestingly, while growth itihe digital games industry has
been fairly steady over the past five years, gramtdS box office and the domestic
recorded music sales has been almost nil and degliaspectively since 2001 as new
formats emerge (ESA 2004; OECD 2004). Meanwhilewjnan DVD sales has been
accelerating and one source estimated that US omrsuspent $15.5 billion on

DVDs and a further $5.7 billion on renting DVDs (BE2004). This figure does not

include sales of DVD players.

Figure 3-1 Sales of US Entertainment Media, 2004
(billions of $)

$ billions

games software
total game sales

Box office

DVD sales

Sources: Entertainment Software Association, Nati®urchase Diary, Motion
Picture Association of America, Digital Entertainm&roup. Accessed May 2005.

The figure for ‘total game sales’ is often usedutiggest that the digital games

industry earns more revenue than the film indusirgeed the claim is made so often



in the popular press and game magazines that iaxd@scloser investigation. What
these comparisons usually fail to point out is ttedal game sales’ includes sales of
game hardware, accessories and leisure softwareh véha very broad category of
products. When we compare game software salesowlyntent only sales in other
sectors we get a more accurate picture. In additi@mse comparisons often fail to
explain that cinema receipts or box office formyoalsmall percentage of the total
revenues made by a film. Indeed box office recesptyg account for 25 percent of the
total revenue of a film and typically video and D\#Bles/rentals, network and cable
TV and pay-per-view are all important additionalisies of revenue (Deutsche Bank

2002:29).

While these sales figures provide one means of eoimpthe economic value of
digital games to other cultural industries, anotlay is to consider how digital
games compare to other media in terms of monthhgwmer expenditure. The
MPAA in the USA found that in 2001 consumers speaost on television, with home
video and books coming in second and third. Ganmess Wcluded in a category with
interactive television and cinema box office anthedourth? By comparison a
survey of monthly expenditure by 1,000 people paein 2002 on leisure activities
found that people spent most on mobile phone fedswed by Internet connection
fees and then videogame software. Fees for mobdegand internet of course
would include payment for accessing online game®kB, magazines and comics
came a close fourth (CESA 2002). Interestingly sipger capita was greatest for
DVDs, followed by mobile phone connection fees aidogame software. This

reflects the slightly higher prices spent by lowmambers of people on these media.



Figure 3-2 Average Monthly Expenditure on Leisure Activities, Japan, 2002
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The various figures and tables in this section l@esided us with a lot of data. To
summarise briefly it would appear that while thgit@l games industry is growing in
economic terms it is still not as large in totalwaterms as some other cultural
industries and total sales are vulnerable to chremgkardware particularly in the
console and handheld sub-sectors. Growth in thesinglis nevertheless steady (4-8
percent per annum) and while this is impressivepamed with cinema box office
receipts in the US since 2001, it should also basue=d against the growth of new
emerging media formats to give perspective. Findilg amount spent by people per
month on digital games is dwarfed by what they dpmmtelevision, home video and

books in the USA and by the mobile phone and thermiet in Japan.



The Structure of the Games I ndustry

Different Market Segments

Total sales figures tend to hide very interestipigainics in different sub-sectors of
segments of the digital games industry. William30@2) divides the games industry
into three market segments according to the maidwere platforms: consoles,
handhelds and personal computer (PC) and arguesabla have their own
underlying dynamics. Such a segmentation is applidély in industry reports and in
terms of sales, console games currently dwarf gaolesfor other platforms and
constitute anywhere from 57 to 78 percent of tglabal software sales (DataMonitor
2002; Deutsche Bank 2002; Spectrum Strategy CardslR002). At present the
main consoles are Sony’s PlayStation 2 (PS2), Mafits Xbox and Nintendo’s
Gamecube (GC). Some reports group games for hatglbeth as the GameBoy

Advance (GBA), with the other console platforms.

Figure 3-3 Global Software Sales by Platform, 2001
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Source: Deutsche Bank (2002)



Interestingly, not all markets demonstrate the saffieity with console games.

While console games dominate in Japan, with al@égtercent of total sales, this
falls to 80 percent in the USA and 55 percent inojga (Spectrum Strategy
Consultants 2002:10; ESA 2003). Europe is by fardingest market for sales of PC
games, at 47 percent, followed by the USA at 38qdr(Spectrum 2002:11). Sales of
games on other platforms form only a small propordf total revenues currently.
However, the Spectrum report estimates that thelengames market in Europe, the
USA and Japan was worth £73m in 2001, with Japasttating over 50 percent of
this total (2002:15). They predicted that the melgdhmes market would double in
value to 2005 and that the online games marketavgrdw from £0.5bn in 2001 to
£0.89bn in 2005. Other sources claim that onlimaigg will increase dramatically as
broadband becomes more widely available, and poitite growth of online games in
South Korea where broadband penetration is vetty &gl online games constitute
over 60 percent of the total domestic game matk&yl 2004). It is anticipated that

the next generation of consoles from late 2005 alflincorporate online capabilities.

In what remains of this section we will develogightly different market
segmentation of the digital games industry. Thggrsentation takes games
themselves, or what we might call the software etspithe industry, rather than
hardware as its starting point. Table 3-2 diffeiget between four game segments:
console games, standard PC games, massively ny#ipbnline games (MMOGS)
and mini game$8.There are two reasons why this segmentation megwese. Firstly,
while sales of console, handheld and PC gamehanmost significant in terms of
sales at the moment (see Figure 3-2) it is clestrdther segments are emerging

which offer alternative business models, new tygfagames and are attracting new



types of gamers. Many industry reports offer ordgrg attention to these segments.
Secondly, a hardware based segmentation is uresatsy given the tendency for
hybrid and new platforms to emerge at relativefyutar intervals. The development
of MMOGs, for example, currently combines onlin@ahilities with PC platforms to
produce a new market segment with unique charatit=riwhich are different from
other types of multiplayer online PC and consomegs Mini games like PC web
downloadable games and puzzle/card games are tynpéayed on personal
computers, mobile phones, digital televisions aaddhelds. The development of
systems like Infinium’s Phantom, which will be aldeplay a variety of game types,

suggests that platform based segmentations mayrgecdundant.

Table 3-2 gives examples of games in these fouk@haegments and further outlines

how the segments differ along the following fouomeemic and industrial dimensions:
1. Market concentration — monopoly, oligopoly onmrerous companies2. The
revenue model - shop sales, online sales, subisecrjgay per play, free,
advertising.

3. Degree of openness in hardware system — opeedmilosed.

4. Characteristics of the software production psscecost, length, team size



Table 3-2 Key Segments of the Digital Games I ndustry

Segment 1 Examples of | Market Revenue M odel Openness of | Software Production Process
Console Platforms and | Concentration Hardwar e System
Games games
1A Console/ Video Hardware Hardware developed as a loss leader and| Closed. Games expensive to develop, little
oligopoly money made on sales of software. follow-up service costs.
Final Fantasy on Proprietary and non-
PS2, Games sold on CD through shops. Premidirmteroperable Average length of dev. 18 months.
Halo on the Xbox, | Sony, Microsoft, | retail price. hardware systems.
Donkey Kong on | Nintendo Average team size 12-40
the Gamecube Many games now adding online and
multiplayer functionality.
1B Handheld Until recently a | Hardware developed as a loss leader and| Closed. Games expensive to develop, little
Nintendo money made by on sales of software. follow-up service costs.
Pokemon on GBC, Hardware Proprietary and non-
GBA, GBASP. Monopoly Games sold on cartridges through shops. | interoperable Average length of dev. 9 months.
Also Gamepark, N- Premium retail price. hardware systems
Gage and Zodiac. New entrants Average team size 12-20
Sony’s PSP Nokia, Tapwave | Newer handhelds include multiplayer
Nintendo’s DS and Sony. functionality.
Segment 2 Examples of | Market Revenue M odel Openness of | Software Production Process
Stnd PC Platforms and | Concentration Hardwar e System
Games games
2A Harry Potter and Numerous Games sold on CD through shops. Common standards, | Games less expensive to develop thg
the Philosopher’s non-proprietary console & handheld.
Stone, Quake Many games now adding online technology.
Black and White, functionality and downloadable elements. Average length of dev. 15 months.
Diabhlo I & Cheaper retail price than segment 1 Average team size 12-15
battle.net
Segment 3 Examples of M ar ket Revenue M odel Openness of | Software Production Process
Massively Platforms and Concentration Har dwar e System
M ultiplayer games
Online
Games
World of Warcraft| Oligopoly Games sold on CD through shops but Common standardg, Very expensive to develop an
Blizzard/Vivendi EA, Sony, played online. non-proprietary significant ongoing cosf.
Lineage Il, NCSoft | Microsoft, technology.

NCSoft, Vivendi

Consumers pay monthly subscription fee

>

o



and online service charges to a telecoms

Developed mainly for

all

operator. PC

Segment 4 Examples of | Market Revenue M odel Openness of | Software Production Process

Mini/ Platforms and | Concentration Hardwar e System

Games games

4A Numerous Advertising used to support free games | Common standards, | Inexpensive to develop and sm
players distributed via portals on the internet. non-proprietary teams.
including the technology.
major players in| Also pay per play and monthly subscriptions
other segments

4B Mobile Numerous Games sold online and pay per download| A number of | Inexpensive to develop and small
players. model competing teams.

Snake, Frogger, DoCoMo in proprietary

Japan, Sprint in Revenue divided between developer and | technologies Average length of production 6 weeks
the US, also|l operator. 3 months.
Sega and Sony.

4C Digital Television | Numerous Games channels offered as part of a digitalA number of| Inexpensive to develop and small
players subscription package. competing platformg teams.

PlayJam in the UK
and CableVision in

the USA.

Advertising an important revenue source 4

and input devices
1S

is SMS and telephone calls.




Segment one includes games developed for both e&hdhd console platforms and
is clearly the most significant in terms of markkare at the moment (see Figure 3-3).
These two platforms are combined into one segmerduse of their similarities
across the different criteria in all but their stge device. This segment is often
described as an oligopoly with three platform depels involved in both hardware
and software production: Nintendo, Sony and Micfpsdongside a relatively small
number of independent publish&tdhile Nintendo have held a dominant position in
the handheld market for a number of years there baen a number of new entrants
recently and Sony launched a competing platfore R8P, in 2005. While one might
describe the segment as an oligopoly there is gttompetition between the major
players in this segment and previously dominanketgrlayers like Atari and Sega
have found that having market share is no guardahtgene can keep it (Gallagher

and Park 2002; Williams 2002).

Segment one is marked by the fact that console ganmeeplayed on a small number
of proprietary, closed and non-compatible techniclgystems which are upgraded
every four/five years. Hardware lifecycles are aua characteristic of this segment
whereby every four to five years the major platferane upgraded and often changed
so fundamentally that they impose not only an esdst on the consumer but also a
steep learning curve on developers who must stioiy@oduce games which harness
the particular technological strengths offered.l&gler and Park (2002) identified six
distinct generations of console platforms betwe&r6land 2002. In each generation
particular hardware systems usually offer littlehaard compatibility. In this regard

Sony’s PlayStation 2 broke with tradition.



The oligopolistic nature of this segment combineth\the closed technological
systems has a strong structuring effect on theveodt production process and means
that the major platform developers erect a numbeagiers in order to protect their
market share and prevent the entry of competifdras while games can be ‘ported’,
from one platform to another the main platform depers go to great lengths to
control the flow and quality of content onto theyistem and to ensure that non-

licensed software from non-accredited developelisnet work on their platforms.

Nintendo, for example, is well known for introdugiboth a hardware solution, the
‘lock-out’ chip, and an economic/management solytlugh and strictly controlled
licensing fees, to control the production of coesgdmes for its platforms. Indeed,
across all the platforms in this segment publisderselopers must pay a license fee
on every game sold to the platform developer, wiiadstimated to add $7 to $10 to
the total cost of a console and handheld gamerirescases they must also pay the
platform developer to manufacture the softwareaddition, all the platform
developers impose stringent quality control, kn@snTechnical Certification
Requirements (TCRs), on publishers/developers befay will allow a title to be
released on their platform and sometimes theywalht exclusive rights to a title so
that it will only be available on their platformh&se extra fees and barriers help to
offset the hardware production and marketing ciostsrred by the platform

producers and help to keep the price per unit o game high.

The core business strategy adopted by the plathoamufacturers in the console

segment are to sell their hardware as a ‘loss teaderder to build market share and



to rely on the sales of software to make theiripg@Alvisi, Narduzzo et al. 2003).
This pricing strategy is similar to that adoptednbgnufacturers of razors, who sell
their razors at a loss but make their money bacdersale of razor blades. If the
platform developer succeeds in building a largéaltedd base then they can make
generous profits on their software and in turn cedilne cost to the consumer of their
hardware which should in turn spur sales of softw#&he relationship between
hardware and software in all segments of the digaanes industry can be defined as
‘complementary’, but in segment one of the indugitieydevelopment of competing
proprietary technology systems means that in dalbuild market share each system
must exploit these complementarities and creatéchimg costs’ to stop people
buying alternative systems and products. Thus whdeket share is dependent upon
the sale of consoles, consoles sales are diregtlfed to the number of high quality

titles available for the console.

Console games are sold at a premium price thropgtiaist and non-specialist shops
and are generally distributed as CDs, DVDs or chy#ts and packaged in boxes or
jewel cases. While retailers currently constituteraportant stage in the value chain
(see Chapter Four) an interesting developmeneigtbwth of console games with
online functionality which may overtime reduce to&e of the retailer in the value
chain. To date both Sony and Microsoft have laudctetworks to support online
multiplayer play - PS2 Network Gaming and Xbox Livallowing users to play
against other players online and to download aulthii game content. The continued
development of online functionality may ultimaté®ad to more downloads and less
high street retail, although a key barrier to thisnany markets is the lack of

broadband availability.



Segment Two includes most PC games but not MMOtGeomtrast to segment one
this segment has a much smaller market sharecplarly in Japan and the USA.
While this might prove a disincentive for some depers, for others, the smaller
market share is outweighed by the cheaper developoosts given that PCs/Macs
are based on common standards and open architediuigddition, developers do not
have to pay a license fee or royalties to the ptatfmanufacturer. These facts are
reflected in a cheaper retail price than for a olmgame. The downside of this
openness is that there is greater competition.iadiib (2002) notes that there were
4,704 PC titles available in 1998 compared to 44He Nintendo 64 and 399 for the
PlayStation. PC games are generally sold as bokedtiirough specialist and non-
specialist retail outlets although many compangésase upgrades and patches, i.e.

software that fixes bugs, online.

Despite the fact that console and PC games hawebleein developing online
elements MMOGs are marked by specificities whidune classification as a
separate segment; not least the fact that thegeasstent games with ongoing
production and customer service costs. It is diffito estimate market share as
general industry reports do not separate out MM®@=n standard PC games; but
many reports would recognise the potential of sleigment, particularly when one
examines how things have developed in the Koreaketiaone of the most highly
developed broadband networks in the world. At #raestime it is important to
remember that console gaming was banned in Korélarelatively recently and as
such online PC gaming developed in a rather pretdectarket. Other countries are

unlikely to follow the same pattern.



Segment Three can also be described as an oligap@ysmall number of large
companies like NCSoft, Vivendi Universal and Sony iavolved in the development,
publishing and distribution of the most succes@fukubscription terms) MMOGs
includingLineage Il (2004), World of Warcraft (2004) and &lirantasy Xl Online
(2002)(Woodcock 2005However, the main platforms are currently opeatfptm, as
in segment two, and mainly based on PC and Inteoratmon standards. Developing
a persistent world requires significant investmasttonly in initial development but
also in ongoing costs including maintenance, expassand community support.
Kline et al (2003:161) note thakitima Online(1997)took 2 years to develop, was
beta tested with 25,000 players, and support steff one million dollars annually.
Industry interviews have suggested initial develeptitosts of approximately €15
million. Despite a number of high profile game oalfations last year the sector is
still growing and attracting significant venturgp@al investment (Shamoon 2005).
This may have something to do with the fact thalevmost MMOGs are sold on
CDs through shops the consumer must also pay ahilgantbscription fee of up to

$15 and ongoing telecommunications charges togiersihe world.

The final segment, segment four, covers the dewvedop of mini games for platforms
such as digital television, mobile phones, PDAs thiedinternet. Again overall market
share and value are difficult to estimate but @ame&SA report estimated that while
less than 10 percent of games played online wergJ@8| just over 13 percent were
browser-based mini games and almost 55 percentpuade/card based games (ESA
2004). This segment is embryonic but in generaeheracterised by shorter

development cycles and lower production costs tharother segments. There are



numerous players in this segment and a mixturgpeh@nd proprietary technologies.
Competition is fierce, margins are low and techinitiroperability problems

abound.

In segment four there are a number of revenue madeluding: pay per download,
pay-per-play and advertising. For example, mosttah operators offer users access
to mobile games on a pay-per-play or pay-per-doadloasis. In most cases
developers are not paid a cash advance and redysbare of the revenues generated
by the game; a share which varies from operatoptator and territory to territory.

In Japan the i-Mode model adopted by NTT’s DoCobkigenerous and content
developers may receive up to 90 percent of revennéaurope the revenue share
obtained by developers varies widely from a lov20fpercent to 50 percent. In the
USA the rate is closer to 80 percent (TerKeurst30hterestingly, some mobile
developers have indicated in interviews that asiladtandsets improve mobile

games may start to be sold through specialist anespecialist shops.

Mini games are also available via the Internet @igdal television. Often these
games are provided free on game portals and thieses supported by advertising

or people are charged not to play but actuallypioad their score onto a leader
board. Another development is advergaming whichesdevelopment of free games
which are paid for in advance by a client in ordeadvertise a particular brand, for
examplethe Nokia Game (1999\dvergaming as a concept is sometimes used to
describe the development of product placementiinegaas the use of Red Bull power
ups inWorms 30(2003)andJudge Dredd:Dredd Vs DeafB003)demonstrates

(Edge 2004).



It is clear from this analysis that the console #r@lPC segment operate according to
what Bernard Miége (1989) called the ‘editorial mbaf production whereby the
publisher finances creative development largelgugh direct sale to the consumer
and the main problems are managing creative peetama the uncertainty of
demand. Interestingly, segment three appears tlebeloping a mixed editorial and
flow model whereby initially there is a need tol ebduct direct to the consumer but
in addition there is a need to supply an ongoimgpstt and content service to

consumers and quality and speed of distributideis

- INSERT BREAK OUT BOX HERE -

Case Study: Microsoft.

While the four game segments identified above dperecording to quite different dynamics
some companies operate in more than one segmdre ofarket. Microsoft, for example,

currently has a presence in all four of the segment

When Microsoft entered the games industry it dgyedband published standard PC games
(Segment two) and one of its biggest hits in théskat wad-light Simulatorlaunched in
1983. With the launch of the Xbox in 2001 Microswmibved into both hardware
manufacturing and into the console segment of theket (Segment one). The company
moved to exploit online play in 2002 with the labraf Xbox Live which allows players of
console games to access a closed subscription-basgade which enables multiplay over

broadband networks.



Microsoft also publishes the MMOGsheron’s Calldeveloped by Turbine Entertainment
Software Corporation from Boston. In addition, dmnpany has ongoing interests in
interactive television/WebTV and distributes freebigames oifhe Zoneon their online

service, MSN.

Microsoft's move into different market segments barseen as an attempt to broaden the
company’s portfolio of software products in ordeoffset market risk and overcome
uncertainty over future business models and deglipktforms. The company’s move
upstream into hardware and downstream into onlisteilsution signals the company’s desire
to control distribution direct to the home and hakenge the market share of Sony and

Nintendo.

Further sources of information: (Takahashi 200&yw.xbox.com

http://www.xboxlivecommunity.com/

http://www.microsoft.com/games/adhttp://zone.msn.com/en/root/default.htm

- END BREAK OUT BOX HERE -
The Production Cycle
One can also analyse the digital games industigrins of the actors and their role at
different stages of the production cycle. The &teges in the production of games
software are design, pre-production, productiomlishing, distribution and retail.
Although these stages vary in duration and typenfnearket segment to market
segment the procedure is largely similar. Variatioes occur in the MMOG segment
where there is a requirement for ongoing commusugyport and content

development following retail.

The Spectrum report (2002:9) likens the productigeie in the games industry to the

film, music and book industries. In all these inies a publisher provides an



advance to a creative artist and on completioh®ftork, takes on the role of
marketing and distributing it. Once costs have breenuped the artist receives a
percentage of royalties. A similar process takeslin the console and PC segments
of the digital games industry although ‘the artistio develops the game is usually a
team of people. Further, ‘the artistic’ or prodoatistage is increasingly integrated
into the publishing stage in the games industrygarde ideas today are just as likely
to originate from the publisher as elsewhere, céifig what Williams (1981:52) has
called the ‘corporate professional’ structure dfumal production. Thus while in the
book and music industries the creative stage resriargely independent from the
publishing and distribution stages, increasinglthia digital games industry design
and production is conducted by salaried staff witiblishing companies — and, as
we shall see, in the major global companies tist firree functions of the production

cycle are increasingly vertically integrated andtcolled by one company.

There are three types of development company:dagly developers or internal
teams which are fully integrated into a publishaognpany; second party developers
who are contracted to create games from conceptdated by a publisher; and third
party developers, or independent development hauseslevelop their own projects
and try to sell them to a publisher. The exterfiref, second or third party
development varies from country to country but saerce suggests that today close
to two thirds of game production is done by firatty developers (Williams 2002:47).
In other words, a majority of games are developetebms working within, or owned

by, a publisher.



Publishers regularly get a bad press in the inguside magazines and websites.
Horror stories of projects being canned for noipaldr reason and royalties being
withheld do nothing to dispel such beli&fsHowever, interviews with people in the
industry provide an equal number of stories of ttgu@ent companies who lack
adequate management structures and cannot comerae on time or within
budget. Certainly publishers are the bankers of#rees industry and since they
incur all the risk and uncertainties involved irtlsan investment they adopt an
aggressive and tough approach to negotiations waftth, nanagement of, developers,
particularly start-up third party developers. A¢ ttame time it is often rarely
understood by start-up developers that publishard portfolios of projects across the
different genre categories and if their portfolfagames in production has enough
FPS games then no new project in this genre wilfgeded, no matter how good the
idea. Further, once a project is funded most phbéisplay a role in the overall
management of the production process because thsyla able to schedule the

game into their localisation, testing, manufactgramd marketing pipeline.

During the 1990s, Cornford et al. (2000) found thatglobal publishing industry
consolidated around ‘a core of between 10 and 30rmpablishers’ including well
known companies like Electronic Arts, Nintendo, Sibit, Infogrames/Atari and
Take2. At the same time fears that the industryldvoansolidate even more have not
been realised and the new trend is towards verhtagration with developers rather
than merging and acquiring other publishers (DR€lligence 2004). Terkeurst notes
that the top publishers now run ‘round-the clodymnd-the-globe production’ with
development teams recruited or established inréiffielocations based on labour

costs, specialist skills (for example, racing am$bF; and localisation/marketing



needs. Many publishers also own their own distitsuthannels, almost 80 percent
according to one estimate (Deutsche Bank 2002a2@) so this stage in the cycle is

often fully controlled by the publisher.

The retalil stage of the production cycle is more arore the preserve of large
supermarkets and specialist chains, particularthenUSA where Wal-Mart and Best
Buy dominate. In Europe independent retailers sbitistitute a significant part of the
retail sector. As the main access point to conssimegailers can significantly
influence the success of a game through their @lioe of shelf space and in-store
marketing. As supermarkets and specialist chaiow gn size they acquire more
power to negotiate discounts on wholesale prodardisreturns to publishers.
Retailers often charge publishers market develophueials (MDF) to cover the cost
of posters, end-of-aisle space and other servidesy may also force the publisher to
bear some of the discounting costs associatedgaitiies which do not sell well
(Williams 2002). One source estimates that rem#éarn a gross margin of 35-40
percent on a full price product (Deutsche Bank 20@hile variations on this

production cycle exist, the majority of games follthese production stages.

The production cycle can also be conceptualisedvadue chain whereby at each
stage of the production cycle companies add valdld core product and contribute
to the final price paid by the consumer. Figure @itlines the different players in the
production cycle and estimates, in the column eidpht, how much each player in

the console value chain adds to the total costImpa@m consumer for a game.



Figure 3-4 The Digital Game Value Chain
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Source: Deutsche Bank (2002:18)

Key Trendsin the Digital Games Industry

Different industry reports tend to highlight diféet trends in the digital games
industry. The Spectrum report (2002) notes thatlpetion costs are rapidly

increasing and that there are an increasing nupfiy@atforms. The Deutsche Bank
report (2002) also singles out the rising productod marketing costs as a
significant trend, but they also highlight the ftwat publishers are consolidating and
that digital games are increasingly being sold twy-specialist retailers. They foresee
that next generation ‘convergence’ consoles witvte multiple entertainment
options. More recent reports again point to indreasonsolidation in the industry but
also the growth of middleware and the growing nundféicensed games and sequels

in the top ten best selling games (Forfas 2004thdénspace that remains this chapter



will briefly analyse the trend towards consolidatiénd licensing in the games
industry and trace these trends back to a keyreatuthe cultural industries, the high
risk of failure involved in the production of a twral product whose success depends

on highly volatile factors like fashion and indiva taste.

Consolidation: vertical, horizontal and diagonategration

While early histories describe the games industrg eottage industry with
individuals able to programme a game in a mattevedks the reality of the industry
today is far from this. In the console and MMOGmegts we noted that oligopolies
have emerged whereby a small number of very langgpanies dominate the market.
While it is true to say that there is fierce conipmt between the main players
(Gallagher and Park 2002; Williams 2002) in therent console lifecycle Sony’s
installed base of PS2s at over 100 million dwarifstéhdo’s 8 million and

Microsoft’s 6 million. This generation of consolesght be called the ‘Age of Sony’
were it not for Nintendo’s success in the handiselo-segment with the GBA and no-
one’s willingness to underestimate Microsoft. Higtbas shown us that the market

leaders in one generation will not automaticallgdrae the leaders of the next.

An analysis of trends in the digital games indusizyoss all the market segments
finds that the dominant business strategy is \ariitegration up and down the
production cycle alongside a degree of horizontdl diagonal integration as
companies attempt to expand into different mark&gtreents. The imperative behind
these forms of integration is the need to expktbhomies of scale’ and ‘scope’, to
maximise global sales and to control distributibhese trends are not unique to the

digital games industry as Hesmondhlagh (2002) paint in relation to other cultural



industries in general, and the experience of Disngarticular. What is of interest
from a political economy perspective is the imghet these business strategies are
having on the ability of new players to enter therket, on the diversity of products

produced and on the costs of products to the coasum

We have already seen that the main platform deeedpfike Microsoft, operate
across all stages of the production cycle andrewestigating moves into retalil
through subscriptions services, pay-per-play andntleads. We have also seen how
the current organisation of production means thaisupply of console games is
strictly controlled by the platform manufacturedahe procedures they have put in
place meant that console games are sold at a preprige through specialist shops.
These business strategies have already come wrdéng by national and supra-
national organisations for their anti-competitieadencies. Sheff (1993) details a
number of instances when Nintendo was taken tot cotine USA for anti-
competitive practices and currently the Europeam@asion, under pressure from
the International Software Federation (ISFE), igstigating whether or not Sony has
placed a limit on the numbers of games it will psilon its platforms and if this

contravenes competition law.

The dominance of the platform developers/publisiretke console segment and the
fact that reproduction costs of games are relatilel have encouraged other
companies to adopt business strategies aimed atmsang economies of scale. The
past decade has seen many third party developerstgid business and those who
remain have attempted to increase the scale aofdperations and/or integrate both

upstream and downstream (Cornford, Naylor et @002@ham 2001; Kerr and Flynn



2003). Publishers, in particular, have been fotoadcrease in scale in order to
maintain some control in the production cycle wegisathe platform manufacturers
and increasingly large retailers. They have donleysouying each other, acquiring
distribution channels and buying into, or takinggwevelopment studios. Ownership
of development brings two benefits: a means of maaimg control over production
and deadlines (Cornford, Naylor et al. 2000) amaeans of retaining more of the
revenue from game sales. Publishers may also acdewelopment studios in order to
gain access to intellectual property, for examible,purchase by Infogrames of Shiny
Entertainment for $47 million in 2002 to obtain kgive publishing rights tdhe

Matrix film license.

Interestingly, and despite the dominant trend towaonsolidation, there is still some
evidence to suggest that there is also a counteryaendency, at least with regard to
development studios. A number of cases have awbene publishers or platform
developers have bought development companies onthé core of that development
team to leave to start a new company because de¢yhiat their creativity was being
compromised in the larger corporate structure (@ody Naylor et al. 2000; CESA
2002; Edge 2003; Edge 2003). A well known exampldis occurred when Black
and White designer Peter Molyneux famously leftdampany Bullfrog when it was

bought by EA and founded a new company called LeawhStudios.

Scale alone is often insufficient to offset th&@nd costs involved in developing a
cultural product and analysis of the games induasy finds that many companies
are exploiting what is known as ‘economies of s¢dpeyle (2002:14) defines

economies of scope as ‘economies achieved throudfitpnoduct production’ or



variations on existing products. Economies of s@meea fundamental means by
which the media industries more generally, andipbbts in particular, reduce
uncertainty of demand. We have noted that prodnaeasts have been steadily rising
in the digital games industry across all the segmetile at the same time only a
small number of games make a profit. As a resuitiphiers tend to develop a broad
catalogue or portfolio of titles across genres pllatforms in order to ensure they
have at least one successful title. They also temidvelop sequels to games and
where possible to reuse core technologies. Thasegly is found less in development
studios, which tend to specialise in the productibparticular genres of games, but
even here we find the development of ‘super-dewaispn the US and the UK
comprised of four or five different teams workinghaltaneously on different
projects. Economies of scope are thus fundameriiakgd to economies of scale
given that one needs scale in order to distribwtgda range of products to the largest

market possible.

Licensing

A further trend which seems to be acceleratingpedigital games industry and is
certainly exercising many speakers at internatigaates conferences is the
increasing use of licenses. A license gives theenime right to use a certain
intellectual property (IP) in certain ways in thgame. While initially licenses were
very limited and games might only use the licengenh the packaging and marketing

of a game, increasingly licenses include the righisse the voice and likeness of the



main characters in a game, and in some casesdtagtion of a game may proceed

alongside the production of, for example, the filmmose license it will use. This

occurred in the case of thmter the Matrix (2003yame.

Licensing is a strategy which publishers and dey&ie use to overcome the

uncertainty of demand for games because of, wimathistorian Thomas Schatz has

called, their ‘pre-sold’ properties (Schatz 199KJine et al. (2003) note that drawing

on pre-existing IP reduces marketing costs becthigsmost expensive element,

building awareness, has already been done. Frdnvoelal properties like, David

Beckham or Tony Hawk, to television propertiese I&tarsky and Hutch, to film

properties like The Matrix it would appear thathsing is becoming more

ubiquitous. Sports licenses are also an importatufe of sports games, adding

considerably to their perceived realism and s&eseen Digest found that in 2000

‘licence-based titles accounted for 45 per cerlieformats in the UK top 100, up

from 28 per cent in 1997 and 42.5 percent in 189den Digest 2001)." Table 3-3

would suggest that the trend is continuing, paldidy in the console segment.

Table 3-3 Top 10 sdlling console gamesin the US Jan.- June 2003

Title Publisher | Developer Developer | Licensed IP Seque
Type
Zelda:Wind| Nintendo Nintendo In-house No Seque
Maker
Enter the Atari Shiny In-house Yes New
Matrix
The Sony SoHo In-house No New
Getaway
GTA: Vice Take 2 Rockstar In-house No Sequel
City North
The Sims EA Maxis In-house No Seque
NBA Street EA EA In-house Yes Sequel
Vol. 2
Def Jam EA AKI Corp | Independent/ Yes New




Vendetta third party
Tom Ubi Soft Ubi Soft In-house Yes New
Clancy:
Splinter
Cell
SOCOM Sony Zipper Independent/ No New
third party
Dragon Bandai Bandai In-house Yes Seque
Ball Z

SourceForfas (2004).

Four things stand out in the above table. Firstaff the games are based on licenses
and only two of the new titles are non licensedS&condly, only two of the
developers are third party developers. Thirdlyf bathe titles are sequels. Finally, of
the top ten selling console games in the USA irfitisesix months of 2003 only one,

SOCOM was based on original IP and developed by a frartly developer.

One argument which could be made here is thatase cross-media licensing helps
to increase sales and broaden the market by prgttiemes, narratives and
characters that non gamers are already aware ghidlg, both developers and
publishers currently feel that the addition of@ehse increases their chances of firstly
getting a publishing deal and secondly, reachifegge enough market to make a
profit. A political economy perspective however gagts that the increasing
interdependence between media products in diffenealia industries may lead to a
reduction in the overall diversity of texts and Huepe for radical innovation to
emerge (Wasko 1994). It would also suggest thagtberth of licenses, combined
with consolidation in the digital games industryriaking it increasingly difficult for
new entrants and independent developers to op@tate2003; Kerr 2003; Kerr and
Flynn 2003). Given that only one of the top tenisglgames in the console segment

of the market in the US in 2003 was developed thjrd party developer, and this



was based on licensed IRiigdom Hearts (2002)eveloped by SquareSoft), the

signs are not good.

In summary, it is clear from the arguments and gataented in this chapter that the
digital games industry is now an important parthef wider cultural industries.
Looking beyond the data it is clear that the induist far from uniform and one finds
a number of competing technologies and busines®isioahd while the console
segment currently dominates in terms of sales, MM(®@& mini games provide
interesting alternative business opportunitiesddition, markets are far from
uniform with, for example, sales of console gama®idant in Japan and the US

while online PC games and MMOGs dominate in Korea.

As the industry matures companies in the digitah@aindustry are adopting a range
of business strategies to reduce their investmsktand increase their returns. These
strategies have much in common with the stratesgiepted in more traditional
cultural industries. In this chapter we have foedssn just two: increasing
consolidation and the increasing use of licenseth Bhese trends suggest that there is
decreasing space for small and/or independentghéss and developers, and
consequently, fewer opportunities for original gadeas to make it to the market
place, especially in the console segment of th&ebaPolitical economic analyses of
older media industries would suggest that thesetterals are linked and that
increasing concentration will over time lead tcsldsversity in terms of the range of
content available. Notwithstanding the appearafic®me original titles, when one
examines the top selling games across all platféhmssuggestion appears to have

some resonance.



Finally, it is worth noting that while the digitghmes industry has professionalized
and many of the companies have grown into globalpamies, there is a constant
need for innovation, creativity and new games. Eaféer an intense period of vertical
integration and large scale licensing there isr&dognition within the industry that
third party developers or small scale independpetations could produce the next
Half-Life or GTA In this regard one cannot ignore the contribuabmodding groups
and fans and companies like Valve and Maxis haea lkeen to foster relationships
with their fans (Postigo 2003). A weakness with mpolitical economic work to
date is that it focuses on the formal market wtaleding to ignore the work of
academics, artists and user/fan groups which aperathe fringes of the market.
While the goods that these groups produce mayeaéarmally bought and sold they
may nevertheless contribute to overall innovatind e diversity in the industry.

This aspect of the games business will be exammatbre detail in Chapter Five.

In summary, in this chapter we established thattbgal games industry displays
many of the characteristics of more establishetliallindustries and while growing
in economic terms it is still less significant thadustries like television, recorded
music and DVD sales. The chapter noted that thasing is internally diverse with
the console and PC segments operating somewhahékesook publishing industry
and the MMOG segment operating more like the brastiltg industry. Finally, we
noted that the increasing concentration in the @lensegment coupled with the
erection of high barriers to entry was resultingeiss original console games, more

licensing and more sequels.



! The ESA was formerly known as the Interactive RigBoftware Association (IDSA).

% Total number surveyed = 1,013. Different numbénsemple responded to each leisure activity.

% Unfortunately television and VHS were not includedhe CESA survey.

* This segmentation could be extended to includad&rgames. While this has not been a core focus of
my own work, and is almost totally ignored by miostustry reports, it remains a significant revenue
stream for companies like Sega, Capcom and Nand@am@aimmportant source of IP for budget
‘nostalgia’ games and mini games.

® Indeed one possible implication of Microsoft's XNkevelopment platform will be that players will
be able to play some types of games across platfoegardless of the platform.

®One source estimate that EverQuest costs $10 malmually to run
http://www.gamespy.com/amdmmog/week3/

"' An oligopoly occurs when a market is dominateddyy large suppliers.

Y One industry source told me that almost 70 perogfinded projects get canned at some stage
during the production process.




