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Impact of digital piracy in the presence of network effects


Academic and the general public are aware that piracy is a negative phenomenon. Many international organizations argue that piracy in any form is damaging for companies. This point is proved with the argument that pirates gain the revenue that would otherwise reward and encourage firms for producing new goods. Such opinion is commonly shared among lawyers, economists, and lobbyists for Hollywood studious. 

However, there has been brought up an issue concerning a new form of piracy in recent studies – piracy of digital products. Piracy of digital products frequently takes a form of Internet piracy (illegal downloading and file-sharing) due to rapid growth of World Web.  Piracy of digital products via the Internet is a new phenomenon since the quality of a copy and the original is almost the same and cost of production and distribution approaches zero. There can be also observed a positive network effect. This means that consumer’s utility rises when more people buy the product. Guided by these feathers, economists started to make up mathematical models which reflect a revolutionary view on internet piracy. Researchers take into account the influence of positive network effects and the leverage of internet piracy as marketing and a financing strategy in their models. As a result, many studies demonstrate that producers are better off by using copying technologies to promote their products instead of spending funds on conservative marketing strategies. An overwhelming majority of economists claim that the distribution of free copies can be a successful way to generate sales of digital products.  
Surprisingly, but the conclusions of new studies were intuitively understood by those who use them in their everyday business activity. For example, film makers of a small-budget indie film “Man from earth” could make internet piracy serve their interests. The story of success was clear as day. The film producers asked a popular blog to run a review of the film with download links accompanied. This action forced a flood of comments and a great many of illegal downloads. Traditional point of view requires suing every downloader. But the movie crew thanked internet pirates for helping them raise sales. The result was unbelievable. The “Man from Earth” reached the top of internet charts and came into popular store’s shelves. When the public was willing, the crew gave directions of how to pay for downloaded films. This step was brilliant since the majority of people paid.

The reason why the crew decided to use such strategy was ineffectiveness of traditional distribution model for small-budget movies. The internet piracy made possible for the film to reach international audience who were willing to pay for it, but had no chance to have the film except for illegal downloading. As we can see, digital piracy allows even film-makers to go beyond the restrictions and stimulate the sales. Furthermore, with the development of online payment, this can support a new model of film promotion. The new model does not resist the internet piracy, but crafty use its power enhancing the whole effectiveness of film-making. In our example, 2,000 pirates promoted the film to the 20,000 people who went out to buy it or watch in cinemas. The producers noticed a chance to improve efficiency using so called network externalities: losing money on 2,000 free downloaders, though, they gain on at least 20,000 legal viewers. 
Although a new approach is followed with not a lot of media-companies, a fact of appearance and success of their strategies make economists think of a need for further study of digital piracy. The effect of piracy on firm profits and investment incentives are often difficult to evaluate. Such evaluation should correlate with specific feathers the industry firm operates in. That is why more theoretical and empirical studies on digital piracy is welcomed to shed light on open questions of its influence on social welfare and investment incentives as well as characteristics of interests in industries producing digital products.
