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This report by the Committee to Promote Distribution of Digital Content considers proposed reforms to Japan’s Copyright Law as well as analyzes the structure of Japan’ s media and
entertainment sector with the goal of facilitating the transmission of digtal content over the Internet. There is a strong commitment to creating a stronger more diverse content market in
Japan and recognition that this will require a new relationship between the broadcast industry, which is the major commissioner of content in Japan, and the creators of content. Key to the
further development of the industry is the emergence of a vigorous secondary market for content through syndication and other mechanisms that promote the sharing and reuse of
content. This will require, however, new methods for appropriately compensating rights holders.

The committee looked specifically at the experience in the United States and the United Kingdom and commented favorably on US regulatory efforts that produced a vibrant and profitable
syndication market and a UK rule that required broadcasters to acquire a certain percentage of their content from outside producers. It also took note of the rapidly growing markets in the
US and elsewhere for video content downloaded over the Internet — sometimes only 24 hours after the content was first broadcast over a national network. The YouTube phenomenon was
clearly a matter of both interest and concern because of the widespread use of the service by Japanese consumers and the availability of copyrighted Japanese materials on this site
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The legal retransmission of copyrighted content on the Internet is much more pervasive in the US than in Japan. The business models vary from the consumer generated media hosted on
YouTube, to the retailing of content owned by others on iTunes video service, to the recently announced Hulu backed by content owners and producers, Universal Pictures and NBC. The
diversity of models and the increasingly reliance on the Internet to deliver content reflects the changing viewing habits of American consumers as they move away from the television set
to using visual content on devices ranging from PCs to cell phones to portable MP3 players.

A key question raised by the committee in its deliberations is why Internet services have developed so much more rapidly in the U.S. than in Japan, given the relatively similar level of
copyright protection in both countries and a strong law enforcement action against piracy and counterfeiting. One reason advanced has been the existence in the U.S. of an active
secondary market for content, born from the Financial Interest and Syndication rules (finsyn). The finsyn rules were introduced by the FCC in the 1971 with the intent of controlling the
then three major US networks’ monopoly over broadcasting by severely restricting network ownership and profit participation in shows aired, with the goal of fostering more independent
production and diverse programming. They were rescinded in 1995 when they were thought to have achieved their objective with the emergence of a strong syndication market and
competition to the networks (then four with the addition of FOX) from strong cable and satellite services.

But there remains considerable debate in the US as to whether the finsyn rules achieved their goals and whether they should be reimposed. Currently, the Big Four networks control,
through their in—house production or co—production, over 75 percent of primetime network television. A recent study by Morgan Stanley showed that 85 percent of primetime television,
whether network or cable, is controlled by five companies, and a Writers Guild of America survey found that 70 percent of compensated writers in Hollywood were by paid by only six
companies. Figures like these have led independent artists and their representatives to petition the FCC to regulate space for independent producers in television through both production
percentages and finsyn like controls. For example, The Caucus for Television Producers, Writers, and Directors is seeking to prevent networks and large cable services from producing more
than 50 percent of their programming and from gaining a financial interest and syndication rights in remaining programming.

The other side of the debate is that the media landscape is far more diverse in the U.S. than it has ever been. There are now six primary television networks, over 1300 commercial
stations, nearly 300 cable networks, and over 50 regional cable networks. What has driven and sustains this diversity are market forces and the emergence of new technologies not
regulation. Competition in the media space is no longer vertical but rather horizontal. The arrival of the Internet has further accelerated this process by allowing creators to bypass the
networks and keep control of the programs themselves. Compensation is still an issue in this realm, but as advertisers move their budgets to the Internet because it can demonstrate a
better ROI than the current Nielson system, competition will introduce both new efficiencies and opportunities for financial return for all parties to the process.

Services like iTunes and YouTube have demonstrated what is possible in the Internet space, but one of the recent driving forces has been the gradual adoption of Internet distribution by
the broadcasters themselves. NBC currently has 11 shows available on the Internet, ABC has 18 and CBS has 19. As in Japan, the US broadcasters were, for quite a while, unwilling to
distribute their programming via the Internet. In addition, their production agreements with studios likewise restricted their distribution rights only to broadcast. In this instance there have
been several social factors that eventually moved the broadcasters to alter their positions:

1) Erosion of television viewer share of the key younger demographic that advertisers historically seek
2) Increase in broadband penetration with a coincident increase in time spent on the PC/Internet

3) Rise of social networking and sharing of links among friends to hot, interesting material

4) Broadcasters’ awareness that traffic to their own sites was rising with specific demand for video

5) Early efforts to create a market for back-library video consumption on the web by AOL and others

Ultimately, these factors led the major broadcasters to change their negotiating tactics with their production partners to ensure that they have the right to offer distribution on the Internet
of most of their prime—time programming lineup now. Essentially the broadcasters are in the process of altering their view of what it means to be a broadcaster — now viewing the Internet
as another outlet for their programming brand rather than competition. Improvements in technology to manage the advertising and security of content distributed this way have also allowed
the broadcasters to experiment with the business in ways they cannot do using traditional broadcast — for example using both frame advertising as well as the usual interruptive :30 spot, as
well as creating direct sell-through opportunities not possible with traditional broadcasting. The key point here is that this migration has been driven by the business not by regulation. While
Internet distribution and IPTV are not the same thing, the underlying business pressure points are similar.

Paradoxically, the implementation and later rescinding of the finsyn rules operated dynamically to permit a more competitive approach to the Internet. The finsysn rules prevented vertical
ties between content production and broadcast which opened the market for producers to compete in trying to sell programming to broadcasters. This helped fuel a dramatic increase in
the number of production companies and resulted in less control by broadcasters at many levels. As the production community grew stronger it was able to hold out for restrictions on
programming distribution — retaining more exploitation rights. But when the rules expired broadcasters began buying back into the production business and taking direct ownership stakes in
the programming they air. This gave them greater leverage in negotiations for expanding their exploitation rights which in turn has helped broadcasters move forward most aggressively
here. The end result is that there is now a significant amount of their prime time programming on the web on demand.
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This argues that there is not one size fits all approach to promoting greater competition in the media and entertainment space. And, it underlines the extraordinary opportunities
represented by the Internet and the shift in viewing preferences by consumers. The still limited amount of broadcast content available on the Internet in Japan is an issue that requires
urgent attention and will undoubtedly require a mixture of regulatory and market—opening measures if Japan is to enjoy the full benefits of this new technology for delivering content.

An element of this agenda is the rationalizing of copyright protections, including compensation for neighboring rights holders. It is important to understand that one size will not fit all and
that there should be allowance for a diversity of formulas linked to business models ranging from voluntary collective licensing to ad revenue sharing to P2P subscription. One innovative
approach has been pioneered by the Amazon Honor System and sites like MusicLink, which allow users to make direct donations to artists.

Japanese law currently permits end users to make one “back up” copy of movies or music purchased at retail or over the Internet. Rights holders are concerned that with consumers
increasingly using the Internet to download digital copies of content any changes to the law could open the door to rampant piracy and counterfeiting. On the other hand, end users want
the flexibility to share content among a variety of devices from MP3 players to cell phones to more traditional devices such as stereos and televisions. The committee considered
expanding the number of permitted copies to as many as nine — so—called “copy nine” — but also gave attention to the US and European approach, EPN (Encryption Plus Non—Assertion) as
a possible new standard. Under this formula, digital content is encoded at transmission and can only be decoded and played on devices registered by the user with the content provider.

Adoption of EPN comes closest to the proper balance between the strong protection desired by the creators and the flexibility wanted by consumers. It is further consistent with emerging
international practice. In setting the EPN standard, the committee should assure that any recommended encryption policies conform with international approaches understanding that in the
Internet age the platform is global not local.

The broadcasting sector has been among the most heavily regulated of any because of the public character of broadcast service and the expensive and highly technical infrastructure
required for operations. However, the ongoing transformation of the industry and the new services connected with this process promise to fundamentally change this dynamic and bring the
world of broadcasting closer to consumers through the introduction of new competitive forces. Microsoft believes that government’ s role is to support the emergence of new stakeholders
and business models and to ensure that the process of change in the digital media and entertainment area can move forward rapidly.

There is clearly more work for the advisory panel and we will follow these discussions closely. As the committee considers its next set of proposals, Microsoft urges that members give
close attention to the needs and voices of end users — they are the driving force behind the rapid advances in the United States — and to support solutions that allow the market
mechanism to operate to the greatest extent possible.
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