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Level Up - Building a Stronger Games Sector

Over the last 30 years, video games have grown from a niche hobby into

a global entertainment industry. The arrival of a new generation of game
consoles, alongside innovations like social and online gaming, has dramatically
enlarged the size of the market, creating substantial opportunities for

entrepreneurial companies.

But games have not just come of age in mainstream culture. They are also a
source of innovation that benefits the broader economy. Technologies and
business models developed in the video games industry are being applied
to areas such as health, defence and architecture. The popularity of video
games amongst young people makes them a promising potential source of

educational innovation.

But if the UK is to continue as a global industry leader, important challenges
need to be tackled. These include skills shortages, unsustainable business
models and barriers to accessing finance. The industry must also raise its
game in the rapidly expanding online market, and face up to intense - often

subsidised — competition from overseas.

A mainstream medium with a strong
UK presence

Video games are a rapidly growing creative
sub-sector with a promising future

The video games industry is rapidly expanding,
with annual growth of 11.4 per cent, and
projected global turnover of $46 billion in
2010." No longer are video games the preserve
of young men: a new generation of hardware
and new ways of playing? have enlarged the
market beyond its traditional demographics to
embrace women, families and older people.?
Video games sales continue to grow fast, even
in the current economic downturn, and are
expected to overtake music and DVD sales in
the UK by the end of 2008.4

Of course, video games remain particularly
popular with young people. A recent survey
showed that 97 per cent of US teenagers play
video games,®> while 48 per cent of UK 16 to
29 year olds classify themselves as ‘active
gamers’.®

The UK is a global player

The UK is the third largest video games market
in the world after the USA and Japan,” and

its development sector is the fourth largest
revenue earner, behind the USA, Japan and
Canada, whose subsidised industry captured
third place from the UK recently.® Between 2004

and 2006, video games exports contributed
£200 million to the UK balance of trade.®

There are currently around 10,000 developers
employed by UK studios.'® They have been
behind some of the most memorable franchises
and path-breaking genres," and enjoy a
world-class reputation for their ingenuity and
technical skills.™

While other creative sub-sectors concentrate
in London, video game development takes
place across the UK, with significant clusters
in Dundee, Cambridge, Brighton, Bristol,
Birmingham and Leeds."

Video game innovation creates
value beyond the boundaries of the
industry

A highly creative and innovative creative
sub-sector

Few industries rely on sustained innovation

as much as video games, with new hardware,
software, user interfaces and content driving
the sector’s growth.' Today, highly interactive
gaming experiences can be enjoyed on almost
all digital platforms, and there is an explosion
of ‘genres’ that cater for the demands of an
expanding and diverse audience.
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With outcomes that can be applied in the
broader economy

The technologies developed by video games
studios are being successfully deployed in other
sectors. Sophisticated game engines enable
architects to produce virtual models of their
building designs before construction begins.’™
And, in the puzzle game Foldit, users “fold” real
protein structures, collective activity that could
lead to the discovery of new proteins with
health and environmental benefits.'

The sector’'s demand for high performance
hardware, software and networks also
encourages innovation in the ICT industries

as a whole. These have wider applications:
chips originally designed for the PlayStation

3 console now power servers that can process
and display huge amounts of data during drug
discovery and research activities."”

Many video games are distributed and played
online. So, companies in the sector are
experimenting with new technologies for digital
distribution and community engagement, as
well as creating new business models based on
micro-transactions and virtual markets. These
innovative approaches have been emulated by
other creative and media firms as they move
their own activities online.™

Increasingly, video games are also a platform
through which other creative content and
intellectual properties can be exploited in
innovative ways. As traditional CD sales fall, the
revenues that musicians earn from music video
games such as Guitar Hero, Rock Band and
SingStar are starting to take their place.”

At the forefront of user-led innovation
Previous NESTA research has shown the
growing importance of users as a source of
new products, content and expertise.? Perhaps
because of its roots in user-led innovation, the
games industry has been particularly adept at
developing tools and platforms that enhance
and leverage the creativity and innovative
potential of their user communities. Several
breakthrough games produced by UK studios
are based on business models that see user-led
innovation as a source of value rather than as a
threat, showing other sectors how they too can
do the same.”

A promising medium which can support new
ways of teaching and training

Video games’ highly interactive features make
them a potentially valuable tool for learning.
Bespoke video games are being deployed

with increasing frequency in classrooms to
complement traditional teaching. One pilot
study in Scotland has shown that pupils who
add to their maths lessons with sessions of
Nintendo’s puzzle game ‘Brain Training” obtain
better test scores.?? The capacity of games to
emulate real-life environments and complex
scenarios also makes them very suitable for
training purposes.?

The strong position of the UK games
sector cannot be taken for granted

The UK development sector is projected to
decline in the coming years

Despite all this, the UK industry is in danger
of decline. Recent research has forecast a drop
in the number of UK video games studios and
developers in the coming years, as well as a
slide in global sales rankings behind countries
such as China and South Korea.** Several
structural weaknesses explain these growing
difficulties.

« Unsustainable business models and
barriers to finance reduce the scope for
innovation
UK studios have historically excelled at the
development of globally appealing original
genres and franchises — a high value-
added activity that generates revenues for
reinvestment. Creativity and innovation have
helped to differentiate UK developers from
their less expensive Eastern European and
Asian competitors.

However, the growing levels of investment
required to produce global blockbusters, and
risk-aversion amongst publishers who prefer
to develop such titles ‘in-house’, have made
it more difficult for UK studios to launch
original video games.? The freelance nature
of most small developers does not encourage
sustainable business models based upon
intellectual property generation, which
constrains innovation.?

The financial markets could once be
expected to finance promising game ideas
overlooked by mainstream publishers. But
after some disappointments during the
dot.com bubble in 2001 and 2002, investors
have been wary of video games projects.?’
While studios could develop prototypes to
demonstrate the potential of their products
to investors, very few have the resources to
undertake such an expensive activity.?®



« Skills shortages constrain growth
Despite a boom in specialist courses
offered by UK universities, studios still cite
recruitment problems as a factor limiting
their growth.? Graduates from most of these
courses lack ‘“industry readiness’: only 18
per cent of them manage to win a job in the
industry.?® Studios prefer to recruit computer
programming or maths graduates. However,
the decline — until recently — in the number
of students registering for these courses
constrains the size of this talent pool for
video game development.”!

« Knowledge transfer with other creative
sub-sectors is limited
Audiences are increasingly choosing to
consume content across media platforms.
Creative sub-sectors, such as digital media,
television and film are experimenting
with new business models based on the
convergence of production techniques
and content which can be exploited across
several media. Yet, the degree of ‘crossover’
between UK video games developers and
these media is limited. This constrains
the potential for knowledge transfer and
beneficial spillovers between sectors.*?

» Not enough activity in the online market
The UK sector’s relative lack of activity in
the rapidly expanding online market could
also reduce its future competitiveness.®
Cambridge-based JAGEX, creators of
the popular online game Runescape,
or independent developers and digital
distribution pioneers Introversion, are rare
exceptions. As online development becomes
more important, UK studios could be left
behind by international competitors.

« Competition from subsidised territories is
drawing away investment and talent
The generous public support for video game
development available in France, Singapore,
some US states and (especially) Canada is
tilting the playing field against UK studios.*
These incentives are leading to studio
delocalisation and diverting development
resources and talent away from the UK,
and towards these subsidised territories.®
The decision by the UK publisher SCI/Eidos
to relocate a substantial proportion of its
development activities to Montreal is a good
example.

Stronger policy action must be taken
in order to support the UK video
games sector

Policymakers are warming up to the
economic potential of video games

UK policymakers are now much more aware
of the importance of the creative industries to
economic growth and innovation.>”

This has led to some national initiatives to
support the creative industries which include
video games in their scope, such as the

£10 million Technology Strategy Board (TSB)
Creative Industries R&D fund and the

£5 million investment programme to support
the commercialisation of digital content by UK
creative companies. The TSB is also funding the
Creative Industries Technology and Innovation
Network (CITIN), which is providing video
games studios and other creative businesses
with new opportunities to share knowledge
and technologies. Regionally, EM Media, ITI
Techmedia, Screen Yorkshire, Northern Ireland’s
DETI and the Welsh Creative IP Fund are
targeting game studios as part of their creative
industries” support.*®

NESTA's Creative Economy Programme has
recently launched ‘Raise the Game’ to fill
structural and skills gaps in the UK video
games sector and improve the growth potential
of small and innovative studios. ‘Raise the
Game’ provides mentoring and information
about opportunities in ‘convergent” markets
and will help improve resource sharing. The
associated ‘Dare to Grow’ project — linked to
the University of Abertay in Dundee ‘Dare to
be Digital” competition for innovative game
prototypes — funds internships in small video
games studios.

Policies such as R&D tax credits fail to
support a sector where much innovation
remains ‘hidden’

NESTA’ research on the UK video games
studio sector has shown that formal innovation
measurements such as R&D spending

fail to capture the totality of innovative
development.*® Studios face difficulties
separating R&D activities from other spending,
which limits the extent to which they can
benefit from measures to support innovation
such as R&D tax credits.® This is particularly
important for smaller size studios, where the
opportunity costs of applying for R&D tax
credits often exceed the potential benefits.*!
Simpler tax relief would better support their
innovative activities.



Action must be taken in order to stimulate
the UK sector’s intellectual property
generation and online capabilities

The Department for Innovation, Universities
and Skills” (DIUS) “Innovation Nation” White
Paper®? is an important step towards more
inclusive definitions of innovation. It should
produce policies better able to support the
‘hidden’” innovative activities of video games
studios. However, action is urgent in those
areas where the UK sector is facing some of its
biggest challenges: original IP generation, and
participation in online markets.

» The TSB should set up prototype funds to
help studios demonstrate the commercial
viability of their original ideas, thus
enhancing subsequent access to external
funding.

The Enterprise Capital Fund for the creative
industries that the government is considering
should include video games as a priority
sector.®

Specific attention should be given to
innovative online projects, where the UK
studio sector is lagging. The TSB’s ‘Accessing
and Commercialising Content in a Digitally
Networked World” programme should

be accompanied by funding initiatives

from other agencies, including BERR, to
strengthen the UK video games studios in
online markets.

It is necessary to improve the industry-
readiness of game course graduates

It is in everyone’s interest that specialist
university courses teach the skills necessary to
get a job in the sector. The Sector Skills Council
Skillset’s accreditation efforts for game-specific
courses are a step in the right direction.

The Higher Education Funding Council for
England (HEFCE) and Scottish Funding
Council should provide more incentives for the
design of relevant curricula. A ‘kitemark” for
games courses, linked to their funding, would
encourage courses to become more relevant to
industry.

Enhance knowledge transfer flows between
academia and the video games sector

One way to make courses more relevant is

to give academics more experience of the
industry. The Engineering and Physical Sciences
Research Council (EPSRC) should explore the
feasibility of setting up a Games Education
Fund to finance the placement of lecturers

in video games studios, as well as research
fellowships.* This initiative could be aligned

with EPSRC’s efforts to support collaboration
between academia and business, as well as the
dissemination of relevant research outputs.

DIUS should invest in the successful industry-
supported ‘Dare to be Digital” competition

to ensure the growth of the programme and
increase the talent flow of industry-ready
graduates into the UK games development
community.

Encourage the development of video game
technologies for learning and “serious
games’

There are very few UK studios developing
video games with learning or training purposes.
Although the market for these applications is
at the present time small in comparison with
rapidly expanding entertainment markets,
demand for “serious games’ is expected to
become more important in the future. UK
developers should be given more incentives,
including targeted funding, to increase their
participation in this promising area.

The British Educational Communications and
Technology Agency (BECTA), DIUS and the
Department for Children, Schools and Families
(DCSF) should use Open Source game “engines’
or licensed game technologies to build bespoke
educational games. An example to follow is

the US Department of Education, which has
recently awarded the Educational Development
Centre with $9.2 million for research on video
games for teaching.®

There is scope for pilot programmes to assess
the impact of video game technologies on
teaching such as those carried out by Learning
and Teaching Scotland.*

The sector needs to produce more hard
evidence to justify similar support policies
to those in Canada and France

The trade bodies in the UK games sector are
building a case for similar tax breaks to those
available in countries like Canada and France.
They argue that if such action is not taken
swiftly, the UK games sector will decline as
more studios relocate to where such incentives
are in place.

Evidence for these claims remains anecdotal

at the moment. Policymakers need more

hard data from the industry on the impact

of foreign subsidies on the UK developers’
competitiveness, together with a quantification
of the positive spillovers that the UK games
sector generates on the broader economy, to
understand the economic benefits of support.



