DIGITAL DOWNLOADING OF MUSIC:
THE BROADBAND INTERNET PAYS-OFF FOR CONSUMERSAND ARTISTS

Thefirst five years of the new millennium witnessed afierce battle over downloading
of digital music. Record companies litigated and economists debated the causes and
consequence of sharing of music files. While the struggle in the courts and academia seemed
to result in a stand-off, now that the dust has settled, the results in the marketplace are clear,
consumers and artists won a huge victory. By using technology to assert consumer
sovereignty, the strangle hold of atight oligopoly of record companies was broken and a
much more consumer-friendly industry resulted.*

This paper assesses the outcome of the battle over digital downloading of music. It
starts with an assessment of what consumers and artists have gained and then it reviews the
argument consumer advocates made during the height of the legal battle. Consumer
advocates were right and it isimportant to remind policymakers for important reason beyond
the value of ahearty “I told you so.”

e In some respects the battle in the music field is still raging, with court case and
digital rights management (DRM) in flux.

e New battles have been joined for other types of content.

e Appreciating the stakes and understanding the economic processes are valuable
tools to promote and protect the consumer interest.

Section | presents the most recent numbers from the industry and my interpretation of
their significance. In Section |1 parts of the analysis from 2005 that was used to support an
amicus brief in MGM v. Grokster are presented to provide a theoretical and analytic
framework, as well as the historical background on the issue.

. THE EMERGING MUsIC BUSINESS
Landmarksin the Consumer Victory

An articlein the New York Timeson May 17, 2007 marks two major milestonesin the
battle between consumers and record companies over digital downloads. The headline
included the first milestone: “Amazon to Sell Music Without Copy Protection.”? This marks
amajor shift in online sales where amajor label (and lots of smaller labels) and major online
marketers are finally making music available without copy protection. Universal and Warner
followed suit, so that three of the dominant four record labels have now shifted to digital
distribution without DRM .2 This means that consumers will fully enjoy the ease of use made
possible by digital technology.

The second milestone was embedded in the graph that appeared just below the
headline. For the first time in 2006, sales of digital singles exceeded sales of physical albums
(see Exhibit 1-1). By 2007, the sale of singles exceeded the sale of albums by 60 percent.



Given the fact that record companies had spent years eliminating singlesthisisa
dramatic change in purchasing patterns. IN the late 1990s recording companies would have
loved to keep selling
more and more albums
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prices up with anti
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Exhibit I-1: All Abuns and All Singles Units Shipp ed
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the “missing” salesin 2001-2003. Unable to stop the technology, however, the recording
industry finally came around. It slowly accepted copy protected sales and, with the recent
announcement, is moving toward flexible downloads. Record companies are selling about as
many units as they could have hoped to, but half are digital singles and half are physical
albums. Consumers have been liberated from the tyranny of the album because they no longer
have to buy 10 or 12 songs to get the one or two the want.

Consumer Value

The value to consumers of thisvictory isimmense. Record companies could have
been aiming for revenues from album sales that are twice what they are today, if they had
been able to continue to force consumers to buy albums at ten times the price of the singles
they want.

According to industry figures, from the early 1970s through the late 1908s the
total number of albums (in all formats) shipped each year in the US hovered
around 650 million. In 1992, CD sales reached 400 million; six years later
they hit 800 million. By 2000, more than 900 million CDs were being shipped
each year. Many of those were back-catalog purchases, as music fans
converted to the format that seemed destined to make all others extinct.*



Exhihit I-2: High Growth Scenario
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Keeping prices
high with
anticompetitive
collusion and
eliminating singles for
the new format created a
windfall for the record
labels. “ The record
companies minted
money,” one major-label
exec told me. “We made
huge margins off CDs.
We'll never have those
margins again.”>

Now that
consumers have the
ability to choose singles,
they can spend alot less
to get the music they

want (see Exhibit 1-2). Last year they spent about $1.6 billion for singles and about $7.7
billion on albums. The recording industry would have liked to force them to spend as much
as $10 billion more for twice as many albums. The high growth line is the future the industry

claimed, absent downloading.

Exhibit I-3: Average Suggested Price of a CD
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The industry
coupled thiswith price
increasesin the mid-
1990s, as depicted in
Exhibit I-3. Thelist
pricesin the figure do
not reflect significant
discounting that was
going on in prior to the
mid 1990s, when the
industry engaged in a
price fixing scheme to
stop the practice. It was
this price fixing scheme
that the antitrust
authorities challenged
and overturned in
complaints settled in
2000 and 2002.



Of course, we do not know how many albums consumers would actually have bought
(if the recording industry had won its war against digital distribution). The industry’s hope
for very high rates of growth in album sales may be entirely too optimistic At the other
extreme, if we look at total music sales, recognizing that rising prices and declining quality
had already dampened the growth of sales and the process of transitioning from the older
formats to the news CD format that had caused a jump in sales had run its course, we can
argue that the industry
was not going to enjoy
much growth in album
Uy sales at al (see Exhibit

J/ﬂ/ﬂ/«/‘(ﬂ [-4). Inthat case, the
1200 effect of the shift to
//M va - digital distribution was
o to increase total units
M \\.4\ shipped by pullingin
consumers who had
T been priced out of the
market. Total revenue
would still be down due
to the large number of
songs on albums that the
R L I S R I S ) consumers do not want
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—a—High Grovth Album Units P rojection —a— Low Growth Total Units Projection may lie in between the
extremes, but thereisno

Sowurce: Recording Indusiry Associaton of America, Fear End Shipments, various ssues. doubt that consumers are
better off.

Exhibit I-4: High and Low Grow th Scenarios
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We also do not know precisely how many singles consumer buy per album, although
the number issmall. Consumers might want more than one song per album, but there is no
doubt that this represents a massive victory for consumer sovereignty.

If we assume consumers buy albums for one favorite song, consumer savings would
be ahigh as $10.5 hillion. If we assume three songs per album, consumer savings would be
about $2.5 billion. While there are uncertainties due to different assumptions about growth
patterns and the number of songs consumers would purchase per album, there is no doubt that
the consumer savings are quite large. The figure of $2.5 billion is more than one quarter of
industry revenue.

ArtistssWin Too

The vast magjority of artists would appear to be benefiting aswell. In the four years
since the industry started selling singles, the recording industry counts about 1.3 million
single downloads. iTunes aone counts 3 billion sales. 1t would appear that many more artists
are selling singles than are produced by the established members of the recording industry
(see Exhibit 1-5). If the other downloading services are added in, the total salesof singlesare
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Exhibit I-5: Units Shipped Including All Digital Downloads probably three times as
high as the number

3000 claimed by the industry.
The blockbuster, star
system of physical
album sales did not
afford the majority of
artists the ability to sell
directly to the public,
but artists appear to be
seizing the opportunity
that digital distribution
affords with great vigor.
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context of the complete
change in the music environment. The industry projected straight-line growth for CD albums
and claimed every lost sale as theft, mixing file sharing and commercial counterfeiting. At
the low growth level the industry would have liked to be shipping 11 billion CD albums at
almost $15 per album. Some studied the number of downloads reported in opinion polls,
including all downloads to support that claim. Others responded that few of the sales that
were claimed to have been lost would ever had been made (because of overpriced albums)
and argued that sampling actually increased sales. The industry claims about the level of
piracy were vastly overblown, based on extremely optimistic assumptions of continued
growth in sales and the assumption that the more flexible and lower cost technology was not
going to change the recording industry.

Conclusion

From the consumer and artist point of view, thetitle of the graph in the New York
Times article was somewhat ironic. It wastitled “Less Money in Music,” but the changein
purchasing and distribution patterns means that thereis“More Valuein Music.” The loss of
hoped for sales was large to the industry, but small compared to the increase in value to
consumers and artists.

The New York Times article points out that “single-track downloads have not risen as
quickly as the music industry had hoped,” but that may be areflection of the failure of the
industry to allow consumersto have the convenience of downloads that can be played on “any
computer, cell phone, or music player.”

Therise of the compact disc (like the rise of cassette tapes before them)
demonstrated the market appeal of flexibility and convenience. CDsweren't a



hit because they had the best audio fidelity; that honor still belongsto vinyl
records. Rather, they gave consumers more control over the listening
experience. If you wanted to replay your favorite song (or skip a crappy one),
you didn’t have to bother with delicately moving a phonograph arm or
engaging in afrustrating rewind-stop-pay-stop-rewind tango with your tape
player. Everyone came out a winner.

The observation on the slow growth of singles may also reflect the early stage of the
distribution model and the fact that record companies had an over-inflated vision of the value
of albums; consumers really only like one song per album and once they get true choice. The
Times statement refers to 2006. The 2007 sales were 50 percent higher than 2006, but sales of
albums continued to decline. The dramatic rise in the sales of albumsthat the CD stimulated
palesin comparison to the dramatic rise in the sales of singles stimulated by digital
downloading. In one-quarter the number of years, the increase in the number of singles sold
shipped has been four times as large, as the historical view in the next section makes clear.

Il. THE OLD MusICc BUSINESS

The 2005 consumer analysis in support of an amicus brief in the MGM v.Grokster
reviewed the economic arguments swirling around file sharing, providing a theoretical and
empirical basis for a prediction about how the industry would be transformed that fits the
observed outcome closely. The following text reproduces that analysis, with only afew of the
longer block quotes (primarily from the court case) and numerical analyses, which have been
updated above in Section I, deleted.

The Consumer View

Rigorous statistical analysis does not support the claim that peer-to-peer has reduced
sales sufficiently to threaten the health of the recording industry or that it harms society.
Simply put, the results are all over the map. Findings cover abroad range.

Some studies have found increases in sales resulting from stimulation of salesin some
popul ation segments (older consumers) that offset losses in others (younger users).” Others
have found little or no effect.?  Still others have found losses that are not large.® Moreover,
because of recording industry pricing practices, even where recording industry revenue
declined as aresult of peer-to-peer, consumer welfare may increase.”® One econometric study
of downloading found that the increase in consumer surplus was almost 200 percent larger
than the loss of industry revenue.

The analytic problem is rendered complex by avariety of competing factorsto explain
the changing level of demand for certain types of products. A debate has raged about the
positive and negative factors affecting sales. On the one hand, a series of partial explanations
for decline in recorded music sales, independent of the advent of file-sharing has been
offered, including substitution of other forms of entertainment, saturation of new music



technologies, and a decline of output from the recording companies.* On the other hand, a
series of potential positive impacts of peer-to-peer communications networks has been put
forward, including sampling and networking.*

The public policy problem is rendered complex by the fact that the ultimate issue is
not whether some revenues have been lost as aresult of peer-to-peer communications
networks, but whether the losses have been sufficient to threaten the viability of the industry™®
and whether the new business models and industry structure might better serve the purpose of
promoting progress.*

This ambiguous empirical outcome from an analytic point of view is perfectly
predictable from atheoretical point of view.™ It has been well-recognized for over two
decades that some technologies that appear to facilitate “piracy” can actually stimulate sales
or have effects that offset the presumed loss of sales that result from increased “piracy.” This
isespecially true, where, as here, the technology reduces costs dramatically or enhances the
consumer experience of the product and the industry has not been vigorously competitive.

Digital distribution can dramatically lower the costs of producing and distributing
physical copies of CDs. The cost of manufacture, transport, storage and sale of CDs
constitutes over half the total cost of the final product. Elimination of many of these costsis
overwhelmingly efficiency gains, although some part of the cost of burningaCD is
transferred from the record company to the consumer. Instead of CDs being produced by an
assembly linein afactory, they are burned by consumers on an as-needed basis. The fact that
supply and demand can be better matched in the process in which consumers become
producers multiplies the efficiency gains by avoiding the waste that occurs when recording
companies misestimate consumer tastes.

Every downloaded song does not present alost sale. There are many songs that would
not be purchased because their price, bundled into CDs, which is the manner in which the
industry insists on selling music, istoo high. Sampling of individual songs through
downloads may increase sales of CDs, as consumers experience the music and discover its
value.

Prior to the 1990s, singles had this effect. During the 1990s, however, the industry
virtualy eliminated sales of singles and provided no alternative online. Only after peer-to-
peer file sharing became prevalent did the industry reluctantly offer sales of singles online.

At one time, singles made up a hefty part of the record industry’ sincome...
But things have changed. Record companies want consumers to buy full
length CDs when they fall in love with asong. So they have shut off the
spigot when it comes to releasing less expensive commercial singlesto retalil...

The debate rages. Labelsinsist they simply cannot make a big enough return if
fans are buying $3 singles instead of $16 albums. Retailers, though, fume that
they are suffering without singles, which have historically increased foot traffic
in stores, especialy among younger shoppers.



Labels like the single when it suits their purposes; during parts of the
overheated 1990s, labels released them in floods at deeply discounted pricesto
help promote blockbuster albums and claim fanciful new sales records...

But that was then, thisis now, and the music fans are the losers.*®

Thereis evidence that lower value songs are more likely to be downloaded than higher
value songs.'” Thisis consistent with the notion that some of the downloads would not have
been purchased, so no salesarelost. Thereis evidence that downloaders in high purchase
groups purchase some CDs after downloading some songs and that downloading increases
purchases in those demographic groups least likely to purchase.® This supports the sampling
function of downloading.

In a broader sense, singles and albums are complements to the purchase of audio
equipment and other merchandise and services. By stimulating purchases of complementary
and related goods and services, downloading may ultimately expand the market for legitimate
purchase of content to play on the newly acquired equipment or goods and services related to
albums. Artists are the primary, direct beneficiaries of the revenues, rather than recording
companies.’®

As one recent analysis of the effects of file sharing concluded:

It must also be recognized that illegitimate uses of copyright products also
have the potential to increase demand of authorized products. Uncompensated
downloads of a product, for example, can have sampling effects in that users
may test content, determine whether they like it, and then purchase legitimate
versions that they might not have otherwise purchased.

It isinteresting to note that despite the fact that the least opportunity for
damage occurs in cases of theft, infringement, or piracy of virtual products,
laws are increasingly providing greater protection and higher penalties for
appropriation of virtual rather than physical productsin which losses are
inevitable.”

This leads to questions about the rationales for this difference, primarily
because they have not been, and are not being, clearly articulated in legislative
debates...

Contemporary legal measures to provide increased protection for virtual
products represents the use of law to heighten excludability, but in doing so,
they run the serious risk of destroying recognized social benefits of the
development and spread of information, knowledge, and cultural products
previously recognized in al copyright law.?*

Any analysis of the economic impact of peer-to-peer networks on the recording
industry must start from an understanding of the structure and conduct of the industry in the
years |leading up to the piracy panic.?? The pictureis not pretty. Long before peer-to-peer
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technology came along, the industry was engaged in an anti-consumer, anti-competitive
campaign against the consumer benefits of a new technology. “The music recording industry
isahighly-concentrated five firm oligopoly. Much of dominance achieved by large firmsin
the industry results from control over the distribution and promotion of the products of the
industry.”?®

Two lawsuitsin recent years, one by state Attorneys General and an earlier one by the
Federal Trade Commission were settled in 2002 and 2000 respectively. Asthe complaint
filed by 41 state Attorneys General put it:

The purpose of theillegal agreements was to raise prices and reduce retail
price competition which threatened the high and stable profit margins for CDs
enjoyed by both the defendant |abels and distributors and many music retailers.

This competitive threat arose with the entry into music retailing of several
discount retailers (for example, Best Buy, Circuit City and Target), which
could profitably undercut the prevailing retail prices charged for CDs by
traditional retailers. Consumers flocked to the discount retailers which rapidly
gained market share at the expense of traditional retailers.

The traditional retailers reacted by pressuring defendant distributors to impose
minimum advertised pricing (“MAP”) policies which established the retail
price levels at which CDs were sold, thereby effectively reducing and/or
eliminating retail price competition for CDs.

The effect of these anticompetitive agreements has been twofold. First, retail
CD prices, which had been dropping, were stabilized and then raised industry-
wide. Second, the oligopoly of defendant distributors was able to maintain
high wholesale prices and margins for CDs. Asaresult of both effects,
consumers have paid higher prices for CDs than they would have absent the
illegal agreements. 2

The history of the anticompetitive behavior outlined by the Attorneys General makes
fascinating reading in light of subsequent developments. Competition arrived in the early
1990s along with the expansion of CDs, a new technology of distribution that was lower cost
and easier to store and handle. CDs entered the market in the mid-1980s, constituted a
quarter of total sales by 1990, and three-quarters by 1995.

Competition drove prices down, “from $15 to $10 in ashort period of time.”* Asa
result, “discount retailers’ sales grew dramatically.”® Total sales grew dramatically as well
(see Exhibit 11-1). In fact, this period of price competition saw afaster rate of sales growth
than at any time over the past 30 years.

“In a series of announcements to their retail customersin 1995 and 1996 the defendant
distributors transformed their MAP programs into blunt and effective instruments for putting
an end to price competition.”?” With discipline applied to the industry, “retail and wholesale
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price increases occurred
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with suspect business
practices.”® There continue to be battles over high prices of CDs. The anecdotal example
frequently cited isthe fact that “ The soundtrack to the film High Fidelity has alist price of
$18.98. You could get the whole movie [on DV D] for $19.99.”*

A survey of consumers at the time of the first consent decree in 2000 revea ed
significant consumer dissatisfaction with recording industry pricing.®* Three-quarters of
respondents felt that pricing levels were unreasonable and almost as many felt they were
excessive compared to other forms of entertainment. They said they would increase their
purchases of music, if pricesfell substantially, and almost all the respondents said they would
not be willing to buy digital downloads at the same prices as CDs. The public was clearly
not satisfied.

Exhibit 11-2 compares CD prices with several other products that were subject to
pressures of digital distribution as Internet usage spread rapidly. The datais available only
back to 1997 at this level of disaggregation, but that is a reasonable starting date. Each of the
products was affected somewhat differently, but the pattern is quite clear. CD prices
increased somewhat, while the other product prices declined.

The manipulation of CD prices was combined with a second strategy to further exploit
consumers. Over the course of the 1990s, even though production costs were falling, the
recording industry all but eliminated the sale of singles. In other words, consumers were
being forced to pay too much for CDs that contained a lot of content they did not want to
purchase.
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to competition is what we would expect with a cost-reducing technology penetrating the
market. The experience of declining costs of digitally distributed products should extend to
the music industry. When the opportunity for arbitrage presented itself, in the face of anti-
consumer and anti-competitive practices, we should not be surprised that consumers availed
themselves of some self-help measures.
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Perhaps most peculiarly, the costs of production, reproduction and distribution
in theindustry are close to zero (from a physical point standpoint), yet the
industry structure in which five firms dominate the field worldwide has been
essentially unchanged since the mid-1980s. One implication of this structureis
that firms are able to more easily coordinate and carry out anticompetitive
activities, such aspricefixing. Pricesthat are held artificially high generate
socia welfare losses (in absence of perfect price discrimination), and might
have accelerated and amplified the use of file-sharing networks by
consumers.®

This underlying economic picture also casts doubt on the clams that every
downloaded fileisalost sale. One can certainly argue that the combination of
anticompetitive pricing and the elimination of singles hurt consumersin two ways. It priced a
significant number of people out of the market and transferred a great deal of surplus from
consumers to producers...

The failure to take into account the anti-competitive, anti-consumer practices of the
industry in the 1990s completely distorts the picture one paints of the events of the period
after peer-to-peer communications networks came into existence. For example, Stan
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Liebowitz, one of the strongest defenders of the claim that file-sharing is harming the
industry, uses the competitive period of the early 1990s as the basis for estimating the harm,
but never mentions the anti-competitive behavior of the late 1990s, which set the stage for
peer-to-peer growth.

Driven largely by the growth in DV Ds, the prerecorded video market
experiences alarge growth in sales beginning in the year 2000. This might be
why DV Ds are often mentioned as a potentia cause of the declinein CD sales.

But thereisafly in thisointment. The VHS market experienced a similar
increase in sales from 1991 to 1996. If largeincreasesin video saleslead to
large declinesin CD sales, CD sales should have been damaged during this
earlier period. Returning to the datain Figure 1 we can see that CD sales
during this period has the largest increase of any 5 year period in our data,
quite the contrary to what might have been expected.®

“The largest increase of any 5 year period” isaresult of the price competition that had
broken out. Thefly in the recording industry’ s ointment was competition.*

Liebowitz goes on to conclude that pricing behavior does not account for much of the
change in purchase behavior, by ignoring discounting in the early 1990s, which of course
underestimates the important role of price and especially the relative prices of CDs and other
forms of digital entertainment.

It isunclear how serious a problem the use of list, as opposed to transaction
prices, would be in this case.? Although there was afairly significant fall in the
inflation adjusted list prices from 1978 until 1982 (atime of highly variable
vinyl prices, unusually high inflation, and a changeover from vinyl records to
the less expensive prerecorded cassette), inflation adjusted list prices have
remained remarkably constant since 1981. The consistency of list pricesis
amost asif the record industry decided to keep pricesin line with the inflation
rate.

4|t discounts were relatively constant from year to year, list prices would be
good proxies for actual prices. On the other hand, if discounts varied
considerably from year to year (the growth of Wal-Mart might be just one
reason to suspect that discounts have not stayed constant) then the use of list
prices could cause misleading results.®

There are three critically important observations here. First, the conclusions about
price are suspect since the discounts were variable, and much larger during the competitive
period. Second, the constancy of prices should have been a sign that prices were being
managed. Third, the fact that pricesfailed to fall with the shift to much less expensive CDs
reinforces that suggestion.

12



13



