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Abstract

The music industry is undergoing a period of extreme flux. For most of the past

century, the high costs of producing, promoting and distributing music served as

massive barriers to entry into the music industry. In the last decade, however, new

technologies and the proliferation of the internet have all but completely dissolved

these barriers to entry. Among other developments, artists may now record and

produce their music with relatively inexpensive technologies, market and distribute

it via the internet, and incur low fixed costs and almost zero marginal costs in the

process. As a result, artists are now generally less dependent on record labels, and

more free to maximize their own multi-product profits. Profit-maximizing artists

must now choose how to best utilize the imperfectly substitutable forms in which

they may distribute their music, balancing the tradeo↵s among CD revenues, paid

digital download revenues, and the complementary revenues generated by free online

music. With industry CD revenues continuing to fall, and alternative sources of musicrelated revenues growing and proliferating, one would expect a divergent shift in music

industry business models away from those designed to maximize CD revenues. The

relatively new technology of streaming music o↵ers a valuable vantage point from

which to survey these new business models empirically.

Controlling for past and current album sales and radio play, as well as determinants

of concert demand such as ticket pricing and previous years’ audiences, my thesis seeks

to explore the following hypotheses regarding multi-product profit-maximizing firm

behavior:

1. Artists that choose to supply more free streaming music are those that choose

to o↵er a larger yearly supply of tickets to their performances.

2. Artists that exhibit higher demand for their free streaming music are those that

choose to o↵er a larger yearly supply of tickets to their performances.

3. Artists that exhibit higher demand for their paid digital-downloads are those

that choose to supply less free streaming music.

4. Free streaming music and paid digital-downloads are substitutes, albeit imperfect. We expect the cross-price elasticity of an artist’s free streaming music

and paid digital-downloads to be positive, ceteris paribus. We also expect

the levels of demand for the two goods, across artists, to be inversely correlated, though free streaming music may generate an opposing e↵ect, stimulating

digital-download sales by allowing consumers to sample.
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Chapter 1

Background

1.1



Traditional Music Industry Structure



The music industry is composed of a complex variety of players, goods and contracts.

Traditionally, four major types of firms have profited from the sales of music and

music-related goods. At the center of the industry are musicians. For the purposes of

this thesis, any individual or group of individuals that release, record or perform music

under a unified name shall be referred to as artists.1 These artists may write their own

music and lyrics, or may purchase them from outside composers. Once copyrighted,

compositions become the intellectual property of the musician(s) and/or composer(s)

who are their authors, and recordings become the collective intellectual property of the

artists that recorded them. The next two types of firms are concert promoters, who

organize concert tours primarily by securing concert venues and promoting events, and

record labels, which provide the means to produce and market albums. Furthermore,

for those artists that write their own music, performing rights organizations (PRO’s)

license and monitor all outside use of their compositions, such as by radio or television

stations, and collect royalties. Finally, there are a wide variety of additional players

scattered throughout the industry, such as venue owners and ticket distributors.

The music industry, however, may be more broadly construed as being comprised

not only of the markets for live and recorded music. Markets for recorded or live music

often generate a variety of ancillary markets for complementary, non-music goods, the

most traditional of which is artist-affiliated merchandise, such as the concert t-shirt.

The supply side of the industry, therefore, may be viewed as the composite of not

only musical artists and composers, but also the variety of firms that together supply

The author would like to note that the designation of “artist” gives undue credit to many of the

individuals and groups that have released, recorded and performed music in the last century.

1



2



Chapter 1. Background



consumers with music and its ancillary goods.



1.1.1



Record Labels &amp; the “Recording Industry” Subsector



Prior to the impact of digitalization, the costs of producing, distributing, and promoting recorded music were sufficiently high that most artists could not independently

record and promote their own music. These production and distribution costs reflected primarily the costs of physically producing and distributing each CD. A lesser

promotional cost of note, however, is represented by the common practice of record

labels paying radio stations for air play. This practice is legal according to US law2

if, and only if, the payment is acknowledged at the time of the broadcast. Considerable weight, however, is generally given to the impact of the illegal variety of such

payments, the exchange of which has been termed “payola.”

Hence the development of the “record label.” A record label is essentially a firm

that amasses the means to record, distribute and promote albums. A label then o↵ers

to “sign” certain artists to its roster. If an artist agrees, the label will enable this

musical artist to record and promote an album, subject to a contractual agreement.

These contracts have traditionally provided much larger CD revenue shares for labels

than for musical artists. Such contracts, however, were at least partially necessitated

by the high costs of recording and promoting musical artists, combined with the low

likelihood that a new musical artist would generate significant revenue from album

sales.

Historically, only very few artists were able to adopt business models that generated profits without the support of, and contractual obligation to, record labels. Such

artists are epitomized by the Grateful Dead, who were able to generate demand for

their music and complementary goods primarily through live performance and without initial label support. The remaining vast majority of artists, however, were able

to enter the music industry only under contract to labels. As such, most artists were

obligated to maximize their labels’ profits from album sales, rather than their own

multi-product profits. For this reason, the recording industry has long been the dominant force in the music industry, so much so that the two were virtually synonymous

prior to the impact of digitalization.



2



47 U.S.C §317 (Announcement of payment for broadcast)



1.1. Traditional Music Industry Structure



3



Recording Industry Concentration

The high fixed costs of producing, distributing and promoting recorded music have

not only ensured artists’ dependence on record labels in the past, but they also

constituted significant barriers to new record label entry into the recording industry.

The industry, as a result, has long been highly concentrated. Alexander (1994) notes,

in fact, that the industry has been highly concentrated for most of the past century.

The only periods of exception were during the 1910’s and 1950’s, when the advent of

new technologies significantly lowered production costs and triggered waves of firm

entry.

As early as the 1960’s, however, a wave of horizontal mergers began in the recording industry.3 At the same time, the industry began to shift from independent to

integrated distribution as the major firms began purchasing independent distributors. The resulting pressure began to drive the remaining independent distributors

to bankruptcy over the following decades, a trend that accelerated in the 1980’s.4

By the end of the decade, six major firms held dominant market shares as measured at the distributor level.5 6 Since then, the industry has not become any less

concentrated. Curien and Moreau (2005) noted in early 2005 that only four firms,

Sony/BMG, Universal Music, EMI, and Warner Music, accounted for 80% of music revenues worldwide since a merger between Sony Music and Bertelsmann Music

Group (BMG) in November 2003.7

Record Labels &amp; Pricing

As a result of its high concentration, the structure of the recording industry over the

past two decades has been unquestionably oligopolistic. Theoretical literature, however, generally assumes that record labels price as monopolists. Rob and Waldfogel

(2006) note that “because CD’s were easily transferable even in the absence of downloading, substantial price discrimination was impracticable. As a result, firms were

compelled to price as single price monopolists.”8 They later conclude that, “prior to

the advent of unpaid downloading . . . we view the seller of each album as a singleprice monopolist.”9 Curien &amp; Moreau (2005) take this conclusion one step further,

Alexander (1994)

Black &amp; Greer (1987)

5

Alexander (1994)

6

Business Week (1988)

7

Curien &amp; Moreau (2005)

8

Rob &amp; Waldfogel (2006)

9

Rob &amp; Waldfogel (2006)

3
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