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Foreword:

I first became interested in the topic of Internet media sharing
when one of my childhood friends first introduced me to the
wonderful world of Napster. My interest grew when [ was forced to
stand by and watch my new love perish at the hands of what I then
considered greedy celebrities and media executives. All hope was
not lost; new better networks emerged, but now even those are
under attacked from the same foe. After my own run-in with the
long arm of the IP police, I decided to do a little more research in
which this thesis will be only a stepping-stone. After starting my
research I quickly learned the topic would be a nebulous one.
There is no good place to begin; it is very hard to set a fair scope;
and there is no defined end. Every day I look in the news and
there is a new story, book or study. As I write this, the Supreme
Court is hearing one of the cases I mention in chapter 2. For this
reason, I will concede my above bias and the fact that my
argument might not be the most up-to-date but, regardless the
theory is sound and it will not only help the media industries but
society as a whole.

Jabari-Jason Tyson-Phipps

Thursday, March 31, 2005



Abstract:

Digital media has revolutionized the world. With the help of
increasing globalization and vague intellectual property laws,
digital media, music in particular, is slowly becoming the new
standard. One of the biggest forces obstructing this change is the
one that would benefit most from it, the music industry. The
industry has dragged its feet in changing to this new standard but
society has not. Instead of adaptation, the industry has responded
with lawsuits setting up a mutually hurting stalemate between
itself and its consumers. Services such as I-tunes and Napster
have begun to break the stalemate, but its up to the music
industry to make the next move. By examining recent studies,
court cases, and trends it is clear that if the music industry does
not learn to adapt it will fall into ruin.



Chapter 1: In the Beginning...

Change is the constant, the signal for rebirth, the egg of the phoenix. ~ Christina
Baldwin

I here once was a time where an artist did not expect to

make millions of dollars from record sales. There once was a day
when artists were common humble people who loved to share their
talent to bring happiness to the masses. That day is not today;
today the world is in an age of multimillion-dollar contracts,
distribution deals, and litigation. Much of that litigation is about
file sharing and copyrights. Today the courts and news
organizations are being inundated with cases and stories about
copyright violations from the artists and their representatives.
Everyday they bring charges against their fans and consumers over
file sharing over the Internet.

How did something so simple become so complicated? Some
of the greatest artists in history, by today’s standards would be
copyright infringers. As Kusek and Leonhard point out, Walt
Disney was quite the “borrower” of other’s ideas for his cartoons
including Mickey Mouse in Steamboat Willy!. Today, thanks in

part to his legacy, artists do not only control the rights to their

1 Kusek and Leonhard P44.



works throughout their lifetime, but also seventy years after their
deaths. What happened to creating art or playing music to
entertain the masses?

The entertainment industries cannot sustain themselves if
they continue to prosecute their consumers. Eventually, especially
in a democracy, the law will change to reflect the sentiment of the
masses and the entertainment industries will not have grounds to
bring their lawsuits. Changes to the law that would liberalize
copyrights, would put pecuniary constraints on entertainment
companies that will in essence lead to their demise.

It is quite luculent that something needs to be done to find
another solution to this problem. There is no need to destroy the
entire system. Simple changes to the entertainment industry’s
distribution model and way of thinking would not only solve the
problem but also enhance the industry’s profitability. The Internet
and file sharing are not only powerful means to distribute music
but also powerful marketing tools. If the recording industry learns
to work with its consumers instead of against them, P2P file-
sharing networks can be turned from lawbreakers to

moneymakers.



History of copyright

To understand the problem fully, one must understand the
origins and original intent of copyright statutes. The idea of
recognizing an artist can be dated to ancient Greece and Rome
although then the recognition did not come with finacial rights or
benefits. Then the rights were more about the pride and
recognition of ones work.

It was not until the fifteenth century and the invention of
Gutenberg’s printing press, that what is known now as copyright
laws began to be formulated. Like the Internet today, the printing
press drastically reduced the time and amount of work that it took
to reproduce an artist, or in this case a writer’s work. Before the
printing press the church or the aristocracy owned most books.
Most of the reproduction was done by monks and the few who were
educated enough to do so.

After the invention of the printing press, monarchs began to
give monopolies over rights to materials to printers and very rarely
to authors. In a political move in Britain aimed to censor materials
that were not deemed suitable, the Licensing Act of 1662 was
passed giving the Stationers’ Company of London a monopoly on

all printing in Britain.



Authors did not receive rights to their work until the Statute
of Anne in 1710. This was the first copyright law in the modern
sense. It granted the owner exclusive rights to a work for fourteen
years, which could be renewed up to twenty-eight years, at which
time it became public domain.

Copyrights were established in the U.S. Constitution with
the phrase "...the Congress shall have power . . . to promote the
progress of science and useful arts, by securing for limited times to
authors and inventors the exclusive right to their respective
writings and discoveries.?” In 1790 the first Congress made this
official by passing the Copyright act of 1790, which was modeled
after the Statute of Anne and gave the same time limits and
restrictions in regards to the public domain.

The act was revised four times, in 1831, 1870, 1909, and
1976. In 1831 the term of a copyright was extended to twenty-
eight years with the option for a fourteen-year extension. In the
1870 revision the records of copyright registrations were moved
from local districts to the Library of Congress in order to keep a
more central registry after claims that duel rights had been
granted in different districts.

In between the 1870 revision and the one in 1909 there was

a major change in international law. In 1886 the Berne

2 U.S. Constitution Article I, Section 8, Clause 8



Conference was held to establish a treaty of mutual recognition of
copyrights across borders for the first time. Since 1886 the treaty
has been revised five times but the United States did not become a
signatory until 1988. Until then the U.S. established separate
international copyright treaties the first being signed in1891.

The 1909 revision was a major change; it not only broadened
the categories to protect all authorship but also expended the
length of ownership to twenty-eight years with an optional twenty-
eight year renewal. It was this revision that allowed musical
composers to copyright their works. The main challenge and fear
of the Congress was to balance the rights of the composers and the
public good. They were afraid of creating monopolies that were not
in the public’s interest, which were the spirit of all of the acts and
statutes that went before it.

The 1976 revision incorporated a standard from the 1908
Berlin Act, one of the revisions of the Berne treaty, in anticipation
of the U.S. becoming a signatory. It extended the life of the
copyright to the life of the artist plus fifty years, seventy-five for
works for hire. It also began to take into consideration new
technologies and how they would affect the current laws. The
framers of the act took into account fair use for the first time as

well as remedies to infringement, scope, subject matter of works
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covered, exclusive rights, copyright term, notice, registration,

infringement, and defenses.

Universal v. Sony

One problem in technology that was not made clear in the
1976 revision was addressed in 1983 in the case of the Sony
Corporation v. Universal City StudiosS. The case was first argued
on January 18th and then reargued on October 3rd in front of the
U.S. Supreme Court. The question presented in the case was
whether or not Sony was liable for contributory copyright
infringement in its sale of its “Betamax” product under the 1976
revision of the copyright code.

Betamax was the original video tape recorder, VTR. It was
one of the first products that allowed people to record programs
from the television in there homes. Its primary use was highly
debated. Sony claimed its use was to allow consumers to “shift”
the time they watched programs by recording them for later use.

Universal and other copyright holders objected to the sale of
Betamax because they felt that the marketed primary use was to

infringe on the copyright of their programming. Universal, instead

3 Sony Corp v. Universal City Studios 464 U.S. 417 (1984)
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of suing individual owners and users of Betamax, sued Sony the
manufacturer of the product for monetary damages and an
injunction against the production of additional units. They
accused Sony of being a secondary infringer because they provided
people with the means in which to circumvent Universal’s
copyrights of television programming.

In accordance with the 1976 revision of the copyright act,
the District Court held that noncommercial recording of television
programs was fair use because the access to these programs was
free and public. This meant home recordings were protected under
the First Amendment. The Ninth Circuit Court of appeals however
reversed that decision and found that Sony was liable for
secondary or contributory infringement. They saw Betamax’s
primary use as a copying machine.

The case was brought before the Supreme Court. On
January 17th, 1984 in a 5-4 vote they found in favor of Sony with
Justices Stevens, Burger, O’Connor, White and Brennan
concurring with the District Court and Justices Marshall, Powell,
Rehnquist and Blackman dissenting. In the opinion, the case of
Columbia Broadcasting System, Inc. v. Democratic National
Committee* was cited in saying that even when an entire

copyrighted work was recorded, the District Court regarded the

4Columbia Broadcasting System, Inc. v. Democratic National Committee 412
U.S. 94, 102." Id., at 454. n8

12



copying as fair use "because there [was] no accompanying
reduction in the market for [the]'plaintiff's original work.5" The
Supreme Court went on to say, "the sale of the VTR's [video tape
recorders| to the general public does not constitute contributory
infringement of [the| respondents' copyrights.®" With this ruling

the Court set the precedent of fair use in the media industry.

Present day applications

The fair use doctrine of the Court opened up new doors. The
modern world is filled with all kinds of recording devices from tape
recorders to Tivo. The duplication of copyrighted works for home
or personal use is legal. This was a major blow for the recording
and other media industries but they could take comfort in the fact
that their works could not be copied on a mass scale.

That all changed with the increasing prevalence of a new
medium of communication in people’s homes, the Internet. Like
the printing press of its day, the Internet revolutionized the world.
It transformed business, how people communicated, and most

relevant for this case, exchanged ideas.

5 ibid p.426
6 Sony Corp v. Universal City Studios 464 U.S. 417 (1984)
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No longer did one have to duplicate pieces of media one by
one. Like the printing press, it allowed for the mass production of
ideas and types of media that could be stored in a digital format.
People began to post music online in M (PEG-1 layer) 3 or MP3
format as it is generally known. While video files were harder to
transmit over the Internet in the beginning due to their large size,
MP3 files were much smaller and easier to place on websites so
they can be shared with the whole world. The only problem with
finding music online was that one had to search several websites
before they could find the song they wanted, if it was even
available. This was a long tedious process until someone thought

of a better way.

14



Chapter 2: Enter the Digital age

I he digital age was truly a revolution for society. The

standard began to change from analog signals to the new digital
format. This change is demonstrated in many everyday inventions
such as cell phones and computers. With the invention of new
super computers came the widespread use of the World Wide Web
or the Internet. The Internet was a new technology that like the
Betamax in its time scared the entertainment industry and for
good reason. It not only allowed for individual copies of their
works to be “timeshifted” for personal use but, it allowed for those
copies to be shared over the Internet quickly, easily and in mass
quantities. The music industry took collective action against what

they saw as their greatest threat, Napster.

Bad Kitty

Napster was founded in 1999 primarily by Shawn Fanning,
an eighteen year old college dropout. It’s name came from

Fanning’s nickname. It was the first massively used file-sharing
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program. Before Napster users still shared music in the MPEG-1
layer 3 or MP3 format but they would have to search multiple
websites to find what they wanted or send each other the files one
by one.

Napster changed this; it was a massive, centralized source of
MP3 files. The music itself was not centralized, in fact files were
still being exchanged from computer to computer but, Napster
served as a centralized place where the files were categorized on a
central server (see exhibit 17) Search requests would be sent from
one computer to Napster which then gave a list of computers
where that file was available. The software then facilitated the

linking of the two computers and the transfer of the file.

Centralized

All communication

travels through Central

central server. Server
JAN

SOO0O000OD

Client nodes

Exhibit 1

7 McKeeth, Jim “A guide to Peer-2-Peer”
<http://www.bsdg.org/Jim/Peer2Peer/Paper/3214.html>
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Music fans loved the idea; it allowed them to search for
bootlegs, pre-released tracks, remixes, DJ mixes and rare tracks.
Essentially it allowed users the means to find and download any
song that they wanted without traveling to the music store or
paying for whole albums for the one or two tracks they wanted.
They could then take these tracks and compile their own CDs
without paying any royalties to the artists and bypassing the
recording industry. At its peek in February of 2001 Napster had
over thirteen and a half million userss.

To the general public, music lovers and students in
particular, Napster was a godsend but to the Recording industry it
was a catastrophe. It circumvented their distribution channels
and in absolute terms was taking money out of their pockets. In
December of 1999 the recording industry filed a case action
lawsuit against Napster seeking monetary damages and an
injunction.

Many people saw an attack on Napster as an attack on the
Internet itself. This view saw Napster as nothing more than a
search engine and its function as a feature of the Internet. A shut
down of Napster they argued would not stop the file sharing, it
would only force it to new channels (which it essentially has done).

A lawsuit against Napster was unfounded in their opinion, Napster

8 Cole, Victoria “Filesharing- Napster” < http://wiki.media-
culture.org.au/index.php/Filesharing - Napster> Creative Industries 2004.
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was not the distributor, it was only the facilitator. An attack on
Napster was an attack on the advancement of technology itself.

This attack and lawsuit came from members of the
Recording Industry Association of America, the RIAA. They
accused Napster of being “a contributory and vicarious copyright
infringer.” On July 26th, 2000 a District Court granted Napster’s
accusers, A&M Records, Geffen Records, Interscope Records, Sony
Music Entertainment, MCA Records, Atlantic Recording
Corporation, Island Records, Motown Records Company, and
Capitol Records, request for a preliminary injunction “from
engaging in, or facilitating others in copying, downloading,
uploading, transmitting, or distributing plaintiffs' copyrighted
musical compositions and sound recordings, protected by either
federal or state law, without express permission of the rights
owner?”’and set a bond of five million dollars.

The case was challenged in the Ninth District Court who
stayed the injunction. The Court said that the burden needed to
be split between the parties. The plaintiffs had the duty to notify
Napster when there was infringement and Napster had the duty to
police the infringement. To be clearer, the recording companies
needed to provide Napster with the title of the work being

infringed, the artist, the names of the files, and a certification that

9 A&M RECORDS, Inc. v. NAPSTER, INC., 239 F.3d 1004 (9th Cir. 2001)
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they did indeed own this work. In response Napster would need to
take measures to block these files from its network with in three
business days.

It was not until February 12th, 2001 that the U.S. Court of
Appeals for the Ninth Circuit announced its decision. It did indeed
affirm the decision of the lower court but sent the case back so
that a less broad injunction could be ordered.

Judge Robert R. Beezer gave the court opinion in which he
defined liability as a contributory infringer as “...one who, with
knowledge of the infringing activity, induces, causes or materially
contributes to the infringing conduct of another...10” The Court
affirmed that Napster was indeed guilty of this. It also rejected
Napster’s argument that its software was protected under the
Audio Home Recording Act, which in part states:

“No action may be brought under this title alleging

infringement of copyright based on the manufacture,

importation, or distribution of a digital audio recording device,

a digital audio recording medium, an analog recording device,

or an analog recording medium, or based on the

noncommercial use by a consumer of such a device or medium
for making digital musical recordings or analog musical
recordings.11”

The reasoning for this dismissal was twofold. First the

case was not brought under the Audio Home Recording Act.

Second because the act did not cover the downloading of MP3 files

10 Opinion of Judge Beezer Section 4 page 48
11 Opinion of Judge Beezer Section VIA P. 70
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because in their opinion computers were not covered under this
act due to the fact that their primary use was not recording.

In the end the case meant the end of Napster. The
injunction, by taking away the majority of Napster’s files and
functions, made Napster an undesirable file sharing conduit for
Internet users. After this case and the Millennium Digital
Copyright Act it seemed that Internet music swappers had been
dealt major blows and the entertainment industry was on its way

to winning the war.

The Millennium Digital Copyright Act

After the modifications to the Copyright Act in 1976 there
was still need for new reforms to keep up with society. In reaction
to the changes, President Clinton on October 28th, 1998 signed the
controversial Digital Millennium Copyright Act, or DMCA into law.
The general purpose of the statute was to outlaw the production
and dissemination of technology that can circumvent means in
which copyrights are protected. The opponents of the law argued
that it prohibited growth in technology.

The law has five titles, the first of which has two parts. The
first part implements several treaties and the second which is

better known as the anti-circumvention provisions are those that

20



prohibit means taken to evade copyright protections. The second
title creates a safe harbor for online service providers so that they
can be protected from being sued when their services are
improperly used. It also provides a provision for subpoenas to
identify alleged users. The third title allows for copies temporarily
to be made if ones computer is being repaired. The fourth title
contains miscellaneous provisions including a clarification of the
duties of the copyright office, provisions to facilitate distant
education, help libraries with keeping copies of sound recordings,
and some provisions relating to collective bargaining and the
transfer of movie rights. The final provision formally protects boat
hull designs, which were not properly protected before.

There have been attempts to reform the DMCA to make it
less strict and give consumers more access and rights. One
example is that from Democratic congressman Rick Boucher from
Virginia. He introduced the Digital Media Consumers’ Rights Act,
which was first introduced in January of 2003 and then

reintroduced in March of 2005.
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MGM v. Grokster

Although critics claimed it was too strict, the Millennium
Digital rights act did not end the Internet music sharing revolution
that Napster became a martyr for. As many experts predicted,
users migrated to new forms of sharing. New P2P networks based
on Gnutella and other softwares opened including Limewire,
Morpheus, Bearshare, Grokster and Kazaa.

Gnutella is an open-source software that allows users to
create true person-to-person, or P2P networks without
centralization. It was developed in 2000 by two software
programmers from Nullsoft Justin Frankel and Tom Pepper. It was
not the intention of Nullsoft’s parent company, AOL for the
software to be so widely distributed but the original source code
that was released under a general public license had been reverse
engineered and cloned.

These new networks proved to be more dangerous to the
industry due to the nature of their construction. Unlike Napster
which kept a centralized network (see exhibit 1) which categorized
all available files on its network centrally, the new Gnutella

networks keep no central index and simply bounce search requests
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from one system to the next on its network until it finds what it is

looking for (see exhibit 212).

Decentralized Super Peer
Mo central server, all All are peers,
communication is but some
routed between provide
PEErS. O f brokering.

O/ : S
Peer nndi\&

Direct connections - transfers
Super peer connections - searches

Exhibit 2

12 McKeeth, Jim “A guide to Peer-2-Peer”
<http://www.bsdg.org/Jim/Peer2Peer/Paper/3214.html>
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What made Napster’s activities illegal was that they were
contributing to the sharing of music by keeping a central catalog of
what was available. Without Napster being in existence its
network would have fallen apart; the new Gnutella networks
function on their own, with only users running the software
needed for it to sustain.

The legality of the software was challenged in 2003 when
Metro-Goldwyn Mayer Studios and twenty-nine other interested
entertainment companies filed a class action lawsuit against
Grokster, LTD. and Streamcast networks, the producers of two
popular Gnutella network programs. On April 25th, 2003 Judge
Stephen V. Wilson, a United States District Judge, granted
Grokster’s motion for a summary judgment!3. He found that there
were no facts in dispute and no need to proceed to trial. While he
acknowledged that the defendants had set up their business to
avoid liability as a secondary infringer, as a matter of law they did
not infringe. In the opinion of the court, to ask for a judgment
would be expanding the copyright law as it is written.

The entertainment industry needed to prove that the
technology developer had knowledge of the specific infringements,
could have done something to prevent them, and failed to do so.

The files sharing programs run on networks not controlled by the

13 Judge Wilson’s order United States District Court Central District of California
<http://news.findlaw.com/hdocs/docs/mgm/mgmgrokster42503ord.pdf>

24



developers so there was nothing they could do to prevent sharing
of specific files. The entertainment industry argued that delivery of
notices of infringements ex post facto should suffice but the Court
did not accept this argument. If that was the rule of law then
companies like Xerox would also be put out of business due to the
capability of their products. Most importantly in its opinion the
Ninth Circuit Court recognized:

“The introduction of new technology is always disruptive to

old markets, and particularly to those copyright owners

whose works are sold through well established distribution
mechanisms. Yet, history has shown that time and market
forces often provide equilibrium in balancing interests,

whether the new technology be a player piano, a copier, a

tape recorder, a video recorder, a personal computer, a

karaoke machine, or an MP3 player. Thus, it is prudent for

courts to exercise caution before restructuring liability
theories for the purpose of addressing specific market
abuses, despite their apparent present magnitude!.

This case still has not been settled; on December 10, 2004,
the Supreme Court granted writ certiorari in the MGM v. Grokster
case. They will be examining whether the Ninth Circuit erred in its
opinion that decentralized file sharing programs like Grokster and
Kazaa should be protected from liability in the cases of the millions
of copyright violations that happen on their networks each day.

The Supreme Court began hearing that case on March 29th,

2005 but that was not the only obstacle for the entertainment

industry. The RIAA sued Verizon, an ISP (Internet Services

14 Opinion of the Ninth Circuit Court pp. 11747-11748
<http:/ /www.grokster.com/files/ MGM_v_Grokster_9th.pdf>

25



Provider), for the release of names of individuals they claimed were
sharing their copyrighted works. A lower court ruled in favor of
the RIAA but that was later overturned in the D.C. Appeals Court.
On October 11th, 2004, the Supreme Court without comment
denied certiorari in the case leaving the Appeals Court’s decision
that ISPs do not have to respond to subpoenas for the names of
their consumers. This makes it more difficult for the RIAA to sue
individual file sharers. Furthermore, in 2003 the Dutch Supreme
Court also ruled that file-sharing programs were legal in that
country. This series of events has made the outlook for business

as usual very grim for the entertainment industry.
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Chapter 3: Theory Overview

I here are several theories and models that can explain the

dynamics in the situation between the entertainment industry and
it’s consumers in the United States. The primary model this paper
will explore is that of the prisoners’ dilemma from game theory. To
help unravel the dynamics involved Porter’s five forces and
Hardin’s concept of a Tragedy of the Commons will also be
introduced. Along with statistical data, these models will be
applied to today’s situation to prove the ultimate conclusion that
the industry needs to change and learn to cooperate or it will end

up destroying itself.

Prisoners’ Dilemma

One way to examine the problem between the entertainment
industry and its consumers is by using the prisoners’ dilemma
game. This non-zero sum game was laid out in Robert Axelrod’s

1984 book The Evolution of Cooperation. The prisoners’ dilemma

model is rooted in cooperation; the greater the level of cooperation,

the greater the total score of the system.
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The game is set up with two players who have two options,
either cooperate or defect. The payout for a player’s decision is
based upon the other player’s action. If both players defect, or act
in what would seem like their own best interest, they both get a
low payout. On the other hand if one player can convince or force
the other into cooperation and, they choose to defect; they receive
the largest payout and their adversary gets the smallest one. If
both players choose to cooperate, they both receive a relatively
high payout that amounts to the greatest total payout for the
system. Exhibit threel5 below shows the distribution of possible
scenarios in the game.

Player A

Cooperate Defect

Cooperate

PlayerB

Defect

Exhibit 3

15 Smith, M. Shane “Game Theory” Beyond Intractability.org
<http:/ /www.intractableconflict.org/m/prisoners_dilemma.jsp>
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Both players have an incentive to defect because that is the
way to gain the most benefit. It is assumed that each player will
look to maximize his or her own situation without regard to the
other player. The twist is that both players in doing so put
themselves in the worse situation. They are dependant on each
other and need to work together to gain the greatest reasonable
benefit, particularly if they are unable to force their antagonist into
submission.

The optimal strategy, or Nash equilibrium for this game is
mutual cooperation. Through mutual cooperation, the aggregate
sum of benefits in the system is the greatest. There is no Pareto
efficiency or Pareto optimality to the game. That is to say that
every change to benefit one side takes away from the other. There
will always be an opportunity cost to at least one player because
both players cannot simultaneously have the greatest amount of
benefits. This leads to different strategies on how to play the
game.

The strategies of this game can be examined in two ways.
The first way is to look at strategies based on the amount of fear,
trust, and reciprocity. When played over more than one round in a
system of less than perfect information, players begin to develop
patterns and strategies based on their trust of their opponent and

the fear of defection. The second way to analyze the game’s
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strategies is looking at it from the perspective of greed. In a system
with more complete information, judgments can be made based on
anticipated gains. In this type of situation it is rational to defect
when one can force their adversary to cooperate for example with
forces that are outside the constraints of the game. This situation

is more like real life and the case being examined.

Porter’s five forces

Porter’s five forces model of how to analyze an industry takes
into consideration some of these outside forces. The model is laid
out in exhibit four®. Using this model one could examine the
entertainment industry from a different angle. By looking at the
entertainment industry under this lens, one gets a different

perspective on the situation.

16 Value based management .net
<http:/ /www.valuebasedmanagement.net/methods_porter_five_forces.html>
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Threat of
Substitute Products
ar Service

Substitutes

Exhibit 4

The first thing that Porter’s model takes into consideration is
the threat of new entrants. This is also known as barriers to entry
and is important for this case. It takes into consideration what a
new firm, such as a P2P server that would act as a distributor of
music, would need to enter the market. In this case one large
barrier to entry is government policies and laws. In a democracy
this is a very tricky thing. The power is in the hands of the people;
as a result laws can change with the times and with public
opinion. The entertainment industry can lobby to strengthen its
ownership rights but, if the consumers feel threatened, they have
the power in a democracy to change the laws in their favor. It is an

interesting system of checks and balances.
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The second factor Porter’s model looks at, which is also very
important to this case, is the power of the buyers. A buyer’s price
sensitivity and needs are very important. Buyers must have
incentive to use one distribution channel over another. P2P
networks allow buyers to acquire goods at no cost and in a
relatively more convenient way. The only downside for buyers is
the threat of punishment from the law. Still they have the option
and as a result, in this business, much of the power is in the
hands of the buyers.

This can also be seen in the next force, the threat of
substitutes. Buyers have to have incentive not to switch to similar
products. If the consumer wants music by one particular artist
there is no real substitute, but there are other ways to get the
desired piece of media than to buy it in the store. Whereas
entertainment companies bare the high cost of producing the
media and hold the rights to its legal distribution, the relative cost
of setting up a P2P server, which acts as a new substitute
distribution channel, is relatively low. Once the media is created,
all a P2P server needs are consumers who are willing to take the
risk of sharing on it. This makes P2P networks zero-cost, profit
stealing threats to the entertainment industry’s distribution

system.
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The fourth force is in the favor of the entertainment industry.
It is the bargaining power of the suppliers. In this case the
suppliers are working with the entertainment industry; they are
the artists themselves whose royalty checks depend on the sale of
their works through the entertainment industry’s distribution
channels. In general, they have no interest in switching
distribution channels and giving their product away for free.
Furthermore they would want to do what is in the best interest of
the entertainment industry because that is also what is in their
best interest.

All of these factors build up to the final force, which is
rivalry. This force takes into consideration a corporation’s stake in
survival. Whereas P2P companies like other Internet startups
come and go, the entertainment industry companies have a much
greater stake in their survival. As a result they will do anything to

fight to ensure they live another day.

Tragedy of the commons

One tactic entertainment companies use is to try to create a
tragedy of the commons. This is done through attempts to force
file sharers not to share on networks. As a result there will be no

files available to infringe upon and people will return to the legal
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distribution channels. Garrett Hardin published an article in 1968

explaining this phenomenon, which is demonstrated in exhibit
fivel”. The tragedy of the commons is most often associated with

environmental policies.

[

Exhibit 5

In a phrase, the tragedy of the commons can be explained by
saying everyone wants to take out of the pot but no one wants to
put in. The commons is a universal area for all to enjoy. In theory
people should do their part to contribute to its maintenance. The
problem occurs in that each person wants to do what maximizes

their own utility, which means leaving the maintenance to

17 UC Santa Barbra department of English
<http:/ /www.english.ucsb.edu/faculty/ayliu/courses/english236NM/2004S/m
aterials/class9notes.html>
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someone else while they reap the benefits. Eventually the common
area goes bare.

In exhibit five, the large circle in the middle represents the
common area. Each individual outlying dot represents a
participant. They take first from the inner common circle and keep
their personal dots to themselves until the inner circle is no more.

In a file-sharing network, the inner circle is the Internet.
Each individual sharer should place files into as well as take files
out of the common area. When the entertainment industry attacks
those who put into the inner circle by sharing their files
(maintaining the commons), those people do the logical thing in
order to maximize their own utility, which is not to share files while
continuing to take from the commons. Eventually if everyone

takes this strategy the commons will be no more.

Statistical studies

The entertainment industry claims that by eliminating file
sharers, they will be able to recuperate billions of dollars in lost
revenue. Studies have been done on Internet file sharing and its

affect on record sales. In addition, a study has also been done on
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the affect the RIAA’s lawsuit campaign on file sharers. All of these
studies show that the entertainment industry’s estimates on the
affect of file sharing on their business are wrong.

The three studies looked at for this thesis were conducted in
2004. The first was done in January and pertained to the affect of
the RIAA lawsuits on the amount of file sharers. The study found
that the lawsuits had the desired effect in that they seem to have
contributed to a decrease in the amount of file sharers.

The study which was done by the Pew Internet and American
Life project, showed a sharp drop in the amount of Internet file
sharers from thirty-five million to about eighteen million according
to their numbers. They did a phone survey of 1,358 Internet users
over three different periods. There are several problems in this
methodology. First with such a small sample there is no way to
fully grasp the problem. Second the participants are self-selecting.
People will be less likely to admit they are sharing if they are being
threatened by lawsuits. As a result, people who are sharing will
logically in many cases say they are not in order to protect
themselves. The results of their survey are displayed in exhibit

six!8,

18 Rainie, Lee and Madden, Mary “The impact of recording industry suits against
music file swappers” Pew Internet Project and Comscore Media Metrix Data
Memo January 2004
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Exhibit 6

The second study, “The Effect of Napster on Recorded
Music Sales: Evidence from the Consumer Expenditure Survey!9”
was done by Seung-Hyun Hong and published on January 30th,
2004. The study looked at changes in household-level
expenditures on recorded music in the United States attributed to
Napster. Three different methods are used to examine the effect of
Napster. The first is the difference-in-difference kernel matching
(DDM) method. Through this method the study does show a

decrease of two dollars and forty-six cents as a result of increased

19 Hong, Seung-Hyum “The effect of Napster on Recorded Music Sales: Evidence
from the Consumer Expenditure Survey” Stanford Institute for Economic Policy
Research, January 20, 2004.
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Internet use. This change can be attributed to file sharing or it can
be attributed to cheaper prices on the Internet. Either way it only
accounted for 33% of the decrease in record sales in 2000.

The second approach estimated the demand for
entertainment goods. Through this method it was determined that
the cross-price elasticities had a greater effect on record sales than
the Internet. Fluctuations in the price accounted for 37% of the
decrease in record sales.

The third and final method constructed synthetic cohorts. It
explains the increase in record sales in the 1990s as a result of
people switching from LPs to CDs. As a result, when that
transition ended, record sales began to fall. As a whole, this study
theorized that 80% of the decrease in record sales should be
attributed to forces other than Napster and file sharing.

The final study examined for this thesis, “The Effect of File
Sharing on Record Sales An Empirical Analysis29” was by Felix
Oberholzer and Koleman Strumpf in March of 2004. In their study
they looked at the number of Internet users and the rate of file

sharing by country, which is displayed in exhibit seven2!. Exhibit

20 Oberholzer, Felix and Strumpf, Koleman “The Effect of File Sharing on Record
Sales: An Empirical Analysis” (March 2004)
21 ibid p. 37
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eight?2 shows the downloading statistics from the U.S. according to

a survey done by the Pew Internet and American Life Project.

Table 1 — The Geography of File Sharing (numberz i %2l

Coumiry Share of Share of Share World  Share World  Share Warld Softaare

- Li5ETS dowmloads Population GOP Imfermet Users  Pivacy Bate
Tlpited Statas EHL 357 45 212 274 23
(rermamy 135 141 13 45 33 13
Imly 11.1 La na 13 31 a7
Japan g4 28 20 7.2 0.3 33
France §a 69 1.0 £ 11 23
Canada 54 8.1 oA 14 18 B
Tlnited Emzdom 41 40 140 £ 5.7 26
Spain A5 2.4 L] 1.7 1.3 a7
Metharlands 21 2.1 03 o9 16 36
Ansimalia 1.4 L4 03 1.1 1.3 1
Swvaden 15 17 0l 05 LD 28
Switzarland 14 1.5 0l 05 0.6 32
Brazl 13 1< 149 17 13 55
Belzum 09 1.2 02 0.5 0.6 3l
Ansiria 08 0§ 0l 05 0.6 el
Poland 0.5 0.7 (.5 0.8 1.1 54

HNites on couniry covariates

Shares of users and downloads s from the file shammgz dataset described in fhe text. Al other stafistics are
froe The CL4 Worid Factbeok (2002, 2003), except the software piracy rates which are from the Efghth
Ammual Bi4 Global Sgftware Piracy Sty (2003}, Al valees are world shares, except the piracy rates are
tive Factions of business applicatton software mstallad witheat 2 license m the coomry. All nom-file sharings
data aze for 2002 except population which is for 2003

Exhibit 7

22 Madden, Mary and Lenhart, Amanda “Music Downloading, File-Sharing and
Copyright” Pew Internet & American Life Project July2005
<http:/ /www.pewinternet.org/pdfs/PIP_Copyright Memo.pdf>
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Music downloading demographics
The percentage of each group of Internet users who download
music:
July - February March-Way
August 2001 2003
2000
All sdults 22% 2o 29%
Iien 24% 36% 2%
Women 200 23% 26
Whites 21% 25T Py -
lacks az i 30% ITH
Hispamics 5% 4% Io%
Age cohoris
18-29 37% 51% 52%
30-23 19% 23% 7%
50 # O 15% 1249
Household income
Under 530,000 28% 3% 38%
$20,000-$50,000 24% 31% 0%
$50,000-475,000 20% 25% 8%
75, 000+ 15% 28% 267%
Educational attainment
Less tllu;:::géclli 38, EE 393,
Some collegs 25% 32% 3%
Collegs r ar ’ —
Caolleg cegr:e.!em?e 15% 1% 739
Internet user experience
Less tham & months 207 273 N
& months to L vear 20k 25% ==
2 to 3 years 28% 28% 23
3 or more years P 35% L34
Bourpe: Pew int=rnet & Amenoan Lite Frojeot Surveys, Maroh-May 2003, Margin

o mror i £ 3%, The 2857 regresanis music dosnicaders who have besn oniine
fior fead than 1 year

Exhibit 8

By taking a data set containing 0.01% of the world’s
downloads and matching them to the U.S. sales data for a large

number of albums they came to a conclusion similar to that of the
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previous study: downloads have an effect on sales which is
statistically indistinguishable from zero. Furthermore they have
an economic significance that is moderate at best. Both of these
studies show little correlation between the decline in record sales
and file sharing. They prove the entertainment industry’s claims to

be untrue.
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Chapter 4: Enter the On-Demand age

Nothing endures but change. ~ Heraclitus

I he loss in the Grokster case was a heavy blow to the

entertainment industry, not to mention their other two losses in
the Verizon subpoena case and in the Dutch Supreme Court.
These losses have not slowed them down. They still continue to
press on in their war against file sharers. The problem is they
could be fighting a losing battle. A new age has arrived, the on-
demand age. Gone are the days when people buy CDs. Today,
people own MP3 players and carry their own mixes of music, some
of which they acquired legally and some of which with more
nefarious origins. Society is labile to technologies that make life
better or easier. It is intolerant to intransigent organizations aimed
at maintaining the status quo. As a result the battle is set, the

players have been selected and the game will begin.

Fight the power

On one side there are the consumers, 78% of whom

according to a Pew survey do not feel that downloading music is
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stealing?3 and 65% of those who do download say they do not care
about copyrights24. Groups such as the Electronic Frontier
Foundation, or EFF have been founded to fight for people’s rights
in the digital age. The group was founded July of 1990 with the
idea that “...being able to share ideas and information is the
reason the Web was created in the first place25.” They describe
themselves as “...a group of passionate people — lawyers,
technologists, volunteers, and visionaries — working in the
trenches, battling to protect your rights and the rights of web
surfers everywhere” and work to “challenge legislation that
threatens to put a price on what is invaluable; to control what
must remain boundless?26.”

The EFF and other groups like it fight to ensure there will be
extant networks and free exchange of ideas for the next generation
regardless of the pecuniary damages to the artists. In their
opinion the fugacious memories of those damages are a small cost
for the enduring freedom of the First Amendment.

The EFF are not the only ones fighting. There are several
groups, blogs, and websites aimed at protecting the rights of file

sharers and opposing the RIAA and other entertainment lobbies.

23 Pew Internet Project (2000). “Downloading Free Music: Internet Music Lovers
Don’t Think It’s Stealing.” <http:/ /www.pewtrusts.com/pubs/.>

24 Pew Internet Project (2003). “Music Downloading, File-sharing and Copyright
<http:/ /www.pewtrusts.com/pubs/.>

25 EFF website < http://www.eff.org/mission.php>

26 jbid

»

43



Websites such as Zeropaid.com and Boycott-RIAA.com work to
keep people informed and active in fighting for Internet rights. The
Creative Commons is a website setup for artists of all kinds to post
their works that they would not mind being shared.

File sharing has become mainstream in society. Millions of
individuals are downloading music, movies, and software on the
Internet each day. To organizations like the EFF they are just
exercising their right to freedom of expression and the exchange of
ideas; to entertainment companies they are pirating their
copyrighted works. In the days before high speed connections
downloading single songs in MP3 format took a long time. Today
cable and DSL, digital subscriber line, connections allow home
users to connect to the Internet at faster speeds. In the future
satellites and Wi-Fi will not only speed up connections further but,
they promise to make them ubiquitous in people’s everyday lives.

File sharing services are not falling behind. New file sharing
programs are being produced to keep the speed of sharing on par
with the speed of people’s access. This will allow users to transfer
larger files even more readily than they already are, in essence
turning the Internet into an oasis of on-demand media. One
example of this is BitTorrent, which was created by Bram Cohen
and is one of the most successful P2P programs ever. It allows

users to upload and download large files faster than ever. Analysts
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at Cachelogic, an Internet-traffic analysis firm in Cambridge,
England, report that BitTorrent traffic accounts for more than one-
third of all data sent across the Internet2?. The software allows
users to download a file from several different sources solving the
problem of mismatches in download and upload speeds. With
software like this, media, such as media clips or television shows,
get out to a much greater audience than with conventional outlets.
While tools like these clearly have some use in society, there
is a point where one can argue they have gone too far. In a digital
world, nothing is truly secure because most things can be easily
copied and hence easily stolen. Hackers steal files and place them
on exclusive secure networks that are not commonly accessible to
the general public. Stolen files on these networks are duplicated
and promulgated first throughout these circles and then through
out the Internet on file sharing services. One example of this is the
pre-release of Madonna’s American Life album over P2P servers in
2003. This particular incident drew a lot of attention due to the
singer’s response. Madonna flooded the P2P servers with fake
files, some of which just did not work and others that contained a
rant by the singer whose general sentiment can be summed up in

one line of the rant “What the f--- do you think you're doing?28"

27 Thompson, Clive “The Bit Torrent Effect” Wired January 2005 PP. 150- 153.
28 Kaufman, Gil “Madonna To Pirates: 'What The F--- Do You Think You're
Doing?” MTV.com April 16th, 2003.
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Another example of files being pre-released over hacker
networks is that of the video game Half-Life 2 which was stolen
from an internal corporate network. The stolen copy was placed on
a server named Anathema by a hacker named Frank. Anathema is
a topsite, “one of thirty or so underground, highly secretive servers
where nearly all of the unlicensed music, movies, and videogames
available on the Internet originate. Outside of a pirate elite and the
Feds who track them, few know that topsites exist. Even fewer can
log in29.” The beta version of the game spread quickly and there
was nothing that Valve, the creator and owner of the soon to be
released title, could do. Where as hackers see it as a game, who
can spread files the fastest, the entertainment industry sees it as a
disaster for their business.

The war against the entertainment industry is not only being
fought by hackers stealing and pre-releasing files. In November of
2003, Altnet, a P2P company, began sending a number of
companies cease-and desist letters in relation to alleged copyright
infringement of a patent covering technology for identifying
requested files on the network. The next step was a lawsuit filed in
U.S. District Court in Los Angeles in which Brilliant Digital
Entertainment, Altnet’s parent company and Kinetech the

company that holds the patent to the technology and licenses it

29 Howe, Jeff “The Shadow Internet” Wired January 2005 PP. 154-159.
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out exclusively to Altnet, joined against the RIAA, Overpeer,
Loudeye, Media Sentry, and four executives at the RIAA and

Loudeyes.

Keeping the old way on a respirator

Overpeer and these other companies produce anti-piracy
products. The lawsuit alleges that these companies use the anti-
piracy products to flood P2P networks with counterfeit files, which
are damaged, looped, or contain viruses, on behalf of the RIAA.
What makes this practice questionable is that Altnet alleges that
the software used to match the file names to those available on the
network infringes on Kinetech’s patent.

File sharing advocates see the flooding of P2P networks as
another attempt by the indurate RIAA to enervate P2P network
users’ will to search for downloadable music and as a result coax
them off of file sharing networks. Its opponents accuse this cabal,
Overpeer, Loudeye and Media Sentry, of being biddable,

pestiferous cronies to the recording industry and the RIAA.

30 Cowley, Stacy “P2P company charges RIAA with patent infringement.”
NetworkWorld Fusion.com September 9, 2004, April 6, 2005
http:/ /www.nwfusion.com/news/2004 /0909ptopartn.html
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Overpeer’s CEO is a former vice president at ASCAP, a large
American performing-rights organization, and his father has been
on the ASCAP board of directors for decades3!.

This lawsuit has not yet gone to trial but, the RIAA has
launched a campaign of its own to curb file sharing networks
quotidian use in society. After the unsuccessful attempt to sue the
producers of the file sharing software, they went after the users of
the software. Since September of 2003, the RIAA has filed lawsuits
against 10,037 people32. This accounts for 2.3% of all civil cases
filed in federal court.

One important fact is that none of these cases have ever
gone to trial. Taking a case to trial is just as much of a danger to
the RIAA as it is to the consumer. Instead, most of these cases are
settled out of court. Estimations on the values of individual
settlements vary greatly. Some sources say that settlements range
from $2,000 to $17,00033, other place the price at between $2,500

to $7,500 each34. Some theorize that the RIAA settle for less as to

31 Anonymous “Overpeer poisoning P2P on Behalf of Labels, RIAA” Zeropaid.com
July 5, 2002, April 6, 2005

<http:/ /www.zeropaid.com/news/articles/auto/07052002e.php>

32 Dubstylee “RIAA files 10,000 lawsuits against their consumers” April 30,2005
<http:/ /www.zeropaid.com/news /5327 /RIAA+Files+10%2C000+Lawsuits+Agai
nst+Their+Customers/>

33 Evangelista, Benny “52 piracy suits settled” San Francisco Chronicle
September 30, 2003 < http:/ /www.sfgate.com/cgi-
bin/article.cgi?f=/c/a/2003/09/30/BUGSF214IF1.DTL>

34 Bridis, Ted “RIAA settlements spur complaints, debate Lower settlement
amounts discourage hiring of lawyers” The Daily Texan September 30,2003
<http:/ /www.dailytexanonline.com/news/2003/09/30/WorldNation/Riaa-
Settlements.Spur.Complaints.Debate-507824.shtml>
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discourage defendants from hiring attorneys which in turn
increases the chances the person will settle and reduces the
potential cost of lengthy trials that would in the long term make
the cost of enforcement greater than the amount they lose in
noncompliance. The latest estimates place the average value of
settlements at about $3,00035, which would mean that the RIAA
have recouped over thirty million dollars from a small portion of
the file sharing population.

No one seems to be immune to the RIAA’s lawsuits. They
have gone after students at Rensselaer Polytechnic Institute (RPI),
Princeton University, and Michigan Technological University not to
mention a grandmother in Massachusetts, whose case was
dismissed, as well as a twelve year old honor student from New
York. While they will never be able to sue all of the file sharers out
of the market, the lawsuits serve as an attempt to drive the more
pusillanimous sharers out of the market hopefully making files
less available online.

One of the RPI students that was sued in April of 200336,
Jesse Jordon settled for $12,000 which destroyed him financially.

He set up the website, Chew Plastic.com37, to help collect money

35 RIAA watch “725 more file sharers sued; 10,037 total (!) April 29th, 2005
<http:/ /sharenomore.blogspot.com/>

36 Atlantic Recording Corporation v. Jesse Jordan
<http://news.findlaw.com/hdocs/docs/riaa/arcojordan40303cmp.pdf>

37 Jesse Jordan’s site <http:/ /www.chewplastic.com/>
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for the settlement. On June 22rd, 2003 he collected all of the
money back from donors plus $5.67.

Another victim of the RIAA lawsuits, Michele Scimeca,
countersued the RIAA under the RICO laws38. The RICO laws are
anti-racketeering statues originally intended to protect people from
extortion from the Mafia. She claimed that the RIAA lawsuits were
just a means of extorting people for money. Analysts do not believe
the lawsuit will go far but it is an interesting turn of the tables.

While there are some artists that agree with the tactics of the
RIAA the majority do not. Rapper Chuck D of Public Enemy has
been quoted saying “Lawsuits on twelve year old kids for
downloading music, duping a mother into paying a $ 2,000
settlement for her kid? These tactics are pure Gestapo39.” Other
artists such as Bob Weir of the Grateful Dead and David Draiman
of Disturbed do not believe the RIAA has their interests in mind
with the lawsuits.40 Another Pew Internet and American Life
survey showed that in 2004 60% of the artists surveyed did not
believe the RIAA lawsuits would benefit them, 37% did not believe
downloading had an impact on their career, 35% thought it helped

their career and 83% provided free samples online not to mention

38 Cowley, Stacy “RIAA Sued Under Racketeering Laws” PC World February 19th,
2004 <http://www.pcworld.com/news/article/0,aid,114863,00.asp>

39 Chuck D in Kusek and Leonhard, p.94

40 Kusek and Leonhard, p.95
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the significant number who thought downloading helped them sell
CDs and concert tickets#!.

The RIAA has a powerful lobby in Washington aimed at
targeting file sharers regardless. In 2002, Democratic
Representative Howard Berman who is from a California district
adjacent to Burbank and Hollywood, major capitals of the
entertainment industry and at the time was the ranking Democrat
on the house Judiciary Committee's intellectual property and
Internet panel, proposed a bill that was very favorable to the
entertainment industry*2. Berman'’s bill would legalize previously
illegal means of copyright infringement prevention such as decoy
files and redirection tricks.

Critics feared that the bill would give the entertainment
industry license to hack into and destroy the computers of file
sharers. About his own bill Representative Berman said:

"It gives copyright creators a very limited safe harbor from

liability when they use technological tools for the narrow

purpose of thwarting P2P piracy. It does not allow copyright
owners to send viruses through P2P networks, destroy files,

hack into the personal files of P2P users, or indiscriminately
block lawful file-trading*3."

41 Pew Survey in Kusek and Leonhard, p.95

42 MacMillian, Robert “Lawmaker tries to foil Illegal File-Sharing”
WashingtonPost.com June 25, 2002, April 6, 2005

<http:/ /www.washingtonpost.com/ac2 /wp-
dyn?pagename=article&contentld=A43256-2002Jun25&notFound=true>

43 Delio, Michelle “The Dark Side of Hacking Bill” Wired.com July 27, 2002, April
6, 2005

<http:/ /www.wired.com/news/politics /0,1283,54153,00.html?tw=wn_story_mai
ler>
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This was not the only attack on file sharing from Congress.
In 2003 Texas Representative John Carter in a hearing of the
Subcommittee on Courts, the Internet and Intellectual Property
suggested that jailing college students who shared files as felons,
for terms of three years, would prevent file sharing**. On its face
it would seem like Representative Carter was suggesting turning
colleges and universities into prisons but his suggestion has an
even greater flaw, selective prosecution. Representative Carter
would have students selectively prosecuted as examples to their
fellow students. In his own words Representative Carter said, "A
felony conviction is a terrible thing to have on your record...and
that conviction, among other things, would prevent one from
becoming an officer in the military...#5” not to mention other career
paths. Clearly the punishment of ruining a person’s whole life
does not fit the crime. Representative Carter is in his first term
and with an attitude like that he is surely not winning any friends
among his younger constituents particularly if 78% of consumers

do not agree with him that file sharing is stealing.

More moderate bills have mustered support in the Senate

and the House of Representatives. For example, “the "Piracy

44 Dean, Katie “Marking File traders as Felons.” Wired.com March 19, 2003,
April 6, 2005 < http:/ /www.wired.com/news/business/0,1367,58081,00.html>

45 ibid
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Deterrence" bill from Representative Lamar Smith a Republican
from Texas, would put a specific figure on the concept of
infringement: every 1,000 songs shared on one’s computer would
be worth $2,500 of damages to the copyright owner46. Other bills
have clauses that would among other things:
= Make it a punishable offense to share a substantial amount
of songs online, with a prison term of three to six years
= Enable the Department of Justice to go after file shares with
civil copyright cases (Now, Justices can file criminal
copyright complaints, but they are difficult to prove.)
= Help protect unreleased movies or music from getting posted
online before their official release*”.

The problem with bills like these is they are written to
protect a small and elite minority against the proletariat. When it
comes time to vote, Congressmen and Senators will realize that it
is in their best interest not to vote against the masses if they wish
to stay in office. It is estimated that sixty million*® of the Internet
users today are frequent file sharers and that number does not
take into consideration their relatives and close relations. Bills
that would make this many people felons and crowd jails further

with teenage file sharers surly would not resonate with the general

public.

46 Graham, Jefferson “ Freeze! Drop the song! File-swappers targeted” USA
Today October 7, 2004 3B.

47 ibid

48 ibid
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Abroad, where the RIAA does not have as powerful of a hand
in government, they have adopted a new strategy. According to a
Wall Street Journal article4?, the IFPI50, an international group
representing the recording industry in forty-eight countries,
estimates 90% of the CDs sold in China, 70% sold in Russia and
the Ukraine, and 60% sold in Mexico are pirated. To combat the
problem abroad, the entertainment industry is cutting the price of
legitimate CDs to below five dollars in hopes that people would be
willing to pay the new lower price for the real thing. Even in
America Wal-Mart is fighting with record distributors so that they
can price all of the CDs they sell at $9.7251. By doing this the
entertainment industry begins to address the problem but still is
not properly adapting to consumer needs in the new on-demand

world.

Chapter 5: Application of Theory

49 Kelly, Kate, Smith, Ethan, and Wonacott, Peter “Movie, Music Giants try New
Weapon Against Pirates: Price.” Wall Street Journal March 7, 2005 B1, B3.

50 JFPI website <http://www.ifpi.org/>

51 Cohen, Warren “Wal-Mart wants $10 CDs” Rolling Stone October 12th, 2004
<http:/ /www.rollingstone.com/news/story/_/id /6558540 /thekillers?pageid=rs.
Home&pageregion=single1&rnd=1097616001 120&has-player=unknown>
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I he problem with each of these strategies is that they are

all competitive and non-cooperative. Non-cooperation is a zero
sum game. The solution to this problem requires thinking outside
of the box.

Lawmakers can promise changes in the law, but they would
never risk their jobs. The entertainment industry can threaten to
take its consumers to trial, but they never have because that
would be a risk for them as well. The fear is that if they lost at
trial it would trigger an unfavorable series of events seriatim. It
would set a precedent that is not in their favor and further damage
their public opinion.

Even if they can guarantee favorable legislation, there is still
a rogue piece to the puzzle. The Constitution guarantees citizens a
trial with a jury of their peers. What this allows for is jury
nullification. Jury nullification is another check in the legal
system. It allows a jury to find a defendant not guilty even if by
the letter of the law they are. The not guilty verdict cannot be
questioned by any court and the person cannot be retried due to
the double jeopardy clause. It gives the public a direct hand in
guiding the judiciary and as a result the execution of the

legislation.
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The most famous nullification case was the trial of John
Peter Zenger in 1735. Zenger was charged with “...printing
seditious libels of the Governor of the Colony of New York, William
Cosby. Despite the fact that Zenger clearly printed the alleged
libels, the only issue the court said the jury was open to decide as
the truth or falsity of the statements was ruled to be irrelevant, the
jury returned with a verdict of "Not Guilty.52"

Even the first Chief Justice of the Supreme Court, John Jay,
instructed jurors, "You have a right to take upon yourselves to
judge [both the facts and law|.” In 1805 Justice Samuel Chase
was impeached partially because he refused to allow an attorney to
use jury nullification as part of his defense>3. That is how
important the right to jury nullification is in the United States.

Given the prevalence of file sharing in society, and people’s
attitudes toward it, taking a case to trial could be judicial suicide
for the entertainment industry. All it would take is one
unfavorable juror and at very least there would be a mistrial. In
today’s world where artists brag about nimiety, a jury of common
people would be much less likely to take their side over a

grandmother, college student, or twelve year old honor student.

52 Linder, Doug “Jury Nullification.” (2001) April 6, 2005
<http:/ /www.law.umkc.edu/faculty/projects/ftrials /zenger /nullification.html >
53 ibid
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As a result, the recording industry and its consumers are
locked in the lower right hand quadrant of the prisoners’ dilemma
where both sides are hurting each other. The entertainment
industry is losing possible profits due to the sharing and the file
sharers are being sued and forced to settle out of court for

thousands of dollars.

“A firm owes itself to its consumers’+”

This phrase is one on the central points in Arnold Hax’s book
on business strategy. It is a lesson the entertainment industry can
learn from the pornography industry. The pornography industry
has moved to a strategy of ambuscading file sharers into buying
their product. Scott Hunter, CEO of Exploit Systems, said it best
in the article “Porn Strategy: Share and snare>5” when he said
“You can't beat them, so you ought to join them...These are your
most valued customers, the people who come specifically into your
arena and say they want X, Y and Z.”

In this statement he makes to valuable points. The first is

that file sharers are the entertainment industry’s valued

54 Hax p. 7

55 Friess, Steve “Porn Strategy: Share and snare.” Wired.com January 23, 2003,
April 6, 2005

<http:/ /www.wired.com/news/ebiz/0,1272,57348,00.html?tw=wn_story_related
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consumers. By attempting to sue it’s consumers or send them to
jail the recording industry is just making business harder on itself.

The second is that consumers who are file sharing are telling
you exactly what they want. There is no need to waste marketing
dollars, consumers are self-identifying preferences. By giving
people a preview and then directing them to a place they can buy
the full product and others like it is a way to use file-sharing
programs as marketing tools.

This is what is done in the pornography industry. Itis a
cooperative strategy rather than an adversarial one. While the
entertainment industry’s best strategy will be different, it will still
take the perspicacity to see that cooperation, particularly with
one’s consumers, is the best policy.

A firm attacking its consumers as a way of conducting
business is incongruous and illogical. Artists who speak out in
favor of harsher punishments might find that their fans eschew
from buying their records. On the other hand consumers also
need to recognize that if artist have no incentive to create, in this
case new music, there will be nothing more to share. This creates
a game between the two sides, the consumers versus the
entertainment industry and the artists, each acting in their own

perceived best interest.
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The Stalemate

Acting rationally both sides will look to achieve their greatest
utility as demonstrated in exhibit three in the upper right and
lower left hand quadrants. For either side to gain this amount of
utility the other side must fold and take the least possible amount
of utility.

This strategy leads to a less than salubrious situation
between the entertainment industry and is consumers. The
consumers want free music and exchange of files and information
over the Internet. File sharing networks give them the access to
continue to share but not with impunity, there is still the threat of
lawsuits from the RIAA and threats of changes in the law that
would make sharing a felony.

The RIAA would like to recoup the profits lost to file sharing
and an end to all of the sharing itself. They would like to keep
their business, as it had been when they had the sole means of
creation and distribution of music. By forcing file sharers off P2P
networks they can reduce the amount of files available and create
a tragedy of the commons where everyone will look to download
from the commons but will not contribute. Clearly, this strategy

has not worked and they have been unable to put an end to the
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sharing. They cannot sue every file sharer and recoup all of the
loss profits.

The result of this lack of compromise is a situation where
both sides are trying to traduce each other in the public eye, which
creates a stasis, where no one is coming out ahead. The situation
puts both sides in a stalemate where neither can achieve the
maximum utility because neither is willing to lose the game. While
they can attempt to manipulate outside forces to influence the
game, they both end up in the mutually hurting stalemate of the

lower right hand quadrant.

If you can’t beat them...

The purblind strategy that both sides have taken has put
them in a situation where neither is achieving the greatest benefit
nor is the current solution the most Pareto efficient. A strategy of
cooperation will help both sides move to the upper left hand
quadrant, which has greater Pareto efficiency. Both sides will
benefit more from a strategy of cooperation. There is no need to
extirpate the entire business; only minor changes are necessary to
create a new working system.

The first step is to examine what each side’s greatest needs

and desires are. The entertainment industry wants it’s fair share
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of what it feels like are loss profits from files shared online.
Consumers want a way to get the music they want conveniently
online at reduced prices.

These two ideas are not incompatible. Both sides can
plausibly have what they want. A study on Internet purchasing
attitudes®® showed that convenience is the most likely reason why
people will make a purchase online. Plausibly this is the same
reason why people download. It is more convenient to download a
track than to go to the store and purchase the CD. The study also
identified low price, the variety of choices, and getting orders in a
timely manner as important factors when purchasing online, all of
which can also be related to the downloading of music. Two of the
top reasons not to purchase online, inability to examine the quality
of the item and shipping cost, do not relate to the sale of music
online.

A Stanford study suggested that college students are less
likely to want to purchase CDs>7 and feel the least guilty about file
sharing. However they are very likely to purchase things online®8.

By shifting to online distribution, at least some of the file sharing

56 Lida, Bonnie and Copas, Gina "Internet Purchasing Attitudes: Does it all
Come Down to Cost” Usability News 4.1 (2002) April 6, 2005

<http:/ /psychology.wichita.edu/surl/usabilitynews/41/e-
commerce_survey.htm>

57 Bowmani, Hazella “Music and Piracy” Stanford study April 6, 2005
<http:/ /www.stanford.edu/class/pwr3-25/groupl/hazellal.html>

58 Hernandez, Sara “Students buy Online” Stanford study April 6, 2005
<http:/ /www.stanford.edu/class/pwr3-25/groupl /saral.html>.
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problem can be solved and both sides will come out better off.

First consumers will get the online, on-demand access they are
looking for. Marketing music and other media online at a lower
price makes sense. Like the strategy used abroad, a lower price
plus a legitimate product could lead to success and sales.
Consumers will get the access they want legally. While it is not the
optimal price, considering they were getting access for free, they do
get the access at a low price with a legitimate product. The
legitimacy of the product is important. There will no longer be a
need to worry about viruses that are transmitted over P2P
networks. Legitimate networks can offer faster downloads and
clean products that play as they are meant to be heard.

Like those of eight-tracks and LPs, the days of the CD are
coming to a close. Moving to this online distribution strategy has
benefits for the entertainment industry as well. First and most
importantly they get to recoup some of the losses they accrue due
to file sharing. The more consumers can and do purchase from
legitimate sources online, the less they need to look to and use
illegitimate sources.

The industry will have to change the way it does business,
but in return it will get a new lucrative distribution channel. Some
might argue that the cheaper online prices will diminish the

industry’s potential profits, but in reality the industry will be
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saving money. An approximate CD pricing model>® shows 8% of
the cost of a CD goes to its manufacturing and another 5% goes
toward shipping. Before one even accounts for the decreased cost
of sale to the retailer, there is already a savings of 13% by selling
online over selling the same music on a CD in the store. In theory
this new model could make manufactured CDs and DVDs luxury
items, which would allow the entertainment industry to pass the

additional cost of their production on to the consumers.

Chapter 6: Real Life Applications

59 Kusek, and Leonhard, P. 32
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Online distribution is the way of the future. Itis a

solution that incorporates the strategy of cooperation rather than
defection, which leads to a mutually unbeneficial situation. The
Jupiter research group estimates that online music will account for
26% of the U.S. market and 5% of the European market by 2008¢9.
The percentage of music downloaders who have tried paid services
has grown from 24% in 2004 to 43% at the same point in 200561.
Research firm the NPD Group released a finding that "the
likelihood that a CD and download purchaser also downloaded a
song through an unauthorized service in 2004 has also fallen, from
64% in 2003 to 42% in 200462." Even the chairman of the Sony
Corporation recognized in a 2002 Los Angeles Times article that
there was a need for change. If the RIAA recognized this need as
well and shifted to a strategy of cooperation, there would be a
smoother transition into the on-demand age and more benefits for
all.

With the incarnation of new legitimate digital music

networks on the Internet, the only question left will be whether to

60 Kusek, and Leonhard, P. 90
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buy or rent. Some of the new legitimate services allow users to
only stream music to their computers; others only offer the option
to purchase tracks outright. A hybrid model called tethered
downloading allows for a mixture of both.

A tethered download refers to the privileges determined by
digital rights management (DRM) technology. In order to protect
the copyright of the files, the DRM technology restricts the ability
to burn, copy, or transfer the file to an mp3 player or another
person®3. A tethered track needs to have its licensed renewed for it
to continue to function, usually every thirty days. If a person
downloads a tethered song and cancels their subscription they will
not be able to play that song after the license expires. This type of
model allows for a user to be offline and still listen to music.

In general the number of tracks that can be downloaded
through the tethered system is not restricted nor is the amount of
music one can stream using that type of service restricted but
these types of services require a monthly subscription. It is a form
of renting music. Pay-per-track services do not require users to
pay a monthly service charge. Users just sign on and download
the tracks they desire using a credit card or account. In this case

the user buys the rights to the track as they would a CD.

88 http://www.its.ipfw.edu/resources/music/ctraxfags.html
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Good kitty

A good example of a tethered download system is Napster.
On November 25t 2002 Roxio, a company known for its CD
burning software, closed the deal on its acquisition of the assets of
Shawn Fanning’s then bankrupt Napster, including it’s intellectual
property and technology patents for a price around five million
dollars. Roxio then re-launched Napster on October 29t 2003 as a
pay service with the blessings of the entertainment industry.

Napster 2.0 has over a million tracks and offers videos in
addition to other features such as radio stations, Billboards as well
as other charts, and the ability to share your playlist with other
Napster subscribers. Users can also send thirty-second samples to
non-Napster subscribers.

Napster is a tethered download system, but also allows users
to buy tracks. Some tracks are only available for sale and not
tethered downloading. Recently Napster rolled out Napster To Go,
the first service that allows users to take their tethered downloads
with them using special digital music players equipped with
Microsoft’s new Janus music protection software. Before Napster
To Go and if a user does not have a Janus player, they would have

to buy tracks to be able to load them onto an MP3 player.
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Basic Napster is priced at $9.95 and Napster To Go is priced
at $14.95 per month. Currently they only run on Windows and
have no Mac or iPod compatibility. Even withstanding, Napster
has over 270,000 subscribers and partners with a number of
universities to bring their service to campuses with the blessing of
the entertainment industry as a means to counteract file swapping

in colleges and universities.

I-tunes

Another option for legal music downloading is the iTunes
store. In April of 2003 at the Moscone Convention center, Apple
CEO, Steve Jobs, introduced the world to the first online music
store. From there iTunes took off with the help of its Mac family
member, the iPod.

The iTunes store and the iPod have both been phenomenal
successes. The iPod continues to be the best selling MP3 player in
the world. Around its launch in January of 2001 it accounted for
31% of the digital music player market; in January of 2005 it

accounted for 65%°%*. The iPod has become a fashion item and a

% Burke, Paul (I-Tunes Account Executive Northeast higher Education).
Presentation at Brown University March 2, 2005.
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status symbol. Nine percent of people between 18 and 24 own iPod
MP3 players®s.

The iPod’s success helped beget the success of the iTunes
store and software. The store’s library allows users to choose
among over one million tracks, audio books, speeches and
interviews among other types of audio media. Recently a new
trend called pod casting has allowed things such as radio shows to
be downloaded to the iPod. Universities such as Duke have
adopted their use in classes. Duke gave each member of its class
of 2008 an iPod at orientation for use in their studies.

iTunes comes with software that functions as an all-purpose
music player and store. It burns and rips CDs as well as re-
encodes files. It has a party mixing function, radio charts,
Billboard charts, and celebrity play lists. The software allows
users to share songs on their local network. It also now supports
both Windows and Mac.

Apple has done deals with companies such as Pepsi. During
the super bowl it advertised it would be giving away iTunes songs
under Pepsi bottle caps as a way to attract new consumers.
iTunes is a pay as you go type of service. There is no monthly

subscription. Each track costs $0.99 and albums generally cost

65 Weisser, Cybele “How Normal are you about money” in Money magazine April
2005 P.172
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$9.99. As of February 2005 iTunes has sold over 250 million

tracks®6.

Other options

While Napster and iTunes are two of the bigger names in the

business there are other competitors in both the pay per song
world and the all you can eat rental world of legal music
downloads. Stores such as Wal-Mart and Best Buy are in the
business of selling tracks online, as well as other online retailers
through Microsoft’s Media Player.

Other all you can eat services offer different functions and
pricing models. Several services even offer videos on-demand as
well as music. Some of the more famous services are Real
Networks’ Rhapsody, a streaming music service; Ruckus; and
Cdigix who both offer a variety of different services. Even Shawn
Fanning, Napster’s creator, is trying his hand at legal file sharing

with his new company, Snocap.

Chapter 7: New World Order

% ibid
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“I'm fully confident that copyright, for instance, will no longer exist in ten years,
and authorship and intellectual property is in for such a bashing.67”

I he quote above was written in a New York Times article

in 2002. Surely they brought the entertainment industry to their
knees. This result is the losing box of the prisoner’s dilemma for

them. By destroying copyright laws completely, their industry, as
they know it would be destroyed.

The original intent of copyright laws was not to make people
rich, it was to ensue that artists, authors, and people of this
nature had incentive to continue creating works and work as
partners in society’s progress. Somewhere in time the idea of
copyrights as a means of sustenance was lost and was replaced by
the idea of copyrights to get rich. Artists’ popularity grew and they
demanded more. They went from being part of the proletariat to a
new type of aristocracy.

The U.S. Constitution affords its citizens many rights and
protections. The 6t Amendment of the Bill of Rights reads as
follows:

“In all criminal prosecutions, the accused shall enjoy the

right to a speedy and public trial, by an impartial jury of the

State and district wherein the crime shall have been

committed, which district shall have been previously
ascertained by law, and to be informed of the nature and

67 Bowie, David in Kusek and Leonhard P.3
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cause of the accusation; to be confronted with the witnesses

against him; to have compulsory process for obtaining

witnesses in his favor, and to have the Assistance of Counsel
for his defense®8.”

One of the rights guaranteed is the right to be tried in front
of a jury of ones peers. In the case of copyright violators, those
peers in many cases could also be copyright violators or people
close to them. What are the chances of finding an impartial jury of
twelve that would be willing to convict in a society of over sixty
million file sharers? To this day the recording industry in the
10,037 cases they have brought against individuals have had zero
convictions. Most cases are settled out of court if not thrown out.
Even entertainment industry attorneys admit that the threat of
litigation is the primary use of these lawsuits. They wish to scare
people as a means of deterrence.

Has the threat actually worked? No, there are still millions of
file sharers trading millions of music, video, and movie files each
day. This is why the mutual stalemate between the entertainment
industry and its consumers continues. They are in the lower right
hand corner of Axelrod’s prisoners’ dilemma matrix, the corner of
mutual defection.

Stealing music in today’s society is like jaywalking, it is a

crime that most people understand is wrong but disregard. How

68 U.S. Constitution Amendment VI
<http:/ /caselaw.lp.findlaw.com/data/constitution/amendments.html>
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can they be blamed? Today’s pop culture is full of images,
television programming, and music reminding the consumer about
how wealthy artists are. Television shows like MTV’s “Cribs” and
BET’s “How I'm Livin™ give artists opportunities to flaunt their
wealth. Even in the lyrics to their songs artists preach about how
wealthy they are. How could an in-debt hard working person in a
society that glorifies wealth and becoming wealthy at any cost feel
that stealing from the rich to benefit the less well off is wrong? A
file sharer in today’s society has become a modern day Robin
Hood.

On the other hand, there is still a valid rationale for
copyright laws to exist. Artists have become accustom to a certain
lifestyle and in a free market they should be compensated the fair
market value of their work. The problem is that with the option of
receiving music for free over file sharing networks, there is a lower
cost operator and very little differentiation that can be done that
would add value.

Economic theory says the entertainment industry, as a firm
should leave the market, but by it doing so it would also destroy its
competitor. Therefore it is in the best interest of all of the parties
to compromise so all can remain viable.

Consumers want music and other types of media on-demand

at a low price, and artists and the entertainment industry want to
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be paid for their services. Non-cooperation has led to a mutually
hurting stalemate and while there is no true Pareto efficiency,
there is a higher plane of utility that both sides can reach through
cooperation without giving up anything. If the entertainment
industry adopts new online, on-demand distribution networks
more readily and consumers cooperate by embracing them instead
of illegal P2P servers, then both sides will be better off in the long
run.

As stated in the beginning, a truly circumambient analysis of
this problem would be impossible. There is no such thing as a
truly perdurable business. Industries need to learn to evolve with
the times. Kodak, for example, is slowly moving toward digital
camera production to compensate for the losses in their film
business. If industries and companies do not reform and
modernize, they will be destined for failure, a germane punishment

for their hubris.
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Glossary of Abbreviations

DDM: Difference-in-Difference kernel matching
DRM: Digital Rights Management

DSL: Digital Subscriber Line

EFF: Electronic Frontier Foundation

ISP: Internet Service Provider

P2P Network: Peer-to-Peer Network

MDRA: The Millennium Digital Rights Act

MPAA: Motion Picture Association of America
RIAA: Recording Industry Association of America

Wi-Fi: Wireless Fidelity
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The U.S. has:
4.6% of the world’s population
27.4% of the world’s Internet users
30.9 % of the world’s Fileshares
35.7% of the downloads
And 2 major court cases in the last 5 years
concerning this matter
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The music industry needs

reform and it is in the best
interest of both consumers
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Side A: Consumers don’t want to pay high
prices and want music on demand

Side B: Recording industry wants to continue
business as usual and is willing to fight to do so
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