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Over the past decade the recorded music industry has undergone significant change.  From downloads to ringtones, digital technology has shaken the industry to its core by challenging its traditional revenue sources.  Ironically from the earliest days of the Victrola to the present day, technological development has been central to the evolution of the industry.  Despite these and other challenges one could argue that the greatest ones still lie ahead: Does the industry have the wherewithal to adapt to technological advancements?  How will record labels make money in a digital age?  Will the major record labels adopt a new business model?  Has the digital age signaled the end of the music business, as we know it?  

Industry Overview:

2004 heralded in a small victory for the music business.  After three consecutive years of declining album sales, the $12 billion industry ended up with unit sales slightly better than 2003.  With mega hits from Usher, Nora Jones, and Ray Charles the industry was able to eek out positive growth over the previous year, although still significantly lower than its peak in 2000.  Is it a trend or a temporary blip in a downward cycle?  What has contributed to this sluggish performance: a combination of “piracy, a long creative drought, and competing entertainment media.”
  I would add I Tunes, or other methods of legal downloads, and the extinction of music specialty stores as additional drains on CD sales. 

Structurally the industry has experienced mass consolidation among the major record labels.  In 1998 Universal absorbed Polygram and 2004 heralded in the merger of Sony and BMG.  It’s speculated that a merger between Warner Music Group and EMI will soon follow.

 The downward trend of CD sales hits the major record labels right where it matters most, in their pockets.  Technology has once again impacted the industry’s traditional business model, but this time the majors are on the defensive.   

“In decades past, it cost a lot to get recorded music to the public. Studios and equipment were expensive, so recording an album took a lot of upfront money. Then, manufacturing thousands of LPs or CDs and shipping them around the country cost a ton. It all meant artists had to sign with a record label that would advance the money to launch an act. The price to artists has often been restrictive contracts that pay little royalties.

But every part of that model is changing. PCs, digital gizmos and software can be assembled into a high-quality basement studio for a few thousand dollars. And with high-speed Internet, CD burners in most every PC, and blank CDs that cost 30 cents, it makes little sense to manufacture and ship pieces of plastic.”
 

Lastly, it is important to note that the extinction of the music specialty retailer and the corresponding rise of the mass merchant are also contributing factors to the decline in CD sales.  With tighter and narrower assortments in store, catalog music, a major source of revenue for the major labels, is edited and only current popular hits are stocked at loss leader prices of $9.98.  This trend negatively impacts overall unit sales and gross margin and could be a contributing factor to music lovers turning to the Internet to find music they can no longer locate in stores.  

Historical Perspective

1999 was a pivotal year and can be considered “[t]he year the music industry broke.”
  It was the year that the Recording Industry Association of America developed Diamond status, 10 million copies, a clear example of the majors “hubristic faith in endless growth”
.  Ironically, the year also signaled the birth of Napster: Year Zero for the file-sharing phenomenon.  “These are snapshots anyone might note when reviewing that year in music. Together, they form a larger picture… And Napster was the catalyst with the power to set corporate America’s overzealous hopes and indie rock’s half-baked dreams on the odd collision course playing out today.”
  

Alex Hanley Bemis of LA Weekly outlines 3 major outcomes: 

1. “By making “popular” synonymous with “piracy,” Napster almost single-handedly eliminated the possibility of 10-million sellers. (Basically, it’s far easier to find and steal tracks by Eminem online than it is an obscure indie band.) 

2. Napster opened a back-door distribution channel to any band with good songs, a unique sound and access to a computer, solving niche pop’s eternal problem of distribution and access. For a band with buzz or good ideas but no access to typical gatekeepers — commercial radio, distribution through Wal-Mart — there was now a radically streamlined infrastructure for getting heard 

3. Napster allowed people to hear what they are going to buy before they buy it. The result is that good indie records are selling more copies, and bad major-label records are selling less.”
 

Lastly, Bemis succinctly sums it up by stating, 

“Previewability is probably the most important revolution in recent music. Despite what the RIAA would have you believe, the shifts the industry has witnessed haven’t been a matter of quantity so much as they’ve been a matter of quality. People are making their purchasing decisions less on the basis of hype and blind faith, and more on the basis of what they actually enjoy listening to.

And that has really screwed up the trend-driven marketplace it took the major labels more than 40 years to perfect.”

Despite the increase of digital download sales, it’s important to note that 98% of revenues are still generated from CD sales.  

Technology

Unlike the development of the CD in the 1980’s, the record labels were not the driving force of the development of the new digital technology.  As the new MP3 format emerged, the majors took a defensive, reactionary posture and some would say that they fell asleep at the wheel.  It’s important to note, this revolution would not allow them to benefit from a replacement boom as in the past when consumers transitioned from LP’s to CDs.   

Key trends have emerged as a result of the new technology.  The most prolific is piracy.  File sharing and peer-to-peer networks, such as Kazaa are considered the culprits.  “Everyone does it and doesn’t feel that what they’re doing is illegal.”
  Forrester Research estimates that piracy costs the labels and artists $700 million per year (USA Today, Dec 2003).  Although copyright infringement is illegal, some consumers believe downloading is justified by overpriced full length CD’s that only contain a few good singles.  As media compete for consumer’s time and entertainment dollars, many music lovers are buying less and have opted for DVDs and video games instead.

Even as the Internet shifts from illegal to legal downloads, the one major caveat is the “free” stigma.  This can also be witnessed in the battle of online newspapers as many have struggled to transition into a subscription-based service as the Wall Street Journal has successfully accomplished.   A recently Napster advertisement went head to head with I Tunes on this very issue.  The copy highlighted that at 99cents per song; it could cost $10,000 to fill an Ipod with 10,000 tunes while downloading from Napster is free.  The latest battle between the consumer and the major labels was publicized as recent as April 12, 2005, as news releases indicated that more lawsuits would be filed against college students for illegal downloading and distribution of music content.

Another key trend is customization and portability of music. Despite the threat of reducing full-length albums to 99-cent singles, this technology gives listeners the flexibility to pick and choose the music they want to listen to and take it off their computers via IPODS and MP3 players.  “This trend may force the music industry to change the way they package music to the masses.  People’s tastes will become a larger factor and will affect the finished product.  Personalized CDs and play lists will have a larger influence.”
   Digital music enables listeners to spontaneously purchase the song they desire without filtering through the entire album.  Will this signal the end of the full length CD? 
Challenges 

 
Now that music executives have opened their eyes and accepted the new world of the digital age, they are struggling to re-establish themselves as the drivers of the innovative process.  “At present the music industry is playing catch-up for a platform of legal downloads from the Internet…The Internet and web-technology are jointly recognized as the way forward however reluctance to embrace new digital mediums at an early stage has lead to problems. Much of the industry has found, to their embarrassment that they are struggling to achieve online presence, and continue to see a reduction in sales.”

 
Despite its impact on the traditional music business, the Internet music community is not without blemish.  The legal download community isn’t necessarily thriving “with the exception of the industry's flagship Apple iTunes, which will likely sell less than $10 million worth of songs to its captive Mac audience this year. Far from exhibiting any growth, the service seems to be losing steam. This does not bode well for the a la carte music download model, which naive journalists were proclaiming as the industry's saviour just a few months ago... It doesn't seem like the Windows crowd, despite being over 10 times the size of the Macintosh audience, is even 10% as interested in paying to download singles.”
 

As a new technology, consumers may not fully understand the benefits of the services.  For example, the concept of having unlimited access to music while paying for a subscription, but not owning it and losing access once it lapses may be difficult for consumers to comprehend.  Similar to TIVO, its difficult to highlight the benefits in marketing in a manner that the public will understand based on prior experience.  Consumers are still struggling to distinguish streaming from downloading as evidence in FAQs available on the Internet. Coupled with the free stigma discussed previously spells a slow start out the gate for legal downloads.  One music industry expert commented, “[t]he online music companies seem to be missing something that the online ringtone industry currently has -- a working business model.”

Internet Labels

Digital technology has given birth to a new genre of record label and illustrates how the Internet and CD burners have transformed the industry.  Magnatune is heralded as the first of its kind.  The following is an excerpt singing the praises of this new phenomenon:

“The questions about current models start with pricing…. The Internet makes dynamic pricing possible — prices that change depending on demand. …When you go to Magnatune, you find a list of a few dozen artists the company has signed. They are not famous… the idea is to maintain a level of quality...you can listen to his album for free by streaming it over the Internet… You're not downloading the music onto your computer's hard drive, and you don't own it.  To download an album so you can play the songs any time or burn them to a CD, you have to buy it. When you click to buy, you see a "suggested" price of maybe $8, but you can choose to pay as little as $5…"The average is $8.93." Buckman is convinced his customers are willing to pay for — not steal — his artists' music, and even pay more than is necessary, because Magnatune pays artists half its revenue from selling music… Bottom line for Magnatune: It can sign artists who have already recorded their albums, advance them nothing, then split all purchases 50-50. If you pay $8, the artist gets $4. The 50-50 deal is spelled out on the Magnatune site. Consumers, Buckman says, want to support artists. But they don't want to support the Recording Industry Association of America (RIAA) and the music industry, which they see as the enemy. People are willing to steal music from music companies but not from artists, Buckman says. Considering the outrage in 2003 over the RIAA suing a 12-year-old girl for downloading music, he's probably right.”
  

But one could argue that the Magnatune deal isn’t great either.  They are claiming 50% of the revenue without having to pay for packaging or manufacturing.  Is marketing and accessibility really worth half?  Time will tell how the Internet label concept develops. 

As the majors begin scrambling to redefine revenue sources, they are employing several defensive tactics to stay afloat.  To supplement the drop in CD sales many have been examining tours and merchandising as potential sources of revenue.  Traditionally these areas were solely income sources of the artist.   

In addition, labels are attempting to improve the perceived value of CD products via Dual Discs and CD-DVD releases to woo consumers back into the stores.  The goal is to elevate the product by offering bonuses and offering consumers an expanded visual experience that cannot be obtained via downloading.  One could argue that the Dual disc MSRP of  $12.98 supports the argument that basic CD prices are too high, which was an impetus for the backlash in the first place.

Another important revenue source for labels is licensing.  Whether through movies, video games and now even ring tones there is a greater emphasis placed on this area to compensate for the decline in CD sales.

Ring Tones

Dubbed “one of the hottest sectors of the music business today”
, this ancillary source of music revenue generated $300 million in US Sales in 2004.  Considered “a small slice of the estimated $4 billion worldwide ring tones market, which is huge in Europe and Asia. It is projected that 2008 US sales will reach $1.8 billion (Lewis Ward, IDC Research).  Ring tones represent a new publishing and revenue source and are projected to generate 10% of the recording industry’s earnings in the near future.

Purchased over the Internet or via the mobile phone, the new ring is transmitted over a wireless network and the fee is charged to the monthly phone bill.   “Fees are divided among the ring tone providers, cell phone companies and the music labels that control the copyrights to the songs. But the music industry recently has begun demanding a bigger share, arguing that the time spent downloading ring tones boosts demand for the nation's wireless networks and overall revenue for cell phone companies.”
 Carriers such as Verizon offer packages of 10 ring tones for $9.99 and others like T-Mobile even offer ring backs to replace the standard rings a caller hears.   

One might think that a snippet of music on a telephone is irrelevant to the development of the music business but on the contrary ring tones have become so important that Billboard established a top 10 list in which rapper Lil John held the #1 spot.  This data is strong evidence that the key demographic is 18-34 year olds.  “Ringtones dispel the notion that music is no longer relevant to kids. While hit songs are rarely downloaded off of Internet services like Apple’s iTunes more than 50,000 times, Mayfield says it is unusual for the top ring tone to sell fewer than 90,000 copies.”
   In addition, “[a]pproximately 50 percent of Europeans under the age of 30 have downloaded ring tones, according to Stonefield, who believes the U.S. market is ripe for similar growth. "There is no way that kind of distribution is going to be held back; it is a real social trend," he said. “If you’re in high school and you have the latest Snoop Dogg or 50 Cent, it shows that you’re in,” explains Zingy’s Grinda. “It’s a means of expressing your coolness.” It’s also a means of self-expression, an age-old adolescent way of announcing to the world “this is who I am” every time the phone goes off in public.”

As per our discussions in class, I would add like screen savers, ring tones represent yet another means of personalizing technology that have become central to daily life.

MTV’s Made Hear- an album of ring tones, Bling Tones, the first wireless record label, and Def Jam Mobile, Russel Simmons partnership with AG Interactive, are just a foretaste of things to come.  “People who don’t even buy records will definitely buy ringtones for their phone.”
    In addition, Jay A. Samit, senior vice president for new media at music label EMI Group PLC concluded “[i]t's finally easier to buy music than to steal it.”
  

New Opportunities for Indies

As discussed previously, barriers of entry have been reduced for independents due to technological advancement.  In addition to the decrease in manufacturing costs of CDs, access to distribution channels and the end user have been reduced to just an email or click away.  With the development of Internet communities and portals segmented by genre, indies have direct access to fans.  

The game has changed. Emails with audio attachments supplement the distribution of promotional CDs.  Indies are also in the position to benefit from ringtones.  Just recently The Harry Fox Agency, a mechanical licensing, collection, and distribution organization, mailed out an Opt-in Notice Anomaly Ringtones to publishers giving them the opportunity to license a provider of mobile phone ringtones.  

The major challenge for independents will be increased competition due to the surge of independent labels resulting in intense product proliferation and a flooding of the marketplace.  Product differentiation will be critical to establish a unique position in the market place, as labels will fight to stand out in a sea of new releases.

The Long Road Ahead: The Majors

Throughout the course of my research, many theorists cited the politics of the industry itself as a major stumbling block to its success.  The argument cites that the downward cycle has been largely self-inflicted due to a focus on quantity (greed) and not quality (bad music).  In my opinion a large portion of the demise has come from the improper balance between creative art and business.  As record executives seek to find ways to sell more units by any means necessary, they have reduced the art form to replications of previous hits, robbing the market of innovation and creativity.  It is this environment that fueled the backlash from consumers who are now benefiting from “previewability” on the Internet.

So with every artist with a desire to make music, access to a CD burner and the Internet able to release songs to the masses, what role will the major labels play in the future?  With the potential flood of product in the market place will they be reduced to marketing firms focused on differentiating artists from the competition?

In order to survive the majors must fully embrace technology by becoming an offensive player and leader in its development.  In addition they must build a new business model that promotes financial gain for both the label and the artist.  By eliminating excess expenditures they’ll be able compensate for tighter margins due to reduced retail prices.  But most importantly the music industry must build integrity and a rapport with consumers.  “Eventually, that path has to lead to a business model that stops the ongoing insane war between the music industry and its customers”

Closing Summary

Although the music industry will continue to face fierce competition as technology develops the bottom line is that consumers still want music.  The celebrity effect still drives American pop culture thus feeding our appetite for the next big hit and super star.  The underlying challenge for the major record labels is to get ahead of the technological curve and find profitable ways to do business in the digital age.
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