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INTRODUCTION 

 

In August of 2000, “Napster” was a household word in the United States.  

Millions of Americans were using the Internet-based file-sharing system of that 

name to exchange “MP3” versions of copyrighted sound recordings.  The major 

record companies had brought suit against Napster, arguing that, by enabling and 

encouraging this behavior, Napster had itself violated copyright law.  In July, the 

federal judge before whom the case was tried had agreed with the record 

companies and ordered Napster to stop “facilitating” the illegal copying and 

distribution of musical compositions and recordings.  An appellate court had 

temporarily suspended the trial judge’s order, but most commentators in the 

United States expected that the original decision would eventually be upheld.  

Napster thus continued to operate, but a cloud hung over the company and its 

subscribers. 

In the midst of this controversy, I was asked to give a lecture in Rio de Janeiro on 

the subject of the impact of the Internet on the law of intellectual property.  The 

audience consisted of approximately 350 Brazilian lawyers, 150 judges, and 200 

law students.  Midway through my presentation, I began to discuss the Napster 

case and its likely outcome.  Uncertain how many of the attendees would already 

be familiar with the way in which the system operated, I decided to ask:  “How 

many of you have used Napster?”  Approximately half raised their hands. 

The response to my question illustrates several aspects of the crisis currently 

afflicting the music industry – in the United States and elsewhere.  The most 

obvious lesson of the story is that the business model upon which all record 
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companies and many musicians depend is being threatened by new, Internet-

based technologies.  For many years, the primary way in which recorded music 

has been distributed throughout the world is through sales of objects (“singles,” 

long-play vinyl albums, cassette tapes, and, most recently, compact discs) 

containing sound recordings.  If large numbers of consumers can easily obtain 

sound recordings for free over the Internet, demand for those objects sooner or 

later will decline.  The extent to which the use of file-sharing systems has already 

corroded sales of recordings is a complex question we will address later in this 

book.  But eventually, if use of those systems is as widespread as the Brazilians’ 

response suggests, the market for authorized sound recordings is bound to 

deteriorate. 

A somewhat less obvious lesson is the fact that the technologies that the record 

companies justifiably fear also have considerable social and economic benefits.  

The Brazilian lawyers and judges (as some explained to me after the lecture) were 

able by using Napster to obtain sound recordings much more cheaply, easily, and 

quickly than they could by purchasing compact discs.  That the music obtained 

over the Internet is cheap is not necessarily socially beneficial.  After all, its low 

cost reflects in large part the fact that the musicians and intermediaries who 

created it are not being compensated – which both seems unfair and threatens to 

reduce their incentives to produce more music in the future.  But the speed and 

convenience of the Internet-based distribution system are surely socially 

beneficial.  As we will see, those advantages represent only the tip of an iceberg of 

cultural and economic benefits that full deployment of currently available 

technologies could make possible.  If, in hopes of protecting the record 

companies’ traditional business model, the law suppressed those technologies, 

much would be lost. 
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A third set of lessons pertains to the character of the audience for the lecture.  

These were not teenagers and were not Americans.  That half of them had used a 

music-distribution system first deployed in the United States less than a year 

before is testimony to the speed with which such technologies spread, virally, 

throughout the world.  Even more significantly, the audience was composed 

almost exclusively of lawyers, judges, and post-graduate law students hoping to 

become judges.  Even before my lecture, most of them knew that an American 

court had declared the mode of copying and distributing sound recordings that 

Napster made possible to be copyright infringement.  Brazilian copyright law is 

similar, in relevant respects, to American copyright law.  There was thus a good 

chance that use of the Internet to share copyrighted musical files was also illegal 

in Brazil.  Yet half of these legal sophisticates had engaged in that behavior and 

did not hesitate to acknowledge as much in public.  How do we account for that 

behavior? 

One possibility is that they had read the trial judge’s opinion, found it 

unpersuasive, and expected it to be overturned by the Court of Appeals.  This is 

conceivable, I suppose.  As we will see, the logic of the judge’s treatment of 

Napster is far from airtight.  An expert in copyright law might well conclude that 

it was inconsistent with the more tolerant way in which the United States 

Supreme Court had previously responded to the manufacture and marketing of 

video cassette recorders.  But my conversations with members of the audience 

after the lecture suggested that few if any of them had explored the issue to this 

depth. 

A more plausible explanation is that, although the attendees were (as yet) unaware 

of the details of copyright law, they did not regard file-sharing as improper and 

assumed that the courts would eventually render a decision consistent with their 

moral intuitions.  Two circumstances lend credence to this hypothesis.  First, 
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polls conducted in the United States during the summer of 2000 revealed that 

somewhere between 40% and 55% of all respondents (and higher percentages of 

Internet users) believed that it was not immoral to download music from the 

Internet.  It would not be surprising if Brazilians felt the same.  Second, most 

people in the United States and elsewhere assume that the law by and large tracks 

their sense of justice.  It would thus be natural for the Brazilian listeners to 

assume that the courts shared their view that file-sharing is benign and would 

eventually embody that view in judicial decrees.1

If this was indeed the reason that the attendees acted as they did, it’s cause for 

concern.  The widespread faith, just described, that the law by and large tracks 

our sense of morality is socially and economically very important.  Enormous 

amounts of time and energy would be wasted if people lost that faith and felt 

obliged, before making any major decision, to either look up the relevant laws 

themselves or consult with lawyers.  When, ultimately, the courts defied the 

audience’s moral intuitions and declared that the use of Napster constituted 

copyright infringement, the result may have been to corrode their willingness to 

trust their intuitions in analogous situations in the future.2

Yet another possible explanation is that the members of the audience knew that 

file-sharing was illegal and did not expect the Brazilian courts to conclude 

otherwise, but were willing to engage in the activity anyway.  This is perhaps both 

the most likely and the most troubling of the explanations.  As Jonathan Zittrain 

has observed, one of the most remarkable features of the new technologies is that 

it has made it easy, natural, for large numbers of people to violate the law.  To be 

sure, popular law-breaking is by no means new.  Speed limits and prohibitions on 

the use of certain drugs are violated regularly.  But the scale of the illegal behavior 

enabled by Napster and the brazenness with which it is acknowledged are 

striking.  After all, the audience consisted almost exclusively of people upon 
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whom we rely to interpret and enforce the law.  Something is dangerously out of 

whack if half of them knowingly violate the law and, moreover, have no 

compunctions about admitting as much. 

A final aspect of this vignette, though not new, is also troubling.  It would have 

been possible for the members of the audience to have used the Napster system 

to share recordings of Brazilian music.  But conversations after the lecture 

suggested that that was not the case.  Rather, they were primarily interested in 

gaining quick access to American popular music.  To some observers, that 

phenomenon is puzzling and worrisome.  After all, the population of Brazil is 

two thirds that of the United States, speaks Portugese, not English, and has a rich 

musical heritage.  Against this backdrop, it’s at least odd that they should be such 

avid consumers of American musical products.  As we will see, Napster and other 

recent technological innovations are by no means the only source of the global 

power of American popular culture, but, at least as they have been deployed to 

date, have reinforced that power. 

In the end, the Court of Appeals did indeed uphold the crucial portions of the 

trial judge’s ruling.  After a few months of procedural maneuvering, Napster was 

forced to shut down.  The result was to halt file-sharing by Napster’s 70 million 

subscribers – including, of course, subscribers in my audience.  Had this been the 

end of the tale, there would have been no need for this book. 

But Napster was not the last or the largest of the technological waves to wash 

over the music industry.  (Nor, for that matter, was it the first.)  It was followed, 

in short order, by the deployment of several new file-sharing systems, which were 

both legally differentiable from Napster and, perhaps more importantly, much 

less vulnerable to closure through judicial decree; by the widespread distribution 

of “CD burners” and a rapid increase in their use to copy sound recordings; and 
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by the extraordinary proliferation of “webcasters” – the Internet equivalent of 

small radio stations.  Nor have the waves ceased; the next set, as we’ll see, is on 

the horizon. 

Thus far, the record companies have been less successful in meeting the 

challenges presented by the more recent technologies than they were in fighting 

off Napster.  Legal proceedings against the innovators are unfolding more slowly 

and generating less consistent results.  Partly as a result, the encroachments upon 

the traditional business models of the music industry are increasing.  In 2001, 

over 5 billion sound recordings were exchanged over the Internet.  At the same 

time, sales of blank compact discs – almost all of which are used to produce 

duplicates of commercial sound recordings – rose rapidly.  Indeed, in the United 

States, sales of blank discs exceeded sales of prerecorded discs.  Not surprisingly, 

retail CD sales declined by 5%.  In 2002, these trends accelerated.  The use of 

peer-to-peer copyright systems increased further.  (For example, KaZaA became 

the sixth most heavily used Internet application among Americans; currently, 

three million people are signed on to the system at any given time.) Blank CDs 

again outsold prerecorded discs.  And commercial CD sales fell over 10% -- from 

763 million to 681 million.3

So far, the film industry has not been hit as hard as the music industry.  Indeed, 

box office receipts rose during both 2001 and 2002.  This is partly because video 

files are much larger than musical files and thus harder to exchange over the 

Internet and store on one’s computer.  It’s also partly attributable to the different 

ways in which movies and music conventionally have been consumed.  Listening 

to a “pirated” MP3 file on a good home stereo is a nearly perfect substitute for 

listening to a commercial CD, but watching a “pirated” DivX file of a film on a 

home computer screen is far from a perfect substitute for seeing the film in a 

theatre.  Recently, however, the executives of the major film studios have 

PTKIntroduction.doc; draft of October 28, 2003, p. 7 



justifiably expressed growing anxiety concerning the viability of their traditional 

business models in the rapidly changing technological environment.  Several 

converging developments have them deeply worried:  the increasing availability of 

“broadband” Internet access; the increasing size of hard drives; the emergence of 

digital television; rising sales of personal video recorders; and proliferation of the 

hardware and software necessary to “burn” DVDs.  In 2001, approximately 

500,000 video files were exchanged over the Internet.  With the new 

technologies, that number is likely to increase exponentially – with predictable 

adverse effects on the numbers of consumers who pay for access to films.4

None of the principal proposals currently in public circulation for addressing the 

intensifying crisis in the music industry and the looming crisis in the film industry 

seems promising.  Recommendations that we “tighten” copyright law so as to 

halt illegal trafficking in audio and video recordings seem especially ill-advised.  

As we will see, over the course of the past decade, the legal protections enjoyed 

by copyright owners were increased substantially in response to technological 

innovations.  These reforms have failed to stem the tide of illicit trade – and have 

had considerable secondary costs. 

Other observers suggest that we address the root of the problem by developing 

educational programs designed to change popular attitudes toward the legitimacy 

of file-sharing and other forms of Internet distribution of entertainment.  This 

does not seem realistic.  Copyright rules are abstruse and often counterintuitive – 

difficult to explain even to law students.  Teenagers are notoriously resistant to 

hectoring of all sorts.  And the occasional suggestions that we focus our 

educational efforts on younger children are more amusing than helpful.  As Jamie 

Boyle asks, are kindergarten teachers really supposed to instruct their charges 

that, while “sharing” toys is commendable, “sharing” music and movies is 

immoral? 
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Still others propose that we fight technology with technology.  Encrypt digital 

entertainment products, and consumers will not be able to copy or redistribute 

them even if they want to.  Perhaps attractive in theory, this strategy has thus far 

failed in practice.  All of the encryption systems used to protect digital media – 

from the CSS system that protects DVDs, to the “watermarks” developed by the 

Secure Digital Music Initiative in hopes of providing a common platform for the 

protection of musical files, to the copy-protection switches in the RealMedia 

streaming technology – have been “cracked” quickly.  Most computer experts 

think all future efforts will fail as well.5

If technological protections of creative material, by themselves, are insufficient, 

perhaps technological protections reinforced by law would do the trick.  In the 

late 1990s, thinking of this sort helped secure the adoption, in the United States 

and several other countries, of statutes criminalizing both the “circumvention” of 

encryption systems and “trafficking” in devices that made such circumvention 

possible.  Those statutes have had considerable bite, but have by no means halted 

“hacking.”  Go further, some spokesmen for the record and film industries are 

now urging.  Reform the law so as to require the manufacturers of all “digital 

media devices” (from hard drives to portable players) to wire their products so 

that they will recognize and respect watermarks embedded in digital files limiting 

their duplication or usage.  In short, compel the machines to obey copyright 

owners’ instructions.  Pursuit of this strategy, though perhaps more effective than 

the others, would have at least two disadvantages.  First, it would hamper 

innovation and flexibility in the design of electronic equipment.  Second, it would 

be difficult to persuade consumers to buy such machines.  Recent polls indicate 

that 80% of Americans either would refuse or would be disinclined to purchase 

an electronic device that disabled them from copying downloaded digital media.  

The general-purpose microcomputers and players now in wide circulation will 

continue to function for many years.  Until their collapse or obsolescence forces 
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consumers to abandon them, the availability of newer, “smarter” devices will do 

the music and film industries little good.6

Recently, the debates over the sources of the crisis and possible solutions to it 

have become increasingly acrimonious.  Representatives of the record companies 

and movie studios refer to the developers and users of the new technologies as 

“thieves.”  Consumers and their advocates increasingly describe the companies 

and studios as “greedy monopolists” and celebrate their impending extinction as 

a form of “creative destruction.”  Some musicians, actors, and directors associate 

themselves with the companies, others with consumers. 

Divisions among the various industries that formerly had collaborated in the 

distribution of entertainment products have further complicated this debate.  The 

record companies and film studios, for example, have accused such seemingly 

respectable enterprises as Intel, Apple Computers, and Gateway of deliberately 

designing equipment optimized for stealing and then encouraging consumers to 

use them to “rip, mix, burn” copyrighted recordings.  The accused companies 

respond that they (like firearms manufacturers) are not responsible for the illegal 

use of their products and should not be forced to “police” the behavior of their 

customers.  (Very recently, the record companies and the leading hardware 

manufacturers agreed at least temporarily to bury the hatchet, but the Motion 

Picture Association of America pointedly refused to join the truce.)  On a 

separate axis, the efforts by the record companies to develop copy-protected 

compact discs have angered Philips, the Dutch electronics giant that helped 

developed CD technology, which argues that the new discs don’t meet the “Red 

Book” audio CD standard.  In short, the companies that together have supplied 

us with recorded entertainment are not only fighting with consumers; 

increasingly, they are fighting among themselves. 7
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How did we get into this mess?  And how are we to get out of it?  The aspiration 

of this book is to answer those questions.  The inquiry proceeds as follows: 

Chapter 1 describes the technologies that are currently transforming the 

entertainment industry, and then assesses their social and economic implications.  

A seemingly technical change – from analog to digital format – in the manner in 

which entertainment products are stored and replayed, combined with the 

“communication revolution” associated with the Internet, has created an 

extraordinary array of new ways in which music and movies can be created and 

distributed.  As we will see, both the creators and the consumers of entertainment 

products stand to benefit enormously from those new systems.  If available 

technologies were exploited fully, the costs of recordings would drop sharply, the 

incomes of artists would rise, many more artists could reach global audiences, the 

variety of music and films popularly available would increase sharply, and 

listeners and viewers would be able much more easily to participate actively in the 

(re)shaping of the entertainment they receive.  We will see, however, that the new 

technologies also pose serious risks.  A well known danger is that they will 

corrode the traditional ways in which artists have made money from their 

creations.  Less notorious but equally worrisome are the threats they pose to the 

interests of artists in the “integrity” of their works and the interest of the general 

public in the stability of our cultural environment.   

Plainly, it would be best if the entertainment industry and the legal system could 

be shaped to assist us in reaping the large potential benefits of the new 

technologies, while minimizing the concomitant problems.  Chapters 2 and 3 

explain why, unfortunately, we have thus far failed to strike that balance.  Chapter 

2 lays the groundwork for the explanation by describing how sound recordings 

and movies were made and marketed in 1990, just before the storm of 

technological innovations broke.  We will examine how, in the music industry, a 
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combination of legal rules and industry customs structured the complex 

relationships among composers, publishers, recording artists, record companies, 

radio stations, and various financial intermediaries.  We will pay particularly close 

attention to who won and who lost when the interests of these players conflicted.  

Turning to the movie industry, we will study the ways in which law and custom 

made it possible to aggregate the creative energies of all of the people who 

participate in the making of a film – producers, screenwriters, directors, actors, 

musicians, editors, etc. – and how their collective products were traditionally 

marketed.  Finally, we will consider the strengths and weaknesses of the systems 

in place in the two industries.  In many respects, they were remarkably effective – 

as evidenced by the extraordinary outpouring, under their auspices, of 

commercial audio and video recordings and by the increasing power of American 

companies in foreign markets.  However, the systems also had three flaws:  they 

were unnecessarily expensive; they produced highly skewed income distributions 

among artists (rewarding a few “stars” with enormous wealth, while the majority 

of creators scraped by); and the range of the products they placed in mass 

circulation was disturbingly narrow.   

Chapter 3 then examines what happened in the two industries between 1990 and 

the present.  The narrative line resembles that of a country song.  Each verse 

begins optimistically, with the introduction of a new service or device that, by 

exploiting in some way the new technologies, offers consumers significant 

benefits.  Quickly, however, things go awry.  Typically, companies that stand to 

lose from the innovation invoke either the law or technological countermeasures 

to curtail or eliminate it. Services and devices that have met (or are about to meet) 

this fate include: digital audio tape recorders; “music lockers”; interactive and 

non-interactive webcasting; encryption circumvention; centralized file-sharing; 

decentralized file-sharing; CD burning; and enhanced digital video recorders.  In 

seeking to block these innovations, the companies that dominate the music and 
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film industries have not been malicious; at worst they have been short-sighted in 

their efforts to protect their existing business models.  But the net effect has been 

highly unfortunate.  We have forfeited most of the potential benefits of the new 

technologies, while alienating consumers and incurring enormous legal costs. 

The remainder of the book sets forth three alternative ways in which, through 

legal and institutional reform, the music and film industries could be remade.  

Each offers a way of reaping at least some of the potential advantages of the new 

technologies, while fairly compensating the creators of entertainment products. 

The first of the proposals, examined in Chapter 4, takes seriously the long-

standing claim of the record companies and movie studios that copyrights are 

property rights and should be treated as such.  The right to control the use of a 

song or film, the companies argue, deserves the same scope and protection as the 

right to control the use of a piece of land.  To test this proposition, we will first 

explore the legal principles that govern property rights in tangible objects and 

then consider what extension of those principles to musical compositions, sound 

recordings, and motion pictures would entail.  For the most part, this exercise will 

point (as the companies have long insisted) toward significant strengthening of 

the rights of copyright owners.  But it will also identify some less obvious ways in 

which those rights should be limited.  The heart of the chapter then considers 

what would happen if we implemented this combination of reforms.  Many good 

things, it suggests, would likely ensue.  Effectively protected against unauthorized 

trafficking in digital files, the record and movie companies would rapidly deploy 

subscription systems for distributing entertainment products over the Internet, 

collaborate in the creation of flexible private organizations that would enable 

them efficiently to license their products to various intermediaries, and develop 

sophisticated price-discrimination schemes that might, in this context, both 

increase their revenues and enhance the availability of entertainment products.  
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Consumers, for their part, would gain access to music and films more easily and 

cheaply.  Other effects, however, would be undesirable:  increased concentration 

in the industries and associated price increases; impediments to the ability of 

consumers to reshape the entertainment products they receive; and a brake on 

the pace and range of innovation in consumer electronics.  In short, though 

better than our current situation, the world generated by pursuit of this strategy 

would be seriously flawed. 

Chapter 5 takes a different tack.  It looks for guidance, not to the analogy 

between real property and intellectual property, but instead to the theory and 

practice of traditional regulated industries, such as telephone companies and 

railroads.  Several aspects of the entertainment industry make this analogy apt – 

including its dominance by a few firms, their dependence on governmentally 

created monopolies, and the notorious inequality in bargaining power between, 

on one hand, the dominant firms and, on the other, creators and consumers.  

What would happen if we treated the entertainment industry like a public utility?  

Most importantly, we would require the record companies and movie studios to 

licenses their works to distributors, we would regulate the fees that they could 

charge, and we would prescribe the shares of those revenues that went to 

different groups of artists and intermediaries.  Again, these and related reforms 

would have very considerable benefits – including a rapid increase in the Internet 

distribution of entertainment; greater diversity in the services available to the 

public; an increase in the incomes of creators and performers; and stabilization of 

the revenues of the record companies and studios.  The drawbacks of this 

approach, however, would also be serious:  high transaction costs; impediments 

to consumer creativity; and the risks and distortions always associated with tight 

governmental control of private enterprise.  Though not so serious as the 

disadvantages of the first approach, these drawbacks make this strategy less than 

ideal. 
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Chapter 6 outlines the best of the possible solutions to the crisis: an 

administrative compensation system that would provide an alternative to the 

increasingly creaky copyright regime.  In brief, here’s how such a system would 

work:  Creators who wished to collect revenue when their music or films are 

heard or watched would register each of their works with the Copyright Office 

and would receive, in return, a unique file name, which would be used to track 

Internet transmissions of the work.  The government would tax devices and 

services used to gain access to digital entertainment.  (The primary target of such 

a tax would be ISP access.  Secondary targets would include CD and DVD 

burners, blank CDs and DVDs, MP3 players, etc.)  Using techniques pioneered 

by television rating services and performing rights organizations, a government 

agency would estimate the frequency with which each song and film was enjoyed 

by consumers.  Revenues collected from the tax would then be distributed by the 

government agency to creators and their assignees in proportion to the rates with 

which their creations were being consumed.  Once this alternative mechanism for 

compensating creators were in place, the old one would be dismantled.  In other 

words, copyright law would be reformed to eliminate the current prohibitions on 

the reproduction, distribution, public performance, adaptation, and encryption 

circumvention of published recorded music and films.  The social advantages of 

such a system, we will see, would be large:  consumer convenience; radical 

expansion of the set of creators who could earn a livelihood from making their 

work available to the public; reduced transaction costs and associated cost 

savings; elimination of the economic inefficiency and social harms that result 

when intellectual products are priced above the costs of replicating them; reversal 

of the concentration of the entertainment industries; and a boost to consumer 

creativity caused by the abandonment of encryption.  The chapter concludes by 

examining the practical and political objections to such a seemingly radical 

initiative and how they might be addressed. 
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In the course of our examination of these three models, we will take looks at 

several of the specific proposals for legislative change currently being debated 

inside and outside of Congress.  Our focus will not be on the details of those 

bills, however.  In the next few years, some will change, others will be cast aside, 

and some new ones undoubtedly will surface.  The goal of this book is to provide 

a general framework for evaluating, not just the current slate of legislative 

options, but also the iterations and substitutes that will arise in the future. 

Many people and organizations would have to cooperate in order to implement 

any one of the three models considered in Chapters 4, 5, and 6.  The intensifying 

strife during the past dozen years between consumers, record and movie 

companies, technology manufacturers, and artists might suggest that such 

cooperation is unlikely.  One characteristic shared by all three models, however, 

provides the basis for optimism.  Under each one, almost everyone would fare 

better than under the current regime.  If the representatives of each group of 

players could come to see that regimes beneficial to all parties are imaginable and 

feasible, we could work collectively to transform the world of recorded 

entertainment. 
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C h a p t e r  6  

AN ALTERNATIVE COMPENSATION SYSTEM 

 

Imagine that I own a rocky promontory on the coast of Maine.  A submerged 

reef extends from my land a half mile seaward.  Mariners have trouble seeing the 

reef, especially at night or when it’s foggy.  As a result, ships have been running 

aground on the reef for centuries.  Even today, small pleasure craft lacking 

sophisticated electronic navigation equipment frequently hit it in the summer 

months.  Some are seriously damaged, and a few are wrecked. 

One evening, after I’ve helped to extricate yet another smashed sailboat from the 

rocks, a friend suggests to me:  “You know, you ought to build a lighthouse on 

the point.  A bright light would warn boats to steer clear.  If each boater paid you 

even a fraction of the benefit of the signal to him, you could make a tidy profit.”  

We discuss the possibility for a bit.  All aspects of the plan make sense, except 

one:  We can’t figure out how I could charge the beneficiaries of the lighthouse.  

My friend suggests making a deal with a nearby charter company, which rents 

boats to sailors unfamiliar with the local waters – who in turn run aground 

especially often.  But such a contract would cover only a portion of the cost of 

the lighthouse.  And once I made the light available to the company’s customers, 

I couldn’t prevent all other sailors from making use of it for free.  In short, we 

can’t envision a profitable business model.  Stymied, we abandon the idea. 

This parable, familiar to economists, illustrates what they refer to as the problem 

of “public goods.”  They point out that a small number of socially valuable 



products and services have the following two related characteristics:  First, they 

are “nonrivalrous.”  In other works, enjoyment of them by one person does not 

prevent enjoyment of them by other persons.  Second, they are “nonexcludable.”  

In other words, once they have been made available to one person, it is 

impossible or at least difficult to prevent other people from gaining access to 

them.  Goods that share these features are likely to be produced at socially 

suboptimal levels.  Why?  Because potential suppliers of them, like me, recognize 

that they would not be able to recover from consumers the costs of producing 

them.  Besides lighthouses, things that fall into this category include roads, 

national defense, inventions, and recorded entertainment.1  

For centuries, governments have sought in various ways to counteract the danger 

that public goods will be underproduced.  Looking back over the historical 

record, we can see that their efforts have taken one of five forms.  First, they 

sometimes supply such goods themselves.  Navigational aids and national defense 

are the clearest examples.  Today, throughout the world virtually all lighthouses 

and armies are supplied by governments, rather than by private parties.  Some 

kinds of inventions are also generated in this way.  In the United States, for 

example, much innovation in the fields of aerospace, agriculture, and medicine 

comes from government laboratories operated by the National Aeronautics and 

Space Administration, the Department of Agriculture, and the National Institutes 

of Health. 

Second, governments sometimes pay private actors to produce public goods.  In 

the United States, the grants given to artists by the National Endowment for the 

Arts and the grants given to private universities and individual researchers by the 

National Institutes of Health exemplify this approach.2

Third, governments sometimes issue post-hoc prizes or rewards to persons and 

organizations that provide public goods.  The lure of such rewards is intended to 
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offset, in whole or in part, the disincentive to produce them in the first instance.  

Reward systems have been employed in various countries in various industrial 

contexts.  For example, the British government offered a prize of £20,000 to the 

first person to invent a navigational device or process capable of accurately 

measuring longitude – on the condition that the inventor make his creation freely 

available for public use.  In the 1950s, the governments of the Soviet Union and 

the People’s Republic of China experimented with various reward systems to 

stimulate innovation.  And the American government employs a reward system 

to encourage innovations relating to atomic energy.  A long line of political and 

economic theorists – from James Madison to Steven Shavell and Tanguy van 

Ypersele – have argued that such systems should be employed more broadly.3   

Fourth, governments sometimes protect the suppliers of public goods against 

competition, typically by granting them exclusive rights to make their products 

available to the public.  For example, in the nineteenth century, American state 

governments would commonly authorize a private company to build a road, 

bridge, or canal; empower the company to charge tolls; and (most importantly) 

guarantee that no competitive transportation system would be built for a 

prescribed period of time.  Patent law rests on a similar strategy:  Inventors are 

given exclusive rights for 20 years to “make” or “sell” objects embodying their 

inventions.  Those rights enable the patentees – provided that there are no good 

substitutes for their creations – to charge consumers high enough prices both to 

recoup the costs of their training, research, and development and to earn a profit. 

Fifth and finally, governments sometimes assist private parties in devising or 

deploying devices that increase the “excludability” of such goods – and thus 

enhance the ability of producers to charge consumers for access to them.  The 

most familiar example of this strategy is trade-secret law.  It is sometimes possible 

for companies to sell innovative products (e.g., new soft drinks or software 
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programs) without revealing the inventions that underlie them (e.g., the chemical 

formulae for the drinks or the source code for the programs). So long as the 

companies take “reasonable precautions” to maintain the secrecy of their 

innovations, the law will lend them a hand, by forbidding competitors to ferret 

out the innovations through “improper means” or breaches of confidence.   The 

same principle underlay the statutes adopted by some American states that 

forbade a particular type of reverse engineering of vessel designs, thereby 

compelling competitors to use more circuitous ways of learning and replicating 

the dimensions of novel boats.4

Each of these strategies has disadvantages.  The first three all invest government 

with the power to determine which people or projects to fund or reward and thus 

create, to varying degrees, the danger that government will wield that power 

unwisely or repressively.  The fourth raises the prices that both consumers and 

subsequent creators must pay for access to public goods, thus reducing consumer 

welfare and potentially impeding cumulative innovation.  The fifth suffers from 

the same difficulty and, in addition, may foster unnecessarily expensive (and thus 

socially wasteful) ways of replicating innovations.  Which then is best?  It varies 

entirely by context.5   

For decades, the primary approach used by most governments in the world to 

stimulate the production of music and movies has been a variant of the fourth 

strategy.  Copyright law – and, in some countries, the associated law of 

“neighboring rights” – have protected composers, performers, and filmmakers 

against competition in the reproduction, adaptation, distribution, and 

performance of their creations, thus enabling them to raise the prices they charge 

consumers and licensees.  The resultant profits have provided a crucial stimulus 

for creativity.  As we saw in Chapter 2, the various business models that were 

built upon this legal foundation had some flaws, but until recently they worked 
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reasonably well.  Certainly, they generated an enormous stream of entertainment 

products. 

As we saw in Chapter 3, during the 1990s, a spate of technological innovations 

destabilized this approach.  The rapidly increasing popularity of digital recording 

and storage systems, the improvement of compression technologies, and the 

communicative power of the Internet made it ever harder for artists and their 

assignees to enforce their rights under copyright law.  Near the turn of the 

century, the resultant threats to established business models prompted the 

American government (as well as governments in other countries) to turn their 

attention to the fifth strategy.   The producers of entertainment (and other 

informational products) were given extensive legal protections against the 

circumvention of encryption and other private access-control systems.  As we 

saw, this shift in strategy increased somewhat the ability of producers to shield 

their creations from unauthorized reproduction and thus protected their income 

streams, but had other, substantial drawbacks:  curtailment of traditional “fair 

use” privileges; high transaction costs; and, most importantly, frustration of the 

opportunities for semiotic democracy latent in the new technologies. 

The growing disadvantages of strategies four and five suggest that we should 

consider a fundamental change in approach.  Specifically, this chapter proposes 

that we replace major portions of the copyright and encryption-reinforcement 

models with a variant of the third strategy – a governmentally administered 

reward system.  In brief, here’s how such a system would work.  A creator who 

wished to collect revenue when her song or film were heard or watched would 

register it with the Copyright Office.  With registration would come a unique file 

name, which would be used to track transmissions of digital copies of the work.  

The government would raise, through taxes, sufficient money to compensate 

registrants for making their works available to the public.  Using techniques 
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pioneered by American and European performing rights organizations, a 

government agency would estimate the frequency with which each song and film 

was heard or watched by consumers.  Each registrant would then periodically be 

paid by the agency a share of the tax revenues proportional to the relative 

popularity of his or her creation. 

Once this system were in place, we would eliminate the current prohibitions on 

the reproduction, distribution, adaptation, and performance of both audio and 

video recordings over the Internet.  Music and films would thus be readily 

available, legally, for free. 

Painting with a very broad brush (details will come later), here would be the 

advantages of such a system:  Consumers would pay less for more entertainment.  

Artists would be fairly compensated.  The set of artists who made their creations 

available to the world at large – and consequently the range of entertainment 

products available to consumers – would increase.  Musicians would be less 

dependent on record companies, and filmmakers would be less dependent on 

studios, for the distribution of their creations.  Both consumers and artists would 

enjoy greater freedom to modify and redistribute audio and video recordings.  

Although the prices of consumer electronic equipment and broadband access 

would increase somewhat, demand for them would rise, thus benefiting the 

suppliers of those goods and services.  Finally, society at large would benefit from 

a sharp reduction in litigation and other transaction costs. 

The ensuing sections of this chapter describe this system in more detail, explore 

its merits and demerits, and then explore some variations on the basic idea. 
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Logistics 

1.  Registration 

Essential to such a system would be a way of tracking digital copies of songs and 

movies.  This might be achieved by inserting into the original version of each 

work a unique and durable digital fingerprint, which would then be replicated in 

each copy of the original.  The barcodes now routinely placed on packages of 

food in the United States enable grocery stores to process sales quickly, manage 

their inventories, and (most ominously), by correlating sales with customers’ 

“discount cards,” to keep track of what individual people are eating.  Fingerprints 

would enable comparable tracing of entertainment products. 

A mechanism of this sort would probably be both feasible and effective.  Some 

of the technology left over from the failed SDMI project, discussed in Chapter 3, 

could probably be harnessed for this purpose.  But it would be expensive and, for 

reasons discussed below, unnecessary. 

A simpler approach would rely upon a centralized registration system.  A 

musician or filmmaker who wanted to be paid when others made use of his or 

her creation would send a copy of it to a government agency, which would store 

the copy and provide, in return, a unique registration number.  The creator would 

insert that number into the filename of the copy of the recording that he or she 

made available to the world.  Some details: 

What government agency?  You could imagine creating a new 
administrative agency for this purpose, but the Copyright Office 
already runs, quite effectively, a registration system that could be 
modified slightly to fill this function. 
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Would there be a registration fee?  Yes, a fee large enough to make the 
registration system self-financing.  But the simplicity of the 
mechanism would keep that fee at modest levels. 

Would each creator be obliged to register his creations?  No.  Unlike cars, 
songs and films could be unlicensed.  Creators who wished for 
whatever reason to dedicate their products to the public domain 
could do so.6

How would you submit your registration?  Over the Internet, of course. 

What would a registration number look like?  Probably a series of 
letters and numerals, preceded and followed by an identifier of 
some sort.  Example:  #4m8sp60wxi#.  (There exist over 3 
quadrillion unique sequences of 10 letters and numerals, which 
should be plenty for the foreseeable future.)   

The extent to which the registration system should include categorization of 

entertainment products is not obvious.  A minimal degree of differentiation does 

seem essential.  Thus, an applicant should be asked to check a box indicating that 

the recording in question is a musical work or a motion picture, and there should 

be a penalty for deliberately misrepresenting the character of the work.  The 

reason:  Songs and films cost very different amounts to produce and are 

consumed in very different ways.  To reflect these differences, the payments 

made to the creators thereof must be different – in ways that we will consider 

shortly.   

A finely tuned system would subdivide each of these broad categories.  After all, 

action films are typically more expensive to produce than comedies.  Arguably, a 

precise payment system would take those differences into account – and thus the 

registration system would elicit the information necessary to differentiate them. 

On balance, however, the potential benefits of such precision do not seem 

sufficient to justify the costs and the unavoidable disputes it would generate.  (Are 

Jackie Chan movies action films or comedies?)  That judgment is reinforced by 

PTKChapter6.doc, draft of September 30, 2003, p. 8 



the ways in which entertainment products are currently marketed – at least at the 

retail level.  The prices of rap CDs are the same as the prices of classical CDs.  

Theatre tickets for action films cost the same as tickets for comedies.  If the 

principal parties in neither industry currently feel the need to adjust prices to 

match the different costs of sub-genres, the argument for doing so in a 

governmentally administered reward system seems weak. 

By contrast, the duration of a recording – another very rough indicator of the 

cost of making it – would be easy to determine and report.  Thus each registrant 

would be required to designate how long (in minutes) his song or film lasted. 

The person or institution entitled to register a recording would be the copyright 

owner.  Thus, for the reasons outlined in Chapter 2, the registrant of a video 

recording would typically be the producer.  The registrant of a song would 

typically be the performer (or her assignee).   In addition, the registrant of a song 

would be required to specify the name of the owner of the copyright in the 

underlying musical composition.  The forms for both types of work would permit 

designation of more than one author – when and only when they qualified as 

“joint authors” under the copyright statute.  In short, the new system would leave 

in place the current legal standards for determining who is the author of a creative 

work – just as it would the current system of contracts and customs by which 

“authors” compensate other people and organizations who participate in the 

creation or marketing of entertainment products. 

This feature means that, sometimes, there would arise disputes over who is the 

true copyright owner of the work underlying a particular recording.  To handle 

such disputes as efficiently as possible, the Copyright Office should be 

empowered to create a formal “opposition” procedure closely analogous to the 

procedure currently used by the Patent and Trademark Office to handle 
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challenges to trademark registrations.  Decisions in such proceedings could be 

appealed to the federal courts. 

What about recordings that incorporate portions of other recordings – rap songs 

that contain “samples” of other copyrighted recordings; movies that contain 

excerpts of other movies; etc.?  To gather the information necessary to 

compensate fairly both the creator of the incorporated work and the creator of 

the incorporating work, the form would require each registrant to indicate how 

much of the material contained in the submitted recording had been taken from 

other registered recordings?  A precise accounting would be unnecessary.  Rather, 

the registrant would pick among five ways of characterizing the proportion of her 

recording had been taken from others – none; a small amount (less than 5%); 

some (5% - 50%); most (50% - 95%); all or almost all (95% - 100%) – and then 

list the registration numbers of the works incorporated in whole or in part. 

Set forth below is a sample registration form that could be used to gather the data 

of these various sorts. 
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Registration form

1. Name:
2. Email address:
3. Street address:
4. The recording you are registering is a:

o Sound Recording
o Motion Picture

5. Duration of your recording:  ___ minutes
6. If the recording you are registering is a recording of a musical composition, indicate 

the owner of the copyright in the composition:
7. How much of the material in the recording you are registering consists of material 

taken from other registered recordings:
o None
o A very small amount  (less than 5%)
o A small amount  (5% - 25%)
o A substantial amount (25% - 50%)
o Most (50% - 95%)
o All or almost all (95%-100%)

8. List the registration numbers of any recordings from which you took material: 

 

 

2. Determining Aggregate Compensation Levels 

To run the system, the government would need to raise money.  How?  Through 

taxation.  That much seems clear enough.  Two harder questions remain:  How 

much money would the government be obliged to raise?  And what would it tax? 

To answer the first question, we need first to determine the amount of money the 

government would be distributing to creators.  That sum, plus the administrative 

costs of the system, is the amount that would have to be collected.  Any of 

several different principles might be employed to determine how much creators 

receive.  The choice of principle will make a large difference in the cost and 
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operation of the system, so it’s important to be clear at the outset concerning the 

governing criterion. 

One possible approach would strive to give creators the full social value of their 

creations – or, more precisely, the full social value of their creations minus the 

money that they are able to make through other channels.  What is the full social 

value of an entertainment product?  An economist would say that it’s the sum of 

the “consumer surplus” and the “producer surplus” that could be reaped from 

making it available to the public.  That, in turn, is equal to the total amount that 

consumers (including other creators who wished to employ or adapt it in some 

way) would be able and willing to pay for access to the product – up to the point 

where the marginal cost of producing an additional copy equals the marginal 

benefit reaped from it – minus the costs of producing that number of copies.  

More crudely, it’s the total benefit that all members of society could reap from 

the product. 

A criterion of this sort seems to underlie the most recent and sophisticated 

analysis of reward systems as alternatives to intellectual property systems – the 

paper, mentioned above, by Steven Shavell and Tanguy van Ypersele.  In the 

view of those authors, “the optimal reward equals the expected surplus over the 

distribution of possible demand curves.”  The authors contend that, if the 

rewards given to inventors are less than that amount, “there will be an inadequate 

incentive to invest” in research.  If the rewards exceed that amount, “there will be 

an excessive incentive to invest” in research.7

Should we use this guideline when reshaping the music and film industries?  For 

three reasons, the answer seems to be no.  First, it would be extremely expensive.  

The cost of reproducing and distributing digital copies of songs and movies is 

very low, and the total amount that consumers in the aggregate would pay for 

access to those copies is very large.  The difference between those two figures 
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would be an enormous sum.   It would be very difficult, for political reasons, to 

impose taxes large enough to raise that much money. 

Second, most of creative participants in the two industries reap psychic and social 

benefits from their activities.  It’s fun and fulfilling to be a composer, performer, 

actor, and director.  Those benefits reduce by a large (although impossible to 

calculate) amount the money that creators must be paid in order to foster optimal 

levels of investment in music and film.8

Third, as Arnold Plant and Glynn Lunney has shown, awarding the creators of 

intellectual products the full social value of their creations would seriously distort 

the system of incentives that shape people’s choices of professions.  Most 

workers do not reap the full social value of their efforts.  Schoolteachers, civil-

rights activists, and university-based research scientists, for example, all confer on 

society gains that vastly exceed their incomes.  Enabling musicians and 

filmmakers to reap everything they have sown, without transforming comparably 

the systems by which workers of all other types are compensated, would 

exacerbate the problem discussed at the end of Chapter 2 – in which too many 

people wait tables in New York and Los Angeles, waiting for the big break, while 

too few prepare to become teachers.9

A radically different approach would abandon the quest to create an optimal 

pattern of incentives, and would instead strive, through the distribution of 

government rewards, to give creators what they deserve.  This may have been what 

British reformer Robert MacFie had in mind when he urged giving inventors 

“what is fair, considering utility, cost of preliminary trials, originality, probability 

of others making the same discovery, etc.”  This criterion seems unpromising for 

a different reason.  Natural-rights theorists, from John Locke to Robert Nozick, 

have struggled with little success for centuries to determine the “just” proportion 

between a person’s efforts and the reward he reaps.  It seems implausible that, in 
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designing a reward system to handle the new technological environment, we 

could succeed where they have failed.10

A final criterion would be harder to defend on theoretical grounds but more 

practical:  make creators, as a group, whole.  More specifically, we could use the 

new reward system to compensate creators and their assignees for the losses they 

have suffered – and will likely suffer in the immediate future – as a result of being 

deprived of their ability effectively to enforce their copyrights in the new 

technological environment.  The attitude underlying this approach is the same 

one that prompted Fritz Machlup to remark, famously: 

If we did not have a patent system, it would be irresponsible, on 
the basis of our present knowledge of its economic consequences 
to recommend instituting one. But since we have had a patent 
system for a long time, it would be irresponsible, on the basis of 
our present knowledge, to recommend abolishing it.11

In the same spirit, it would seem wisest, when replacing the current copyright 

system with a system of government rewards, to begin by holding more-or-less 

constant the aggregate amount by which creators are currently compensated – 

and only to make adjustments, up or down, to their collective incomes when we 

have better information about the likely effects of such changes. 

What would application of this criterion entail in practice?  It’s impossible to say 

with precision given the limited amount of data available to us at present.  The 

relevant numbers would have to be determined by an administrative agency after 

an extensive fact-gathering process.  Chapter 5 outlined the ways in which such 

an agency might be shaped and disciplined and how it would go about gathering 

information.  For the reasons discussed there, the best candidate for the job 

would likely be a new, quasi-independent arm of the Copyright Office, whose 

judgments would be subject to meaningful review by the Court of Appeals for 

the D.C. Circuit. 
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Set forth below is an outline of the kind of accounting that the Copyright Office 

would have to conduct.  As you will see, many of the estimates that we will 

deploy are soft.  The purposes of the analysis are merely to illustrate the 

methodology that the Office would have to employ and to suggest that a reward 

regime founded on this approach would be practicable. 

Let’s start with the music industry.  In chapters 2 and 3, we examined the various 

streams of revenue that currently flow to the owners of copyrights in musical 

compositions and sound recordings.  Highlighted (in orange) in the following 

chart (a variant of Figure 3.2) are the channels that would likely be constricted by 

elimination of the current prohibitions on the reproduction, distribution, and 

performance of audio recordings over the Internet. 
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Implicit in this chart is a prediction that three business models would be 

corroded.  The first – and by far the most important – is sales by record 

companies of CDs and tapes.  As revenues from that source diminished, all of the 

streams of income that flow “upward” from the record companies would also 

shrink.  A second, less certain effect would be diminution of the audiences (and 

therefore the advertising revenues) of radio stations, as consumers came to rely 

increasingly on the superior, ad-free offerings available through the Internet.  If 

that occurred, the public-performance royalties paid by the stations (which, in 

turn, are tied to their gross revenues) would also diminish.  Finally and least 

importantly, the small payments that are currently being made by the webcasters 

to the music publishers and, most recently, to the record companies would 

disappear, not because the webcasters would go out of business, but because 

nonpermissive streaming would now be lawful. 

In estimating the magnitude of these changes, it seems fair to use as our baseline 

the year 2000, approximately the moment when CD sales began to fall off under 

the pressure of the technological changes.  (Indeed, adoption of that date is 

generous, because a healthy economy led to unusually high levels of consumption 

of entertainment products.)   During that year, sales of CDs and tapes in the 

United States earned the record companies a total of approximately $7 billion 

(54% of $13 billion in gross revenues).12   

What percentage of this income would the companies lose if we permitted 

unlimited copying of sound recordings?  Plainly, that figure would increase over 

time and eventually might approach 100%.  For the immediate future, however, 

the percentage would be significantly less.  Neil Netanel, relying upon careful 

empirical work by Stan Liebowitz, estimates that the companies would lose no 

more than 20% of their sales revenues through unlimited noncommercial file-

sharing.  That number does not correspond exactly to what we are seeking, 
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insofar as it contemplates legalizing only a subset of the activities that our new 

system would permit.  However, for the immediate future, it seems a plausible 

figure.  Even if all of the decline in CD sales during the past two years were 

attributable to file-sharing and CD burning (a hotly contested issue), the 

companies have suffered to date a loss of only 16%.  To project a loss of 20% 

during the first year in which the new system were in operation thus seems, again, 

generous – recognizing, of course, that this number would have to be revised 

(presumably upward) as consumers’ behavior changed.13

20% of $7 billion is $1.4 billion.  To determine the actual injury suffered by the 

record companies, we would have to deduct from that figure the amounts that 

they would save as their sales declined.  Approximately 15% of the record 

companies’ sales revenues are currently devoted to manufacturing costs – the 

costs of producing CDs and cassettes, packaging them, preparing the artwork, 

and shipping them to distributors.  A loss of $1.4 billion would thus be partially 

offset by a savings of $210 million in manufacturing costs.  The net loss would 

thus be $1.19 billion.  It is possible, as Brett May and Marc Singer suggest, that 

the companies would also experience savings in “overhead” (as their operations 

shrank) and variable marketing costs (by taking advantage of the increased 

efficiency and precision of Internet-based marketing).  But again, we will take a 

conservative line and, for the time being, not assume any reduction in those 

expenditures.  (May’s and Singer’s projections – along with some analogous 

predictions made in Chapter 1 – will have greater bite when it comes time to 

predict how this system would change over time).14

The record companies are not the only copyright owners we need to worry about.  

Also injured by declining sales of CDs and tapes are the music publishers, the 

holders of the copyrights in the compositions embodied in those products.  In 

2000, total American phono-mechanical license fees were $691 million.  
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Subtracting the 4.5% charge imposed by the Harry Fox Agency, the publishers 

earned approximately $660 million.  A 20% reduction in sales would thus cost 

them $132 million.  This affects our accounting in two, roughly offsetting ways.  

First, it requires us to add to the total amount that we would be obliged to raise in 

taxes a sum of $132 million, tentatively earmarked for the music publishers.  

Second, it requires us to reduce the $1.19 billion tentatively earmarked for the 

record companies by $138 million – the amount that they would save as a result 

of their declining sales – yielding a final figure of $1.052 billion. 15

The second of the three sources of injury arising from free Internet-based 

reproduction, distribution, and performance of audio recordings would be 

smaller but not trivial.  Radio stations would suffer in this new world, because a 

wider variety of better quality, ad-free music would now be obtainable for free on 

the Internet.  How much would their incomes decline?  It’s impossible to say at 

this point.  The stations have not to date complained that webcasting has eroded 

their markets, and consumers would probably not suddenly abandon altogether 

their favorite disk jockeys.  So let’s guess, wildly, that the stations’ revenues would 

decline 5% in the first year in which this new system were in place – expecting 

that they would decline more sharply in the future.  (To repeat, this and all other 

estimates made in this section would be reevaluated, using financial data 

submitted by the relevant parties, by the Copyright Office.  Our goal here is just 

to outline the methodology and identify “ballpark” numbers.)  What would be the 

corresponding injury to the owners of the copyrights in musical works?  In 2000, 

total public-performance royalties paid by radio stations in the United States were 

$292 million.  5% of that amount would be $58 million. 

For two reasons, we can safely ignore for the purpose of our accounting the last 

of the three potential sources of injury.  First, in our baseline year, the license fees 

paid by webcasters were trivial compared to the other figures we are considering.  
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Second, as we saw in Chapter 3, the reason why the record companies pressed 

(successfully) for a right to collect those fees was to compensate them for 

diminution in their sales of CDs and tapes.  The system we are constructing 

provides them an alternative (indeed, substantially more generous) way of 

recouping those losses. 

As rough as these numbers are, the numbers for the film industry are even 

rougher.  Legalizing the reproduction, distribution, and performance over the 

Internet of digital versions of movies would likely adversely affect three of the 

many streams of revenue upon which the studios currently depend:  sales and 

rentals of videotapes and DVDs; cable and satellite television licenses; and pay-

per-view licenses.  The following chart (a variant of Figure 2.3) highlights these 

sources of injury: 
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The first of the threatened sources of revenue is the biggest.  During the past 

three years, sales and rentals of videotapes and DVDs generated income at the 

retail level in the following amounts: 
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 2000 
(millions) 

2001 
(millions) 

2002 
(million
s) 

VHS Rentals $11,621 $10,819 $8,792 
VHS Sales $7,620 $7,611 $6,997 
DVD 
Rentals 

$781 $2,156 $4,286 

DVD Sales $1,834 $4,150 $8,418 
Total $21,856 $24,736 $28,493 

 

Approximately 40% of this revenue ends up in the coffers of the studios.  Thus, 

in 2000 (our baseline year), their domestic home-videos revenues were 

approximately $8.7 billion.16

Revenues attributable to distribution through subscription cable and satellite 

services – such as HBO, Showtime, and the Movie Channel – are harder to 

estimate.  During 2000, total spending on such services was approximately $7.314 

billion.  Roughly two thirds of that amount ($4.9 billion) was retained by the 

operators of the local cable franchises, and one third ($2.4 billion) went to the 

services themselves.  A significant portion of the latter sum was paid to the 

studios in license fees, but exactly how much is hard to determine, in part because 

the major cable channels were owned by the same conglomerates that owned the 

studios themselves.  Until we can obtain better data on this front, we’ll assume 

that 50% of the money ($1.2 billion) was earned by the studios.17

The smallest but fastest growing of the three revenue streams is per-per-view.  In 

2000, the total amount spent by American for pay-per-view movies was $1.497 

billion.  Absent more refined data, we’ll assume that 50% of that amount ($750 

million) went to the studios.18

Now comes the softest part of an already soft analysis:  In the immediate future, 

what would likely be the adverse impact upon these revenue streams of legalizing 
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the reproduction and distribution of digital video files?  Three related 

circumstances suggest that that adverse impact would be substantially less (in 

percentage terms) than the harms sustained by the music industry.  First, 

transmitting even compressed video files over the Internet takes a long time, even 

through broadband connections, and storing those files requires vastly more 

hard-disk space than is required for audio files.  Second, relatively few consumers 

currently own the equipment necessary to collect, store, and project digital video 

files.  Third, the motion picture industry has not made a colorable claim that, up 

to this point, its revenues have been materially undermined by unauthorized 

Internet distribution.  Together, these factors suggest that our estimate of near-

term harm should be much lower than the 20% figure we used for the music 

industry.  A 5% figure is more plausible.  (When ascertaining this number the 

Copyright Office would, of course, rely less on seat-of-the-pants reasoning.)  

Putting these various estimates together, to offset the likely injuries sustained by 

the owners of copyright in movies, we would need, in the first year, 

approximately 5% of ($8.7 billion + $1.2 million + $750 million) = $532 million.  

Added to the $132 million and $1.052 billion we would need to make whole the 

owners of copyrights in musical works and sound recordings, this produces an 

aggregate figure of $1.774 billion. 

We’re not quite done.  To this sum would have to be added the cost of creating 

and running a new branch of the Copyright Office.  How much would that be?  

A useful point of reference is the cost of running ASCAP, the largest private 

American performing rights organization.  In 1998, ASCAP’s overhead expenses 

were 16% of its collections.  Would the Copyright Office be more or less 

efficient?  Different factors point in different directions.  Its collections would be 

approximately four times those of ASCAP, enabling it to enjoy economies of 

scale.  On the other hand, it would be a government agency – which, as Robert 
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Merges emphasizes, are generally less efficient intermediaries than private 

organizations.  In addition, start-up costs would be substantial.  It seems likely 

that the latter factors would predominate.  Let’s then adopt a conservative 

estimate:  20% of the Office’s collections would be devoted to administrative 

costs.  To pay copyright owners $1.774 billion, it would thus have to raise in taxes 

$2.217 billion.  Last but not least, that number would have to be adjusted for 

inflation.  For that purpose we’ll use (for simplicity) the Consumer Price Index 

for the past three years plus a rough projection of likely inflation during 2003.  

The net result:  $2.418 billion.19  

That’s a large figure.  To be sure, the federal government routinely spends even 

larger figures on related projects.  The annual budget for NASA, for example, is 

currently about $15 billion per year, and the National Science Foundation 

distributes about $5 billion per year in research grants.  Still, $2.418 billion is a lot 

of money. 20

In a moment, we’ll consider where such a daunting sum might come from.  

Before taking up that question, however, it’s important to acknowledge that the 

criterion that we have been employing thus far (and that would guide the 

Copyright Office in making much more precise estimates of the harms suffered 

by copyright owners) can help us only during a transitional period.  The question 

of how much money would be necessary to put copyright owners, collectively, in 

the same position they would have occupied in the old technological and legal 

universe would become, over time, ever harder to answer and would make less 

and less sense as a guideline.  Periodically (presumably annually) the Office would 

be obliged to recalibrate the amount of money it needed to collect and distribute.  

On what basis would it make those adjustments? 

Gradually, a more ambiguous and controversial criterion could and should come 

to dominate the agency’s decisionmaking.  In rough terms, the emergent goal 
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would be the public interest.  Slightly more precisely, the Office would strive to 

determine the amount of money that, when distributed to creators, would sustain 

a flourishing entertainment culture. 

Determining that amount of money by calculating the incomes that each 

subgroup of artists needed to flourish would be impossible.  Instead, the Office 

would answer the question iteratively – through frequent, modest adjustments of 

the tax rates, followed by studies of the impact of each change.  If, in a given year, 

the entertainment industry seemed starved, the Office would enrich the mixture a 

bit.  If it seemed flush, the Office would constrict a bit the flow of money.  In the 

next section we will consider (among other things) whether it makes sense to 

invest a government agency with this much power and discretion.  Before then, 

however, we have many other logistical questions to answer. 

3.  Taxes 

Where could we get two and a half billion dollars a year?  The best source of 

revenue, for two reasons, would probably be the federal income tax.  The first 

reasons is straightforward:  a slight increase in the income tax could be achieved 

without incurring any significant additional administrative costs; it would thus be 

an especially efficient way to raise the money.   

The second reason is more complex and contestable:  a slight increase in the 

income tax would probably result in less distortion of the behavior of people 

subject to the tax than any alternative system of financing.  To be sure, the 

income tax does distort behavior.  Specifically, it causes people to work less (i.e., 

to substitute leisure for income).  However, as Louis Kaplow has shown, if the 

income tax is raised in order to pay for a public good (such as stimulating the 

production of entertainment products), the result is not necessarily an 

enhancement of its distorting effect.  Specifically, if the incidence of the tax 
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increase matches the incidence of the benefits of the public good, people will 

behave no differently.  Could we achieve such a perfect match between the 

amount by which each person benefited from increased access to music and film 

and the additional amount that he or she paid in taxes?  Of course not.  But the 

facts that the benefits of the system would vary roughly with income (i.e., the 

greater one’s income, the greater one’s ability to take full advantage of the new 

distribution and consumption technologies) and that an increase in the federal 

income tax would be progressive suggest that the benefits and burdens of the 

increased tax burden would be roughly aligned, and thus that its distortionary 

effects would be modest.  As we will see, the most plausible alternatives to use of 

the income tax would likely have more serious impacts on the behavior of the 

people to which they are applied.21

Two circumstances, however, would likely make reliance upon the income-tax 

system politically unacceptable for the immediate future.  First, the rough 

alignment noted in the preceding paragraph would be only rough.  Many people 

who pay significant income taxes would not benefit from the new compensation 

system – because they lack either the equipment or the inclination to download 

or stream recorded entertainment.  To be sure, this is a common situation.  (For 

example, childless homeowners reap no benefit from the local public schools, but 

help pay for them through their real-estate taxes.)  But many voters consider such 

misalignments unfair and unfortunate.   

The second, related circumstance is the risk that money raised through an 

increase in the federal income tax would, in the end, be devoted to projects other 

than compensating artists.  Public anxiety on this score may not be overwhelming 

in the United States.  But voters in developing countries are highly (and often 

rightly) suspicious of the willingness of the political leaders to devote funds raised 

through general taxes to the purposes for which the taxes were ostensibly 
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imposed.  That suspicion would amplify the previous source of popular 

resistance.22

Together, these factors suggest that, for the time being, the only politically 

palatable taxation system would be a tax on the goods and services used to gain 

access to music and film.  Three targets seem most promising:  (1) equipment 

used to make copies of digital recordings; (2) media used to store such copies; 

and (3) services used to gain access to the Internet, either to download files or to 

stream recordings. 

Exactly what sorts of things fit into each of these categories would, of course, 

change over time, and one of the responsibilities of the Copyright Office would 

be to reassess, periodically, how digital entertainment is obtained, stored, and 

(re)played.  Set forth below is a survey (again, offered purely for illustrative 

purposes) of what such an analysis, conducted today, might reveal.  With respect 

to each potential tax target, we will estimate the current volume of retail sales.  

Then, at the end, we will calculate the tax rate that would be necessary to raise, 

from this base, enough revenue to fund the proposed system. 

Currently, the most prominent of the copying devices are CD recorders – 

including “stand-alone” units and, more importantly, the CD “burners” 

commonly sold these days as components of personal computers.  In 2001, sales 

of such devices in the United States generated revenue at the retail level of $684 

million.  In 2004 (the first year in which our proposed system could be 

implemented), that figure is likely to double – to $1.368 billion.  (Germany 

recently imposed a tax of 7.50 euros (aprx. $7.30) on all PC-integrated CD 

burners.  The taxes we imposed – detailed below – would likely be higher.  But 

taxation of such devices is certainly not unprecedented.)23

PTKChapter6.doc, draft of September 30, 2003, p. 26 



Less visible than CD burners but likely soon to be equally important are DVRs 

(digital video recorders).  Included in this group are separate machines, like Tivo 

and Replay, as well as devices that accompany satellite or cable receivers.   

Although sales of DVRs during the past few years have been nowhere near as 

furious as analysts originally predicted, they are now rising fast.  The most 

plausible current projections of DVR ownership by American households are 

those made recently by the Yankee Group:24

 DBS 
(Direct Broadcast 
Satellite receivers)

Cable Other Total Growth 

2002 1.2 0.1 0.5 1.8 160.2% 
2003 2.3 0.4 1.2 3.8 109.4% 
2004 4.1 1.0 2.6 7.8 103.6% 
2005 6.9 2.3 3.8 13.0 67.5% 
2006 10.2 4.4 4.5 19.1 47.0% 

(all numbers in millions of U.S. households) 

Note that the difference between the total number of machines projected to be in 

use in 2004 and the total number in 2003 is 4 million.  DVRs currently cost 

approximately $200.   Thus, if the Yankee Group is right, retail sales of DVRs will 

generate in 2004 approximately $800 million in revenue.  In addition, purchasers 

must pay approximately $10 per month ($120 per year) for access to the 

accompanying services.  The owners of the 3.8 million extant machines will thus 

be paying an additional $456 million for service.  Assuming that sales of new 

machines during 2004 are spread evenly over the course of the year, buyers of 

those machines would, during the year, spend on service an additional $240 

million.  Grand total:  $1.496 billion. 

The most obvious targets in the second category – media used to store digital 

recordings – are blank CDs.  Approximately 2 billion were sold in the United 

States in 2002 at an average price of 50 cents [recheck] – and sales continue to 

rise.  A conservative estimate of total retail sales in 2004 would thus be $1 billion. 
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In the same category are MP3 players.  Their primary function is to store (and 

then perform) sound recordings.  The vast bulk of material housed on them 

consists of copyrighted songs.  At least 1.7 million were sold in 2002, and sales 

are expected to rise by at least 20% a year for the next four years.  (Sales of iPods 

alone reached 216,000 in the last quarter of 2002.)  Such devices cost between 

$150 and $500.  Assuming, conservatively, a mean price of $250, retail sales of the 

devices in 2004 would be $612 million. 25

These are only the currently most popular storage systems.  Many other, more 

esoteric devices are already on the market – and will likely become more 

widespread in the future.  For example, the Hewlett Packard “Digital 

Entertainment Center de100c,” which retails for about $1000, “offers a 40Gb 

hard drive that can store more than 750 CDs-worth of music, which can be 

surfed via remote control either on the device display or through a television 

menu.”  As such systems multiply, the corresponding sources of tax revenue 

would increase sharply.26  For the time being, however, we will exclude them 

from our calculus. 

The last and most important potential tax target consists of Internet access 

services.  The most efficient way of gaining access to digital entertainment is 

through the Internet.  In addition, peer-to-peer file sharing – the activity that 

copyright owners claim has eroded their revenues most severely – is entirely 

dependent on the Internet.  For both reasons, it seems appropriate to secure a 

substantial portion of the revenue necessary to run the proposed system from 

ISPs.   

Taxing ISP access has another, practical advantage:  It is very difficult for a 

resident of the United States to gain access to the Internet through a foreign ISP.  

(It would be possible to do so through a dial-up modem account, but the long-

distance telephone charges would be prohibitive.)  Thus, American consumers 
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would be unable to avoid a tax imposed on domestic ISPs by obtaining their 

service from foreign providers. 

Now comes a critical choice:  Should taxes be imposed on both modem-based 

and broadband accounts or only on the latter?  Some numbers may help us in 

answering:  As of September 2001, approximately 50% of American households 

(52.5 million) had access to the Internet.  Approximately 20% of those 

households (10.7 million) had some kind of broadband service – either cable 

modems or DSL subscriptions.  Those figures were growing at the following 

rates: 27

 Households 
with 
Dial-up 
Modem Access 
(millions) 

Households 
with 
Cable-modem 
Access 
(millions) 

Households 
with 
DSL Access 
(millions) 

Households 
with 
Internet 
Access 
(millions) 

2000 37.7 3.3 1.5 42.5 
2001 41.8 7.2 3.5 52.5 
2002 43.8 11.3 5.7 60.8 
2003 42.8 14.9 8.3 66.0 
2004 41.3 17.9 11.2 70.4 
 

So which should we tax?  Arguments in favor of taxing subscriptions of all types 

are:   

• The resultant tax rate would of course be lower. 

• It’s possible to download digital files through any type of ISP account.  

• If we taxed only broadband subscriptions, we would discourage people 
from shifting from dial-up accounts to cable modems or DSL service, 
causing inefficient distortions in the ISP market. 

Arguments in favor of limiting the tax to broadband services are:   
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• Most methods of obtaining recordings over the Internet are inconvenient 
without broadband access.  Downloading audio files over a dial-up 
account is time consuming, and downloading video files is almost 
prohibitively time consuming.  Decent-quality streaming also requires 
broadband speed. 

• Partly as a result, the large majority of file-sharing is currently done by 
Internet users with broadband access. 

• Finally, limiting the tax to broadband services would enable persons who 
use the Internet only to send email, buy products, or “surf” the web for 
information to opt for dial-up accounts and thereby avoid the tax. 

On balance, the latter set of arguments seems stronger, but not overwhelmingly 

so. 

The most plausible projections of the growth of broadband subscription 

revenues in the United States are as follows:28

 Households 
with 
Cable-
modem 
Access 
(millions) 

Average 
annual 
cable-
modem 
subscription

Total 
cable-
modem 
spending 
(millions)

Households 
with 
DSL Access 
(millions) 

Average 
annual DSL 
subscription

Total 
cable-
modem 
spending 
(millions) 

Total 
broadband 
spending 
(millions) 

2000 3.3 $480 $1,584 1.5 $720 $1,080 $2,664 
2001 7.2 $420 $3,024 3.5 $498 $1,743 $4,767 
2002 11.3 $390 $4,407 5.7 $463 $2,639 $7,046 
2003 14.9 $365 $5,439 8.3 $433 $3,594 $9,033 
2004 17.9 $345 $6,176 11.2 $408 $4,570 $10,746
 

Note that, in 2004, total consumer spending on both forms of broadband access 

is expected to be approximately $10.746 billion. 

Putting these various figures together, the projected total tax base in 2004 would 

be:  $1.368 billion + $1.496 billion + $1 billion + $.612 billion + $10.746 billion 

= $15.222 billion.  What tax rate would then be necessary to raise $2.418 billion 

in revenue?  15.88% 
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Before considering some variations on this model, it’s worth pausing for a 

moment to consider the practical implications of such a tax system.  Notice that 

the largest component of the tax would fall on the shoulders of broadband 

subscribers.  Not directly.  Administratively, the most efficient approach would 

be to impose the tax on broadband providers.  But they would of course raise 

their subscription rates to offset the tax.  So how much, in the end, would the 

subscribers be obliged to pay?  In 2004, the average monthly broadband 

subscription fee will be approximately $30.77.  Assuming that the ISPs pass 

through to consumers the entire amount of the tax, that average fee would rise by 

$4.88 per month – to a total of $35.65. 

Let’s return now to the choice we considered a few pages ago:  Should people 

who gain access to the Internet through dial-up modems be obliged to share in 

the tax burden?  If we took the other fork in the road and decided yes, then the 

total tax base would increase by $9.887 billion – to a total of $25.109 billion.  

That substantial adjustment would, in turn, enable us to lower the tax rate to 

9.6%.  Under this regime, each broadband subscriber would pay $2.95 per month 

in taxes (instead of $4.88) and persons with dial-up modem accounts would pay 

$1.92 per month.29

A final option:  We might conclude that the arguments for taxing Internet access 

are weaker than the arguments for taxing digital copying and storage media.  

After all, the Internet is used for lots of purposes other than obtaining 

entertainment, while MP3 players are used primarily for playing copyrighted 

music.  This intuition might prompt us to reduce the taxes on ISP accounts – and 

raise correspondingly the taxes on recorders, players, and storage media.  If, for 

example, we taxed only broadband subscribers (not dial-up modem subscribers), 

but wanted to hold their tax burden to 10%, how much would we have to charge 
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the purchasers of all the other tax targets?  The answer, using the figures we have 

considered thus far, would be 30%. 

The primary point of this exercise has been to show that the money necessary to 

run the proposed compensation system could indeed be raised relatively easily. 

4.  Counting 

The third component of the system is a mechanism for estimating the frequency 

with which each registered recording is consumed.  It should be emphasized at 

the outset that the goal here is to create a way of making reasonable estimates of 

consumption rates.  Neither a comprehensive count nor perfect accuracy is 

essential, just a system for determining, roughly, the relative popularity of songs 

and films. 30

It would be relatively easy to construct such a scheme for streamed recordings.  

Noninteractive webcasters would be required to provide the Copyright Office 

records indicating which recordings (identified by their registration numbers) they 

broadcast at what times – and approximately how many listeners use their 

services at various times during the day.  (As we saw from Chapter 3, webcasters 

are already required to collect such data.  The proposed reward system would 

leave that accounting requirement undisturbed.  The only difference is that 

webcasters would now not be obliged to pay fees to copyright owners.)  

Interactive webcasters – i.e., websites that stream music or movies to individuals 

“on demand” – would similarly keep track of the number of times they supplied 

to a consumer each registered recording.31

Rates of CD burning would also be reasonably easy to estimate.  Periodic surveys 

to determine (a) the frequency with which discs of particular genres get copied 

(presumably lower for classical music than for rock, for example) and (b) the total 
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number of times such discs typically get played would enable us to predict with 

sufficient accuracy consumption rates of recordings first released on commercial 

CDs. 

Unfortunately, counting consumptions of downloaded recordings would be 

harder.  Counting the downloads themselves would be straightforward:  Websites 

that make audio or video files available for download could be required to keep 

track of the number of times each was copied.  Similarly, peer-to-peer file-sharing 

services could be required to provide data concerning the frequency with which 

particular recordings (each one bearing a unique registration number in its file 

name) was transmitted through their systems.  (The Napster litigation [discussed 

in Chapter 3] made clear that the gathering of such data is feasible.  KaZaA has 

already volunteered to collect such information and make it available to an 

appropriate government agency.  All of the other file-sharing services could be 

required to do so – as a condition of immunization from liability for copyright 

infringement.] 

Unfortunately, the figure we care about is not the total number of times each 

recording is copied, but the frequency with which each recording is listened to or 

watched.  Three circumstances make it dangerous to try to derive the latter figure 

from the former.  First, consumers currently use file-sharing systems to try out 

music.  The typical subscriber will commonly locate and download 10 songs she 

might conceivably be interested in keeping in her collection.  After listening to 

them, she discards nine and keeps one.  The ubiquity of this practice was 

confirmed by a study conducted during the early years of Napster by a group of 

AT&T researchers.  Of approximately 8000 MP3 recordings downloaded 

through the system by students at Oberlin College[*check], over 15% were 

listened to only once, and over 50% were listened to less than once (meaning that 

the downloader began playing the song but concluded, even before it was 
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finished, that she didn’t like it).  Less than 10% of the downloaded songs were 

played more that four times.  Casual conversations suggest that this practice is 

less common today; file-sharers are somewhat more adept at locating and 

downloading only songs they want to keep.  But even if the percentage of songs 

sampled and discarded has dropped considerably, we should be wary of assuming 

that, just because a recording has been transmitted through a file-sharing system, 

someone is regularly watching or listening to it.32

The second circumstance also pertains more to music than to film.  Ideally, we 

would like to know how often each recording is listened to, not how many people 

like it barely enough to keep a copy of it in their collections.  If consumers store 

on their hard drives just as many Doobie Brothers songs as Eric Clapton songs, 

but play the latter 10 times as often, we would want to pay Clapton 10 times as 

much.  Counting downloads plainly will not enable us to do this.  To be sure, the 

present system for compensating artists suffers from the same distortion.  In the 

new regime, however, the problem would be worse because consumers, 

undeterred by the high cost of a complete set of Doobie Brothers CDs, are more 

likely to have the entire collection gathering virtual dust on the virtual shelves of 

their computers. 

The third problem is that a system of counting downloads would make it 

discouragingly easy for unscrupulous people to “game” the system.  In the 

simplest version of this tactic, an artist could program his computer to download 

his own registered songs or films continuously, deleting each copy as soon as it 

was saved.  Many more complex versions can be imagined.  Originally, I thought 

that “ballot-stuffing” of this sort could be kept to manageable levels (though of 

course not eliminated entirely) by disregarding multiple downloads to a single IP 

number and by penalizing people who were found to have engaged in such 

deliberate deception.  But I have now been persuaded – largely by vigorous 
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online debate of this issue – that such checks would be ineffectual.  As Aaron 

Swartz notes, “MIT has 16.5 million Internet addresses which a clever student 

could download the song from, racking up billions of downloads without causing 

an unusual number of copies from any single address. The student could do it 

completely anonymously, from an innocuous laptop anywhere on the MIT 

campus and so could avoid any penalties you tried to impose.”33

In short, if we want to know how frequently people actually consume recorded 

entertainment, we need some mechanism other than a raw count of downloads.  

What could we use? 

The option that currently seems most promising would be sampling.  Television 

networks and local stations currently use different versions of this technique to 

estimate the number of households that watch particular broadcasts (in order to 

determine how much to charge advertisers for the right to place ads in those 

broadcasts).  Analogously, the Copyright Office could randomly select a set of 

entertainment consumers who were willing to allow the Office to monitor (with 

appropriate software on their various playback devices) what they actually listen 

to and watch.  This could work – and, indeed, would nicely avoid all three of the 

kinds of distortion discussed above – but only if the number of sampled 

household was large.  The reason:  one of the benefits of the proposed regime is 

that it would enable many more artists to make their works available to the world 

than are currently able to do so.  Obtaining reasonably accurate estimates of the 

relative popularity of each member of this enlarged array would require us to 

monitor a very large number of households.  Would that requirement make the 

system prohibitively costly?  No.  The use of standardized software plus the ease 

with which playback devices could report their counts through the Internet 

would make this system far cheaper to operate, per household, than the Nielsen 

ratings, for example.  But it still would not be cheap. 
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A second, important constraint on the design of a sampling system:  to persuade 

a representative set of households to permit their consumption patterns to be 

monitored, one would have to provide them credible assurances of privacy.  In 

other words, they would have to be persuaded that the data the Copyright Office 

gathered concerning the frequency with which they watched particular films or 

listened to particular songs would be aggregated when determining the amounts 

of money paid to artists, would be discarded after each monthly accounting, and 

would not be made available to any other public or private entity.  If, but only if, 

the Copyright Office could credibly make such a promise, many people would 

probably be willing to volunteer.  After all, the effect of agreeing to participate is 

that one’s favorite artists would get compensated.  But the assurances of privacy 

would be essential.  Otherwise, anyone at all uneasy about making their 

entertainment choices public would refuse to participate.  Unless privacy lovers 

are perfectly representative of the population at large in their tastes in music and 

film (unlikely), the result would be distortion of the consumption count. 

A variation on this theme that would be easier to administer but less effective in 

measuring actual consumption patterns would be to “sample,” not listeners’ and 

viewers’ actual consumption patterns, but the contents of their hard drives.  

Software closely analogous to the programs now widely used by the file-sharing 

services would periodically report to the Copyright Office what registered 

recordings were stored on the computers of people who agreed to participate in 

such surveys.  Assurances of privacy would be equally important under this 

regime.  For the same reason, it would be crucial that the software only identified 

and reported registered recordings, not other material located on the participant’s 

hard drives.  A system of this sort would be reasonably effective in curbing the 

first and third of the kinds of distortion outlined above.  It would do nothing to 

eliminate the second – but, then again, it would be no worse in this regard than 
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the present system for distributing music.  The main advantage of such a regime 

is that it would be relatively easy to implement and run.   

One other possible approach – which would rely not on estimates of 

consumption rates, but on consumers’ votes – will be considered later in this 

chapter.  Though intriguing, it has sufficiently serious drawbacks that it probably 

should not be relied upon at least in the beginning as the primary mechanism for 

determining artists’ shares. 

The difficulties associated with counting consumption rates should not be 

underestimated.  In particular, worries concerning the temptations to “game” the 

system justifiably loom large in the criticisms that have been made of all 

compulsory licensing systems.  But the mechanisms outlined above seem 

sufficient to avoid the most serious of the known sources of distortion.  Two 

other factors provide additional sources of solace.  First, the large majority of 

consumers would try to make the system work, not to break it.  After all, by 

disguising their true consumption patterns, they would not change the amount 

they pay in taxes; they would only prevent their favorite artists from getting their 

fair shares.  Second, this task will get easier over time – as we gain experience in 

detecting and counteracting “gaming” tactics, and as people increasingly 

consumer recorded entertainment, not by replaying permanent copies of 

recordings, but through interactive streaming, which prevents far fewer logistical 

challenges. 

 

5.  The Payment System 

For the most part, the payment system used to distribute the money raised by the 

new taxes would be nondiscretionary.  As suggested above, the owners of the 
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copyrights in registered audio and video recordings would be paid, periodically, in 

accordance with the frequency with which their creations were being consumed.  

In other words, no government official would be deciding which entertainment 

products are meritorious.  Creators would be paid only to the extent that 

consumers liked their creations.  In this respect, the proposed system adheres to 

the principle of consumer sovereignty at least as closely as the business models 

that currently dominate the two industries. 

The one-consumption-one-payment principle would, however, be qualified in 

three respects.  First, longer recordings would trigger larger payments than 

shorter recordings.  Implicitly, both the music and the film industries already 

makes adjustments of this sort.  A CD containing three 20-minute recordings 

costs the same as a CD containing fifteen 4-minute recordings.  In effect, the 

copyright owner of the former earns more per song than the copyright owner of 

the latter.  The mechanical royalties paid to the composers of songs (discussed in 

detail in Chapter 2) also vary with the duration of the resultant recordings.  The 

current rate is 8 cents for recordings up to 5 minutes in length, and 1.55 cents per 

minute (or fraction thereof) for longer recordings.  Thus, the composer of a song 

captured in a 20-minute recording receives from the record company 31 cents for 

each copy made and distributed, while the composer of a song captured in a 4-

minute recording receives approximately one quarter of that amount.  Pricing 

practices with respect to video recordings are not so consistent, but duration does 

matter to some extent.  For example, a DVD or tape containing a short children’s 

film or documentary typically costs less to rent or buy than a DVD or tape 

containing a feature-length film.   

These differences make sense.  To some extent, the costs associated with making 

a song or movie vary with its length.  The proposed alternative compensation 

system should take such variations into account.  Specifically, the Copyright 
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Office should adopt a formula, analogous to the formula currently governing the 

“cover license” payments, specifying how much more the maker of a long 

recording should be paid per consumption than the maker of a short recording. 

Would such a formula induce all musicians to make long songs and all producers 

to create long films?  No.  The same forces that constrain the length of 

recordings today – cost pressure and awareness of consumers’ tastes and 

attention spans – would offset the lure of larger per-consumption fees. 

The second adjustment is more complex and theoretically interesting.  It is 

increasingly common these days for audio or video recordings to incorporate 

portions of other recordings.  The proposed system would make it possible to 

divide the stream of revenue attributable to a given recording among the various 

contributors to it.  How exactly the division should be made should be left to the 

Copyright Office.  But some illustrative cases may be helpful in identifying some 

general principles that could guide the Office in formulating detailed guidelines: 

Digital Sampling.  Rap musicians frequently take snippets of other 

songs and rework them into new recordings.  (Chapter 2 

explained that this activity is probably illegal under current 

copyright law, but is common nevertheless.)  Because the bulk of 

the creative contribution to the final recording comes from the 

rap musician, it seems fair to give him the lion’s share of the 

resultant revenue.  That intuition is consonant with (and may 

reflect) a rough-and-ready utilitarian calculus:  Giving the original 

creator a small portion of the revenue would increase incentive 

for creating works suitable for sampling without eroding 

substantially the incentives to produce rap music.  What formula 

would serve these ends?  Because the sampled sounds typically 

constitute only a small portion of the final recording, distributing 

PTKChapter6.doc, draft of September 30, 2003, p. 39 



revenue in proportion to the relative durations of the old and new 

material would seem to do the trick.  As always, precision is not 

essential.  The approximations solicited in question 7 of the 

registration form would be sufficient. 

Expurgated films.  Chapter 1 described the increasingly common 

practice of preparing and distributing versions of commercially-

released films from which violent or sexually explicit material has 

been deleted – and argued that, though of questionable legality 

under current copyright law, this activity is socially valuable and 

should be encouraged.  How should the revenues attributable to 

the consumption of such expurgated versions be distributed?  All 

of the material in such recordings has been derived from the 

original copyrighted film.  (Thus the registrant would have 

checked the last box in Question 7.)  Under these circumstances, 

it would seem fair – and would preserve appropriate incentives 

for filmmaking – to give the bulk of the revenue to the owner of 

the copyright in the original film.  But not all; the expurgator 

deserves a reward, and we would want to provide incentives for 

expurgation.  A 75%/25% split would seem roughly right – the 

exact numbers to be left to the discretion of the copyright office. 

Mash-ups.  What should happen when an artist combines an audio 

recording, a video recording, and some new material to create a 

novel work (of the sort described in Chapter 1)?  Suppose, to 

make the problem concrete, that the new material consisted of 

more than 5% of the final recording, so the registrant thereof 

checked the next-to-last box in Question 7.  The same 

considerations discussed in the preceding example seem germane.  
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The only difference is that the owners of the copyrights in the 

underlying audio and video recordings would split (roughly) 75% 

of the resultant revenue stream, leaving the remainder to the 

masher.  (Could the owners of the copyrights in the audio and 

video recordings object?  Not if they had registered their works in 

the system.  The implications for “moral rights” of this feature of 

the model will be reconsidered shortly.) 

So far, we have considered only one layer of derivative works.  But once such a 

system were in place, one would expect to see multiple layers – mashups of 

expurgated films and rap recordings, etc.  Would the system continue to allocate 

to each contributor to the final work his or her fair share?  Yes, but only up to the 

point past which the administrative costs associated with tracking each 

contribution and distributing the resultant money made it senseless to do so.  

Modern computer technology would place that point well down the road.  But, 

again roughly speaking, once the chain of derivative works became long enough 

that the share attributable to one of the contributors to an early link dipped below 

1%, he or she would cease receiving any revenue.34

The third and most challenging of the adjustments to the one-consumption-one-

payment principle would consist of periodic determination of the proportions of 

the total tax revenues that should be go to the owners of copyrights in films, in 

musical compositions, and in sound recordings?  Initially, the “make-whole” 

principle on which the system would be founded would point toward maintaining 

the same shares each sector enjoyed before the new technologies began to 

undercut their markets.  Thus, if our rough estimates of the magnitude of the 

injuries sustained by each group of copyright owners proved accurate, the 

Copyright Office in 2004 would divide up the pie as follows:  $532 million to the 
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owners of copyrights in films; $190 million to the owners of copyrights in musical 

compositions; and $1.052 billion to the owners of copyrights in sound recordings. 

Various considerations, however, suggest that that allocation should change over 

time.  First, the mechanical royalties collected by the music publishers are in some 

sense “artificially” depressed by the compulsory licensing system embodied in 

section 115 of the copyright statute.  It seems hard to justify preserving in the 

new regime that particular distortion.  Second, the music publishers stand to be 

injured by the corrosion of the business of radio stations, whereas the record 

companies, because they are not entitled to public-performance royalties from the 

stations, do not.  As webcasting cuts ever more deeply into the stations’ 

advertising revenues, the publishers will suffer disproportionately.  Finally, if (for 

the reasons sketched in Chapter 1) the costs of producing high-quality digital 

audio recordings continues to drop, while the costs of composing music remain 

stable, then the traditional explanation for why the record companies make more 

money than the publishers is undercut.   

All of these factors suggest that, over time, the Copyright Office could and 

should gradually reduce the disparity between the share of the pot distributed to 

the owners of copyrights in musical works and the share distributed to the 

owners of copyrights in sound recordings.  Changes in the relative costs of 

making movies and music might also require adjustment of the proportions 

given, on one hand, to composers and performers collectively and, on the other 

hand, to the studios. 

Just as the proposed periodic adjustments of the tax rates are done incrementally, 

so the shares would be changed, not in a sudden lurch, but slowly.  After each 

change, the Copyright Office would watch the affected industries to ascertain 

whether the shift were consistent with its overall responsibility to sustain a rich 

entertainment culture. 
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Merits and Demerits 

Almost everyone would benefit from adoption of this system.  The most direct 

beneficiaries would be consumers.  To see how and how much, bear in mind that 

the average American household currently spends approximately $100 per year 

on audio recordings and another $350 on video recordings.  Against this 

backdrop, consider the situations of the three major subsets of consumers:35

• The group that would benefit most dramatically consists of the 29.1 
million households that, in 2004, will already have both computers and 
broadband access.  The new tax would increase their subscription fees by 
$59 per year.  But in return, they would now have convenient free access 
to unlimited amounts of recorded entertainment.  Assuming, plausibly, 
that they formerly spent at least average amounts on music and films, 
they would be far better off.   

• The 41.3 million households who in 2004 will be connected to the 
Internet but lack broadband subscriptions would have three choices.  
They could (a) subscribe to a cable-modem or DSL service, which would 
increase their annual costs for Internet access from approximately $240 to 
approximately $427 per year – a jump of $187 – and thereby reap the full 
benefits of the new system; (b) rely upon their dial-up modems and 
obtain, for no additional cost, free recorded entertainment less 
conveniently and rapidly than they could through broadband service; or 
(c) simply continue to buy recorded entertainment in the old-fashioned 
ways.   Options (a) and (b) would leave them substantially better off; 
option (c) would leave them no worse off. 

• But what about the one third of the population – 35.7 million households 
– that, in 2004, will still not be connected to the Internet?  They too 
would still be able to gain access to entertainment in the traditional 
fashions – buying CDs, renting and buying videotapes, etc.  They would 
thus suffer no injury.  In addition, they would reap an ancillary benefit:  
For reasons we will consider shortly, the variety of music and movies in 
public circulation (including in traditional formats) would likely increase 
under the new regime. 
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To be sure, some consumers would have to buy new kinds of electronic 

equipment to take full advantage of this new system.  But Americans are already 

buying personal computers – the most expensive component of an Internet-

based entertainment system – at extraordinary rates for reasons entirely unrelated 

to obtaining music and movies.  Most of the other possible components are not 

especially costly.  And consumers who made the shift would no longer need to 

buy (and repair) the gadgets necessary to handle the old formats:  CD players; 

VCRs; DVD players; etc. 

From consumers’ standpoint, the new regime would have other advantages as 

well.  Because the marginal cost of entertainment would now be close to zero, 

they would listen to and watch many more songs and films.  Using the language 

of economics, the net result would be a substantial diminution in “deadweight 

loss” and a corresponding increase in “consumer surplus.” 

In addition, within the portion of the entertainment market governed by the new 

system, price discrimination would be eliminated.  No longer would consumers 

be separated into classes, differentiated on the basis of their ability and willingness 

to pay for recordings.  Now, all consumers would pay the same (low) amount – 

through taxes on electronic products and services – for audio and video 

recordings.  Should we applaud that effect?  For obvious reasons, consumers 

would benefit.  But what about society at large?  You will recall that the closing 

sections of Chapter 4 suggested that the sorts of refined price-discrimination 

schemes made possible by effective encryption systems might be superior, from a 

social-welfare standpoint, to the combination of monopoly pricing and second-

degree price discrimination practiced by record companies and movie studios 

today.  But there is no question that uniform, marginal-cost pricing would be 

better, from a social-welfare standpoint, than either of those strategies. 
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Finally, as compared either to the current state of affairs or to the reform 

proposals considered in chapters 4 and 5, the proposed regime would have a large 

additional advantage for consumers:  they could do whatever they wanted with 

the digital recordings they received.  Neither technological nor legal impediments 

would interfere with their ability to modify to their hearts’ content the songs or 

movies that came into their hands.  The potential for semiotic democracy – of the 

sort considered in detail in Chapter 1 – would be enormous. 

Artists of all sorts would also benefit in two ways from the new system.  First, 

their incomes would be protected from corrosion.  Second, they would enjoy 

greater artistic freedom and financial independence.  The latter effect is easiest to 

see – and probably would be greatest – with respect to musicians.  Chapters 1 and 

2 showed how and why most performing artists suffer in the current music 

industry.  Until recently, they could only hope for fame and fortune by entering 

into long-term contracts with the major record companies.  The terms of those 

contracts typically were onerous.  The net result was that only a few stars, heavily 

promoted by their companies, prospered.  Recently, a decline in the costs of 

musical production has encouraged a growing number of artists to break free of 

those arrangements and set up shop on their own.  But the absence of a plausible 

business model for selling their recordings directly to fans has limited the number 

of such defections.  The proposed regime would expand the opportunities 

sharply.  In the new environment, a musician could create (at modest cost) his 

own recordings, set up a website, and offer his or her wares to the world at large.  

Consumers would not pay for the recordings directly.  Rather, the musician 

would receive royalties through the government – the magnitude of which would 

depend on the popularity of his or her music. 

An important side effect would be a substantial increase in the variety of 

recordings available to the public.  For the reasons sketched in Chapter 2, the 
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range of entertainment products generated by the major suppliers has been 

declining recently.  The number of films released per year in the United States has 

been stable since 1996, but most observers think that the variety has been 

diminishing.  Similar narrowing has occurred in the music industry.  If 

distribution by the major intermediaries – record companies and studios – is no 

longer the only way of profitably providing recorded entertainment to consumers, 

one can expect the set of suppliers and the kinds of thing they supply to increase 

radically.36

In addition, the proposed system would help us to reconcile two goals long 

considered to be in conflict – facilitating cumulative innovation, and ensuring that 

pioneers are adequately compensated.  Situations involving tensions between 

those two aspirations arise in many economic and cultural contexts.  X develops a 

new form of air brake for trains and patents his invention; Y adds a feature to X’s 

invention, producing a substantially superior braking system.  X’s novel combines 

an unusual and intriguing plot with mediocre writing; Y, a better writer, creates a 

second, more readable novel using the same plot.  X develops the first user-

friendly computer program for managing spreadsheets; Y develops a functionally 

superior program with a user interface identical to X’s.  In each of these 

instances, we wish to provide X sufficient legal rights to encourage potential 

pioneers in the future to produce analogous breakthroughs and then to make 

them available to the public – but also to prevent X from exercising those rights 

in ways that interfere with the ability of others to improve upon their 

breakthroughs. 

The tools that copyright law provides for dealing with situations like this were 

reviewed in Chapter 2:  the “substantial similarity” test; the “derivative works” 

doctrine; the fair-use doctrine; and the exclusion of copyright protection for 

“methods of operation.”  Those tools have three defects.  First, they are 
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notoriously vague.  For example, as we saw in Chapters 2 and 3, each instance in 

which an improver like Y claims that his creation should be deemed a “fair use” 

of X’s copyrighted work much be resolved on an ad-hoc basis by a court.  This 

process is expensive and often unpredictable.  Second, the doctrines are poorly 

designed to identify and excuse improvements upon prior works, rather than mere 

consumptions of prior works.  Finally, these doctrines are capable of generating 

only one of two outcomes with respect to a given controversy.  Either Y’s work is 

deemed an infringement of X’s work, in which case Y must pay X a freely 

negotiated fee for the right to use X’s creation, and X may, if she wishes, refuse 

to grant permission at any price – or Y’s work is not deemed to be an 

infringement of X’s work, in which case Y is free to distribute his improvement 

to the public and X gets no share of the proceeds.  The analogous doctrines in 

patent law – the rules governing “equivalents,” “reverse equivalents,” and 

“blocking patents” – are only slightly more supple.37

For these purposes, the proposed compensation system would work better than 

either copyright or patent law on many dimensions.  As the previous section 

showed, the creators of composite entertainment products (such as rap music, 

expurgated movies, and “mash-ups”) would, in their registration forms, identify 

the copyrighted works that they had incorporated into their own products and 

the total duration thereof.  Using that data and some formulae, the revenue 

stream attributable to each composite product would be divided among the 

various contributors to it in rough proportion to the relative magnitudes of their 

contributions.  The result would be a cheap, predictable, easily administered 

system in which both pioneers and improvers are appropriately compensated.  As 

entertainment products that build overtly upon other entertainment products 

become ever more common and important, this advantage of the proposed 

system would loom ever larger. 
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So who would get hurt by the adoption of this regime?  The manufacturers, 

distributors, and retailers of the containers currently used to store audio and 

video recordings would suffer the most.  The largest cost savings in the proposed 

system result from cutting them out.  It’s thus not surprising that their businesses 

would be undermined.  One could expect Tower Records and Blockbuster to 

close more stores, and CD and DVD makers to cut back their operations. 

The big players in the existing system – the record companies and studios – 

would not be injured initially.  On the contrary, for a few years at least, the 

proposed regime would help them by replacing the revenues they lose to Internet 

activities with money transmitted through the Copyright Office.  Their longer-

term fate, however, would be more in doubt.  Marketing and promotion would 

remain crucial functions in the brave new world.  Because the income of a 

copyright owner would, as before, depend upon the popularity of his or her 

creations, stimulating consumer demand for a particular song or film would 

continue to be important.  In one scenario, the record companies and studios 

could capitalize on their marketing experience and power to remain vital and 

profitable in the new environment.  In another scenario, however, they would be 

outperformed by newer, leaner enterprises, better able to develop and exploit the 

different kinds of marketing tactics enabled by the Internet.  It would all depend 

upon the flexibility of the existing companies.   

What about the manufacturers of consumer electronics and the suppliers of 

broadband access?  Under the proposed system, their products would be subject 

to substantial taxes.  Wouldn’t they have cause for complaint?  Perhaps.  But the 

levies outlined above are not exorbitant – far less, for example, than are imposed 

on alcohol and cigarettes.  More importantly, the new system would make their 

products far more valuable to consumers and would thus increase demand for 

them.  Thus, on balance, they would be better off. 
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Finally, society at large would benefit from the shift to such a regime – primarily 

through the reduction of various forms of transaction costs.  There is 

substantially less law in this model than in any of the models considered in 

previous chapters.  Many of the doctrinal questions that stimulate litigation under 

the current system – and that would persist in the Property and Regulated 

Industry regimes – would be irrelevant.  Should the creation of a temporary 

buffer accompanying the streaming of an audio or video recording be considered 

a “public performance,” a “reproduction,” both, or neither?  Should Launch.com 

be considered an “interactive” or “noninteractive” webcaster?  Millions of dollars 

currently turn on the answers to such questions.  In the proposed system, they 

would be irrelevant.  The results: fewer disputes, fewer lawyers, less social waste.  

The costs of enforcing rules would also drop sharply.  As we saw in Chapter 3, 

the resources devoted by content providers and society at large to policing 

violations of copyright law have been rising fast in the past decade.  Under the 

proposed model, they would largely disappear.  Nor would content providers 

bear the costs of developing and deploying encryption systems.  To be sure, the 

proposed regime would not be free.  We have estimated, conservatively, that 

administrative costs during the start-up period would absorb 20% of the new tax 

revenues.  But compared with the costs associated with all of the plausible 

alternatives, that drain would be modest.38

Unfortunately, the system would have two substantial disadvantages.  First, the fit 

between the set of people who benefit from the new regime and the set of people 

who would pay for it would not be perfect.  For example, some broadband 

subscribers don’t like music or movies.  They currently pay for fast access to the 

Internet in order to have convenient access to ecommerce, email, online 

databases, etc.  Their subscription fees would rise, along with those of everyone 

else, but they would reap no corresponding benefit. 
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Another example of imperfect fit concerns the proposed tax on blank CDs.   A 

small percentage of musical recordings are currently made on either “read-write” 

blank discs or “Audio” blank discs.  (As we saw in Chapter 3, those materials are 

currently subject to a tax, though a very low one.)  A much larger percentage are 

made, using the CD “burners” now routinely installed in personal computers, on 

generic “data” discs.  The proposed regime would impose a tax of 8¢ on the 

latter, increasing their retail cost from approximately 50¢ to approximately 58¢.  

The trouble is that only approximately half of the two billion blank “data” discs 

sold annually in the United States are used to record music.  The rest are used to 

store other kinds of digital information.  The people (or companies) who use 

discs for nonmusical purposes would thus be paying a significant tax – and 

getting nothing in return. 

These gaps are worrisome for two reasons.  First, they seem unfair.  Second, they 

would distort, in economically inefficient ways, the behavior of consumers and 

companies.  The tone-deaf avid reader, who values broadband access at more 

than $369 per year but less than $427 per year, would cancel his subscription.  

Businesses would buy somewhat fewer blank CDs – and run slightly greater risk 

of data loss.  Such effects are unfortunate. 

The other disadvantage is that the proposed regime would confer on a 

government agency – most likely, the Copyright Office – a substantial amount of 

discretionary power.  For the reasons explained above, the Office would have no 

control over which artists within each entertainment category received which 

shares of the pot of revenue allocated to their genre.  But the Office would 

determine the total amount of money paid in royalties and the portions given to 

each type of copyright owner.  Moreover, the Office would make those 

determinations on the basis of an unavoidably vague criterion:  sustaining a 

vibrant and flourishing entertainment culture. 
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To give any institution that much power is problematic.  To be sure, we often do 

it.  For example, the National Institutes of Health, the National Science 

Foundation, the Federal Communications Commission, the Food and Drug 

Administration, and the Securities and Exchange Commission all enjoy as much 

or more discretionary authority and shape equally important aspects of our 

collective lives.  But it’s nevertheless always cause for concern. 

It’s especially problematic to give this much power to a government agency that 

would be subject to strong pressure from representatives of the groups who 

stand to be affected by its decisions.  The RIAA and MPAA are extraordinarily 

effective lobbying organizations, capable for example of recently persuading 

Congress to adopt the Copyright Term Extension Act, a statute widely believed 

to be economically misguided.  Wouldn’t they be able to turn this new system to 

their advantage? 

This danger is real, but is at least mitigated by two factors.  First, the procedural 

precautions and the appellate mechanism discussed in Chapter 5 would 

significantly reduce the vulnerability of the Copyright Office.  Second, as was 

suggested above, the economic power of the primary extant intermediaries (the 

record companies and studios) may diminish under the new regime.  Reasonably 

soon, the Copyright Office could confront, not a tension between a concentrated 

and well-funded interest group, on one hand, and a dispersed community of 

consumers, on the other.  Instead, it would be called upon to balance the needs 

of consumers against the needs of a similarly dispersed community of artists.  

Striking that balance would be difficult, and the Office’s judgment would not be 

tightly constrained by the criteria and methodology we have outlined.  But at least 

the Office’s judgment would be less likely to be distorted by an imbalance in the 

power of the various constituencies it serves. 
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The Life Cycle of the System 

We’ve already discussed some of the institutional changes that would be 

necessary to get this system off the ground.  The authority and budget of the 

Copyright Office would have to be enlarged.  Congress would have to authorize 

the imposition of the new set of taxes.  And the Copyright Statute would have to 

be modified so as to permit the reproduction, distribution, and performance of 

audio and video recordings over the Internet. 

The last of these changes would require amendment of two treaties to which the 

United States is a signatory:  the Berne Convention and the Agreement on Trade-

Related Aspects of Intellectual Property Rights (commonly known as TRIPS).  

Article 2 of the former extends copyright protection to all “literary and artistic 

works,” including “musical compositions” and “cinematographic works.”  

Articles 9, 11, and 12 grant to the “authors” of such works the power to control 

their “reproduction,” “public performance,” and “alteration[].”  Article 9 of the 

TRIPS Agreement, in turn, requires member countries to “comply with Articles 

1 through 21 of the Berne Convention.”39

Unless modified, these treaty provisions would seem to forbid the curtailment of 

copyright law necessitated by the proposed regime.  With respect to recordings, 

of musical compositions, Article 13 of the Berne Convention allows signatory 

nations some flexibility:  “Each country of the Union may impose for itself 

reservations and conditions on the exclusive right granted to the author of a 

musical work, … but all such reservations and conditions … shall not … be 

prejudicial to the rights of these authors to obtain equitable remuneration which, 

in the absence of agreement, shall be fixed by competent authority.”  It is 

conceivable that this escape hatch might be sufficient to authorize, vis-à-vis 

music, the displacement of copyright law with the new reward system.  But no 

such discretion is permitted with respect to cinematographic works.  The bottom 
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line: before implementing the proposed regime, the United States would have to 

obtain a modification of the Berne Convention. 

What about domestic law?  Would the United States Constitution interfere in any 

way with the creation of such a regime?  It is conceivable that the holder of the 

copyright in a musical work, sound recording, or motion picture might challenge 

the proposed abrogation of his statutory entitlements as a “taking” of “property” 

without “just compensation” in violation of the Fifth Amendment.  But such a 

claim would almost certainly fail.  The Fifth Amendment is indeed applicable; 

intellectual-property rights – including copyrights – are shielded by the 

Constitution against uncompensated expropriation.  But the expropriation 

effected by the new regime would not be uncompensated.  On the contrary, the 

proposed system is explicitly designed to protect creators, as a class, against 

injury. 

That may well be true, our hypothetical challenger might respond, but not every 

individual copyright owner would come out equally well under the new regime as 

he or she would under an unmodified copyright system.  Doesn’t a particular 

owner disadvantaged by the transition have a constitutional claim?  The courts 

would likely reject such an argument, relying for precedential support on the 

failure of an analogous constitutional challenge, during the early twentieth 

century, to state statutes displacing the increasingly creaky tort system for 

compensating the victims of industrial accidents with the more efficient 

administrative mechanism of workmen’s compensation.40

So much for the establishment of the regime.  Once in place, it would begin, 

quickly, to evolve.  The advantages – in terms of cost and convenience – of 

obtaining audio and video recordings over the Internet would entice growing 

numbers of consumers to buy the equipment and subscribe to the services 

necessary to participate in the system and simultaneously to reduce their 

PTKChapter6.doc, draft of September 30, 2003, p. 53 



expenditures on CDs, videotapes, and DVDs.  The resultant reduction of the 

revenues flowing to copyright owners through traditional channels would, in turn, 

compel the Copyright Office to increase the volume of royalty payments.  Would 

taxes rise?  In the aggregate, certainly.  Per capita?  That’s harder to say.  Two 

circumstances would at least slow the increase.  First, many more people would 

be participating in the system.  In 2004, only 26% of American households will 

have broadband access.  The attractions of the new regime would likely, within a 

few years, drive that number close to the percentage of households with Internet 

access – already projected to be over 70% by 2006.  The result, of course, would 

be to spread the growing tax burden over a larger number of contributors. 

The second offsetting circumstance is that, in several ways, the system would 

become more efficient over time.  Administrative costs would decline.   For the 

reasons sketched in Chapter 1 and emphasized by May and Singer in their analysis 

of Internet distribution, the overhead costs and marketing expenses of the major 

intermediaries would diminish – in ways that the Copyright Office could and 

would take into account when making its annual adjustments of royalty and tax 

rates.  Finally, the legal costs and R&D expenditures currently borne by copyright 

owners would decline sharply.  (One would expect, for example, the litigation 

departments of the RIAA and MPAA to shrink rapidly and the budgets for 

projects like SDMI and P2P spooking and interdiction virtually to disappear.)  

Again, those savings would be reflected in the annual accountings conducted by 

the Copyright Office and thus would mitigate tax increases. 

Finally, two circumstances, in combination, might eventually cause the system to 

mutate.  First its coverage would likely grow.  For the reasons outlined above, a 

steadily increasing percentage of the population would avail themselves of the 

system.  At the same time, it would likely be extended to media other than songs 

and films.  The distribution of electronic books, computer games, and other 
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forms of digital entertainment could easily be brought within its ambit.  Second, 

at some point in the near future, Americans may cease to gain access to the 

Internet through individualized ISP accounts.  Some other business model may 

emerge to enable consumers to take advantage of the rapidly developing 

technologies for connecting to the Internet through wireless networks. 

Those two changes, together, would make it sensible to abandon the targeted 

taxes upon which the model outlined above has been based – and instead to rely 

for the revenue necessary to run the system on the general federal income tax.  

Such a shift would be fair, insofar as, by then, the large majority of taxpayers 

would be beneficiaries of the regime.  It would reduce administrative costs.  And, 

by then, it might even be politically acceptable. 

 

Variations on the Theme 

The overall thesis of this chapter – that, with respect to Internet distribution of 

entertainment products, copyright law could and should be replaced with an 

alternative compensation system – is not novel.  Versions of the idea have been 

in public circulation for at least five years.  Today, several academics, computer 

science experts, and public-interest groups are continuing to explore the idea.  

Their recommendations vary significantly.  Summarized forth below are three of 

the most promising and well developed of the alternative versions.41

With respect to each of the proposals, I offer a few remarks concerning their 

strengths and weaknesses.  The purpose of those comments is not to discredit 

others’ models and demonstrate the superiority my own.  Rather, they are offered 

in hope of fostering collaboration among the people and groups exploring this 
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general approach – with the expectation that a legislature that sought to pursue 

the idea would likely combine elements from several models. 

 1.  The NUL 

In a richly documented recent article, Professor Neil Netanel, building upon prior 

work by Glynn Lunney and Raymond Ku, proposes legislation “allowing 

untrammeled noncommercial P2P file swapping in return for imposing a levy on 

P2P-related services and products.”   He summarizes his recommended regime as 

follows:42

The levy, which I will term the “Noncommercial Use Levy,” or 
“NUL,” would be imposed on the sale of any consumer product 
or service the value of which, the Copyright Office determines, 
P2P file swapping substantially enhances.  Likely candidates 
include Internet access, P2P software and services, computer 
hardware, consumer electronic devices (such as CD burners, MP3 
players, and digital video recorders) used to copy, store, transmit, 
or perform downloaded files, and storage media (like blank CDs) 
used with those devices.  In return for imposing the NUL, the 
law would provide for copyright immunity for individuals’ 
noncommercial copying and distribution of over digital networks 
of certain types of copyright-protected content.  Individuals’ 
noncommercial adaptations and modifications of such content 
would also be noninfringing as long as the derivative creator 
identifies the underlying work and indicates that it has been 
modified. The law would generally preclude digital content 
providers from employing technological Digital Rights 
Management (DRM) controls designed to block such 
noninfringing uses, but my proposal contemplates the application 
of DRM for other purposes. 

Netanel’s model, it should be apparent, parallels in many ways the proposal 

advanced in this chapter.   It is narrower, however, in three respects.  First, it 

pertains only to the distribution of sound recordings, not films.  Second, it 

contemplates immunizing only “noncommercial P2P file swapping” – and would 

thus leave intact the copyright rules governing webcasting and the distribution of 
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sound recordings by either artists or record companies from centralized 

download sites.  Third, it does not contain a mechanism for handling the 

distribution of derivative works. 

By confining his recommendation in this way, Netanel increases substantially the 

likelihood that Congress would adopt it.  Much smaller sectors of copyright law 

would be displaced by his proposal than would be displaced by mine.  It would 

thus likely seem to legislators less risky.  Moreover, it would cost substantially 

less, requiring less daunting new taxes.  In short, it probably has better prospects 

for adoption. 

On the other hand, each of the limitations of Netanel’s proposal is unfortunate in 

some respect.  The exclusion of video recordings is problematic because, for the 

reasons outlined in Chapters 1 and 3, the film industry is on the verge of the same 

kind of crisis that has devastated the recording industry.  It would be better to 

anticipate and avert that crisis, rather than to suffer it and then seek to resolve it. 

The limitation of his proposal to noncommercial P2P exchanges is troubling for a 

different reason.  In many respects, P2P distribution of sound recordings is 

clumsy and inefficient.  The quality of the digital recordings available through the 

P2P networks varies significantly.  Some are infected with viruses.  All too often, 

the process of downloading a file is interrupted when the sender terminates his or 

her Internet connection.  It would be much more convenient and reliable to 

obtain a copy of the latest Eric Clapton release from a server at Clapton’s website 

than to download it from Kazaa.  Yet Netanel’s proposal does not seem to reach 

such a distribution system. 

Obtaining music through P2P networks also requires that files be stored locally 

and then replayed.  As the devices we employ to listen to music multiply (office 

systems; living room systems; bedroom systems; car systems; boat systems; 
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portable systems; etc.) and as our musical libraries continue to grow, this store-

and-play approach will become increasingly cumbersome.  Much better – more 

convenient, more flexible, more efficient -- would be the “celestial jukebox” 

described in Chapter 1, which would enable us to gain streamed access at any 

time to any musical work ever recorded.  Improvements in broadband and 

wireless Internet access will soon make such a jukebox technically feasible.  Yet 

Netanel’s proposal would not facilitate its emergence. 

Finally, for the reasons sketched in the preceding section, one of the most serious 

of the defects of the current copyright regime is its clumsiness in handling 

cumulative innovation in the entertainment industry.  The malleability of digital 

recordings has increased dramatically the ability of artists to incorporate the work 

of their predecessors into their own creations.  Many of the resultant composites 

are socially beneficial.  We should strive to exploit the new technological 

opportunities – to foster both creative and critical retooling and recycling of 

creative material.  To do so, we need a mechanism for dividing – efficiently and 

fairly – the revenue attributable to composite products.  Netanel’s regime could 

be improved by the addition of such a mechanism. 

2.  Voting 

In the spring of 2003, a small group of lawyers, academics, and musicians met at 

the Banff Centre for the Arts to continue a conversation begun the previous fall 

at the “Blur Workshop on Power at Play in Digital Art and Culture” concerning 

possible ways of compensating artists whose works are downloaded through 

peer-to-peer technologies.  One of the participants, Jamie Love, subsequently 

reported the fruits of their discussions in a document known as the “Blur/Banff 

Proposal.”43
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Among the ideas contained in that document is an intriguing set of suggestions 

concerning how the money collected through a taxation system of the sort 

outlined in this chapter might be distributed.  The model I have offered would 

determine artists’ shares on the basis of the relative popularity of their works – 

ascertained through estimates of the frequency with which they were consumed.  

The Blur/Banff participants suggest something different:  let consumers – and 

perhaps artists – vote.  More specifically, they suggest: 

To counter the dangers of government control over allocations, 
or the lack of legitimacy of elites to allocate funds, there was a 
proposal that listeners themselves could directly or indirectly 
decide who received funds. Listeners would not avoid the 
compulsory licensing fee, but they would decide who would 
receive the money. There were several variations on this theme 
including proposals that listeners would choose artists directly or 
intermediators that supported musicians.  

The role of the intermediaries was discussed at length. There were 
after all, lots of areas where buyers or sellers now choose 
intermediators for various tasks. For example, companies who 
sell stocks choose exchanges to list shares, and the various 
exchanges compete against each other for the public's trust. The 
more the exchange is trusted, the more access to investor 
support.  

It was proposed that intermediaries would compete against each 
other, offering listeners different alternatives for how the money 
would be distributed. In this model, each intermediator could 
propose very different systems, and listeners would decide (and 
continually re-evaluate) where to put their money, effectively 
choosing the groups that did the best job in supporting artists. 
Anything would be possible. For example, an intermediator might 
propose to:  

1. Give all the money to performances of a specific genre of 
music, such as African music, American jazz, or 
performances of classical music  

2. Ensure that 15 percent of the revenue supported retired 
blues artists that are down on their luck  
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3. Allocate all money on the basis of the volume of 
downloads  

4. Allow the listeners to directly allocate fees to specific 
artists.44 

A system of this sort would have several potential advantages.  First and 

foremost, allocating funds on the basis of consumers’ votes rather than usage 

statistics might allow the flows of money to track more precisely the value that 

people place upon digital works.  Suppose I play recordings by Roy Hargrove and 

Branford Marsalis equally often.  But the former I use as background music, 

while the latter engage my full attention.  A usage-based distribution system 

would result in similar payments to the two artists.  By contrast, if I were 

permitted to vote for my favorite musician(s), Marsalis would receive a larger 

share of the pot. 

But voting would not merely enable consumers to identify and reward music they 

really like.  It would also enable them to express preferences of other sorts.  As 

some of the examples set forth in the Blur/Banff proposal suggest, consumers 

might decide to divert flows of money from artists that they like to hear or watch 

to artists that they deem “deserving” – for example, because they were pioneers 

in a particular field or because they are especially needy.  Among other things, this 

power might help to offset what the Blur/Banff discussants refer to as “the 

Britney effect” – the unfortunate tendency, discussed in Chapter 2, for “most of 

the money [to go] to a handful of famous artists, making them fabulously wealthy 

while other artists barely eke out an existence.” 

Finally, as Peter Eckersley points out while defending a similar proposal of his 

own, a voting mechanism would likely require simple pieces of hardware and 

software, which in turn could be configured so as to frustrate ballot-stuffing, a 
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phenomenon that, as we saw, threatens a usage-based system.  Eckersley offers 

the following details: 

Fortunately, the task of confirming that [a particular consumer] 
has in fact downloaded or voted for a particular piece of music or 
writing can be performed in digitally secure software.  A simple 
device to perform this task might comprise: 

• A microcontroller with an embedded private key, to 
create digital signatures 

• A symmetric cipher implementation to provide a secure 
communications channel 

• A small LCD (liquid crystal display) to show the name of 
the creative work, and its author 

• A “confirm” button  

• A connection to a PC (this could be any standard data 
connection, such as a serial or USB port) 

Whenever [the consumer] wants to download or vote for 
material…, she would need to confirm that the transaction 
presented on the LCD was correct.  The device could then sign 
the details, creating an unforgeable receipt to be passed into the 
virtual market.  The cost of producing such a device in volume 
would be at most a few dollars, and would not place a 
troublesome burden upon an information economy.45

These potential advantages are considerable, but they are offset by some serious 

worries.  The simplest is that it is notoriously difficult to induce people to vote.  

Many webcasters, for example, currently ask their listeners to “rate” the songs 

that are streamed to them; few listeners take the trouble to do so. 

A different sort of worry involves the criteria that consumers might employ when 

casting their votes.  “Giv[ing] all the money to performances of a specific genre 

of music, such as African music” seems unobjectionable, even commendable.  
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But what if consumers used their power to reward musicians they found 

physically attractive or personable?  One of the features of the current 

entertainment industry that many artists find noxious is the need they feel to 

present an attractive persona – through music videos, magazine photos and 

interviews, etc. – in order to sell records or films.  A voting system might 

exacerbate rather than reduce that problem – and thus worsen, rather than 

alleviate, “the Britney effect.”  Yet another possibility, identified by Eugene 

Volokh, is that consumers would vote, not for the musicians whose music they 

most liked, but for political causes.  I might decide to devote all of my share of 

the tax revenues to the National Rifle Association, owner of the copyright in 

“The Second Amendment Blues,” or the Sierra Club, owner of the copyright in 

“Tree-Sitting Chants.”  Among the many worrisome features of such a system is 

that it would divert money from the entertainment industry to politicians or 

lobbying organizations – one of the things that opponents of alternative 

compensations systems most fear.46

The final drawback returns to the theme of political viability.  Partly because of 

the risks just discussed but partly just because of its novelty in this context, a 

voting system would likely seem dangerous to many legislators.  The chances of 

securing legislation mandating it thus seem small.  (The merits of an optional 

system that incorporated a voting mechanism is a separate question, to which we 

will return below.) 

3.  A global system 

Political feasibility is also the central issue in assessing the last of the three 

variations on the theme -- a global tax-and-royalty system.  A regime of the sort 

outlined in this chapter, whose coverage is confined to the United States, has one 

serious disadvantage:  it would increase the unauthorized and uncompensated 

downloading of American entertainment products by consumers in other 
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countries.  To be sure, the legal status of unauthorized downloads in Brazil or 

France would not change.  Until those countries substituted tax-and-royalty 

systems for their own copyright regimes, unauthorized downloads by their 

residents of American audio and video recordings would remain unlawful (as 

would unauthorized downloads of Brazilian and French audio and video 

recordings).  From a legal standpoint, in other words, adoption of the proposal 

outlined in this chapter would not worsen the position of American producers of 

entertainment vis-à-vis “foreign pirates.”  But from a practical standpoint, it 

might.  One of the possible effects of the proposed reforms would be to make 

unencrypted high-quality digital versions of both songs and movies more readily 

available on the Internet than they already are.  Consequently, consumers in other 

countries could find it even easier than they do at present to obtain those 

materials without paying for them.  That effect could be mitigated through 

adoption, in those countries, of increased legal and technological protections for 

copyrighted materials of the sort described in Chapter 4 – increased criminal 

penalties, civil suits against individual file sharers, spoofing, interdiction, etc.  But 

persuading other countries to adopt such measures has proven to be difficult. 

The only truly satisfactory solution to this problem would be to institute the tax-

and-royalty system on a global scale.  Each country would impose taxes on its 

own residents’ ISP subscriptions and purchases of electronic equipment.  Artists 

in all countries would be encouraged to register their creations with a global 

copyright office.  The money collected from the taxes would then be distributed 

to artists worldwide on the basis of the relative popularity of their creations.  

Once this system were in place, all countries would eliminate their current 

prohibitions on the reproduction, distribution, public performance, adaptation, 

and encryption circumvention of published recorded music and films. 
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Such a system would be clearly superior to a regime limited to any one country.  

But the political obstacles to its establishment are obvious.  Once the 

practicability and merits of a tax-and-royalty system had been demonstrated 

through its successful implementation in one country, the chances that other 

countries could be persuaded to follow suit would increase.  But there seems no 

realistic hope of creating a global regime in the first instance. 

 

An Entertainment Coop 

There are many advantages to a governmentally administered alternative 

compensation system of the sort outlined in this chapter.  But what if no 

government were willing to institute such a system?  Could it be created without 

government aid?  In other words, could a voluntary version of such a regime be 

constructed in the shadow of current copyright law?  Yes.  The principal obstacle 

to launching such an enterprise would be persuading a sufficient number of 

artists and consumers to participate to make it worth everyone’s while.  But if that 

barrier could be surmounted, it could work.  This final section sketches such a 

system. 

Registration.  The process for obtaining a unique identification number for a digital 

version of an audio or video recording would be virtually identical.  The form the 

artist filled out and the process of filing it would be the same.  There would be 

only two differences.  First, instead of the Copyright Office, the registrar would 

be a private organization – which we will call The Entertainment Coop.  Second, 

the form would include one additional line:  “By registering this work, I authorize 

all members of the Coop to reproduce it, to distribute it to other members, to 

modify it, and to distribute to other members the modifications thereof – so long 

as I am compensated in accordance with the rules and regulations of the Coop.”  
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In other words, though a license agreement, the registrant would effect the same 

suspension of copyright law that, in the compulsory regime, would be achieved 

through law. 

Fees.  By contrast, the source of the funds necessary to run the system would be 

quite different.  Instead of taxes, the money would come from subscription fees.  

In other words, if and only if an individual consumer wished to participate in the 

system, he or she would pay a flat monthly sum.  How much?  Initially, it would 

be quite low.  As the array of works available through the system increased, the 

fee would gradually rise – until the monthly payments roughly matched the levels 

of taxation discussed earlier in this chapter.  The simplest way to collect such fees 

would be for the Coop to enter into partnerships with Internet Service Providers.  

The ISPs would, in turn, offer their customers two plans:  a regular subscription, 

and a premium subscription that would carry with it membership in the Coop.  

The difference between the prices charged for the two plans would be the current 

subscription fee for the Coop, plus a small margin to induce the ISP to 

participate.  (An especially important subset of ISPs for this purpose would be 

college and university networks.)  Each premium subscriber would receive a 

password, which would provide him or her access to the various systems 

(described below) for distributing registered entertainment products.  The 

passwords would be changed frequently to reduce unauthorized access to those 

systems. 

Counting.  The mechanisms used to measure consumption of the works of the 

participating artists would closely resemble the mechanisms that the Copyright 

Office would employ in a compulsory system.  Suppose, for example, that Joshua 

Redman registered in the Coop his next set of jazz recordings.  He would receive 

a unique registration number for each track.  Then he (or, more likely, an 

intermediary) would make those recordings available on a password-protected 
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website for free downloading by Coop members.  He (or the intermediary), using 

automated software of the sort described above, would then periodically report to 

the Coop the total number of times each track was downloaded.  Another 

example:  A Kazaa clone would likely emerge to permit Coop members to 

exchange registered audio and video files.  Periodically, the operators of that 

network would report the total number of times each work was copied.  (As 

indicated above, Kazaa has already volunteered to collect and provide such data.)  

Finally, webcasters would offer free interactive and noninteractive streaming of 

registered works to Coop members.  Periodically, each webcaster would report 

the total number of times each work had been delivered to a customer. 

Payment.  The simplest way of disbursing the funds collected through the system 

would be to employ exactly the same usage-based approach described above as 

the most attractive mechanism for distributing tax revenues.  But the voluntary 

character of the Coop might make more palatable some of the voting 

mechanisms discussed (and criticized) in the preceding section.  For example, one 

could imagine organizing the system so that two thirds of the money (to pick an 

arbitrary figure) were distributed on the basis of relative consumption data, while 

the remaining third were distributed in accordance with the votes of the Coop 

members. 

To be sure, this system would leak.  Sooner or later, despite the password 

protections on the Coop-affiliated websites, the files made available to Coop 

members would find their way into peer-to-peer systems unaffiliated with the 

Coop and accessible to the world at large.  When the files were shared in that 

environment, the artists would not receive any compensation.  Knowing this, why 

would artists be willing to participate in the system?  In part, because they would 

be no worse off that they are under the present regime – in which “ripped” 

versions of their recordings are already available on the peer-to-peer networks.  In 
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part because they would gain a new stream of revenue – the volume of which 

would gradually increase as the number of subscribers rose.  And in part, because 

they would gain thereby the right to make creative use of the digital products 

submitted to the Coop by other artists. 

Why would consumers participate – rather than continue to rely on the free peer-

to-peer systems?  Again, for a combination of reasons:  The Coop subscription 

fees would be modest.  They might fear the intensified legal and technological 

campaigns against unauthorized file-sharing.  They would likely value the 

convenience of being able conveniently to obtain uncontaminated, high-quality 

recordings.  They might prefer not to violate the law.  And they might believe 

that artists should be compensated.  These motivations would likely affect 

different consumers to different degrees.  But some combination thereof would 

probably be sufficient to induce a substantial number to sign up. 

Essential to the success of the enterprise would be obtaining registrations from a 

critical mass of artists.  Only if a substantial library of materials were available 

through the system would consumers be willing to subscribe.  (The limitations of 

the libraries on Pressplay and MusicNet have contributed to the unpopularity of 

those systems.)  That would be hard to achieve.  One possible strategy for 

obtaining the critical mass would be to concentrate initially on recruiting the 

creators of a particular genre of music favored by a reasonably discrete group of 

consumers (e.g., jazz or Brazilian music). 

If successful, the venture could serve as a demonstration project – reassuring 

skeptical legislators of the feasibility of a more comprehensive, compulsory 

regime.  In other words, it could help lay the groundwork for the establishment 

of a mandatory tax-and-royalty system of the sort discussed in this chapter.  

Alternatively, if successful enough, it might survive indefinitely without 

governmental aid.  Such a perpetual voluntary system would be inferior to a state-
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mandated model in many respects, but would have one considerable advantage:  

it could be launched on a world-wide basis from the beginning, thus recognizing 

and reinforcing the increasingly global character of the production and 

distribution of entertainment products. 
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