William W. Fisher I11
Promises to Keep: Technology, Law, and the Future of Entertainment

(Stanford University Press, August 2004)

Chapter 6: An Alternative Compensation System

Imagine that | 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 | 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 | made the light available to the company’s
customers, | 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 words, 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.

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 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
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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, respectively.

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.?

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 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 chronometer
that would enable mariners to measure longitude accurately--on the condition that the
inventor make his or her 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.*

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 important) 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 twenty 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 and inventive activity 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 (for example, new soft drinks or software programs) without
revealing the inventions that underlie them (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.” The same principle
supported 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.
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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.”

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--supplemented, in some countries, by the associated law of “neighboring
rights”--has 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 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 it
had other, substantial drawbacks: curtailment of traditional “fair use” privileges; high
transaction costs; and, most important, 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 his
or her song or film was 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 pioneered by American and European performing rights organizations
and television rating services, 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
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relative popularity of his or her creation. Once this system were in place, we would
modify copyright law to eliminate most of the current prohibitions on unauthorized
reproduction, distribution, adaptation, and performance of audio and video recordings.
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 and explore its merits and demerits.

Logistics
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, to manage their inventories, and (most
ominously), by correlating sales with customers’ “discount cards,” to keep track of what
individual people are eating. In the near future, radio frequency identification (RFID)
tags, buried in food packages and other consumer goods, will make the process even
easier. Digital fingerprints could enable comparable tracking 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.
Following are some details:

e What government agency? You could imagine creating a new
administrative agency for this purpose, but the Copyright Office already
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runs, quite effectively, a registration system that could be modified
slightly to fill this function.

e 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.

e Would each creator be obliged to register his or her 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.’

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

e 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 three quadrillion unique
sequences of ten letters and numerals, which should be plenty for the
foreseeable future.)

How much information concerning the content of the material contained in a
recording should the registrant be required to supply? Only so much as would be useful
to the administrators of the system when deciding how much to pay the registrants of
different recordings. For reasons explored in detail below, it would be both feasible and
sensible for the administrators, when calculating payments, to differentiate between audio
and video recordings and among recordings of different lengths. By contrast, it would do
them little good to know whether an audio recording contained opera or rap music--or
whether a video recording contained a western or a comedy. Accordingly, registrants
would be required to indicate whether their submission consisted of a song or a film and
how long it was, but nothing more.

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 of
a film would typically be the producer or the studio. The registrant of an audio recording
of a song would typically be the performer or the performer’s assignee. In addition, the
registrant of an audio recording would be required to specify 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
rightful 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
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formal “opposition” procedure closely analogous to the procedure currently used by the
Patent and Trademark Office to handle 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, and so on? 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 the recording that had been taken from others--none; a
small amount (less than 5 percent); some (5 to 50 percent); most (50 to 95 percent); all or
almost all (95 to 100 percent)--and then list the registration numbers of the works
incorporated in whole or in part. Because these figures would be determined
quantitatively (by dividing the duration of the incorporated material by the duration of
the composite recording) rather than qualitatively (assessing how important to the final
product was the incorporated material), they would be relatively easy to determine.
However, some registrants would be tempted to underreport the extent of their reliance
on others’ work. To deter such behavior (and to encourage others to detect and challenge
it), we might provide that proof of underreporting would result in all of the revenue that
the registrant would have earned through the system being diverted to the registrant of
the recording from which the underreported material was taken.’

Figure 6.1 is a sample of a registration form that could be used to gather the data
of these various sorts.



Figure 6.1. Registration Form.

Name:

Email address:

Street address:

The recording you are registering is a:

O Sound recording
O Video recording

If the recording vou are registering is a recording of a musical
composition, indicate the owner of the copyright in the
underlying composition:

How much (measured by duration) of the material in the recording
vou are registering consists of material taken tfrom other
registered recordings:

O None

O Less than 5%

O Between 5% and 25%
O Between 25% and 50%
O Between 50% and 95%
O Between 95% and 100%

Indicate the registration numbers of the recordings from which
vou derived material and the duration of each:

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 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 improve upon or adapt it) 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
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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.'

Should we use this guideline when reshaping the music and film industries? For
two 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 would be an enormous sum. It would be
very difficult, for political reasons, to impose taxes large enough to raise that much
money.

Second, as Arnold Plant and Glynn Lunney have 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.*

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, as an “honorarium,” “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 or she reaps. It seems implausible that, in designing a reward system to
handle the new technological environment, we could succeed where they have failed.*?

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 to enforce their copyrights in the new technological environment. The
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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.*®

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. For the reasons outlined in Chapter 5, the best candidate for the
job would likely be a new, quasi-independent arm of the Copyright Office, the judgments
of which would be subject to meaningful review by the Court of Appeals for the D.C.
Circuit.

Following is a discussion 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. Shown with dotted lines in Figure 6.2 (a variant of
Figure 3.1) 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.



Figure 6.2. Endangered Revenue Streams
in the Music Industry.
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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 important, the small payments that are currently being made by the Webcasters
to the music publishers and 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 album 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, tapes, and records in the United States earned
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the record companies gross revenues of approximately $7.35 billion (53 percent of
$13.868 billion in total retail sales)."

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 percent. 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 percent of
their sales revenues through unlimited noncommercial file-sharing. That number does not
correspond exactly to what we are seeking, 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. Since 2000, declining sales of albums have cost the
recording industry a total of 18% of their revenues. The extent to which the slump in
sales was caused by file sharing and CD burning is currently a hotly contested issue.
Against the backdrop, to project a loss of 20 percent 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.™

Twenty percent of $7.35 billion is $1.47 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 percent of the record
companies’ gross revenues is currently devoted to manufacturing costs--the costs of
producing CDs and cassettes, packaging them, preparing the artwork, and shipping them
to distributors. A decline of $1.47 billion in revenues would thus be partially offset by a
savings of $221 million in manufacturing costs. The net loss would thus be $1.249
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 we’re ready
to predict how this system would change over time).*

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. A 20 percent reduction in sales would
thus cost them $138 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 $138 million, tentatively earmarked for the music publishers. Second, it requires
us to reduce the $1.249 billion tentatively earmarked for the record companies by $145
million--the amount that they would save in mechanical royalties as a result of their
declining sales. (The difference between the two figures represents the 5 percent bite that
the Harry Fox Agency typically takes out of those royalties.)’
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Our final figures: $1.104 billion for the owners of the copyrights in sound
recordings; $138 million for the owners of copyrights in musical compositions.

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 percent 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. Five percent of that amount would be approximately $15 million. Added to the
loss of $138 million they would suffer from declining record sales, this would produce a
total injury to the owners of musical-works copyrights of $153 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. 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, in the near term, 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.
Figure 6.3 (a variant of Figure 2.3) identifies with dotted lines these sources of injury.
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Figure 6.3. Endangered Revenue Streams in the Film Industry.
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The first of the threatened sources of revenue is the biggest. In 2000, sales and
rentals of videotapes and DVDs generated income at the retail level of $21.856 billion.
$7.8 billion (approximately 36 percent) of that money ended up in the coffers of the

studios.*®

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 ($4.876 billion) was retained by the operators of the local cable
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franchises, and one third ($2.438 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, V\gg’ll assume that 50 percent of the money ($1.219 billion) was earned by the
studios.

The smallest but fastest growing of the three revenue streams is pay-per-view. In
2000, the total amount spent by Americans for pay-per-view movies was $1.426 billion.
Absent more refined data, we’ll assume that 40 percent of that amount ($570 million)
went to the studios.?!

Now comes the softest part of the analysis. In the immediate future, what would
likely be the adverse impact upon these revenue streams of legalizing 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-percent figure we used for the music industry. A 5-percent
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 copyrights in movies, we would need, in the first year, approximately 5
percent of ($7.8 billion plus $1.219 billion plus $570 million), which comes to $479
million. Added to the $153 million and $1.104 billion we would need to make whole the
owners of copyrights in musical works and sound recordings, this produces an aggregate
figure of $1.736 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 percent 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--and those, as Robert Merges emphasizes, are generally less efficient
intermediaries than are 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 percent of the office’s collections would be devoted to
administrative costs. To pay copyright owners $1.736 billion, it would thus have to raise
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in taxes $2.170 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 2004. The net result:
$2.389 billion.”

That’s a large figure. To be sure, the federal government routinely spends even
larger amounts 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, $2.389 billion is a lot of money.?®

In a few pages, 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 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. The best way to answer that question would be 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.

The judgments underlying these adjustments would be unavoidably
impressionistic. The aspiration of the office would not be to increase the flow of money
to musicians and filmmakers until it produced what economists would describe as the
socially optimal output of entertainment products. For the reasons sketched above,
fidelity to that criterion would be prohibitively expensive and would draw an excessively
large number of workers into the entertainment industry. Instead, the office would strive
to select a level of aggregate reward sufficient to provide consumers a rich array of
entertainment products. In pursuing this goal, its staff could and should estimate the
rewards, other than income attributable to the distribution of recordings, available to
musicians and filmmakers--including nonmonetary benefits (the various sources of
gratification available to participants in the entertainment industry) and the revenues that
they could earn from live performances. Plainly, the larger those supplementary rewards,
the smaller must be the pot of money collected through taxes. But more important than
these essentially predictive sources of information would be the office’s judgments
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concerning the quantity and quality of the recordings currently being produced and the
observed impact of its most recent adjustments on the production of new products.

Would judgments of this sort involve the exercise of discretion? Certainly. Can
any government agency be trusted to wield this power responsibly? We’ll take up that
question in the next section. Before then, however, we have many other logistical issues
to consider.

Taxation

The two and a half billion dollars a year necessary to run this system might be
raised in one of two ways. First, we might increase slightly the federal income tax.
Currently, approximately 87 million households pay federal income taxes in the United
States. If the increased tax burden were spread evenly over that population, each
household would pay an additional $27 per year. If, more plausibly, the burden were
distributed in accordance with the rates those taxpayers are already paying, then
taxpayers with higher incomes would pay somewhat more than that amount, while
taxpayers with lower incomes would pay less than that amount.?

This approach would have two major advantages. First, it would be efficient. The
relevant tax increases could be implemented without incurring any significant additional
administrative costs. Nor would the relevant tax base have to be reevaluated in future
years.

The other advantage is more subtle but equally important: a slight increase in the
income tax would probably result in less distortion of the behavior of people subject to
the tax than would any alternative system of financing. To be sure, the income tax does
distort behavior. Specifically, it causes people to work less (in other words, to substitute
leisure for the consumption of goods purchased with income). However, two
circumstances, together, suggest that that effect should not trouble us unduly. First, most
(though not all) economists estimate that the economic costs to which it gives rise--so-
called “deadweight losses”--are moderate in scale. Second, as Louis Kaplow has shown,
those losses are mitigated if the tax is imposed in order to pay for a public good (such as
stimulating the production of entertainment products) that directly benefits the persons
paying the tax. In the extreme case, if the incidence of the tax exactly matches the
incidence of the benefits of the public good, people will behave no differently at all.
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 (that is, the greater one’s income, the greater one’s ability, by
buying more or better entertainment equipment, to take 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,
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the most plausible alternatives to the income tax would likely have more serious impacts
on the behavior of the people to which they are applied.?

This approach does, however, have one equally substantial disadvantage: it would
likely be politically unpopular. Several overlapping objections would almost certainly be
deployed by opponents. One line of resistance would emphasize the fact that the rough
alignment noted in the preceding paragraph would be just that--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 would
resist creating more of them. A second, related objection is that the monies raised through
an income tax, ostensibly to provide a fund for the creators of entertainment, could easily
be diverted to other purposes. In the United States, this worry is not especially common.
When the possibility of a tax-subsidized alternative compensation system is broached in
developing countries, by contrast, this objection is routinely raised. A third line of
resistance would find a more receptive audience in the United States. Critics would point
out, accurately, that significant portions of the funds distributed through the system
would be used to compensate the creators of kinds of material that many taxpayers find
offensive. That fact would provoke angry questions: My tax dollars support
pornography? Misogynist rap music? Violent movies? Some years ago, analogous
objections contributed to the corrosion of the National Endowment for the Arts. The
proposed system--vastly larger and more visible--would likely draw even more fire.

The second of the two ways in which the funds might be raised would be through
a tax on the goods and services used to gain access to music and film. This is the
approach advocated by Neil Netanel in his pioneering article exploring the possibility of
an alternative compensation system for the music industry. Following Netanel’s lead, we
might identify four categories of devices and services suitable for taxation: (1) equipment
used to make copies of digital recordings; (2) media used to store such copies; (3)
services used to gain access to the Internet, either to download files or to stream
recordings; and (4) peer-to-peer systems or other services used to share files.?

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 played.
Following is a discussion (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 important, the CD burners commonly sold these days as
components of personal computers. In 2001, sales of such devices in the United States
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generated revenue at the retail level of $684 million. We’ll assume, conservatively, that
in 2004 (the first year in which our proposed system could be implemented), that figure
will be the same.?’

Less visible than CD burners but likely soon to be equally important are personal
video recorders (PVRs). Included in this group are separate machines, like TiVo and
Replay, as well as devices that accompany satellite or cable receivers. Although sales of
PVRs 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 PVR
ownership by American households are those made recently by the Yankee Group. They
estimate that, in 2003, 3.8 million U.S. households owned PVRs; in 2004, the number
will be 7.8 million; in 2005, 13 million; and in 2006, 19.1 million. 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. PVRs currently cost approximately $200. Thus, if the
Yankee Group is right, retail sales of PVRs 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 1.7 billion were sold in the United States in
2002, up 30 percent from the previous year. A conservative estimate of 2004 sales would
be 2 billion. At roughly 50 cents apiece, that would generate retail sales of $1 billion.?*

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 percent 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.*

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. For the time being, however, we will exclude them
from our calculus.®

The most important of the potential tax targets 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
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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 would be unable to
avoid a tax imposed on domestic ISPs by obtaining 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. In
Table 6.1, Veronis Suhler Stevenson provides estimates of the growth of consumer
Internet access accounts in the United States during the past five years.*

Table 6.1 U.S. Internet Access Accounts, 2000-2004

Millions of households with

DIAL-UP | CABLE-MODEM | DSL WIRLELESS TOTAL
MODEM | ACCESS ACCESS | OR SATELLITE | INTERNET
ACCESS ACCESS ACCESS

2000 | 38.7 3.3 15 0 43.5

2001 | 42.5 7.2 3.5 0.2 53.4

2002 | 39.8 11.3 6.8 0.3 58.2

2003 | 37.3 14.9 9.0 0.5 61.7

2004 | 34.8 18.0 10.8 1.4 65.0

So which of these groups should we tax? Arguments in favor of taxing
subscriptions of all types are

e The resultant tax rate would of course be lower.
e |t’s possible to download digital files through any type of ISP account.

e |If we taxed only broadband subscriptions, we would discourage people
from shifting from dial-up to broadband service, causing inefficient
distortions in the ISP market.

Arguments in favor of limiting the tax to broadband services (cable, DSL,
wireless, and satellite systems) are %

e Most methods of obtaining recordings over the Internet are inconvenient
without broadband access. Downloading audio files over a dial-up account
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is time consuming, and downloading video files is almost prohibitively
time consuming. Decent-quality streaming also requires broadband speed.
As a result, the large majority of file-sharing is currently done by Internet
users with broadband access.

e 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 broadband subscription revenues in the United
States in 2004, along with estimates of total revenues in previous years, are shown in
Table 6.2.%*

Table 6.2 U.S. Broadband Subscription Revenues, 2000-2004.

Average Annual Total Spending
Subscription (millions)

Cable DSL | Wireless | Cable- DSL Wireless | Total
Modem And Modem And Broadband
Satellite Satellite

2000 | $488 $720 | -- $1,612 $1,080 | -- $2,692

2001 | $493 $618 | $514 $3,551 $2,163 | $108 $ 5,822

2002 | $498 $600 | $546 $5,627 $4,080 | $164 $9,871

2003 | $505 $602 | $550 $7,527 $5,422 | $275 $13,224

2004 | $508 $606 | $553 $9,137 $6,545 | $774 $16,456

Note that, in 2004, total consumer spending on all forms of broadband access is
expected to be approximately $16.456 billion.

The final tax target consists of Internet-based services that assist consumers in
locating or sharing audio and video recordings. At present, the most obvious members of
this class are the decentralized peer-to-peer file-sharing services. Their incomes are not
large, but are not trivial either. In 2002, the company that owns Morpheus, for example,
reportedly collected $5.7 million in revenues. Fitting such things into the overall tax
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scheme would be tricky for two reasons. First, unlike the suppliers of all of the goods and
services considered thus far, they make money not by charging consumers directly but
through various advertising and promotional schemes. In this respect, they resemble the
network television systems discussed in Chapter 2. Consumers end up paying for the
services provided by both, but by buying the advertised products, rather than by paying
the companies directly. This feature makes it awkward merely to plug their revenues into
the overall “tax base” for the new scheme. Second, a substantial portion of their revenues
is derived (indirectly) from consumers outside the United States. Thus, determining the
portion of their incomes appropriately subject to taxation in the United States is both
important and difficult. Both factors would require careful attention when designing and
periodically readjusting the proposed taxation system. For the time being, however, the
small amounts of money at stake (compared with the other sources of revenue we are
considering) justify bypassing these complexities and excluding from our overall
calculations the funds that might be raised from this source.®

Putting these various figures together, the projected total tax base in 2004 would
be $0.684 billion plus $1.496 billion plus $1 billion plus $0.612 billion plus $16.456
billion, for a total of $20.248 billion. What tax rate would then be necessary to raise
$2.389 billion in revenue? 11.8 percent.

Because it would be applied to a smaller population, this approach would
generate per-person tax burdens significantly larger than an income-tax increase. Hardest
hit would be broadband subscribers. (Not directly. Administratively, the most sensible
approach would be to impose the tax on the ISPs that provide broadband services. But the
ISPs would of course raise their subscription rates to offset the tax.) How much, in the
end, would the subscribers be obliged to pay? In 2004, the average monthly broadband
subscription fee (weighted by the numbers of customers using the various types of
service) will be approximately $45.43. Assuming that the ISPs passed through to
consumers the entire amount of the tax, that average fee would rise by $5.36 per month
($64.33 per year), to a total of $50.79 per month ($609.48 per year).*

As one might expect, the advantages and disadvantages of this second approach
mirror those associated with income taxes. On the positive side, a tax on products and
services of the sort described above would likely be more popular than an income tax
increase. It would be (and would be perceived as) more voluntary--in the sense that one
could choose not to purchase the goods or services subject to the tax. In addition,
objections of the form, “I don’t want my tax dollars supporting smut,” would be less
salient. The tighter fit under this system among (1) each person’s purchases of
entertainment-related equipment and services, (2) his or her consumption of
entertainment products, and (3) the magnitude of the tax he or she would pay would
strengthen the retort: “Your tax dollars don’t support smut unless you consume smut;
they only support the creators of the entertainment products that you yourself watch and
listen to.”

On the negative side, this approach would be much more cumbersome and
expensive. An administrative agency would be obliged to conduct a new survey annually
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of the devices and services that enable people to gain access to digital recordings and to
recalibrate accordingly the tax rates. Collecting the tax would also be costly. And the
visibility of all of these activities would be a constant irritant to people troubled by the
idea of governmental involvement in the production and distribution of entertainment.

Finally, a tax on devices and services would likely give rise to more serious
distortions of consumers’ behavior than would an income tax. For example, some
broadband subscribers who dislike both music and movies (in other words, who pay for
cable or DSL subscriptions to have convenient access to ecommerce, email, online
databases, and the like, not to download or stream entertainment) would be sufficiently
price sensitive that they would cancel their subscriptions rather than pay the higher fees
caused by the new tax. Similarly, some individuals and companies who use generic blank
CDs to back up their data rather than to record music would, when confronted with a 6-
cents-per-disc price jump, buy fewer discs--and thus run greater risks of data loss. These
effects are clearly unfortunate.

Distortions of the sorts just described could be reduced somewhat if, instead of
taxing all devices and services at the same rate, we employed a technique that economists
refer to as “Ramsey pricing” (named after the economist who popularized it). The
question that this technique was first developed to answer is: What pricing scheme by a
multiproduct monopolist would maximize social welfare subject to a profit constraint?
(That question was most commonly asked by administrative agencies, like those
discussed in Chapter 5, attempting to regulate in socially responsible ways the prices
charged by multiproduct monopolists.) The answer: The markup on the marginal cost of
each product should be inversely proportional to the price elasticity of demand for that
product. Adapting that approach to the problem before us, we would make the tax rates
applicable to the various devices and services used to gain access to recorded
entertainment inversely proportional to the elasticity of demand for each. Suppose, for
example, that consumers saw portable MP3 players as essential to their lifestyles; even a
sharp increase in their price would not materially erode sales. By contrast, consumers
were much less attached to personal video recorders (like TiVo or Replay); even a
modest increase in their price would cause many consumers to rent DVDs instead. We
would then tax the MP3 players heavily and the PVRs lightly. This technique,
systematically applied, would indeed reduce the distortionary effect of a tax on devices
and services. But the pattern of levies it generated would likely be troublesome for other
reasons. Consumers would end up paying much more for things they considered
“necessities” and only modestly more for things they considered “luxuries.” And, at best,
this maneuver could only mitigate the problem of behavior distortion, not eliminate it
altogether.*’

In short, each of the two major tax options has merits and demerits. If an income
tax were (or became) politically viable, it probably would be the better of the two
approaches. Until then, we would likely have to rely on a tax on devices and services,
despite its imperfections.
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Measuring Value

The principle on which this pot of money would be distributed among the
registrants of audio and video recordings would be the same one that underlies the
current system: consumer sovereignty. Somewhat more specifically, our objective would
be to make each artist’s share of the pot proportional to the total value that, during a
given year, consumers derived from his or her creations.

Three separate considerations justify continued adherence to this criterion. First,
it would provide appropriate signals to musicians and filmmakers. Only if they know
what consumers desire --and know that the sizes of their own incomes depend upon the
extent to which their products satisfy those desires--will they be induced, collectively, to
produce an optimal mix of music and movies. Second, it would be fair. At least in the
view of most Americans and Western Europeans, distributive justice requires giving each
person in a collective enterprise (whether it be a project, an industry, or a society) a share
of its fruits proportional to his or her contribution to the venture. Applied in this context,
that belief justifies adjusting artists’ rewards to match their relative contributions to
consumers’ enjoyment of entertainment products. Finally, it would avoid relying on the
judgments of government officials concerning which entertainment products are
meritorious and which are not--a system that would invite censorship and political bias.®

Currently, to determine the value that consumers place upon a given
entertainment product, we use the price system. In other words, we use consumers’
willingness and ability to pay for access to a given product as an indicator of how much
they value that product. Under the proposed alternative compensation system, that
familiar tactic would be unavailable. One of the system’s central features is that
consumers would not pay anything (in cash, anyway) for access to entertainment. How
then do we gauge the value to them of particular songs and films?

A good (although, as we will see, not perfect) technique would be to count the
frequency with which each song or film was enjoyed. Consumers, we can expect, will
gravitate toward the products that give them the most pleasure. By observing what they
are listening to and watching, we can get a decent sense of what they value. (In effect,
something like a price system is at work here. Consumers are paying with their time for
particular products. Put differently, the cost to them of watching a particular film is the
associated opportunity cost--the pleasure they could reap from watching a different film
or engaging in some other activity.)

Would we need to observe and record every instance in which someone listened
to a song or watched a movie? No. Our goal, remember, is to estimate the relative value
to consumers in the aggregate of each entertainment product. For that purpose, neither a
comprehensive count nor perfect accuracy is essential, just a system for determining,
roughly, the relative popularity of registered songs and films.

It would be easy to construct such a system for streamed recordings.
Noninteractive Webcasters could be required to provide the Copyright Office records
indicating which recordings (identified by their registration numbers) they broadcast at
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what times--and approximately how many listeners used their services at various times
during the day. (As we saw in 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--that is, 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.™

Rates of CD burning would also be reasonably easy to estimate. Sales data for
prerecorded CDs, combined with periodic surveys to determine (1) the frequency with
which discs of particular genres get copied (presumably lower for classical music than
for hip-hop, for example) and (2) the total number of times discs of each genre typically
get played, would enable us to predict with sufficient accuracy the consumption rates of
particular sets of recordings. As DVD burning becomes more common, a similar
technique would be used to estimate the consumption of movies originally distributed in
DVD format.

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) were 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.)

The trouble is that 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, many consumers currently use file-sharing systems to try out music. The
ubiquity of this practice is suggested by a study conducted during the early years of
Napster by a group of AT&T researchers. Of approximately eight thousand MP3
recordings downloaded through the system by students at Oberlin College during a two-
month period in 1999, more than 15 percent were listened to only once, more than 50
percent were listened to less than once (meaning that the downloader began playing the
song but concluded, even before it was finished, that he or she didn’t like it), and more
than 10 percent were never listened to at all. Less than 10 percent of the downloaded
songs were played more than four times. Casual conversations suggest that this practice
is less common today; file-sharers are 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.*
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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 ten
times as often, we would want to pay Clapton ten 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, artists could program their computers to download their own
registered songs or films continuously, deleting each copy as soon as it was saved. Many
more complex schemes 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 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.”**

In short, if we want to know how frequently people actually consume downloaded
recordings, we need some mechanism other than a raw count of the number of copied
files. What could we use?

The option that currently seems most promising would be sampling. Both the
strengths and the weaknesses of this technique are well illustrated by the business
practices of Nielsen Media Research, the dominant supplier to television networks and
local stations of data concerning the number of households that watch particular
broadcasts--data that both the stations and advertisers, in turn, rely upon when setting
advertising license fees. To gather that data, Nielsen pays rotating, medium-sized
samples of households, chosen to be representative of the population as a whole, to report
what they watch. The methods by which such reports are made vary. The roughly five
thousand households that form the national sample use “People Meters”--sophisticated
set-top boxes that keep track not only of the channel to which each television is tuned but
also of who within each household is watching the television at a given time, and then
automatically transmit that information to Nielsen. The roughly five hundred households
that form the sample for each of the fifty-five major local markets use a combination of
less sophisticated set-top boxes plus paper diaries, in which viewers record by hand their
consumption habits. Finally, the households that constitute the samples for the smaller
local markets rely exclusively on paper diaries.*?
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Overall, this system works remarkably well. Most studies have concluded that the
Nielson estimates of viewing habits are fairly accurate. Nevertheless, the system has
three characteristics that reduce its precision. First, the members of the sampled
households have to do something in order to register their viewing choices. The burden is
slight with respect to the People Meters, but substantial with respect to the paper diaries.
Awareness of that burden causes several problems. Some households--especially wealthy
households relatively insensitive to monetary incentives--selected by Nielsen to
participate in the samples refuse to do so. Within households that do agree to participate,
some members refuse or neglect to register their viewing choices. Young and minority
viewers apparently are especially likely to opt out. Finally, constant reminders that their
choices are being recorded gives rise to a “conditioning” effect, in which viewers alter
their behavior in order to affect the aggregate ratings. The second troublesome
characteristic of the system is that viewers--particularly those dependent on diaries--can
misreport what they watch. Sometimes they do so inadvertently. At the end of the week,
when they fill out the forms, they remember the popular well-advertised shows they saw
and forget the marginal shows. Sometimes they do so semi-deliberately--for example, by
“forgetting” to report pornographic or juvenile programs. The third of the limitations of
the system is that the size of the samples is too small. They may have been adequate ten
or twenty years ago, when viewers’ choices were more limited. But as the programming
available through cable and satellite systems has become increasingly diverse, the ability
of the system to reflect accurately consumers’ choices has declined.*?

The Nielsen sampling approach could be adapted for use in an alternative
compensation system. Specifically, the Copyright Office could randomly select a set of
entertainment consumers who were willing to allow the office to monitor what they
actually listen to and watch. The imperfections of the Nielsen model could be avoided (or
at least mitigated) through the following, related adjustments. First, the process of
gathering data concerning consumers’ habits could and should be automated. Software--
distributed as “plugins” for playback devices or bundled with peer-to-peer file-sharing
applications--would automatically record the registration numbers of the songs and films
that sample members heard and watched (all the way through) and periodically transmit
that information to the office. Sample members thus would experience no inconvenience
and would have few opportunities to misreport their choices.

Next, the size of the sample employed by the Copyright Office would have to be
vastly larger than the sizes of the samples used by Nielsen. This would be essential to
enable reasonably accurate estimates of the frequency with which each member of an
enormous array of songs and films were being consumed. It would be feasible because of
the low cost of the automated reporting system.

A final, 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
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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 system of this sort would avoid the bulk of all three of the kinds of distortion
that would afflict simple download counts. Would it be perfect? No. It would still be
possible for artists, if they were selected for inclusion in the sample, to set their
computers to play their own recordings endlessly (while they were at work), thereby
artificially inflating estimates of the popularity of their works. But because the system
would only count songs that have been played all the way through, the number of such
“false positives” would be limited--and the resultant distortion of the consumption
estimates would be tolerable. If a significant number of sample members persisted in this
practice, the Copyright Office might modify its guidelines to curb it. For example, it
might adopt a rule that no more than three “plays” of a given song and no more than one
showing of a given movie within a twenty-four-hour period would be counted. (A minor,
probably acceptable side effect of this constraint would, of course, be underpayment of
the Beatles if some sample members truly did want to listen to “Yellow Submarine”
continuously for eight hours a day.)

To sum up, the most plausible way of estimating the relative values to consumers
of downloaded registered recordings would be to use a large-scale sampling system that
automatically detects and records what persons willing to participate in such a regime are
actually watching and listening to, and that aggregates such reports to prevent
government officials from learning the consumption choices made by specific
participants. The difficulties associated with this issue 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
sampling approach seems 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 paid
in taxes; they would only prevent their favorite artists from getting their fair shares.
Second, this task will get easier over time--as people increasingly consume recorded
entertainment not by replaying permanent copies of recordings but through interactive
streaming, which prevents far fewer logistical challenges.

Systems of the sorts described above would go far toward providing us
information concerning the relative value to consumers of entertainment products.
However, even a perfect count of consumption patterns would neglect two important
factors--which, if possible, we should strive to take into account. The first is differences
in the duration of works. Generally speaking, longer recordings provide more value to
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consumers than shorter recordings. The former keep people entertained longer than the
latter. Viewed from another angle, the former demand from consumers more of their
scarce time than the latter; the fact that consumers are willing to pay that price is
indicative of the greater value they derive from the former. Various aspects of the laws
and business models that currently govern the entertainment industry reflect sensitivity to
this variable. A CD containing three twenty-minute recordings costs the same as a CD
containing fifteen four-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 five minutes in
length, and 1.55 cents per minute (or fraction thereof) for longer recordings. Thus, the
composer of a song captured in a twenty-minute recording receives from the record
company 31 cents for each copy made and distributed, while the composer of a song
captured in a four-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.

An alternative compensation system could and should incorporate this variable
even more precisely. If we wished to give it a great deal of weight, we would multiply the
number of times each registered work was listened to or watched by its duration when
determining the share of the tax revenues to which each registrant was entitled.
(Remember that we collected on the registration form the data necessary to make such
adjustments.) But that may be going too far. Is a fifteen-minute version of “Stairway to
Heaven” really worth three times as much to listeners as a five-minute Beatles song?
Polls and studies of consumer behavior, conducted by the Copyright Office, might
suggest a more modest multiplier. The main point is that some adjustment for duration
would seem warranted.

Would the result be to 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 factor we risk neglecting is variation in the intensity of the pleasure
consumers get from different works. For all three of the reasons outlined at the start of
this section, we would want, if possible, to pay more to the creators of recordings that
give consumers intense satisfaction than to the creators of recordings that please them
less.

With respect to music, this variable is likely to be captured reasonably well in our
consumption counts. If I like song number 1 a good deal, |1 am likely to listen to it often.
If 1 like song number 2 less well, | am likely to listen to it less often. A determination of
how frequently a given song is heard will thus be a reasonably good guide to the intensity
of the pleasure consumers get from it. Even in the context of music, however, this
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correlation will be imperfect. Suppose, for example, | play recordings by Roy Hargrove
and Branford Marsalis equally often, but the former | use as background music, while the
latter engage my full attention. The greater value to me of Marsalis’s music will not be
captured in a consumption count.

With respect to movies, consumption data will be an even poorer indicator of
consumers’ experiences. To be sure, if I love a film, I may watch it more than once. But,
of the large majority of films that I watch only once, some will give me a great deal of
enjoyment, others relatively little. Refining our estimates of the relative value of different
films to consumers would require us somehow to take such variations into account. To be
sure, the present system does not. | cannot demand a rebate if, upon emerging from a
theatre, | feel that the film I just watched was mediocre. Nor do | ordinarily tip the studio
after watching what | consider a great film. But that the present system is crude in this
respect does not mean that we should accept similar imperfection in the proposed regime.

So, would it be possible to take intensity of enjoyment into account? The most
obvious of the possible mechanisms for doing so would be to ask consumers. In other
words, a system based on consumption rates could be supplemented (or, conceivably,
replaced) by a voting system. Several scholars exploring the possibility of an alternative
compensation system for digital entertainment have considered schemes of this general
sort. For example, 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.” Among its
principal features is the following suggestion:

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
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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

3. Allocate all money on the basis of the volume of downloads
4. Allow the listeners to directly allocate fees to specific artists. *°

A system of this sort would indeed enable us to track more precisely the values
that people place upon digital works. Under such a system, for example, Marsalis would
get more of my money than Hargrove.

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.” *°

Another potential advantage of such a system is identified by Peter Eckersley. 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 phenomenon that, as we have
seen, threatens a usage-based system.*’

These benefits 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. 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, and so on--in order to sell records or films. A voting
system might increase rather than reduce that problem--and thus exacerbate, rather than
alleviate, “the Britney effect.” Yet another possibility, identified by Eugene Volokh, is
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that consumers would vote, not for the musicians whose music they most liked, but for
political causes. | 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.”*®

Such an outcome would be unfortunate for two separate reasons. First, it would
divert money from the entertainment industry to politicians or lobbying organizations--
one of the things that opponents of alternative compensation systems most fear. Second,
it would introduce static into the signals that we are trying to provide musicians and
filmmakers--indications of the kinds of recordings that consumers like to hear and watch.
On balance, therefore, it seems that the hazards of voting systems exceed their potential
benefits.

Is there any other way in which we could measure more sensitively the intensity
of consumers’ likes (and dislikes)? One possibility, suggested by Steve Shavell, would be
to observe the ways in which consumers behave when confronted with the same or
similar products in other contexts. For example, from the fact that tickets to the opera
commonly cost more than tickets to rock concerts, we might infer that opera provides its
devotees more intense satisfaction. Similarly, from the fact that Universal Music recently
lowered the suggested retail price of all of its CDs--except those in its classical
collection--from $18 to $12, one might infer that classical music is more valuable to its
listeners than music of other genres. And so forth. These inferences would then be used
to adjust the payments made to the registrants of recordings that fell into each category--
for example, to give registrants of opera more per consumption than the registrants of
rock.

At one, very high level, use of this technique seems to make good sense. When
deciding how much of the pot to distribute to the registrants of movies and how much to
distribute to the registrants of sound recordings, it’s probably wise to look for guidance,
at least for the immediate future, to the ways in which consumers in the aggregate have
behaved in the recent past. Specifically, we can and should assume that the relative
amounts that consumers spent during the past few years on movies and music fairly
reflect the difference in the value they derived, in the aggregate, from those very different
forms of entertainment. This guideline, in conjunction with the “make-whole” principle
on which the system is founded, argues for maintenance of the 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: $527 million
(%479 million, adjusted for inflation) to the owners of copyrights in films; $168 million
(%153 million, adjusted for inflation) to the owners of copyrights in musical
compositions; and $1.214 billion ($1.104 billion, adjusted for inflation) to the owners of
copyrights in sound recordings.

Past this point, however, the technique seems highly problematic for three
reasons. First, as the foregoing examples suggest, it would be possible to employ this
method only to differentiate types of recordings (opera versus rock music; action movies
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versus comedies; and so on), not to differentiate individual songs and films. Determining
the relevant categories--and then deciding how to classify individual recordings--would
be hard, costly, and controversial. (Are Jackie Chan films best described as action
movies, comedies, or something else entirely?) Second, the difficulty of making choices
of these sorts would create opportunities for government officials to indulge their biases
concerning the relative merits of various types of entertainment--one of the primary
hazards of an alternative compensation system. Finally, adoption of this approach would
forfeit one of the great advantages of an alternative compensation system as compared to
a market system. In the former, unlike the latter, the menu of entertainment products
made available to the public would reflect fairly the preferences of all consumers of
digital entertainment and would not be tilted toward the tastes of the rich, who are able
and willing to pay more for their songs and films.

Once again, therefore, it seems that a technique for tracking more carefully the
intensity of consumers’ desires, though intriguing, has more costs than benefits. We
would be better off relying on the imperfect approach outlined above: a simple
consumption count, adjusted to take into account differences in the duration of songs and
films.

Derivative Works

It is increasingly common these days for audio and video recordings to
incorporate portions of other recordings. The proposed system would make it possible to
divide the stream of revenue attributable to such a derivative or composite 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
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. (For the reasons explored in Chapter 2, when
unauthorized this activity is 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 appropriate to give him or her 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 incentives for creating works suitable for sampling without eroding substantially
the incentives to produce rap music. It also seems fair--using as our guide the criterion of
distributive justice outlined above. What formula would serve these ends? Because the
sampled sounds typically constitute only a small portion of the final recording,
distributing 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
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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 percent/25 percent 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 percent 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. The only difference is that the owners of the copyrights in the underlying audio
and video recordings would split (roughly) 75 percent 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, and so on. 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 percent, he or she would cease receiving any revenue.*®

Merits and Demerits

Almost (but not quite) 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 $470 per year on
purchases, rentals, and subscription access to audio and video recordings. In addition, the
members of the average household also “pay” a large (although difficult to calculate)
amount for access to recordings on radio and television by listening to or watching
advertisements they would rather not hear or see. Against this backdrop, consider how, in
the first year of its operation, the proposed regime would affect the three major subsets of
consumers.>®

The group that would benefit most dramatically consists of the 30.2 million
households that, in 2004, will already have both computers and broadband access. The
new tax would increase their subscription fees during the first year by $64. But in return,
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they would now have convenient ad-free access to unlimited amounts of recorded
entertainment for no additional charge. Assuming, plausibly, that they formerly spent at
least average amounts on music and films, they would be far better off.

The 34.8 million households that, 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 $221 to approximately $609 per year--a jump of $388--and thereby
reap the full benefits of the new system; (B) rely upon their dial-up modems and obtain,
for no additional cost, ad-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 better off;
option C would leave them no worse off.™*

The 44.5 million households that, in 2004, will still not be connected to the
Internet would probably end up, on balance, in more or less the same position. They too
would still be able to gain access to entertainment in the traditional fashions--buying
CDs, renting and buying videotapes, listening to commercial radio, watching commercial
television, and so on. In that sense, they would not be injured. They might reap an
ancillary benefit from the creation of the new regime: for reasons we will consider
shortly, the variety of music and movies in public circulation would likely increase. On
the other hand, at least some of those new products would probably only be available
online--and thus would be beyond their reach. Bottom line: they would be unlikely to
suffer net harm and might even gain.

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, and so on.

From the standpoint of consumers, the new regime would have other advantages
as well. Because the marginal cost of entertainment would now be close to zero, they
could listen to and watch as many songs and films as they wanted. Using the language of
economics, the net result would be a substantial diminution in “deadweight loss” and a
corresponding increase in *“consumer surplus.” Using a less technical vocabulary, the
result would be a major change in the “feel” of music and film. We would come to
experience recorded entertainment of all sorts the way we now experience the material
available on the radio and television. It would be always available, and would seem free.
The difference is that the quality and variety of that “free” content would rise sharply and
would not be larded with advertisements.

Another major change is that, 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
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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, on balance, the sorts of refined price-discrimination schemes made possible by
effective encryption systems would be inferior, from a social-welfare standpoint, to the
combination of monopoly pricing and second-degree price discrimination practiced by
record companies and movie studios today. That conclusion is debatable. But there is no
guestion that uniform, marginal-cost pricing would be better, from a social-welfare
standpoint, than either of those strategies.

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, musicians could create (at modest cost) their own recordings, set
up Websites, and offer their wares to the world at large. Consumers would not pay for the
recordings directly. Rather, the musicians would receive royalties through the
government--the magnitude of which would depend on the popularity of their 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 range of
entertainment products generated by the major suppliers has been declining recently. The
number of films released annually in the United States has been stable in recent years, but
many 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 things
they supply to increase radically.
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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 or her 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 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 must 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 he or 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 or her 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.>

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, artists would benefit financially from the new regime, would become less
dependent on a few intermediaries to distribute their recordings, and would enjoy much
greater freedom to incorporate into their own products other artists’ creations. All to the
good. But what about those artists whose creations are appropriated without permission--
the director whose masterpiece is sanitized; the singer whose signature recording is
incorporated into a motion picture whose message the singer considers loathsome; and so
on? Under current copyright law, they (or their assignees) would be able to block the
preparation of such derivative works. Under the proposed alternative compensation
system, they could not. (They’d make money when the modified forms are distributed,
but could not block either their creation or their distribution.) For some artists, the
prospect of such a loss of control over the manner in which their works are presented to
the public is horrifying.>®

They might find some solace in two aspects of the system--one legal, the other
technological. First, the proposed regime would leave untouched the rules of trademark
law that forbid deceiving consumers concerning the sources of goods and services. Thus,
for example, it would violate the Lanham Act to distribute to the public an expurgated
version of a Spielberg movie without making clear that it differed from the version
Spielberg originally created. (To avoid this legal hazard, one would expect expurgators to
insert into the initial credits for their movies disclaimers of the general sort: “This film
has been modified from its original version. Sexually explicit language and scenes have
been deleted. The creator and copyright owner of the original version are not responsible
for these changes.”) Second, the Copyright Office registry upon which the new regime
would be based would be made available to the general public on the Internet. The result
is that any consumer could easily ascertain the composition of any registered audio or
video recording--what other recordings it incorporated and how much original material
had been added to them. Together, these features would reduce to a minimum the danger
that a consumer would mistakenly give a composer, performer, or filmmaker either too
much or too little credit for a given work.

Nevertheless, it remains true that artists would, under this regime, lose a good
deal of the control they exercise under American copyright law over what happens to
their works once they enter the public arena--and that some artists would find that loss
painful. A blithe response would point out that this (and only this) aspect of the new
regime would be voluntary, insofar as the privilege to make derivative works only applies
to audio and video recordings registered in accordance with the new scheme. Thus, artists
truly appalled at the prospect of losing creative control could simply refuse to register
their recordings and would thereby retain the entitlements they currently enjoy under
section 106(2) of the Copyright Statute. But that would not be a fair retort. The new
system, if it worked, would be far superior to the existing regime as a mechanism for
distributing entertainment products. If they wished to make money or to reach large
audiences, most artists would likely feel compelled to use it.

A more severe response would be to assert that, in the new digital environment,
musicians’ and filmmakers’ interests in the integrity of every copy of their recordings are
no longer (if they ever were) worthy of protection. After all, artists of many other sorts
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are obliged to tolerate revisions and reconstructions of their works. An architect, for
example, cannot prevent the owner of one of his buildings from making whatever
“alterations” to the structure he wishes--or from subsequently reselling the altered
structure to someone else. The rights of a cabinetmaker are similarly limited. Both of
those examples involve unique works of art. The interest of a musician or filmmaker in
blocking the modification and subsequent redistribution of one among millions of
duplicates of his creations seems demonstrably weaker. Finally, and perhaps more
important, whatever modest weight the right of integrity might have in this context is
more than offset by the competing value of semiotic democracy--of enabling the public at
large to participate more actively in the construction of their cultural environment.>*

A reader unconvinced by this argument might find congenial an ingenious
approach suggested by Jamie Boyle. If we wished to preserve some degree of protection
for moral rights under the new regime, we might create a separate track within the system
for artists reluctant to expose their works to mash-ups, sampling, parodies, and so on. By
checking a box on the registration form, registrants could retain the entitlements they
currently enjoy to control the preparation of derivative works (entitlements qualified, of
course, by the fair-use doctrine). Electing this option would have a price; by checking the
box, registrants would agree to be paid only, say, two thirds of the amount to which they
would otherwise be entitled under the system. The foregone funds both would discourage
artists from taking this tack cavalierly and would roughly compensate the artists who did
not choose this option for the diminution in the stock of materials upon which they could
draw in the future.

Who else might have cause for complaint? The manufacturers, distributors, and
retailers of the containers currently used to store audio and video recordings plainly
would. 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.
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What about the manufacturers of consumer electronics and the suppliers of
broadband access? Under the second of the two taxation options discussed above, their
products would be subject to substantial taxes. Wouldn’t that undermine their businesses?
Perhaps. But the levies would not be exorbitant--far less, for example, than are imposed
on alcohol, cigarettes, and gasoline. More important, the new system would make their
products far more valuable to consumers and would thus increase demand for them.
Finally, The creation of an alternative compensation system would also eliminate the
need for rules--like the CBDTPA and the “broadcast flag” system discussed in Chapter 4-
-that restrict their freedom in designing their systems. Thus, on balance, they would be
better, not worse off.

Finally, society at large would benefit in various ways from the shift to such a
regime. The most obvious is that total transaction costs would decrease. 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 regimes described in Chapters 4 and 5--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 percent of the new tax revenues. But compared with the costs
associated with all of the plausible alternatives, that drain would be modest.*

At least as important as these economic advantages of the proposed regime would
be elimination of the widespread lawbreaking fostered by the current regime. In the
spring of 2003, approximately thirty-five million Americans were downloading digital
entertainment from the Internet without permission. After the RIAA began its highly
publicized campaign to locate and sue individual downloaders, that number dropped
sharply. But by the end of the year, at least eighteen million Americans were still
engaged in the activity. A side effect (or perhaps the primary purpose) of that campaign
has been to increase sharply the percentage of the population that acknowledges the
illegality of this behavior. Yet millions continue to do it. That so many people are
knowingly violating the law is culturally unhealthy. The reforms outlined in Chapters 4
and 5 would reduce the number of violators considerably, but many people would
continue to evade the enhanced legal and technological defenses of copyrights. Even the
most optimistic advocates of those reforms concede that they would generate situations
analogous to our current efforts to suppress the use of “recreational” drugs. The proposed
regime would enable us to avoid this unfortunate state of affairs altogether.
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Downloading, copying, and performing audio and video recordings would be lawful--
indeed, encouraged by the owners of the copyrights in those materials.

So far, the proposed system looks pretty good. To be sure, we have already
discussed two substantial problems to which it would give rise. First, under both of the
two plausible taxation options, 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--and that
misalignment would cause some degree of unfairness and some distortion of consumers’
choices. Second, unless tempered with the no-derivative-works option discussed above, it
would undermine artists’ control over the manner in which their creations are presented
to the public. But, with these reservations, the system has many substantial attractions.
We’re not quite done, however. Two other aspects of the proposal create serious cause
for concern.

The more obvious 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.

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 reduce somewhat
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. Rather than confronting a tension between a concentrated
and well-funded interest group and a dispersed community of consumers, the Copyright
Office would, reasonably soon, 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
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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.

The final disadvantage is that a system of the sort outlined in this chapter--a tax-
and-royalty regime instituted only in the United States--would leak across national
boundaries. French musicians and filmmakers who registered their recordings with the
American Copyright Office would be compensated, out of tax funds collected from
American consumers, when those recordings were heard and watched by American
consumers. But American musicians and filmmakers would receive nothing when their
recordings were heard or watched by French citizens. This effect would likely make
American taxpayers justifiably resentful. To be sure, American creators under such a
regime would not be significantly worse off than they are at present. In the new world, as
in the existing one, it would be illegal, under French copyright law, for French citizens to
download American songs and films from the Internet without permission. In the new
world, as in the present one, many French consumers would ignore the pertinent legal
prohibitions and would fill their hard drives with American entertainment. So the new
system would not hurt American producers. But it would also do nothing to strengthen
their positions vis-a-vis “foreign pirates.” In this respect, it would be less desirable than
the set of legal and technological defenses outlined in Chapter 4, which would have the
effect of limiting the availability of unauthorized audio and video recordings in other
countries as well as in the United States.

To sum up, the advantages of the system include:

e For consumers--large cost savings, more convenient access to more
diverse programming uncontaminated by advertisements, freedom from
price discrimination, and greater opportunities to participate in the
creative process;

e For artists--a reliable source of income, greater freedom in selecting the
intermediaries to distribute their work, and expanded opportunities to
draw upon existing recordings when making new ones;

e For the manufacturers of electronic equipment--increased demand for their
products and the elimination of constraints upon the design of their
devices;

e For society at large--a sharp reduction in the costs associated with
enforcing copyright law plus elimination of the culturally unhealthy
practice of widespread lawbreaking.

Its disadvantages include:

e Cross-subsidies and associated distortions of consumers’ behavior;
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e Erosion of artists’ ability to control the public presentations of their works
(unless the system contains a second track for artists hostile to the
reconfiguration of their creations);

e The hazards of administrative discretion and “rent-seeking”;
e Leakage across national boundaries.

Overall, though not perfect, this seems the best of the models we have considered
in this book.

The Life Cycle of the System

As we’ve seen, many things would have to happen to get this system off the
ground. The Copyright Office would have to be revamped. The registration system would
have to be designed and implemented. Congress would have to authorize new taxes. If
Congress opted for a tax on devices and services, rather than an increase in the income
tax, the Copyright Office would have to conduct extensive hearings to develop data much
more detailed and reliable than | have been able to offer here concerning the size and
shape of the tax base and the amount of money necessary to offset the injuries that would
be sustained by copyright owners as a result of being deprived of their traditional sources
of revenue. Once all these pieces were in place, the federal copyright statute would have
to be amended to permit consumers to engage in a host of activities that are currently
illegal.

What, more specifically, would the necessary revisions of the copyright statute
encompass? You will recall, from Chapter 2, that section 106 currently grants the owners
of copyrights in musical compositions, sound recordings, and motion pictures an
extensive set of exclusive rights. Sections 107 through 118 balance that grant with many
exceptions and limitations. Once the regime described in this chapter were operational,
Congress could and should add a new provision to the list of exceptions. The new
provision (call it section 107A) would permit the following:

Reproduction of a musical composition, sound recording, or motion
picture for noncommercial purposes (that is, consumption, not resale);

Preparation of a derivative work of a sound recording or motion picture
registered pursuant to the new scheme, provided that the derivative work
is also so registered before it is made available to the public;>®

Distribution of a sound recording (including a musical composition
embodied therein) or motion picture via the Internet;

Public performance of a sound recording (including a musical composition
embodied therein) via a digital audio transmission;
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Public performance of a motion picture via a digital video transmission.

These “safe harbors” correspond, as one might expect, to the methods of
accessing and enjoying digital entertainment that the counting and sampling systems
described above are designed to track and that determine how the new tax revenues are to
be distributed.

A crucial ancillary issue: What would be the role, if any, for digital rights
management in this new environment? That issue has three dimensions. First, would a
copyright owner be permitted to register an audio or video recording formatted so as to
limit the ways or number of times in which it could be copied or altered (such as the
sound recordings distributed by Apple through its iTunes Music Store) and then collect
money from the government when those recordings were reproduced or performed in
ways permitted by the copy-protection system (such as streamed by a Webcaster)?
Second, would a copyright owner be permitted to register an unencrypted version of a
particular recording but also to distribute to the public, presumably for fees, encrypted
versions of the same recording? Third, if a copyright owner opted out of the system
entirely, releasing only an encrypted version of his or her recording, would he or she be
able to invoke the protections of section 1201 of the Digital Millennium Copyright Act to
discourage consumers from “hacking” the encryption system? The answer to none of
these questions is obvious; with respect to each, reasonable arguments could be made on
both sides. On balance, however, the best answers seem to be the following.

On the first issue, no. One of the main aspirations of the new regime is to foster
semiotic democracy and more broadly to free consumers and artists to reproduce, modify,
and redistribute recordings. Permitting copyright owners to impose partial restraints on
their creations would limit our achievement of that end.

With respect to the second issue, it would seem sensible, at least until the new
regime had proven its effectiveness, to permit copyright owners to adopt such a hybrid
marketing strategy--for example, to sell copy-protected CDs while simultaneously
registering and distributing for free via the Internet unencrypted MP3 versions of the
same songs. Certainly, the preservation of this option would help reduce copyright
owners’ hostility to the adoption of the regime.

For much the same reason, it would seem unnecessary--at least at first--to
withdraw audio and video recordings from the protection of the DMCA. Let skeptical
musicians and filmmakers continue to use technological self-help measures to restrict
access to their creations--and let them continue to call upon the aid of the legal system to
protect those measures from hackers. If the new regime is as efficient as we have argued,
the skeptics will soon discover that it is simpler, cheaper, and more profitable to register
their recordings with the Copyright Office and rely upon distribution of royalties from
the government for their source of income.

Those, then, are the primary statutory adjustments that would be necessary to
launch the new regime. Unfortunately, that’s not the end of the story. Adoption of the
proposed section 107A would necessitate amendment of two treaties to which the United
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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.”*

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-a-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 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.®

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 expenditures on CDs, videotapes, and DVDs. The
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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. If the method by which the
money was raised were an income tax, then the increase in aggregate taxes over time
(almost certainly at a rate faster than the growth of the population) would also generate
an increase in per-capita taxes. The figure mentioned earlier--$27 per household, on
average--would obtain only during the first year. The number would be larger in each
subsequent year, until such time as virtually all audio and video recordings were
distributed under the auspices of the new regime.

How high might the taxes go up? Would there ever come a point at which
consumers would be paying more, on average, in taxes for access to entertainment than
they currently pay under a market-based system? No. The new regime would be
substantially more efficient than the present one for several independent reasons. First, it
would eliminate the many costs associated with manufacturing and distributing
containers (CDs, DVDs, and so on). Second, 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 under the
proposed regime--in ways that the Copyright Office could and would take into account
when making its annual adjustments of royalty and tax rates. Third and 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 spoofing 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.®*

A reprise of the calculations outlined earlier in this chapter lends credence to that
blanket prediction. Assume that, instead of displacing 20 percent of the distribution
systems currently employed in the record industry and 5 percent of the analogous systems
in the film industry, the new regime displaced 100 percent of both. Ignore, for the time
being, the potential savings, just mentioned, in overhead, marketing, legal expenses, and
encryption. Finally, assume, conservatively, no increase in the size of the population over
which the taxes would be spread. How much would the average household have to pay in
income taxes in order to run the expanded system? Approximately $254 per year--
roughly half of the amount they are currently paying. Note that this is a worst-case
scenario; almost certainly, for the reasons just outlined, the number would be lower.??

What if the money were raised, not through an income tax, but through a tax on
devices and services? Again, the aggregate tax burden would of course rise over time.
But the rate of increase would be partially offset by growth in the number of households
purchasing the equipment and services necessary to take advantage of the new system.
Indeed, on the assumption that the new regime would fully displace the old one only
when close to 100 percent of American households had broadband access, the average
tax burden per household under this approach would actually be lower than under the
income-tax approach (simply because the total number of households in the United States
is larger than the number that pay federal income taxes). Specifically, using the worst-

=45 -



case assumptions set forth, each household would pay, on average, $202 per year--or
$16.84 per month--in combined taxes on their Internet subscriptions and purchases of
various entertainment-related devices. (Unlike the income tax, these levies would not be
imposed on a progressive basis. In other words, poor households would pay
approximately the same amounts as wealthy households.)®

If successful, the system might expand over time to cover other forms of digital
entertainment. The distribution of electronic books, for example, could easily be brought
within its ambit. The electronic-games industry is a bit different, but might be folded into
the system with some adjustments. These additions would require a further increase in
tax rates, of course, but the benefits of the regime would expand correspondingly.

One change in the structure of the system may be forced by technological
advances. 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. If so, running the system through
taxes on devices and services--the most important of which are broadband subscriptions--
would no longer be feasible. At that point, Congress would have no choice but to change
to an income tax. Such a shift would be fair, insofar as, by then, the large majority of
taxpayers would be beneficiaries of the regime. For the reasons sketched above, it would
reduce administrative costs. And, by then, it might even be politically acceptable.

Finally, the success of the system might prompt countries other than the United
States to institute similar systems. Each would impose taxes on its own residents’ ISP
subscriptions and purchases of electronic equipment. Each would establish a registration
system, permitting copyright owners from every country to register audio and video
recordings. (Ultimately, these separate national offices might be superseded or
supplemented by a global registry for digital works.) Using schemes like those already
outlined, each country would estimate the relative frequency with which those recordings
were consumed by its residents--and would then distribute its tax revenues accordingly,
to both domestic and foreign registrants. An interlocking set of national regimes of this
sort would cure the third of the three major disadvantages of a tax-and-royalty system
noted in the previous section--namely its tendency to leak across national boundaries. All
of the national regimes would continue to leak, of course. But the leaks would occur in
both directions--and would fairly reflect the extent to which consumers within one
country were relying for their entertainment on works created by artists in other
countries.

Coda: 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, at least initially, to institute such a system? Could it be created without state aid?
In other words, could a voluntary analogue to such a regime be constructed in the shadow
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of current copyright law? Yes. If successful, such an enterprise could serve as a
demonstration project--reassuring skeptical legislators of the feasibility of a more
comprehensive, compulsory, tax-based regime. Alternatively, if successful enough, it
might survive indefinitely without governmental aid. This final section sketches such a
system, then considers its strengths and limitations.

The registration process for obtaining a unique identification number for a digital
version of an audio or video recording would be virtually identical. The form the
copyright owner filled out and the process of filing it would be the same. The registration
process would differ in only two respects. First, instead of the Copyright Office, the
registrar would be a private organization--which (for reasons to be explored shortly) we
will call The Entertainment Coop. Second, the registration form would include one
additional line: “By registering this work, | authorize all members of The Entertainment
Coop to reproduce it for noncommercial purposes, to distribute it to other members, to
modify it, to distribute to other members copies of the modified version, and to perform it
publicly to other members via a digital audio or video transmission--so long as | am
compensated in accordance with the rules and regulations of the coop.” In other words,
through a license agreement, the registrant would effect the same suspension of copyright
law that, in the compulsory regime, would be achieved through law.®*

By contrast, the source of the funds necessary to run the system would be
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 channels (described below)
through which registered entertainment products would be made available. The
passwords would be changed frequently to reduce unauthorized access to those channels.

Like the Copyright Office under a compulsory alternative compensation system,
the Entertainment Coop would maintain a publicly available directory of all registered
recordings and their corresponding registration numbers. But the coop could and should
also provide its members several additional services. First, the coop would maintain on
its servers--or, more plausibly, on a variety of servers run by other organizations licensed
by the coop--copies of all registered recordings (in a variety of formats), which members
could download to their own computers upon submitting their passwords. Next, the coop
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would license Webcasters to stream registered recordings to coop members. Some of
those streams would be noninteractive--like the History Channel or the collection of
Webcasters currently housed under the umbrella of Live365.com. Some would be
interactive, providing streams of audio and video recordings to users on demand. Many
of those services would be free. For access to others (especially interactive ones),
members would likely have to pay a fee--but a small one, because the services
themselves would not be paying the coop for the content they would be distributing.
Finally, the coop would provide its members a variety of informational services--
discussion boards, reviews of recently registered films and music, devices (like Gigabeat
or MusicMatch, discussed in Chapter 1) that would assist members in finding recordings
or services likely to match their tastes or needs.

The management of some of these services would be top-down. For example, a
“disc jockey” interested in Webcasting progressive jazz would obtain from the coop a
license to use any of the recordings in the coop registry. (The “price” of that license, as
indicated above, would be merely a commitment to limit access to the Webcast to coop
members.) The “disc jockey” would then select the sequence of cuts, perhaps add some
commentary and some recorded interviews with musicians, and begin streaming.®

But other services could and should be organized on a bottom-up basis. For
example, the selection of recordings included in some of the noninteractive Webcasts
would be made, collaboratively, by their respective listeners or viewers--in other words,
by subsets of the coop members. The best model for the mechanism that would make this
possible is the pioneering Website “Slashdot.” Yochai Benkler summarizes as follows the
pertinent aspects of the system:

Billed as “News for Nerds,” Slashdot primarily consists of users
commenting on initial submissions that cover a variety of technology-
related topics. The submissions are typically a link to an off-site story,
coupled with some initial commentary from the person who submits the
piece. Users follow up the initial submission with comments that often
number in the hundreds....

Slashdot implements an automated system to select moderators
from the pool of users. Moderators are selected according to several
criteria: They must be logged in (not anonymous), they must be regular
users (average users, not one-time page loaders or compulsive users), they
must have been using the site for a while (this defeats people who try to
sign up just to moderate), they must be willing, and they must have
positive “karma.” Karma is a number assigned to a user that primarily
reflects whether the user has posted good or bad comments (according to
ratings from other moderators). If a user meets these criteria, the program
assigns the user moderator status and the user gets five “influence points”
to review comments. The moderator rates a comment of his choice using a
drop-down list with words such as “flamebait” and “informative.” A
positive word increases the rating of a comment one point and a negative
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word decreases the rating one point. Each time a moderator rates a
comment, it costs the moderator one influence point, so the moderator can
only rate five comments for each moderating period, which lasts for three
days. If the user does not use the influence points within the period, they
expire. The moderation setup is designed to give many users a small
amount of power--thus decreasing the effect of rogue users or users with
poor judgment. The site also implements some automated “troll filters,”
which prevent users from sabotaging the system. The troll filters prevent
users from posting more than once every sixty seconds, prevent identical
posts, and will ban a user for twenty-four hours if the user has been
moderated down several times within a short time frame.

The system is powerful and popular. Tens of thousands of people
serve as volunteer editors. Hundreds of thousands read the posted stories
and comments. Its rating and filtering system is widely recognized as a
success.®

As Todd Larson suggests, a system of this general sort could be adapted for use in
the Webcasting context. A group of coop members interested in a particular genre--say,
samba or *“alternative country”--could form a group dedicated to managing a
noninteractive stream of music of that sort. Each member could submit recordings. Using
a variant of the Slashdot mechanism and software, other group members would rate
submitted recordings--and rate their fellow members’ evaluations. Members’ rating
power would rise or fall depending on the extent to which their judgments found favor
with their compatriots. Whether--or how often--recordings were included in the Webcast
would then be determined by their weighted ratings. Any coop member, not just the
participants in the club, could listen to the stream. Similar techniques might be employed
to generate and sort reviews of newly registered recordings and Gigabeat-style guides for
members seeking to expand their entertainment horizons.®’

The mechanisms that the coop would use to measure the relative frequency with
which registered recordings were consumed by its members would closely resemble the
mechanisms that the Copyright Office would employ in a compulsory system. Suppose,
for example, that Joshua Redman submitted his next set of jazz recordings. He would
receive a unique registration number for each track. The operators of each of the
Websites where the recordings were posted would then periodically report the number of
times they had been downloaded. More important, software distributed for free to all
coop members would periodically “call the mothership” to report the number of times the
downloaded tracks--and all other registered recordings--had been listened to (from
beginning to end). Similarly, Webcasters operated or licensed by the coop would report
the number of times each track was streamed and the approximate size of the audience
for that stream.

The simplest way of disbursing the funds collected through the system would be
to employ exactly the same usage-based approach described earlier as the most attractive
mechanism for distributing tax revenues. But the voluntary character of the coop might
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make more palatable some of the voting mechanisms discussed (and criticized)
previously in this chapter. For example, one could imagine organizing the system so that
a portion of the funds (how large a portion will be considered shortly) was distributed on
the basis of relative consumption data, while the remainder was distributed on some other
basis.

It would probably make most sense to organize the system as a nonprofit
corporation. Its charter would set forth the design features described above. It would be
administered by a traditional board of directors. In practice, however, the organization
could and should function as a special kind of cooperative society. To see how and why
requires some background.

There are two main kinds of cooperative enterprises. Producer cooperatives
consist of firms owned and operated by the people who supply the labor or the raw
materials for the products that the firm sells. The profits of such an enterprise are
typically shared among its members. The most famous of these consist of the enterprises
clustered in Mondragon, Spain, but others (such as traditional law firms) are scattered
through modern capitalist economies. Consumer cooperatives consist of clusters of
people who regularly buy a particular type of goods (such as groceries or hiking
equipment) who band together to buy the goods in bulk (thereby getting better prices)
and more generally to “defend and promote consumers’ interests.” Typically, they
redistribute to their members (in the form of “dividends”) the amount by which the
members’ contributions exceed the costs of the enterprise. Consumer cooperatives come
in various shapes and sizes, but the ones that flourished in the United States in the 1960s
and 1970s had an additional feature: the coop members, typically working together as
volunteers, assumed many of the functions ordinarily performed by employees of
retailers--selecting products, negotiating with suppliers, packaging products, stacking
shelves, and serving as cashiers. Crucial to the success of most enterprises of both sorts is
a spirit of cooperation, of common commitment to an enterprise (and sometimes a cause).
In addition, most enterprises of both sorts are to some extent steered by their members--
meaning that some of their rules and decisions are determined by their members, voting
either directly or through representatives.®

Our proposed Entertainment Coop would incorporate some (though not all)
features of traditional cooperatives of both types. The suppliers of the registered
recordings would not own the enterprise, but, like the contributors to a producer
cooperative, they would share its profits. Partly as a result, one could expect them to
strive to nourish the enterprise--by encouraging their fans to participate, by exhorting
other artists to sign up (thus helping to produce a critical mass of recordings), by
providing interviews or other material for the ancillary informational services, and so on.
Like the members of (American-style) consumer cooperatives, the members of the
Entertainment Coop would help to shape and distribute its products--by participating, as
volunteers, in Slashdot-style rating systems that would help determine what recordings
were delivered to other members. An increasing percentage of the participants in the
enterprise would perform both roles: they would combine material drawn from the stock
of registered recordings with their own material to generate derivative works, which they
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in turn would register. Thus, over time, the distinction between contributors and
consumers would blur.

Would the Entertainment Coop, like some traditional cooperatives, be run
democratically? In other words, would its contributors or members have any say in its
policies? Among the reasons for structuring the organization so as to provide them that
opportunity is that it would reinforce its participatory, communitarian ethos--likely one of
its main attractions. But there are hazards along this path. For example, contributors
might be inclined to exercise their voting power so as to limit expenditures on the kinds
of services described above and thus maximize the percentage of the organization’s
revenues that ended up in their own pockets. (Producer cooperatives are notoriously
vulnerable to this particular disease.) Thus, if democratic procedures were incorporated
into the organization, checks and balances and “constitutional” constraints analogous to
those that stabilize the American system of representative government should also
probably be included. For example, one might embed in the charter of the organization a
provision, immune to revision through the votes of the members, that two thirds of the
coop’s profits must be distributed on the basis of the relative popularity of the registered
recordings. One might further specify that, with respect to the distribution of the
remaining one third, deviation from the relative-popularity criterion would occur only
upon the affirmative consent of majorities both of the contributors and of the consumer
members.®

A voluntary organization of the sort just sketched would have many of the
advantages of a compulsory, tax-based alternative compensation system. In addition, it
would be a good deal less controversial--precisely because it would be voluntary. Who
could persuasively object to the formation of a new funding and distribution agency,
whose success or failure would depend entirely upon whether individual artists and
consumers thought it superior to the existing agencies?

Such an organization would, however, be less good than a compulsory regime in
two ways. First, it would leak. Sooner or later, despite the password protections on the
coop-affiliated Websites and streams, 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 (illegally), 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 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. Nevertheless, in this respect, a voluntary
regime would plainly be worse than a compulsory, tax-based regime, which would not be
subject to any “leakage.”

Second, it would be both crucial and difficult, as was suggested parenthetically
above, to persuade enough musicians and filmmakers to sign up for the system in order to
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provide a sufficiently large stock of recordings to attract consumers. After all, the coop
would have to compete with the a-la-carte for-profit distribution services, such as the
iTunes Music Store and the new Napster, each of which can already offer consumers
several hundred thousand recordings. To be sure, the coop would have other advantages.
Unburdened by the transaction costs associated with micropayments, its prices would be
lower than those of the commercial sites. And many consumers would likely be attracted
by the image of an organization that promised to distribute to its contributors all of the
amount by which its revenues exceeded its operating costs. But these attractions would
only go so far. In the end, the coop could survive only if very large numbers of artists
signed on.

How might that be achieved? One strategy would be for a consortium of public
and private actors to prime the pump. As it happens, in Brazil, something of that sort is
already occurring. A group of scholars and musicians, led by Ronaldo Lemos and
Joaquim Falcao, with the crucial support of Gilberto Gil, the Brazilian minister of
culture, has begun to build a digital library of Brazilian music, to be called Canto Livre.
To date, the organizers have focused most of their attention on gathering recordings
sufficiently old that the copyrights in them have expired. (In Brazil, old music enjoys
greater respect and popularity than it does in the United States.) With respect to that
material, no one needs to be compensated when copies are deposited in the library and
made available to the world. Soon, however, they will begin to offer the owners of the
copyrights in more recent recordings fees in return for contributing their creations to the
pot. Where will the money necessary to provide those incentives and then run the system
come from? Initially, from a government agency (Financiadora de Estudos e Projetos, the
Brazilian equivalent of the National Science Foundation) and from private and state-
owned corporations, whose generosity has been stimulated by commitments from the
national government to afford them partially offsetting tax exemptions. But Minister Gil
has made clear that, soon, the library must stand on its own feet, financially. How might
it do so? Through the formation of a voluntary, subscription-based entertainment coop of
the sort outlined in this section. Efforts to launch such a venture have already begun.”

We thus end where we began--not in the United States, the jurisdiction that has
occupied our attention for most of this journey, but in Brazil. In 2000, the popularity of
the Napster system in that country was an indicator of the character and severity of the
crisis about to overwhelm the music and film industries. In 2004, cultural and political
conditions there may provide us, fortuitously, an opportunity to test one of the most
promising solutions to that crisis. Stay tuned.
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