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C H A P T E R

The Digital Millennium

2

For nearly a century, the modern music 
industry was forged by two then-new 
technologies—the phonograph record and 

broadcasting. In the late 20th century, a third 
force—digital technology1—emerged to shake 
the industry’s foundations. Digital technology 
radically altered not only the business of music 
but also its creation, manufacture, distribution, 
and consumption. Furthermore, it changed the 
very culture of how music is created, with inexpensive technologies to record, present, 
distribute, promote, and play music, fashioning a unique artistic and commercial 
digital democracy, which drew music creator and music consumer closer even as it 
blurred the boundary between them.

Digital’s power was most graphically illustrated in the arena of distribution. 
When Philips and Sony collaborated on the development of the compact disc (CD) 
in the 1980s, no one could have predicted the extent to which digital technol-
ogy, in combination with the Internet, would revolutionize the business. A few 
years later, the unauthorized digital distribution of music via early peer-to-peer 
(P2P) networks like Napster and Grokster, and by websites like The Pirate Bay and 
LimeWire, were big drivers behind the music industry sales slump that began with 
the new millennium. Global recorded music sales dropped by nearly half in the fol-
lowing decade. As a result, the digital millennium heralded an era of financial pain 
for the music industry. 

“The future is already here—it’s 

just not very evenly distributed.”

—William Gibson

“
”

Left: Steve Jobs unveils Apple’s iPod Mini, 2004.
Photo © Frederic Larsen/San Francisco Chronicle/Corbis. 
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S E T T I N G  T H E  S T A G E14

The Double-Edged Sword  

From the onset, digital recording and distribution created a quagmire of conflict-
ing benefits and disadvantages for the recording industry. On one hand, those 
making the actual recordings—recording artists, producers, and engineers—
found in the digital medium freedom from the technical constraints of analog tape, 
including tape noise and limited dynamic range. Furthermore, as digital audio 
technology progressed, musicians and producers were given powerful new tools, 
such as digital signal processing systems (DSP)—digital reverbs, delays, samplers, 
looping, pitch-tuning, and editing capability—that vastly enhanced their ability to 
create and assemble sounds.

Record labels equally benefited. The CD was initially an expensive proposition to 
manufacture, and replication was concentrated in factories owned mainly by major 
record labels. The cost of a manufactured, packaged CD dropped quickly, from an 
estimated $2 per disc in 1988 to less than $1 by 2000. Thanks to sustained demand 
for CDs and early players being unable to record, however, the labels managed to 
maintain their retail prices and their substantial profit margin to a large extent 
throughout this period. At the same time, the labels’ marketing strategy of releasing 
popular album titles from their vast catalogs was encouraging consumers to replace 
entire vinyl and cassette tape collections with the CD version, further stimulating 
sales of CDs and CD players (Sony and Philips, which then owned both record labels 
and consumer electronics divisions, derived double benefit from retail sales of CD 
players and from CD patent licensing royalties). Furthermore, when the CD was 
introduced in 1982 but was still unproven as a successful consumer format, labels 
were able to demand sales-royalty rate reductions from recording artists, ostensibly to 
help mitigate the legitimate cost of fostering the new technology but simultaneously 
increasing label profits.

However, digital’s dark side quickly became apparent. While analog cassette 
tapes could be copied fewer than a dozen times before generational fidelity loss ren-
dered them unusable, digital music, on a CD or in the form of an electronic file, could 
be copied—“cloned”—infinitely and distributed instantly with the click of a mouse 
anywhere in the world. Songs “ripped” from a CD that was paid for once could 
be redistributed an unlimited number of times for free. Understandably, this led to 
the double-digit percentage declines in record sales that decimated what had come to 
be known as the “legacy” (i.e., pre–digital era) music industry.

Internet Synergy  

The growth of the Internet in the 1990s created a volatile proposition, providing a 
virtually unregulatable yet broadly accessible channel to distribute digitized music 
files between computers, known as P2P file sharing. Music piracy mushroomed, 
engendering financial losses in the hundreds of millions of dollars for labels, music 
publishers, and the artists, producers, musicians, and songwriters who depended on 
music sales for their livelihood.

A lengthy series of legal battles and buyouts left the major recording corporations 
in control of some of the most well-known file-sharing entities, including Napster, 
but the giant corporations had little in the way of innate organizational or entrepre-
neurial skills to turn these newly acquired entities to their own advantage. In fact, it 
would not be until 2011 that the decline in aggregate music sales would abate some-
what, thanks to digital download and streaming revenue rising to make up for much 
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Chapte r 2    The D iG iTal MillenniuM 15

of the decline in physical media sales.  However, piracy continued to negatively affect 
the music market, since according to the IFPI and Nielsen, one in four Internet users 
worldwide regularly accessed unlicensed services.

 Labels Sow Seeds of Self-Destruction

As the digital Pandora’s box began to open years ago, the music industry fought back 
using legislation, litigation, and market propaganda. Several key pieces of digital 
technology legislation were passed in the United States. The Audio Home Recording 
Act (AHRA) of 1992 stipulated by whom and for what purposes digital copies could 
be legitimately made. The Digital Millennium Copyright Act (1998) was more com-
prehensive, particularly in establishing a mechanism for securing copyrighted music 
online. But legislation proved too weak to address the issue and furthermore revealed 
a growing divide between the digital Zeitgeist and legacy entities that had built for-
tunes on the foundation of inviolate intellectual property. Case in point: In 2012, 
the Stop Online Piracy Act (SOPA), whose provisions included allowing copyright 
holders to request court orders that would bar access to alleged infringing websites 
and far stricter penalties for infringers, was successfully blocked by a consortium of 
entities ranging from Google to library associations, who asserted that SOPA would 
lead to wholesale censorship of the Internet.

In 2007, the Record Industry Association of America (RIAA) turned to mass 
litigation. It sued colleges, universities (their central servers had become a popular 
file-sharing nexus among students, the largest cohort of early illicit downloaders), and 
individuals. The civil litigations were tactically successful but strategically dubious, 
causing public relations damage to the record industry as a whole. The RIAA eventu-
ally shifted to publicity campaigns to raise awareness about the implications of illegal 
music distribution.

The RIAA’s efforts may have gone as far as they could. Digital rights manage-
ment (DRM), file encryption, and the threat of litigation were deterrents to some 
casual file sharers, but they did little to affect the apparent hard-core file-sharing 
users who were likely to continue downloading illicitly. This legislative/litigious game 
of technological cat-and-mouse made one thing clear: The mechanisms of law and 
regulation simply could not keep up with the rapid innovation that digital technology 
brought to music. An on-demand mind-set was fostered among music consumers, 
who now wanted music whenever and wherever they decided, and thus ultimately 
changed the economic structure of the music industry. The labels would have to 
adapt—if they could.

 Smaller, Cheaper, Faster, Better (?)

At the heart of the digital music revolution is how digital technology changed the 
process of making music, from the relative confines of analog technology to the 
potentially infinite realm of digital’s nonlinear universe.

In the late 1980s, computer-based multitrack recording and editing platforms 
began to proliferate, from companies including Steinberg (Nuendo, Cubase), Apple 
(Logic, Garageband), and Avid (whose Pro Tools system eventually came to domi-
nate the field). Within a decade, software-based audio recording became ubiquitous. 
Analog tape, on which modern music recording had been founded, had become sim-
ply an expensive niche.
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S E T T I N G  T H E  S T A G E16

This had serious implications for the music industry. For one thing, it lessened the 
need for conventional recording studios. Records that once had to be made in multi-
million-dollar facilities with complex acoustical designs and expensive equipment 
could now be made in homes and other personal spaces, using an expanding universe 
of inexpensive software-based recording and processing systems. Simultaneously, the 
ability to distribute and promote independent records using the Internet was greatly 
enhanced. This chipped away at the major labels’ other putative advantage—their 
promotion, manufacturing, and distribution infrastructure. The independent record 
sector of the music business, which by the turn of the century accounted for nearly 
a quarter of all reported sales, began to threaten the power of the larger labels. Here 
are the consequences: The digital revolution enabled high-quality, low-cost record-
ing and inexpensive online distribution that improves economics for aspiring and 
semi-professional musicians. But at the same time, digital technology is the catalyst 
for piracy that cut into recorded music sales of globally popular major-label artists. 
Digital democracy, indeed.

The Economics of Digital Distribution:  
Change and Evolution  

Starting in the 1960s, the rise of pop music as a multi-million-dollar enterprise and 
the transformation of record production from a relatively straightforward process 
into a complex subculture created an economically distorted landscape. As rock 
music and later hip-hop genres became a larger force in popular culture, recordings 
were transformed into artistic sojourns, and the now lightly supervised recording 
process sometimes stretched into months and even years. Costs spiraled upward. 
With a larger array of technologically advanced and geographically diverse record-
ing facilities, and a growing cadre of independent record producers to guide them, 
rock and pop music artists gained more autonomy over the making of their records. 
Record label A&R departments, which once routinely assigned producers to art-
ists and chose their recording studios, transitioned to advancing artists lump-sum 
amounts to pay for their choice of producer and recording location(s) and as an 
advance on royalties (they hoped) to be earned back from the sale of those records. 
(Today, some even argue, who needs the expense and bureaucracy of A&R talent 
hunters when promising amateurs are showcased on TV talent shows and YouTube? 
TV shows instantly expose talent to a large audience and viewership data counters 
reveal who is a hit online.)

The numbers game of music production evolved into one that seems, in retro-
spect, odd, to say the least: Most of the thousands of recording artists signed by what 
were once a dozen or so major labels in the past nearly 50 years never recouped their 
costs. However, contracts almost always stipulated that the advanced monies could be 
recouped only from the sales of artists’ records; that is, if an artist was dropped from a 
label, the debt remained with the recording, not the artist, who was free to sign with 
another label, if he or she could, and start the process all over again.

In a very real sense, record labels were acting as banks that, when they made 
“bad loans” (in the form of monetary advances for failed albums), forgave the debt; 
when they made successful products, those seemingly lucky artists found themselves 
relegated to a sort of decently paid sharecropper status (in a typical recording con-
tract earning between 12% and 15% of wholesale). Nonetheless, despite the fact that 
record budgets continued to increase—particularly after the music video (which 
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Chapte r 2    The D iG iTal MillenniuM 17

could sometimes cost as much as the album to produce) became an accepted part of 
artist promotion in the 1980s—the system worked—profits from successful records 
paid for the losses of failed ones with enough left over, most of the time, for a profit 
to the label. That is, until music file sharing undermined that economic model with 
its own undeniable logic: The more successful a recording was, the more it became 
the target of illicit downloading. Legacy record labels have implemented variations 
on this business model as they seek to offset these losses. One of these is a “360 deal,” 
which gives a label participation in the artist’s revenues from concert-ticket and mer-
chandise sales in exchange for larger advances and broader marketing support.

 The New Economic Order

Digital technology and the Internet created a new economic paradigm for record-
ing artists, one that enables far more artists to actually earn a living from making 
and selling music as independents outside the framework of the traditional business 
architecture. Digital recording technologies reduce the artist’s reliance on major label 
funding, and the Internet creates a pathway for artists to directly market and distrib-
ute their recordings.

Digital democracy comes at a price, however. While the power implicit in the 
software tools of digital music and the unprecedented reach of the Internet have cre-
ated a “backstage pass” past the music industry’s traditional gatekeepers, like A&R 
executives and managers, some argue that what has been lost is the filtering process 
that the legacy record industry offered. In the previous era, bands and artists had 
to run a gamut of self-financed steps—demos, club gigs, and so on—to attract ini-
tial record label interest. From there, artists had to prove themselves to successive 
levels of label hierarchy, at the same time pursuing business management, agency 
representation, and other necessities. As economically anomalous and inflexible as 
the old record industry business model had become, it had also served as a develop-
ment ground for several generations of well-trained “ears” who knew what it took to 
make a hit record and recognize talent—executives like Doug Morris, who once sold 
records for his independent label from the trunk of his car and later became chairman 
and CEO of Universal Music Group, or Clive Davis, former president of Columbia 
Records and later founder of Arista Records. As the influence of these gatekeepers 
receded, vastly greater numbers of records have been released into the market even as 
overall unit sales decline—the flip side of digital democracy. To many, this inversion 
has actually undermined the perceived value of music itself.

iTunes Arrives

Near the turn of the century, the most robust new business model for the music 
industry emerged from a computer company, which was both appropriate and ironic, 
given the computer’s central place in the upheaval of the music business. Apple’s 
iTunes was a way to legitimize and monetize music file downloading.

The economics were cut and dried: Labels received a fixed amount from each 
sale, approximately two-thirds of $0.99 single-song downloads, with that formula 
more or less extrapolated for complete digital album sales. However, the labels lobbied 
vigorously for Apple to raise its prices, a move that Apple resisted until 2008, when 
a reformulated agreement between iTunes and the labels resulted in both sides com-
promising on two key points: Apple would for the first time permit a variable pricing 
scheme, keeping the $0.99 128-KB-resolution single-song download and adding a 
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S E T T I N G  T H E  S T A G E18

$1.29 price point for higher quality downloads at 256 KB, as well as a $0.69 price for 
back-catalog songs, applicable at the labels’ discretion. For their part, the record labels 
agreed to let Apple remove embedded DRM code from the song files.

iTunes created the template for an entirely new music distribution system, one 
followed by other retailers, including Amazon.com and Wal-Mart. But it also estab-
lished another trend that was ultimately detrimental to conventional record labels, 
which had built much of their revenue from the sale of CDs to consumers who often 
bought a CD just to access one or two favorite songs. Now consumers could simply 
buy the few songs they really wanted. Thus, even though music unit sales began to 
slowly rise, as legitimate single-song downloading increased, overall record-label rev-
enues continued to stagger along an uncertain path.

Streaming

The iPhone was the vanguard emblematic of a wave of synergy between music and 
mobile devices that continues unabated, generating billions of dollars annually for 
a web of stakeholders, including device makers, operating system developers, wire-
less network providers, record labels, and content producers, including music cre-
ators. Today, all major mobile service providers offer access to online music via apps 
from streaming music providers such as Spotify and Pandora. This represents a 
transitioning from the download model, in which consumers buy individual songs 
as downloads and store them on their devices or in “cloud”-based digital lockers 
(remote servers often operated by third-party companies) to a streaming model in 
which consumers can access all the music available from a specific content aggrega-
tor at any time through any of their devices for a monthly subscription fee. Digital 
lockers allow users to permanently store and then endlessly access their owned music 
via all their authenticated devices. Streaming offers a large inventory of music that is 
essentially rented.

The streaming business model (or rental), however, continues the trend of reduc-
ing revenues for music rights owners and artists—whereas copyright owners would 
earn about 70% of the proceeds of a $0.69 to $1.29 sale per track through iTunes, 
they earn a few cents or fraction of a cent per streaming play, as do recording art-
ists. According to data compiled by former JupiterResearch analyst Mark Mulligan, 
music artists must rack up 80 to 200 music streams to earn royalties equivalent to one 
download, leading some major artists to refuse to license their music for streaming. 
However, while that represents a significant decrease in per-play revenue for songwrit-
ers and publishers compared to what they earn through terrestrial radio airplay, it’s 
found money for nonauthor artists, who in the United States earn nothing directly 
from radio airplay.

Music—its creation, realization, and distribution—is now almost entirely a digi-
tal proposition. Companies and individuals who understand the dynamics of digital 
commerce are best poised to exploit that dramatically changed paradigm.

Consolidation

Merger and acquisition activity has been common within the music industry 
throughout its history. It accelerated in the 1970s as existing major labels acquired 
smaller ones to increase their market penetration (such as Sony Corporation’s buy of 
Columbia Records in 1988), acquire its catalog assets (such as the sale of Motown 
to MCA that same year), or as a creative resource (a role David Geffen’s Asylum 
Records played for Warner Bros. in the 1970s). This trend continued into the 21st 
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Chapte r 2    The D iG iTal MillenniuM 19

century, although it was fueled more by the need to reduce costs in the face of the 
digitally driven music business. In 1998, there were six majors: Warner Music Group, 
EMI, Sony Music, BMG Music, Universal Music Group, and PolyGram. By 2012, 
Universal absorbed PolyGram, Sony merged with BMG, and Universal Music Group 
acquired EMI Records’ recorded music assets.

On the concert side, it’s the same story. Live Nation and AEG dominate the 
business of promoting national concert tours after being consolidators. They control 
a big chunk of concert venues, but it doesn’t stop there. Live Nation owns national 
ticketing behemoth Ticketmaster and has gobbled up over 100 personal managers 
that guide careers of music acts that headline in its arenas. That’s vertical integration, 
putting many different facets of the same business (the vertical part) under one roof 
(integrated together). With size, Live Nation is a magnet for $300 million a year in 
advertising and sponsorships and also controls huge online consumer traffic with its 
website properties. 

The benefits of consolidation are greater efficiency as more business gets funneled 
through a single sales organization, and costs of administration are better supported 
by a large underlying business. In the music business, many act on the belief that size 
does matter.

Where the Money Is Today

Not all the recent changes that have reshaped recent music business economics are 
bleak. The concert business remains healthy, and lucrative niches have opened up. 
Britney Spears took an artist-in-residence gig at Planet Hollywood in Las Vegas, 
reportedly earning $15 million a year. Her booking is part of a trend of recording 
artists getting big paychecks as regular performers in the growing field of gambling 
casino theaters (more states and municipalities have legalized gambling). Not a musi-
cal headliner? No problem. Get a job as a performer for cruise lines that regularly 
mount musical stage productions at sea, letting you get a paycheck and see the world.

Trending opposite the downturn in recorded music, music publishing income 
actually has been growing as movies and TV programs, commercials, and other 
audiovisual productions license underlying rights to popular tunes. Synchronous 
rights—using the original hit version—also generates some fat paydays. Nissan paid 
$1 million for Harry Chapin’s hit version of “Cat’s in the Cradle” for one of the 
automaker’s Super Bowl TV commercials. Also springing up amid recorded music’s 
economic funk is the boom in electronic dance music (EDM), which made mil-
lionaires out of the most talented disc jockeys dishing out recorded music to concert 
audiences and spawning mammoth music festivals. Music is on the lips and in the 
hearts of consumers around the world, so it’s no surprise these pockets of economic 
strength emerge.

 The Digital Future

The upheaval that the music industry experienced in recent years is in some ways 
rather familiar. Every technology-led revolution of the past two centuries—rail-
roads, telephones, electricity, the Internet—experienced similar stages of evolution: 
an embryonic, high-tech stage (limited accessibility, technology rapidly evolving), an 
entrepreneurial stage (technology stabilizes and attracts capital), an explosive growth 
stage (numerous commercial startups and multiple business models appear, a stage 
many consider the music industry to be occupying now), and a consolidation phase 
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S E T T I N G  T H E  S T A G E20

(the participants are fewer but the entities are larger because of mergers and acquisitions, 
a stage legacy record labels exploited successfully in decades past).

But the digital revolution, while following familiar business patterns, has also 
changed the attitude of more than a generation of music consumers, perhaps irrevo-
cably. For instance, the ease with which digital distribution made music freely acces-
sible has created a culture in which music is often perceived as being free of cost. 
The public often perceived a legal conflict as one between corporate hegemony and 
individual rights, a situation that encouraged a widely held perception that the cost of 
music product was out of proportion to the cost of making it.

Ultimately, as the encrusted shell of the old music business disintegrates, digital 
technology has made the music business an entrepreneurial one once again. With 
access to affordable production of music and digital distribution less encumbered by 
the capital and logistical requirements of manufacturing and physical distribution, 
the music industry has become less mythical and more accessible to more people. As a 
result of digital, the music business may have shed some of its mystique and glamour, 
but in the process, it has become a viable career choice in more ways and for more 
people than ever before.

Note  

1. While the term digital was originally only used to contrast with analog, many in the 
industry today use it informally to embrace all forms of new, nonphysical media and 
their associated business models. Strictly speaking, the CD, the leading physical format 
of the age, is itself a digital format and distinct from the analog LP and cassette formats 
it supplanted.

Chapter Takeaways

•• Digital technology has been a double-edged 
sword, improving the ability to produce new 
sounds but threatening the established order 
of distributing recorded music.

•• Overwhelmed by the free-on-demand mind-
set sweeping cyberspace, record labels 
eventually backed away from antipiracy mass 
litigation and digital rights management 
(DRM) as enforcement tools.

•• The democratization of the music business 
has diminished the importance of the 

gatekeeper function of key record label 
personnel.

•• Streaming subscription services rose in 
importance and popularity in the early years 
of the 21st century.

•• The major labels were largely caught flat-
footed in the digital age, watching with alarm 
as technology companies such as Apple, 
Pandora, and Spotify pioneered disruptive 
business paths.

Key Terms
�� 360 deal   (p. 17)

�� electronic dance music 
(EDM)   (p. 19)

�� digital lockers   (p. 18)

�� digital rights management 
(DRM)   (p. 15)

�� intellectual property   (p. 15)

�� P2P   (p. 13)

�� piracy   (p. 14)

�� streaming   (p. 18)
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Discussion Questions

1. With the shift to digital media, explain 
why aspiring and semi-pro musicians with 
recording aspirations were helped and why 
the major recorded music labels suffered.

2. Recorded music revenue slumped with the 
advent of digital media, but what other parts 
of the music business have enjoyed good 
economic times in recent years?

3. What changes do you anticipate in the digital 
music business in the next decade? 

4. What can record labels change in order to 
profit through digital media?
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