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Executive Summary

From its inception in the U.S. in the early 20th
century, compulsory licensing has been seen as a
means of making intellectual works available by
reducing some of the transaction costs associated
with obtaining permission to use copyrighted
material. There are now increasing calls for com-
pulsory licensing for digitized works on the
Internet, particularly music.

Conceptually, a compulsory license falls mid-
way between granting full copyright, which gives
owners broad control, and denying copyright pro-
tection altogether.

Rather than allowing musicians, artists, and
other copyright owners to negotiate licensing
terms for use of their works, a compulsory license
forces copyright owners to allow use of their
works under legislatively set prices and restric-
tions on use.

When warring groups sound the alarm over
excessive control via copyright on the one hand and
insufficient incentives to create on the other, com-
pulsory licensing seems a reasonable compromise.
Compulsory licensing seems to pay off big in the
short term by reducing the need for individual buy-

ers to locate, negotiate with, and pay individual sell-
ers. Compulsory licensing supposedly addresses the
“market failure” of high transaction costs.

But markets for digitized works do not suffer
from market failures. Furthermore, the Internet
has reduced the transaction costs that once served
as a key rationale for compulsory licensing. Recent
developments suggest that fears of excessive con-
trol of digital content are overblown. Without
enhancing compulsory licensing, the digital land-
scape is diverse, as the case of music demonstrates.
There is free music, temporarily free music, and
low-cost music online. Offline, music companies
are lowering the prices of CDs.

The influence costs associated with compul-
sory licensing schemes make them a more expen-
sive mechanism for setting prices. Private negoti-
ations are much cheaper and more flexible over
the long term.

In the digital realm, we have not yet aban-
doned the basic building blocks of all creative
endeavors—property rights, contracts, and vol-
untary markets—and we therefore retain the pre-
conditions for future growth and diversification.

Robert P. Merges is a professor at the University of California—DBerkeley School of Law and the University of

California—Davis School of Law.
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Introduction

Near the beginning of the Internet revolu-
tion, I called for patience in intellectual prop-
erty (IP) policy, despite the controversy gener-
ated by the ease of sharing copied digital con-
tent, such as music, movies, and electronic
books." As is well known, the Internet not only
provided everyone a printing press, but file-
sharing applications like Napster and Kazaa
have made content like music and movies
freely available and, therefore, have made pro-
ducers of such content reluctant to fully
embrace the Web as a distribution channel.

Intellectual property rights were indeed
going to cause bottlenecks in the commercial
distribution of digital content of all kinds.
But, based on historical examples, any
attempt to circumvent the sometimes slow
process of market formation via the mecha-
nism of property rights would likely leave
society worse off. In other situations seem-
ingly intractable bottlenecks had been eased
by the formation of cooperative organiza-
tions made up of the holders of multiple and
disparate property rights, such as ASCAP
(the American Society of Composers, Artists
and Publishers), formed to clear copyrights
in the early days of radio. I sang the praises of
these voluntary, private organizations, espe-
cially compared to legislative compulsory
licensing schemes designed to do an end-run
around private bargaining.

Despite mounting cries for compulsory
licensing to facilitate the distribution of digi-
tal entertainment and information, I have
not changed my tune. Indeed, the Promised
Land of widespread digital distribution is
upon us in many areas, and very nearly so in
others. There is still a dearth of legitimate
music, television, and blockbuster movies
offered online by their creators. But we will
be judged wise for avoiding abrupt changes
in our IP system that replace voluntarism
and trade with forced sharing, such as
expanded compulsory licensing of content.
In the digital realm, we have not yet aban-
doned the basic building blocks of our cre-
ative industries—property rights, contracts,

and markets—and have therefore retained the
conditions for future growth and diversifica-
tion. There will still be times when the expe-
dient of market circumvention, such as com-
pulsory licenses, may sound appealing, but
we would be wise to avoid it.

Where We Are Now

Let’s examine music, since so much of the
fuss is centered on the downloading of copy-
righted music. Some observers have suggest-
ed compulsory licensing as a means of mak-
ing music widely available for download.
Rather than allowing musicians, artists, and
other copyright owners to negotiate licensing
terms for use of their works with content dis-
tributors and consumers, a compulsory
licensing regime would impose a mandatory
licensing system to force copyright owners to
allow use of their works under legislatively set
prices and restrictions on use. The making of
cover songs provides a familiar non-Internet
example: if the White Stripes wanted to cover
“Lawyers, Guns and Money” by the late
Warren Zevon, they would pay the statutory
fee and the copyright owner would have to
allow them to use the song.

But expanded compulsory licensing for
online media would be ill advised. While
there have been years of reluctance by media
companies, today anyone can legally down-
load music from all five of the “major” record
labels for as little as 49 cents per song.
Depending on the service, one can listen to a
song once, capture it for multiple plays in a
set period of time, or “burn” it onto a cus-
tomized, personal CD.” Consumers can also
listen to a “live stream” of music selected by
an Internet DJ, with royalties paid to the
songwriters.” Of course, anyone can still go to
a record store and buy a CD.

In addition, consumers can legally down-
load generous amounts of free music. Many
talented musicians make their work avail-
able, cost-free, over the Internet. Some offer a
portion of their work for free, hoping to gen-
erate enough buzz about their music that lis-



teners are willing to pay for more later (for a
concert ticket or a CD). This online distribu-
tion model increasingly constrains the price
of the “legitimate” downloading services
referred to above, particularly as mainstream
artists embrace it as an alternative to tradi-
tional recording companies.

The Curious Appeal of
Compulsory Licensing

Now, with such ample content available,
one would think things are working fairly
well, growing pains aside. Visionary business-
man Steve Jobs evidently thinks so: he recent-
ly guided Apple Computer—a hardware com-
pany—into the vibrant and competitive mar-
ket for music downloading.*

Compared to the hue and cry of only a few
years ago, when the record labels were widely
criticized for “not getting” the Internet, the
outlook today seems promising. One of the
last things one might expect is a call for a rad-
ical overhaul and government involvement in
the distribution mechanisms of music and
other digital content. Yet that is exactly what
we are hearing, most prominently from well-
respected legal scholar Lawrence Lessig.’ In
his recent book, The Future of Ideas, Lessig out-
lines a plan for compulsory licensing of copy-
righted works, a strategy that would require
movie and music companies to allow anyone
to download and use digital works, as long as
they made payments to copyright holders
under a federal statute.

Wayne Rosso, president of Grokster, a
peer-to-peer (P2P) file-sharing company,
exemplifies a similar viewpoint, but from the
perspective of an impatient vendor. Consider
this exchange between Rosso and an inter-
viewer:’

Interviewer: A lot was made in the
media about your speech at the
Financial Times new media conference
recently. You used the opportunity to
attack the recording industry for not
licensing their music to P2P compa-

nies like yourself. Tell us more about
why you think they should license
music to Grokster.

Rosso: It’s not so much that they should
license to Grokster, it’s more a call for
blanket compulsory licensing of some
kind. At the moment content licensing
negotiations are a one-way street. And
what has happened is that record com-
panies have used their content to slow
the growth of ecommerce and the
Internet until they can figure out how
to co-opt the technology. Simply put,
they want to own or control the tech-
nology themselves.

Let us consider Lessig’s proposals for a
moment. Lessig calls for a new look at com-
pulsory licensing as a compromise that allows
media companies to secure “compensation
without control.”® He argues that, in the past,
Congress and the courts often balanced the
interests of technological innovators against
established content owners by creating com-
pulsory licensing schemes. Examples include
the early player piano industry (the occasion
for the first compulsory license) and the satel-
lite television industry, which grew by
rebroadcasting the signals from established
broadcast TV stations. Lessig argues that
Congress has so far largely overlooked com-
pulsory licensing in the Internet arena, which
he suggests is a bad thing,

Lessig’s concern for balance with respect
to rights in the creation of intellectual prop-
erty and its use by others is right on the mark.
Ideas and other intellectual property should
not be locked up in perpetuity. His idea of
creators making voluntary contributions of
intellectual works to a low-restriction “cre-
ative commons,” for example, is a creative
and novel response to the risk of over-appro-
priation of intellectual property, which he
and others worry about. Under the creative
commons approach, the creators of digital
work (e.g., photo, story, or drawing) can offer
their work to others for copying and reuse,
but can also limit others’ uses in any of a
number of ways, such as for noncommercial

One of the last
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exploitation only. Lessig apparently sees
compulsory licensing as a similarly flexible
and beneficial policy for making intellectual
works widely available. But compulsory
licensing, although often regarded as a rea-
sonable compromise, is not a policy that will
bring about balance between creation, use,
and profit in the long run. Markets will tend
to be superior in their beneficial impact on
the creative process and output. Compulsory
licenses, being creatures of federal statute,
tend to be less flexible and more susceptible
to political manipulation than market-based
transactions. The costs that are saved by a
compulsory license in the short run are usu-
ally more than offset by the inefficiencies
that it causes over time.

Despite the difficulties it can cause, Lessig
and Rosso are certainly not alone in advocat-
ing compulsory licensing. Since its inception
in the United States in the early 20th century,
compulsory licensing has been appealing for
two reasons. First, as Lessig notes, compulso-
ry licensing does separate “compensation
from control.” Conceptually, it falls midway
between granting full copyright, which like
all property rights gives owners very broad
powers, and denying copyright protection
altogether. Whenever warring groups sound
the alarm over, on the one hand, domination
via copyright, and, on the other, insufficient
incentives to create works in the first place,
compulsory licensing seems a reasonable
compromise policy.

That policy, however, is less reasonable
than it first appears. As noted, the first com-
pulsory license statute in the U.S. was enact-
ed to prevent a single large firm from domi-
nating the market for player piano rolls."
Piano rolls were used to create music in play-
er pianos. When piano rolls were held to be
copyrightable by the Supreme Court,
Congress legislated a compulsory license in
accord with the wishes of piano roll compa-
nies worried that the dominant firm in the
industry would lock up the rights to all pop-
ular music as embodied in piano rolls. Even
today, the legacy of the piano roll wars lives
on in the “mechanical” compulsory license,

as this statutory license is now called. Under
it, any recording artist can record a new ver-
sion (often called a “cover”) of an existing
song composition as long as he or she pays a
statutory compulsory license fee to the
owner of the composition." In this way, a
statute created long ago to address an indus-
try now long dead continues to undergird
transactions in an important modern indus-
try. As described later in this paper, the statu-
tory royalty rate for covers was well below
what many believed the market rate would
have been, which is precisely the sort of leg-
islative lock-in that occurs when market par-
ticipants are channeled into statutory licens-
ing instead of voluntary, arm’s-length deals
negotiated to fit the dynamics of individual
buyers and sellers.

The second reason compulsory licensing
is attractive is that it pays off big in the short
term. It reduces initial transaction costs by
eliminating the need for individual buyers to
locate, negotiate with, and pay individual
sellers. This “market failure” rationale is
most plausible where markets are unlikely to
form because sellers deem it not worthwhile
to spend the resources necessary to reach a
certain group of buyers. At least under the
market conditions prevailing when it was
passed, the compulsory license for isolated,
remote satellite TV viewers might have fit
such a description. But obviously most mar-
kets for copyrighted works are not nearly so
“thin”—so this justification for compulsory
licensing would rarely arise. And it certainly
does not apply to Internet-based markets,
since this medium represents one of the
most powerful transaction cost-reducing
forces ever seen in the music, publishing,
and related industries.

Nonetheless, calls for compulsory licens-
ing for music are creating considerable chaos
with respect to the licensing and pricing of
streamed and downloaded music over the
Internet. There is a good argument that a
sweeping move toward compulsory licensing
would lower some of the transaction costs
associated with the distribution of digital
works—in the short term. The time and trou-



ble that go into assembling large blocks of
digital content would be saved—for now. And
users would be free to “rip, mix, and burn” to
their hearts’ content, secure in the knowledge
that it was legal as long as they paid whatev-
er fee was required under the statute. This
instantaneous “market making” of the com-
pulsory licensing process would no doubt be
a boon to users in the short term. Music fans,
for instance, have had to wait almost 10 years
since the advent of the popular, commercial
Internet for the rollout of cheap, simple
music downloading sites such as Listen.com
and Applemusic.com.”” This seems to be
quite a long wait for large record labels to
finally recognize the potential of Internet
music distribution and for a single entity
such as Apple to negotiate with all the labels
for access rights to their content. But the
instant market making of a compulsory
license will be detrimental to long-run intel-
lectual property markets.

Overblown Fears about
“Content Control” Drive
Compulsory Licensing
Demands

Much of the hand-wringing over copy-
rights in digital content centers on the
notion of control. Some content owners and
sellers express grave concerns that the
Internet undermines the control that they
can exercise over their works and derivations
of them. Peer-to-peer file sharing, the clearest
example of loss of control over distribution
and pricing, has led to progressive escalation
of penalties for copyright infringement."
Copyright critics, by contrast, bemoan the
tightening of copyright owners’ control rep-
resented by the Digital Millennium
Copyright Act of 1998 and other recent legis-
lation."* Note the paradox here: Content
owners think the Net takes away control,
while Lessig and others believe digitization is
cementing owners’ control over content. In
fact, both are partly correct, which is one rea-

son market resolution of disputes over distri-
bution must be allowed to play out. Put sim-
ply, the participants in the media revolution
disagree over the optimal property rights
regime, and there is no way to instantly sort
out settlements and contracts that will prop-
erly evolve over time. Maintaining the tradi-
tional legal pairing of property rights and
contracts, which usually leads to market for-
mation, seems like a safer course than man-
dates or new market intervention to correct
for past market intervention.

It is true that property rights confer a
measure of control—they would not be much
use if they didn’t. But the specter of total,
omnipresent control is what has the critics
worried. These fears may well be unjustified,
however. Even the strongest digital rights
management system one might contemplate
falls far short of total control over the infor-
mation it protects from unwanted copying."
Putting aside the ever-present threat that a
copy management system will be “hacked” or
“cracked,” there are many manifestations of
digital content that cannot be effectively con-
trolled by a rightholder. For example, if I
download a movie about a great wizard who
is shipwrecked on a remote island, the movie
distributor can control my use in many ways.
I may be permitted to watch it only once, or
may have to pay royalties for subsequent
uses. My copy of the file may become inoper-
ative after a period of time. I may not be able
to capture and extract still images from the
movie and copy them to my own computer,
and so on.

But as law professor Polk Wagner of the
University of Pennsylvania argues, it would
be prohibitively expensive for the movie’s
owner to prevent me from referring to the
movie in conversations with my friends, or
speaking about the movie as I teach a class-
room full of students, or even borrowing
broad themes from the movie in writing a
short story.'® The digital record of the work
can be controlled, but it is much more diffi-
cult to police the lingering thoughts about
the movie or my expression of them, in
reviews, critiques, and conversations. Of
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course, the content owner could assign a pri-
vate investigator to each viewer of the movie,
to make sure none of these activities crossed
the “infringement” line, but that would be
expensive indeed.

Clearly, absolute control over intellectual
property is almost unthinkable. A key ques-
tion is whether a right-holder exerting more
control over a protected work might (per-
haps counterintuitively) increase the total
output of creative works. In a regime where
tight digital control over downloaded movies
is possible, the copyright owner may feel
comfortable distributing it more widely than
he does in today’s environment of easy copy-
ing. This may spark more indirect—and
hence perfectly legal—derivative creations.
For example, someone may be inspired by the
general themes in the movie to write a novel
or short story. Or a controversial copyrighted
photograph may spark debate over its con-
tent, or about free speech in general."”
Wagner’s argument is that the total volume
of cultural discourse—very broadly defined—
may rise under a regime of greater control.
Such potential gains could be undermined
by a compulsory licensing regime, however. If
content owners decide not to distribute some
works digitally, or never to produce them at
all because of a perceived loss of control or
unfair statutory fee, we will be worse off. A
rigid compulsory license will often under-
reward creators or constrain novel distribu-
tion strategies.

Growing Diversity—Without
Compulsory Licensing

The Lessig agenda—“compensation with-
out control”—seems to spring at least partly
from an overriding concern that society not
permit the same concentration of economic
power (and therefore cultural influence) in
the Internet arena as some perceive in con-
ventional media such as television. The “con-
trol” argument is based on Lessig’s view that
content is increasingly concentrated in the
hands of big media companies. A compulso-

ry license is necessary, it is argued, to offset
this growing power."® It certainly is true that
some firms have pursued a strategy of aggre-
gating content, with the idea that large
libraries create “synergies” of various kinds.
(The AOL/Time Warner merger was justified
on that basis, although even it has since been
plagued by a range of problems.) Compul-
sory licensing proposals based on this con-
cern aim to strip property right holders of
their power to control the use of content
while preserving their right to compensation.

In the main, current conditions suggest
that underlying fears of concentration and
control are perhaps overblown. The digital
landscape is wildly diverse, as the case of
music makes amply clear. There is free music,
temporarily free music, and low-cost music
online. Music companies are lowering the
prices of CDs. There is fully secured and pro-
tected music, available for downloading only
with serious restrictions on use, copying, and
distribution. There is partially secured music,
available for a fee for downloading and then
useable without restriction. There is even rel-
atively cheap downloading of an entire album
directly from the recording artist, without
record label, distributor, or retail store.

This digital smorgasbord has evolved
within the confines of strong intellectual
property rights, whatever one may feel about
the appropriateness of that regime as it cur-
rently exists. Of course one might argue that
regime is undermined by the ease of copying
itself. Nonetheless, if digital diversity is the
goal, the current system seems not to be
doing too badly. Would a sweeping reform
really help?

Why Compulsory Licensing
Is No Solution

Diversity already springs from the
“Golden Oldies” of property rights, contracts
and markets. But there are other reasons to
oppose compulsory licensing as a path to
greater diversity. These stem from the way
compulsory licensing works in practice as



opposed to theory. In particular, compulsory
licensing mechanisms suffer from two inher-
ent weaknesses: (1) overcomplexity and inef-
ficiencies generated by bureaucratic price-fix-
ing and influence-seeking (the “too many
moving parts” phenomenon), and (2) inflexi-
bility, or the problem of legislative lock-in.

Problem 1: Too Many Moving Parts

In our legal system, creative works are gen-
erally protected by intellectual property
rights.” That means that potential users of
information must obtain permission from
the rightholder before copying, performing,
or otherwise using it.”’ If a user fails to do so,
the rightholder can halt the unauthorized
use and recoup royalties or damages. In
terms of legal theory, this remedy against
unauthorized use is the essence of a property
right, whether tangible or intangible.

Our system also permits another arrange-
ment, the compulsory license, whereby the
rightholder does not have the right to pre-
vent unauthorized use. Under this arrange-
ment, the user can “infringe” the right all he
wants; he is however required to pay a gov-
ernment-specified fee to the rightholder.

In practical terms, the underlying, crucial
difference between the two arrangements is
who gets to set the price of the information.”" In the
first regime, much like a typical property right,
the creator/owner of the information gets to
set the price or not sell. The user must obtain
permission from the owner. This permission
will be granted only when the user is willing to
pay what the owner thinks fair in exchange for
the legal right to use the information.

In the second arrangement, the govern-
ment plays a role in setting the price. This
determination can take one of several forms.
Congress may simply legislate a fixed price
for certain types of intellectual works, as it
has done for users of musical compositions
who want to record a new version of the com-
position. This may be thought of as a “price
schedule” license. Or a more complex proce-
dure may be mandated. For example, for cer-
tain types of copyrighted works Congress has
set up a royalty arbitration panel that hears

testimony from both owners and users
before setting a price.

Once they are set up—which is usually
where the proponents of compulsory licenses
begin their analysis—the price schedule type
of compulsory licenses can work quite
smoothly for a time. The problem is that set-
ting up the schedule may be very costly. Lessig’s
call for “compensation without control”
sounds appealing, but the process of deter-
mining fair compensation is expensive and
time consuming. And there is the additional
problem that a schedule set up to meet
today’s conditions may quickly become out-
dated—and yet, because of the vagaries of the
legislative process, be very hard to change.
Even at the outset, compulsory license nego-
tiations involve an additional cost not pre-
sent in everyday market transactions. In the
case of legislated price schedules, members of
Congress must be educated about details of
the industry. Parties with an economic inter-
est in the outcome of the schedule-setting
obviously have a major stake in this educa-
tion process. In fact, they have an incentive to
skew the “education process” in their favor
and are therefore willing to expend signifi-
cant sums of money on lobbying. All inter-
ested parties are aware of this, of course,
which leads them to expend significant sums
on the process. Economists who study these
sorts of processes even have a term for such
expenditures: they call them influence costs.”

A key difference between market negotia-
tion and legislative wrangling over price is
the level of influence costs involved in each.
In general, parties to a private bargain are
willing to expend some resources to enhance
their bargaining position, but there are lim-
its. It would make no sense to try to persuade
a seasoned record company executive to
agree to a deal that falls far outside of indus-
try norms, for example. The same is not true,
however, in the legislative context. Members
of Congress do not know the details of con-
tent industry operations. They do not know
industry “rules of thumb.” Also, the setting
of a rate schedule will affect many future
transactions, which means that both parties
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may well find it desirable to escalate the
influence game well beyond anything nor-
mally seen in a private bargain. A royalty
schedule, in other words, is like a very big and
almost permanent “contract,” and so will jus-
tify far more negotiation expenditures than a
typical negotiation for a specific purpose, to
last a limited time, between two private par-
ties. Finally, a rate schedule is a “one shot”
transaction; thus, there is no opportunity to
“even up” bargaining over a series of transac-
tions, a process that would encourage the
parties to stop fighting today in expectation
of making up ground in future deals.
Influence costs are also significant in
compulsory licenses that set up a process
rather than a one-time rate schedule. The
recently concluded (though still contested)
copyright arbitration involving Internet
“webcasters” is a case in point. Webcasters,
unlike traditional broadcasters, must pay
royalties for the public performance of sound
recordings—that is, recorded versions of
songs, such as a track from a CD.” Tradi-
tional broadcasters do not pay such a royalty,
under a longstanding rule that record labels
and other sound recording producers have
lived with for many years. Because webcast-
ing, unlike traditional broadcasting, can
make it easy to record music, the music
industry pushed for the right to receive roy-
alties on webcasts. This was implemented in
the Digital Performance Right in Sound
Recordings Act of 1995.”* Substantial revi-
sions appeared in the Digital Millennium
Copyright Act of 1998,% but implementation
of the royalty was delayed several years to let
copyright owners and webcasters negotiate.
During this period, thousands of small
webcasters operating on shoestring budgets
sprang up. Under applicable law, the
Librarian of Congress (via a procedure
described in the next paragraph) finally set
royalty rates, asking webcasters to pay 0.07 of
a cent per song played. Many small webcast-
ers protested, saying that it would put them
out of business. In response, Congress passed
the Small Web-casters Settlement Act in
2002, which created a new plan under which

webcasters could instead pay a percentage of
their revenue as royalties. Negotiations
between one group of small webcasters and
the Recording Industry Association of
America set that rate at between 8 percent
and 12 percent of stations’ revenue.”®

The webcaster arbitration was conducted
under the Copyright Act’s Copyright Arbitra-
tion Royalty Panel procedure. The goal of the
webcasting CARP was to establish prices that
Internet webcasters would pay to record
labels and other owners of sound recording
copyrights.”” The webcasting CARP stretched
over several years and cost millions of dollars.
But the CARP’s proposal was deemed unac-
ceptable by some parties, who appealed the
panel’s decision. The upshot? According to
one copyright system expert:

A decision was rendered by the
Librarian in the webcasting rate pro-
ceeding—the “CARP of the century so
far” (to quote from the Register of
Copyrights). The Office rejected the
CARP’s decision, and the Librarian
issued a modified ruling. No one was
happy. All the parties appealed to the
D.C. Circuit. Several parties approach-
ed Congress and a statute was enacted
further modifying at least part of the
Librarian’s decision. Total costs for
this CARP, including attorneys fees
and witness costs, were in the millions
of dollars (some estimates as high as
$25 million).”®

The ongoing complexity and cost of this
CARP led several of the parties to back pro-
posals to replace the CARP process with a
new and better procedure for establishing
licensing fees. These new proposals reveal
defects in the current system that shed inter-
esting light on the problems of compulsory
licenses in general. For example, one idea is to
replace the three-member CARP tribunal
with a single “copyright judge.”” However,
opponents of this proposal expressed anxiety
about lodging so much power in a single
individual who could not be removed from



office for seven years under the terms of the
bill.** Indeed, the proposal to establish such a
copyright “czar” shows how far a compulsory
licensing regime strays from a true market
system. Another concern was “appealability,”
an obvious issue in light of the multiple
appeals to different political arenas that fol-
lowed the webcasting CARP decision. Finally,
and most ironically, the parties expressed a
strong desire to establish a system that
reduced the costs of compulsory licensing
proceedings and promoted private party set-
tlement prior to the completion of full-blown
arbitration proceedings.”’ The irony here is
that there is an alternative to CARP tribunals
that very effectively promotes private party
negotiation of price schedules without expen-
sive and cumbersome government-mandated
tribunals: private property rights.

To summarize: compulsory licensing
schemes invariably involve significant influ-
ence costs that make them generally more
expensive as a mechanism for setting prices.
Private party negotiations are more flexible
and likely much cheaper on average over the
long term.

Problem 2: Legislative Lock-In

Another problem with compulsory licens-
es is that they can easily become outdated
and unreflective of supply and demand. But
unlike private contracts (which are usually
more short-lived than legislation and can in
any case always be renegotiated), legislation is
exceedingly hard to get rid of or change.
Industry participants thus run the risk of
being tied to an outdated pricing structure.
This is the problem of legislative lock-in.

Advocates of compulsory licensing
schemes envision a simple, fair system, to be
enacted rapidly and straightforwardly by rea-
sonable, fair-minded policymakers. Their
plea seems reasonable and straightforward to
them: they want Applemusic.com without
the 10-year wait and without the control that
property rights confer on established content
distributors. But a legislative compromise
will likely be locked in longer than 10 years,
to the detriment of many involved.

Simplicity is desirable, but legislating is an
ugly process. Judging by recent history, legis-
lation produces ugly results in copyright
matters as well. A prime example is the
Digital Millennium Copyright Act of 1998.
This legislation was the result of interest
group deal-making so Byzantine that it bog-
gles the mind of even David Nimmer, author
of the most comprehensive and widely used
copyright law treatise, who has decried the
“absurdly complex” effects of this
“fiendishly complicated”” piece of legisla-
tion. You might recall that this is the legisla-
tion that was originally designed to clarify
and update the copyright law in light of the
Internet. It wound up being a hugely com-
plex piece of lawmaking that created broad
new areas of copyright liability for those who
produce and distribute technologies capable
of breaking copy protection schemes. The act
legislated in detail in areas such as Internet
service provider (ISP) liability for infringing
content supplied by subscribers. The patch-
work of industry-specific provisions that
major content providers were induced to
include in exchange for agreement to the
basic structure of the act suggests the kind of
complexity that would attend any compre-
hensive compulsory licensing statute cover-
ing Internet content. Indeed, any bill in this
area can be expected to quickly reopen the
same issues that vexed participants in the
DMCA process.

As messy as it is, legislation that does pass
is likely to be very difficult to get rid of later.
This poses perhaps the greatest threat of all.

Legislative lock-in explains why compul-
sory licensing rates—such as those for record-
ed musical compositions and, in the past,
jukebox performances®*—periodically fall so
far behind market rates. For example, the
statutory rate for recorded compositions did
not change between the 1909 Copyright Act
and the 1976 Copyright Act, despite the mas-
sive growth in the music recording industry
during that era.® In practice, then, compul-
sory licensing has led to price stagnation.
Although it is impossible to prove that this
led directly to reduced output of copyrighted

Compulsory
licensing has
led to price
stagnation.
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works, it surely had some effect—if nothing
else, by undercompensating composers for
works that consumers valued highly.

Proponents of a compulsory licensing
scheme for the Internet point to it as one way
to bypass the power of media content
“dinosaurs.” But if history is any guide, com-
pulsory licensing is likely to hatch as many
dinosaurs as it bypasses. Consider webcast-
ing, for instance. As things stand, webcasters
have to compete for business on the same
basis as radio stations—song selection, disk
jockeys, and so forth. The dawning compul-
sory licensing regime prevents a webcaster
from trying a radically new strategy. What if
a startup webcaster offered a premium royal-
ty rate to song composition owners who
wanted their music played via an interactive
service over the Internet, perhaps in exchange
for the exclusive right to stream music in this
medium? (Compulsory licenses by their
nature make all works available nonexclusive-
ly.) Would composers and music publishers
give this “premium” webcasting channel a try?
Would consumers like it? We will probably
never find out. Because “compensation” has
been decoupled from “control,” we will get the
same brand of competition in webcasting that
we do in radio. So while webcasters could
compete on format, number and type of
advertisements, and the like, they could not
compete on the basis of exclusive content.

A related area of the entertainment indus-
try, the use of copyrighted songs as back-
ground music in movies and TV shows, pro-
vides a stark contrast to the compulsory
model. For historical reasons, there is no
compulsory license for the incorporation of a
song into the action and events of a movie or
TV show.”® Movie and TV producers must
negotiate directly with the owners of copy-
rights in music or their agents.”” Exchanges
in this area demonstrate all the attributes of
a robust market: direct negotiations, wide
price differentials, and above all a variety of
competitors.”® The volume of licensing in
this area,”” and the variance in price and
other terms, demonstrates convincingly that
copyrighted content can form the basis of
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fluid, functional markets—without recourse
to a compulsory license.

How Markets Solve the
Licensing Dilemma through
Voluntary Associations

As inefficient as they can be, compulsory
licenses might still be justifiable if there were
no good alternative. But the state of digital
distribution is no case of “market failure” jus-
tifying government intervention. In the intel-
lectual property arena, compulsory licenses
are in fact rarely, if ever, necessary. Private
rightholders have ample incentives to get
their content to a paying audience and have
proven adept at getting together to form col-
lective rights administration organizations
to resolve IP transaction bottlenecks. This
has been true over the years in a number of
industries, beginning with song composition
owners—songwriters and music publishers—
in the 1920s.* Radio broadcasters found
themselves liable for copyright infringement
for the public performance of song composi-
tions. There was serious concern about the
costs of locating and dealing with all the indi-
vidual holders of song copyrights. A classic
example of the need for compulsory licensing
seemed to be in the making. And yet it was
not: the copyright holders formed ASCAP, a
collective rights organization (CRO) that
drew together all the copyright holders and
offered a single “package license” to radio
stations. Because of the CROs, no compulso-
ry license was necessary for music composi-
tions played over the air. Similar CROs have
since emerged in other places and industries.
These specialized private organizations bun-
dle together copyrights and distribute royal-
ty payments to individual members.

There is no reason to believe that CROs
will not emerge in the Internet arena. Indeed,
there is evidence that some are in the making
already. For example, various “clearing-
house” sites offer the works of individual
content creators in a “one-stop-shopping”
format—similar in some ways to the package



licensing of ASCAP. Even the webcasting
public performance rights subject to a com-
pulsory license administered by the CARP
have spawned a new CRO, SoundExchange.
SoundExchange was formed by record labels
and other copyright holders to receive public
performance royalties and distribute them to
member organizations. While this organiza-
tion emerged in the shadow of the compul-
sory license enacted by Congress, there is no
reason to believe it would not have come into
being to administer strictly private property
rights, just as ASCAP did in the 1920s. Such
an organization could perform the same col-
lection and distribution functions, with one
important difference: its members, and not
Congress, would determine the price and
other terms under which webcasters could
use the members’ public performance
rights.* Along with more flowering of con-
tent, the added bonus would have been that
the significant “influence costs” incurred in
the rate-setting process could be saved. It is
ironic indeed that in the age of digital “disin-
termediation,” right holders have had to deal
with a formidable middleman—first Con-
gress and then the webcasting CARP.

Antitrust Issues

Because collective rights organizations
bring competitors together in an industry-
wide organization, the unfortunate impulse
of policymakers is to regard such entities as
effective cover for a cartel. For example, when
asked his opinion of SoundExchange, the
recording industry’s attempt at collaboration
to collect license fees for performers, Rep.
James Sensenbrenner (R-WI) said it “sounds
like an antitrust violation to me.”* The histo-
ry of ASCAP, moreover, is tightly intertwined
with numerous antitrust investigations.*
Despite these concerns, collective rights orga-
nizations are usually tightly constrained in
function by their members. Many are also
subject to competition, the best guarantor
against consumer harm. BMI (Broadcast
Music Incorporated), a collective rights orga-
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nization founded years ago by media compa-
nies specifically to compete with ASCAP, is a
good example. There is every reason to believe
that multiple collective rights organizations
may well emerge and that average prices for
copyrighted works will drop if they do.

Nevertheless, the threat of antitrust inves-
tigations and litigation looms over every col-
lective rights organization. For this reason,
record labels asked for and received explicit
legislative exemption from the antitrust laws
in forming SoundExchange to deal with web-
casters.* While understandable, this step is
in some ways unfortunate. It does nothing to
dispel the antitrust fears of other firms want-
ing to form such collectives. Future propo-
nents of new organizations, for example in
movies, may even feel compelled to emulate
the music industry, with the perhaps unfor-
tunate consequence of making congressional
approval a de facto requirement for the for-
mation of a collective rights organization
and retaining Congress as a middleman.

A better approach would be for the courts
to make it very clear that under antitrust law,
collective rights organizations are presump-
tively exempt from antitrust liability.
Antitrust suits against them ought to be dis-
missed at the summary judgment stage.
Collective action across firms is simply a pre-
requisite for the formation of markets in cer-
tain IP-intensive industries, and antitrust law
ought to reflect that markets have plenty of
room for cooperation as well as competition.

Conclusion

A competitive market, combined with the
existence of property rights such as those pre-
vailing today, will foster a wide spectrum of
market strategies regarding how much to pro-
tect intellectual creations. The widely touted
advantages of a compulsory license will very
likely materialize without putting content
providers into a legal straightjacket that will
undercompensate some of them and lock all
of them into a rigid structure that will be dif-
ficult to change as time goes on.

Policymakers
should leave
creativity to the
musicians.



Policymakers should leave creativity to the
musicians. The best course here is to stick
with the Golden Oldies—property rights,
contracts, and markets. These institutions
have stood the test of time. They are very like-
ly the best choices in the Internet setting too.

How do we translate these general guide-
lines into specific recommendations? Given
the analytics of compulsory licensing, and
starting where we find ourselves today, three
initial policies are in order:

® Repeal the digital public performance
right compulsory license, and let Sound-
Exchange and any competitors that may
arise deal directly with webcasters.*

® Resist appeals to legislate more compul-
sory licenses.

® Continue to apply liberal antitrust rules
to collective rights organizations.*

With these policies in place, the three
Golden Oldies can be expected to play well in
this new setting, as they have so well in others.
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