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SONY BMG MUSIC ENTERTAINMENT, ET AL., 
V. 

JOEL TENENBAUM  
 

Expert Report of Stanley J. Liebowitz  
 

I. Qualifications 
 

1. I am the Ashbel Smith Professor of Managerial Economics in the School of 
Management at the University of Texas at Dallas. I am also the director of the 
Center for the Economic Analysis of Property Rights (CAPRI). During 2007-
2008 I was the president of the Society for Economic Research in Copyright 
Issues and from 1996-1999 I was the Academic Associate Dean of the School of 
Management at UTD.  

2. My research and teaching have largely focused on the impacts of new 
technology on markets with an emphasis on copying, network effects, and 
intellectual property. I have created courses titled “The Economics of Network 
Goods” and “The Business of Entertainment” and have taught these classes to 
masters and doctoral students. 

3. I was one of the first economists to examine the impact of unauthorized 
copying when in the late 1970s the Canadian government asked me to 
examine the impact of photocopying on publishers. I am, to my knowledge, the 
first economist to suggest and explain the conditions under which 
unauthorized copying might benefit copyright owners. I have had a continued 
research focus on various forms of copying and since file-sharing became 
popular, having written nine peer reviewed papers and numerous articles on 
various aspects of file-sharing. 

4. I have served on the advisory boards of numerous professional organizations 
associated with copyright and technology. The influence of my research led to 
my being chosen to give the keynote address at the inaugural meetings of the 
Society for Economic Research on Copyright Issues. I have testified on these 
topics before congressional committees and government agencies.   

5. My book, Rethinking the Network Economy, which discussed the impact of the 
Internet on traditional business models, including the impact of file-sharing on 
the sound recording industry,  was picked as one of the top 30 business books 
in 2003 by Soundview Executive Books. My book coauthored with Stephen 
Margolis, Winners, Losers and Microsoft, which discussed the impacts of 
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networks on economic markets, was favorably reviewed in leading publications 
such as the Wall Street Journal, The Economist, and Wired Magazine. 

6. My Curriculum Vitae can be found in Appendix A. 

7. I am nominally charging my typical consulting rate of $500 hour but with a 
cap on total costs of $4000 for this report and an additional $2000 if I need to 
travel by air to testify or $1000 for video testimony, plus expenses.  

II. Assignment and Documents Used 

8. I have been retained by the Plaintiffs to examine claims made by Defendant 
purporting first, that file-sharing does not harm the producers of sound 
recordings and second, that the current decline in the sound recording market 
is due mainly to the failure of sound recording companies to adopt superior 
business models. 

9. To inform my analysis I have reviewed various documents in this case 
including: the declarations and reports of John Palfrey, and Dr. J. A. Pouwelse 
as well as the Complaint. A more complete list of the materials upon which I 
have relied is found in Appendix B. 

III. Summary 

10. I understand that Plaintiffs have alleged that the Defendant has engaged in 
unlawful downloading and uploading of copyright material and that 
Defendant’s behavior has harmed the Plaintiffs. I also understand that the 
Defendant has rejected these allegations.  

11. I have concluded that file-sharing, such as that alleged by Plaintiffs, has 
caused considerable harm to the market for sound recordings, whether in the 
form of CDs or in the form of digital downloads. File-sharing is the only 
explanation for the sound recording sales dive which: 

a. Coincides with the timing of the decline in sound recording sales. 
b. Is consistent with the sound recordings sales decline occurring in all 

major international markets.1 
c. Is consistent with the size of the decline in sound recording sales that 

has occurred. 
d. Is supported by a great majority of economic studies examining this 

issue.  

                                                           
1 Liebowitz (2007) discusses the declines in sound recording sales in leading international markets.  
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12. I have concluded that the decline in sound recording sales is not due to a 
failure of sound recording firms to adjust their business models to changes in 
Internet technology. The standard sound recording business model, to 
effectively work on the Internet, merely needed to adjust to a new form of 
selling on the Internet and the removal of middlemen distributors. Sites like 
iTunes do this very well. Instead, the decline in sound recording revenues is 
due to a weakening in the property rights on sound recordings which is 
brought about by file-sharing.  

IV. File-sharing is economically harmful to the Sound Recording 
Owners 

13. It has been suggested by Dr. Pouwelse and Defendant that file-sharing has a 
benign impact on sound recording sales.2 Economic theory suggests that file-
sharing might have several possible impacts on the sales of sound recordings.3 
The most obvious impact is a substitution impact, meaning that individuals 
who have downloaded a particular song from a file-sharing system are likely to 
use that copy as a substitute for the purchase of that song on a CD or as a paid 
digital download. Since the pirated version is very often an almost perfect 
substitute for the purchased version, many users will keep the pirate version 
and not spend the money required for a purchase. It is almost unimaginable 
that there would not be a strong substitution effect, particularly if there are 
few legal or social penalties imposed on those using pirated versions. 

14. Another possible impact of file sharing is ‘sampling’ or ‘exposure’ which implies 
that file-sharers learn about songs by downloading them on file-sharing 
networks but that they then turn around and purchase songs that they 
discover that they like. This of course assumes that they are motivated to 
purchase a legitimate version when they already have a perfectly functional 
copy. It also assumes that individuals find file-sharing systems more useful for 
checking out songs than is the case from listening to song previews on websites 
like iTunes or Amazon, or even older technologies like radio. If file-sharers do 
not purchase songs that they enjoy and to which they continue to listen then 
this would not be sampling. 

15. A third possible impact is ‘network effect’ which is defined as a product 
becoming more profitable when more  people use the product. It has been 
claimed that file-sharing might benefit sound recording sales because more 
individuals listen to music when it is freely available and this greater usage 

                                                           
2 Lines 112-116 in his “Declaration and Expert Report”. 
3 The various possible impacts of unauthorized copying were first laid out on page 11 and 12 in Liebowitz, Stan J. 
1981. “The Impact of Reprography on the Copyright System.” Copyright Revision Series, Ottawa Canada, available 
at: http://ssrn.com/abstract=250082  . 
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increases the value that consumers place on the sound recording.4 Although it 
is possible that a form of network effect exists in music, it is unlikely that the 
type of network effect that might increase overall music sales would exist.  

16. A network effect for a particular song makes sense. When other people like a 
particular song that might increase a person’s value for the same song. But 
this type of network effect works to increase the value of particular songs but 
also decrease the value of less popular songs. This type of network effect 
merely shifts listening from one song to another and the overall demand for 
songs is not likely to change much in any particular way. 

17. Only if there were network effects for sound recordings in general could we 
believe that the demand for sound recordings overall would rise. But that 
would mean that people would get additional value from sound recordings 
whenever the total usage of sound recordings increased. This seems most 
improbable since people generally do not know the extent to which other 
people listen to sound recordings and thus cannot react to changes in the 
consumption of sound recording listening. Thus a network effect that would 
increase the overall value of sound recordings is extremely unlikely. 

18. Further, even if an overall network effect existed, it would only increase sound 
recording sales if the beneficiaries of the network effect purchased sound 
recordings instead of downloading them from file-sharing services. Given the 
chain of unlikely events needed for network effects to enhance the market for 
sound recordings I conclude that network effects can be dismissed as a serious 
benefit to sound recording sales. 

19. That leaves sampling and substitution. Even if sampling were an important 
factor for many file-sharers, it is not likely to counterbalance the substitution 
effect. Sampling implies nothing more than trying out the music before buying. 
People may do a better job of matching the music they buy to their tastes, but 
that does not mean that they buy more music. Therefore, whether sampling is 
occurring or not, it is impossible to say that sampling will increase sales or 
counter the negative impact on sales brought about by substitution. 

20. There is every reason to expect, theoretically, that the substitution effect, 
which always harms sales, will overpower the sampling effect even if the 
sampling effect were positive, which it might not be. File-sharing, therefore, is 
likely to have a negative impact on record sales, in theory.5 Theory, however, 
should always be backed up by empirical work, and the empirical evidence also 
strongly supports the thesis that file-sharing is harmful to sound recording 
sales. 

                                                           
4 This point is made in greater detail in Liebowitz (2005) 
5 This point was made in Liebowitz (2002). 
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21. The clearest and probably the most compelling evidence for file-sharing’s 
impact on sound recording sales is the timing of the rise of file-sharing with 
the decline in sound recording sales. There is an almost perfect juxtaposition of 
the two very powerful events (record sales peaked in 1999 just as Napster was 
being born).6 This timing does not prove that file-sharing was responsible for 
the decline in sound recording sales, but such close timing makes the 
likelihood that file-sharing caused the decline quite high. 

22. Given the very large decline in record sales that has continued almost 
unabated since file-sharing became an important phenomenon, there must be 
some powerful force at work (or the confluence of several strong forces) to have 
caused such a decline. File-sharing fits that description very well since the 
number of Americans who engage in file-sharing is estimated to be very large 
(in the tens of millions) and the number of songs thought to be exchanged over 
file-sharing systems has been thought to be larger than the number of  songs 
sold in the legitimate market.7 

23. There are no other good candidate hypotheses that might explain this decline 
in sound recording sales although numerous possibilities have been suggested. 
For example, it has been claimed that individuals, just prior to CD sales 
decline, had been purchasing an unusually large quantity of CDs because they 
were converting their old music libraries from cassettes and vinyl. This 
argument continues that this librarying motive started to decline 
coincidentally at the same time that file-sharing began and that the decline in 
librarying has continued unabated since then.8 There are numerous reasons 
why this is not a reasonable explanation. First, the switchover to CDs had 
been going on since the early 1980s and is likely to have peaked well before 
1999 when album sales peaked. Second, there is direct evidence contradicting 
this hypothesis based upon examining catalog and deep catalog sales, defined 
as albums older than 18 and 36 month respectively. In order for librarying to 
explain the continuous decline in sound recording sales after 1999, those 
albums purchased when tape or vinyl was the dominant format, would have 
needed to shrink year after year. Yet measurements of catalog and deep 
catalog sales show the opposite result: the share of catalog and deep catalog 
albums increased after 1999, contrary to the hypothesis.9 

                                                           
6 Napster began in 1999 but did not generate large numbers of users until 2000. See 
http://findarticles.com/p/articles/mi_m0EIN/is_2000_Oct_5/ai_65750111/ for numbers on Napster’s initial growth. 
7 See Liebowitz (2006) which reports on various estimates of the quantity of downloaded files as well as estimates 
on the number of downloaders.  
8 This claim is made in Oberholzer-Gee and Strumpf (2007). 
9 This result, as well as the alternative hypotheses discussed in paragraph 24, is discussed in Liebowitz (2007). 
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24. Other possible explanations for the decline in sound recording sales fail in a 
similar manner as discussed at length in several of my papers.10 Inventory 
changes due to the rise of big box retailers did not explain the decline in sales. 
Changes in GDP did not explain the decline in sales. Changes in the price of 
sound recordings did not explain the decline. Changes in videogame and 
prerecorded movie sales did not explain the decline. There are no explanations 
that have been put forward, other than file-sharing that can successfully 
explain the decline in sound recording sales. 

25. Further, this decline in sales has occurred in all major industrialized sound 
recording markets, regardless of the language spoken or musical tastes. One 
factor that all these countries have in common is that their citizens have used 
the Internet and file-sharing programs to an increasing extent after 1999. 

26. Finally, economists have examined whether or not file-sharing has led to a 
decline in sound recording sales. The great majority of studies have concluded 
that file-sharing harms record sales. These studies include Blackburn, Hong, 
Michel, Peitz and Waelbroek, Rob and Waldfogel, Zentner (twice) and two of 
mine. A study by Oberholzer-Gee and Strumpf claims virtually no impact of 
file-sharing on sound recording sales, but that study is unreliable, making 
numerous factual and conceptual misstatements to the point where author 
bias would seem a possibility.11 Further, Oberholzer-Gee and Strumpf have 
refused to make their data available to other researchers and have provided 
contradictory explanations for their refusal to do so.12 

27. Although digital downloads have been generating a larger share of the sound 
recording market these digital downloads are endangered by file-sharing to at 
least the same extent as CDs because file-shared downloads are even closer 
substitutes for digital downloads than for CDs. It is my opinion that the sale of 
digital downloads would be considerably higher than they currently are except 
for file-sharing. 

28. This finding of a decline in the sound recording market holds not just for CDs 
and digital downloads. It also has implications for other forms of revenue 
generation such as subscription based services (e.g., the new Napster) or even 
potential advertising based platforms (e.g., SpiralFrog). Any market where 
consumers are asked to pay money for their usage of music suffers from a 
potential substitution effect and is likely to be hindered or eliminated by file-
sharing.  

                                                           
10 See my 2004, 2007 and 2008b papers listed in Appendix B. 
11 In particular see my 2007 and 2008b papers. 
12 See the David Glenn story in the Chronicle of Higher Education and the Norbert Haring stories in  Handelsblatt. 



 7 

V. Decline in Sales is not due to the ‘wrong business model’ 

29. It has been suggested by some proponents of file-sharing (including Dr. 
Pouwelse) that the decline in sound recording sales was due to the inability of 
record companies to seize the initiative when file-sharing first became 
popular.13 Under this scenario the record companies are corporate dinosaurs 
unable to navigate the changing circumstances brought about by technological 
advances. Critics suggest: ‘If only they had developed business models that 
embraced the Internet, they would have done fine.’ Such a claim, however, is a 
grave distortion of the events that have occurred since the 1999 birth of 
Napster. 

30. The Internet is a wonderful technology that does provide many advantages for 
both consumers and producers. Particularly for digital products, such as songs, 
the Internet makes it possible to provide consumers with a faster delivery 
mechanism (virtually instantaneous), at lower cost (no retail shelves, no trucks 
to move the CDs) and with a much larger selection of songs (with no physical 
storage costs, Internet stores can ‘stock’ a much larger inventory than would 
be found in even the largest brick and mortar retailer).14 

31. These cost savings, along with the better ability to meet esoteric consumer 
tastes, should have provided gains to both consumers and producers. There is 
no guarantee that the same firms would have continued to be industry leaders, 
but whichever producers and retailers of sound recordings had succeeded, we 
would have expected the gains to have been split between consumers and 
producers. Certainly, sound recording firms, as a group, should not have been 
harmed by the Internet.  

32. Nor does the business model for producing music need to have changed in a 
drastic way due to the Internet. The major advance brought about by the 
Internet is the ability to deliver the product to the consumer without a 
physical distribution system. This ‘middleman’ function, the distribution 
system, would be expected to largely disappear for digital goods such as songs. 
But the market would still need someone to discover and produce the music 
and someone to sell and promote the final product to consumers  

33. The reason that the sound recording industry is in such dire straits is that the 
property rights over the product that they sell has been diluted or eliminated 
due to new technologies which rely on the Internet, i.e., file-sharing. File-
sharing of copyrighted works, which is what I will mean when I talk about file-
sharing, is an outgrowth of the Internet’s impinging on the ability to enforce 

                                                           
13 See page 2 of “Supplement to Expert Reports of Dr. J. A. Pouwelse. 
14 The material in this and the next few paragraphs is discussed in more detail in my 2002 book Re-thinking the 
Network Economy. 
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legal protection of property rights for digital products. Because many users of 
file-sharing systems can enjoy sound recordings without the need to purchase 
them, sales of sound recordings have fallen. 

34. Any industry will flounder or disappear when the property rights over its 
products weaken sufficiently. This is independent of the business model being 
used. The incentives to invest and produce are reduced or eliminated when the 
fruits of one’s labors are expropriated by others, whether the expropriation is 
by governments or individual wrongdoers. For example, foreign companies are 
generally unwilling to conduct business in a country which expropriates 
products, factories, or profits on the whim of a dictator. 

35. Critics of the sound recording industry suggest that it should change business 
models and stop trying to sell sound recordings. Instead, these critics suggest, 
the sound recording industry should try to generate revenues from giving 
away music and focusing on revenues with more secure property rights: selling 
advertising, selling merchandise such as t-shirts, or switching to live concerts 
as a form of revenue generation. 

36. It is always possible to change one’s line of business, but when someone is 
forced to do so because property rights in their product are deteriorating, the 
forced change in business models indicates that the entity changing models 
has been harmed.   

37. For example, if vandals kept breaking into a local jewelry store, the owner 
might decide that it was profitable to give up and might switch to being a 
salesman in someone else’s store. But this change is not an improvement for 
the former jewel entrepreneur since it was forced on him by weak enforcement 
of his property rights. 

38. Of course, concerts and memorabilia have always been a form of revenue 
generation that has been used along with sales of sound recordings. The 
industry would have been expected to evolve in a way where each of these 
revenue mechanisms was used in ways that were most efficient and 
profitable.15 That is because only the fittest business models are expected to 
thrive in competitive markets. 

39. Even if the growth of the Internet provided new opportunities for sound 
recording firms, the failure to take advantage of these opportunities would not, 
by itself, harm profits. The failure to take advantage of a new opportunity only 
means that profits will not rise as much as they might have, not that profits 
will fall. But current sound recording industry profits have fallen and the 

                                                           
15 I discussed revenues from concerts vis-à-vis sound recording sales in an Internet Evolution blog post: 
http://www.internetevolution.com/author.asp?section_id=568&doc_id=146002 . 
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entire industry is in decline which must be due to some factor other than a 
failure to take advantage of a new opportunity. 

40. Further, it is not the improved technology of the Internet that is associated 
with the decline in the fortunes of the sound recording firms. The Internet 
began in the mid 1990s. It was not until 2000, when Napster became popular, 
that the fortunes of the sound recording industry began to falter.  

41. The file-sharing systems, beginning with Napster and moving on to Kazaa and 
BitTorrent, do not produce their own competing music using business models 
that are outperforming the industry’s models. Indeed, the songs and albums 
that are at the top of the CD and iTunes charts are generally the same songs 
and albums that are at the top of file-sharing charts.  

42. The problem for the sound recording industry is that file-sharing alternatives 
merely leech off the efforts of others who actually create the music to which 
the public wishes to listen. It is not a failure to adopt a better business model. 

43. The true social harm caused by file-sharing is in the reduced production of 
professional quality music. When, because of file-sharing, firms engaged in 
creating music suffer in the market, basic economics predicts that the 
production of music will decline. This is just a normal assumption made for all 
market. Automobiles, cameras, apartments and any other product you care to 
name will be built only when consumers are willing to pay for them. 

44. The same assumption holds for creators of copyrighted works: if you want 
authors to write, musicians to perform, and actors to act, you need to pay them 
to do so. As reasonable as this assumption might seem, it has sometimes been 
questioned in the case of artists and their creations. It is sometimes pointed 
out that there are lots of people who would like to be rock stars or movie stars. 
Of course, being a rock star or movie star would probably lose much of its 
appeal if there were no mansions or limousines both of which require that the 
stars get paid. 

45. A simple example can help. Many people would love the idea of being a 
member of the Boston Red Sox. Many people would pay to be able to sit in the 
dugout with the team. Many college and high school players play for nothing, 
perhaps in the hopes of someday becoming a major leaguer. Does this mean 
that baseball players do not have to be paid, that they would all be happy to 
play for nothing? 

46. The answer is obviously “no”. Even if someone wanted to play so badly that 
money didn’t matter, practicality would intrude. A professional level baseball 
player needs to devote full time to the job. But if baseball didn’t pay, the 
players would need to get other jobs, unless they were independently wealthy. 
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And someone with a full time job, particularly if they have a family, will be 
unable to devote sufficient time to the sport to be at the same level as someone 
else with the same talent who does not have to work. 

47. The same holds true for recording artists. There are many amateurs who 
would like to be stars. Professional sound recordings require producers, 
studios, and often the accompaniment of professional studio musicians or even 
an orchestra (and orchestrator). And the public needs to be alerted to the 
existence of the sound recordings. All of this takes money. 

48. The Internet has allowed hopeful amateurs (some of whom will make it as 
professionals) to self publish on the web. But many of these recordings are no 
different than the ‘demo tapes’ that hopefuls made prior to the Internet. Demo 
tapes are very different from CDs produced by record companies, just as your 
local high school baseball team is different from the Red Sox, even if a player 
or two might someday make it to the majors.  

49. If payments to sound recording companies decrease, basic economics says that 
society will lose because there will be fewer professional quality sound 
recordings produced. It is important, if we wanted to check this claim, that we 
make sure to compare apples to apples. In other words, to compare only 
professional level recordings over time (because it is almost entirely 
professional recordings that consumers listen to). 

50. This report represents my current opinions. I reserve the right to supplement 
or revise these opinions if and when new information becomes available. 

VI. Recent Testimony 

51. I have not provided courtroom testimony or depositions in the last four years. 

 

I declare under penalty of perjury and the laws of the United States of America 
that the foregoing is true and correct.  Executed this 10th day of July 2009. 

 

 

___________________________________ 

Dr. Stanley J. Liebowitz 
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