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Lecture 1
Who am I?

Music Business as Oldest Idea Business



warner music = group

16738

Early Polyphonic Spree photo?
Staft of East Atlanta micro distillery?

Stall of Urban Outfitters Portland OR?
Microsoft!!



Shared Characteristics

*High tailure to success ratio.

*Scalable businesses models.

*Highly concentrated profits.

*A few “giants” lots of “dwarves.”

' [alent 1s overrated.

*[Luck. Random or unpredictable outcomes.

*Wild as opposed to normal revenue variation

*Most successtul individuals and companies are “long volatility™.



Success to Failure Ratio

ening new franchise
Expectations?

Risk?

. Combinator

Funding new startup
Expectations?

Risk?



Scalability

Non-Scalable Business Model Scalable Business Model
Opera Singer Opera Singer
1850 2020
Must perform opera again Records opera once, copies

for additional revenue ocenerate additional revenue



Highly concentrated profits

Top 50 albums Oct 27th 2014

Total Album Equivalents (Audio Only)

B Total Aloum Equivalents (Audio Only)
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Taylor Switt’s 1989 crushes the competition



Highly Concentrated Profits

AbbVie’s Humira Remains the Top-Selling
Prescription for 2018

Published: Mar 13,2019 | By Alex Keown
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AbbVie's Humira has been the top-selling drug for several years. The medication

brought the lllinois-based company nearly $20 billion in revenue in 2018.

$20 Billion in sales 2018

Humira™ 1s the 'Taylor Switt of Prescription Drugs
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COMPUTER BUSINESS 1970s

rogramming Code



[.ecture 2
Decline of the recorded music business



1973 to 2021, Format(s): All

Source: RIAA

M <t n O~ 0 O O
N IS ISNSISNINISN IS 00 0
(o) @) NNNe) o) NNe) BNe) N ) NN ) BNe)]
Lo IR e T e B B B o IO I B |

$20,000

$15,000

Value (Millions)

$10,000

$5,000

$0

AN
(o8]
(o)}
—

m
Q
(@)}
i

<
Q
(&)
i

wn
o)
[e)]
—

o i

O 1 N
o O O
o O O
NN N

(ol <
(o)} o
(e)} o
— (3N}

2005 1 M |

2007 1 N B
zovs I I |
2009 1 NN I

2010 1IN D]

L
(Yo}
o
o
N

2021 | U .

2020 [N

o]
[o0]
(o)}
—

2018 [ NI NN
2019 [ VN B e

2017 [N W TTE

2013 I e
2014 NN Sanmi
2015 7 N R

2011 DN I
2012 I
2016 NN NNEN T

(o)) N M < W
[colerINe) o) o) o) o)}
(o) e)ie) I o) o) ) e
U I o T o B B o B B |

2003

- Values are at recommended or estimated list price. Formats with no retail value equivalent included at wholesale price

- SoundExchange Distributions are estimated payments in dollars to performers and copyright holders for digital radio services under statutory licenses

- Paid Subscription includes streaming, tethered, and other paid subscription services not operating under statutory licenses.

- Limited Tier Paid Subscription includes streaming services with interactivity limitations by availability, device restriction, catalog limitations, on demand access, or other

factors

- On-Demand Streaming includes ad-supported audio and music video services not operating under statutory licenses
- Other Ad-supported Streaming includes revenues paid directly for statutory services that are not distributed by SoundExchange and not included in other streaming

categories
- Kiosk includes Singles and Albums

- Synchronization Royalties include fees and royalties from synchronization of sound recordings with other media

Adjusted for inflation

DEATH OF THE RECORDED
MUSIC INDUSTRY

Select Measure
Revenue
(® Revenue (Adjusted for Inflation)

Select Date Range
1973

d

Select Format(s) - ESC to Hide

2021

(All)

Format (Click to Highlight)
B LreP
. Vinyl Single
B 8- Track
I Cassette
Cassette Single
Other Tapes
B
I cDSingle
SACD
B DVD Audio
Music Video (Physical)
B Download Album
B Download Single
. Ringtones & Ringbacks
" Download Music Video
Other Digital
B Kiosk
[ Paid Subscription
. On-Demand Streaming (Ad-Suppor...
. Other Ad-Supported Streaming
I SoundExchange Distributions
Limited Tier Paid Subscription
" Synchronization



DEATH OF THE RECORDED
MUSIC INDUSTR Yagjusted inflation

and population growth
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$45

$23

$0
1974 1979 1984 1989 1994 1999 2004 2009 2014 2019



DEATH OF THE RECORDED
MUSIC INDUSTRY

$20,000 I I
1978-%76

Adjusted

o 2021-%$45 .
B for population

2 1982-$44
orowth
$10,000 205415 and inflation

$5,000 | reoenue ]767’ Cd[?itd
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-- -- -. ------
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DEATH OF THE RECORDED MUSIC
INDUSTRY

Per Capita
US Recorded Music Sales Adjusted for Inflation and Population

1973 $57

1979 $76

1932 $44

1999 585

2004 $61
2021 - 48% oft CD peak 2014-2015 $24
2021 - 41% oft vinyl peak 2021 $45
2021 - 20% oft pre cd average (73-86)




DEATH OF THE RECORDED MUSIC
INDUSTRY

Populatio Gross revenue :dejru (;;;:jita Inflation
Year n
2022 | 334,805,269
2021 | 332,915,073 000000000 ®
2020 | 331,002,651  '270%000000 %
2019 | 329,064,917 11800000000 %
2018 | 327,096,265 900000000 %
2017 | 325,084,756 00000000 2
2016 | 323,015,995 500000000 20
2015 | 320,878,310 770000000 2
2014 | 318,673,411 7200000000 24 .
2013 | 316.400538 8200000 = ~Mobile data caps?
2012 | 314,043,885 390000000 2
2011 | 311,584,047 ~ ®°00:00000 28
2010 | 309,011,475  ®700.000000 &



DEATH OF THE RECORDED MUSIC
INDUSTRY

Hyperbole (recorded music not dead)
What killed the recorded music industry?
s A Bad Musie

* B. Mp3s and digital piracy

* (. The single



DEATH OF THE RECORDED MuUsSIC
INDUSTRY

Crucial Dates: 'Technology and Services

Napster
June 1999 - July 2001

1 1unes

Jan 9th 2001

1Pod
late 2001

1 1unes store

2003

You'lube
2005

Spotity USA

2011 (2006 Swed
(2006 Sweden) #2001 Rhapsody first US

Streaming service



DEATH OF THE RECORDED MUSIC
INDUSTRY

Streaming services relative share of consumer streams

You'lube + You'lube Music 53%
Spotify 7
Apple Music 6%

Amazon Unlimited + Music 2%



DEATH OF THE RECORDED MUSIC
INDUSTRY

Streaming services relative share of revenue to rights holders

* Spotity 44%
» Apple Music 25%
* You'lube + You'lube Music + Red 9%

* Amazon Unlimited + Music 7%

*Rights holders: labels, distributors, artists, producers etc excludes songwriters and publishers



DEATH OF THE RECORDED MUSIC
INDUSTRY

A

STREAMS MKTSHRBY MKTSHRBY MKTSHRBY MKTSHRBY
il i ; s PER SONG . STREAMS REVENUE STREAMS REVENUE
ALBUM |

1 | Spotify $0.00348 175 1,752 22.09% 44.33%

2 Apple Music $0.00675 90 902 6.36% 24.79%

3 YouTube Content ID $0.00022 2,794 27,940 51.00% 6.42%

a Amazon Unlimited $0.01123 54 542 0.83% 5.35%

5 Deezer $0.00562 108 1,084 0.80% 2.58%

6 Google Play $0.00554 110 1,099 0.79% 2.54%

7 Pandora $0.00203 299 2,993 1.91% 2.24%

8 YouTube $0.00154 395 3,947 1.90% 1.70%

9 Amazon Music $0.00426 143 1,431 0.65% 1.60%

10 Facebook $0.05705 11 107 0.05% 1.56% 86.38% 93.12%
11 YouTube Red $0.01009 60 604 0.23% 1.37%

12 Peloton $0.03107 20 196 0.07% 1.28%

13 Taihe Music Group $0.00044 1,386 13,862 4.92% 1.25%

14 Yandex LLC $0.00109 559 5,585 0.93% 0.58%

15 TIDAL $0.00876 70 695 0.11% 0.58%

16 Napster $0.00916 66 665 0.07% 0.37%

17 TDC Play $0.00994 61 612 0.06% 0.37%

18 LOEN $0.00235 259 2,594 0.13% 0.18%

19 UMA $0.00022 2,779 27,794 1.17% 0.15%

20 Play Network $0.00032 1,916 19,157 0.67% 0.12% 8.37% 6.24%
21 Telecom ItaliaS.p.A $0.01693 36 360 0.01% 0.09%

22 KKBOX $0.00408 149 1,492 0.04% 0.09%

23 VEVO $0.00083 737 7,374 0.13% 0.06%

24 Slacker $0.00713 85 854 0.01% 0.06%

25 iHeartRadio $0.01798 34 339 0.01% 0.05%

26 Line $0.00970 63 628 0.01% 0.05%

27 iMusica $0.02247 27 271 0.00% 0.05%

28 Bugs Corporation $0.00427 143 1,426 0.01% 0.03%

29 Reliance Jio $0.00176 346 3,463 0.02% 0.02%

30 Gaana $0.00133 457 4,575 0.02% 0.01% 0.26% 0.51%

Total Aggregate / Average : $0.00173 352 3,516




DEATH OF THE RECORDED MUSIC
BUSINESS

L.abel Response:
Cut stafl

Cut artist advances
Consolidation and mergers

Shifted to digital

Cut support for retail



DEATH OF RECORDED MUSIC
INDUSTRY

Records stores have been romanticized

Ship 12, stores pay for 10 sold
Consignment

Labels pay tor shipping and returns

Co-op advertising; labels pay for advertising
Free goods for “end racking”

Pay for in-store play




DEATH OF THE RECORDED MUSIC
INDUSTRY

Artist response: louring

North America All Revenue (Billions)

\'
27
2% ' '
i 24 : ' ) : [ & All Revenue (Billions)
22 I
| _

Strongest growth 2006-201 1




DEATH OF THE RECORDED MUSIC
INDUSTRY

[.ive and recorded music combined US

........................

1990-2014

Dechne not as pronounced



Lecture 5
Performer income sources and Intellectual Property



PERFORMER REVENUE SOURCES

Performers

Live - Fees for
Performance Fees services

Recorded music

Misc

?
Rental/Leasing
Sale of “Goodwill”?




Intellectual Property
Rights

Performers

P

Trademark/(+Copyright) ==

Copyright

erformance Fees
Merchan

Recorded music

Misc

Strong
IP protection
generally
supports
music industry
revenues

Club Goods
VS
Private Goods
VS

Public Goods



Intellectual Property
Rights

Performers

P

Trademark/(+Copyright) ==

Copyright

erformance Fees
Merchan

Recorded music

Misc

Strong
IP protection
generally
supports
music industry
revenues

Club Goods
VS
Private Goods
VS

Public Goods



COPYRIGHT

Individual right * Irade treaties
* Human rights

Supported by US Gonstitution .« Contia

US Law and regulations

International treaties

The Congress shall have Power ... To promote the Progress of Science
and useful Arts, by securing for limited Times to Authors and Inventors
the exclusive Right to their respective Writings and Discoveries.

UNITED STATES CONSTITUTION, ARTICLE I, SECTION 8



COPYRIGHT

Introduction

The Copyright Act (Title 17, United States Code) protects works
of authorship in any tangible medium of expression. It is important
to note that ideas are not protectable, only the expression of those
ideas. Under this law, creators of (among other things) books,
theatrical works, computer programs, motion pictures, music, lyrics,
choreography, works of art, and recordings are granted certain
exclusive rights to these works.

Copyright: Unique expression + fixed in tangible medium



COPYRIGHT

“Iixed 1n a tangible medium”
* Sheet music
* Music script of your own design
* Recorded on magnetic tape
* Recorded 1nto voice memo on phone

* Recorded to “cloud” server



COPYRIGHT

How many of you have a copyright?
How many ot you have taken a picture with your phone?

You have a copyright

No registration or other formalities required



TRADEMARKS

TRADEMARK, COPYRIGHT, OR PATENT

What is a trademark or service mark?

o A trademark is generally a word, phrase, symbol, or design, or a combination thereof, that
identifies and distinguishes the source of the goods of one party from those of others.

« A service mark is the same as a trademark, except that it identifies and distinguishes the
source of a service rather than goods. Throughout this booklet, the terms “trademark” and

“mark” refer to both trademarks and service marks.

Do trademarks, copyrights, and patents protect the same things?

No. Trademarks, copyrights, and patents protect different types of intellectual property.

A trademark typically protects brand names and logos used on goods and services. A copyright

protects an original artistic or literary work. A patent protects an invention. For example, if you
invent a new kind of vacuum cleaner, you would apply for a patent to protect the invention itself.
You would apply to register a trademark to protect the brand name of the vacuum cleaner. And

you might register a copyright for the TV commercial that you use to market the product.

For copyright information, go to copyright.gov!'". For patent information, go to

uspto.gov/patents!'"!

To help evaluate your overall awareness of intellectual property knowledge and to provide access
to additional educational materials based on the assessment results, please use the Intellectual
Property Awareness Assessment tool!'),



TRADEMARK

Other performers can’t use your name without permission

Charlatans vs Charlatans UK
David Matthews Band vs 'The Dave Matthews Cover Band

Concert “after parties” often get permission
Merchandise with band name or logo must be licensed

Iribute band workarounds “Hayseed Dixie”
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Lecture 4

'Theory of Public Goods




THEORY OF PUBLIC GOODS

One way of looking at Goods

Economic Good: a commodity or service that can be utilized to satisty human
wants and that has exchange value.

Iraditionally economic goods were generally assumed to be physical or somehow
“scarce” like a concert ticket, or dentist appointments.

In contrast “Free Goods”are those goods whose supply 1s practically unlimited and
that require neither payment nor ettort to acquire (like air). No exchange value



THEORY OF PUBLIC GOODS

However things like street highting, clean air, public satety, fire departments, national
security etc didn’t fit well into framework. Why?

* like “free goods” these goods are free to use, more or less unlimited, not scarce etc

* Unlike “free goods” these goods have economic value, indirectly have exchange value

* Example: house 1n low crime neighborhood vs same house 1n high crime neighborhood
* 'Thus theory ot public goods expanded framework of goods.

* 'T'he concept of “club goods” emerged trom this framework

* Intellectual property 1s a type ot “club good”



THEORY OF PUBLIC GOODS

Four types of goods per Samuelson et al

Excludable Non-exludable
Rival Private Common
i (Goods (Goods

Non Rivalrous Club Goods Public Goods




THEORY OF PUBLIC GOODS

Excludability:

T'he ability to prevent others from using a commodity or
SETVICe.

Example: a bicycle 1s an excludable good. '1'’he method of
exclusion may take the form of a lock on the bicycle or 1t

could be legal statute that discourages/punishes bicycle
theft.



THEORY OF PUBLIC GOODS

Copyright 1s a form of excludability
(ives authors exclusive rights to works

A license must be obtained from owner ot copyright or it may not be
used

Example: Movie studio must get “sync license” tfrom copyright owner
to use composition and/or sound recording 1n a film



THEORY OF PUBLIC GOODS

Ravalrous/Non-rivalrous

* In economics, a good 1s said to be rwalrous or rnwal 1t 1ts consumption
by one consumer prevents simultaneous consumption by other
consumers, or 1f consumption by one party reduces utility/ability to
use to another.



THEORY OF PUBLIC GOODS

A donut 1s rivalrous. It I eat the donut you can’t eat the donut.
It I eat half the donut there 1s only halt as much donut tfor you.



THEORY OF PUBLIC GOODS

* A radio broadcast 1s non-rivalrous. It I'm listening to a radio

broadcast 1n my car, you can also listen to the same radio broadcast
1N your car.

* A Netflix show 1s non-rivalrous. I can watch 1t. We all can watch 1t at
the same time.* Viewing the show does not “use 1t up.”

» *within reason. HBO recently crashed.



THEORY OF PUBLIC GOODS

Excludable

Private Goods
Donuts
Rivalrous Food
Clothing
Cars
Houses

Non-exludable

CommonGoods

Grand Banks cod fishery

T'imber on public lands

Pu

blic grazing land

O1

- on public lands

Local swimming hole

T e lub Goods
Netflix shows
Subscription cable 1V
Non Rivalrous Subscription Satellite radio
Songs
Recordings

Public Goods

Free over the air radio/tv

Street lighting

N

Public safety
Clean air
ational security




THEORY OF PUBLIC GOODS
Problems with supply ot goods overuse

when unregulated

Mostly OK.
Free market/ “invisible hand”

Excludable Non-exludable

Private Goods ComamonCoad
Donuts Grand Banks cod fishery
Rival k Oo.d Timber on public lands
o Clothing Public grazing land
Cars Oil on public lands
Houses Local swimming hole
Club Goods Public Goods
Nettlix shows Free over the air radio/tv
. Subscription cable 1TV Street lighting
Non Rivalrous Subscription Satellite radio Public safety
Songs Clean air
L © Recordings National security

tend-to-tinder production

tend to under production : :
iIn market economies

In market economies



Lecture 5
Gnucash and Fundamental Accounting Equation



FUNDAMENTAL ACCOUNTING
EQUATION

SCHAUM'S EASY OUTLINE OF ACCOUNTING

effects on the affairs of the business entity.

Basic Elements of Financial Position: The

Accounting Equation

The financial condition or position of a business enterprise is
represented by the relationship of assets to liabilities and
capital:

payable accounts. Liabilities may also include certain
deferred items.

Owner’s Equity. The interest of the owners in an
enterprise.



FUNDAMENTAL ACCOUNTING
EQUATION

Assets Liabilities Owner’s Equity
() 524 (XX) S 19060 [
(D) S16.5(K) 7 S12.300)
(C) ] 2,700 514,000

(d) S15.665 SO 406 )



FUNDAMENTAL ACCOUNTING
EQUATION

Examples of Assets
Cash
Checking account
Balance 1n your Venmo account
The touring van
The guitars
The amplifiers
The sound system
Office furniture
Band laptop
Sound recordings copyrights™
Song publishing copyrights*
Goodwill*

*intellectual property



FUNDAMENTAL ACCOUNTING
EQUATION

Things that are not assets

something you rent
something you use up quickly

Example

T'he rehearsal space or rental van

gultar strings or gatfers tape



FUNDAMENTAL ACCOUNTING
EQUATION

Liabilities

Money you borrow from the bank
Money you borrow from your parents
Lixpenses you put on your credit card

Money you owe suppliers
Unpaid balls
Payroll earned by employees but not yet paid



FUNDAMENTAL ACCOUNTING
EQUATION

Owners can contribute equity 1n many ways:

Cash
Equipment
Real estate

Vehicles

Even intangibles like the name ot a business or song publishing



Lecture 6

Classified Assets and Liabilities



CLASSIFIED ASSETS AND LIABILITIES

Assets Liabilities
Current Current
Fixed Long lerm
Other Contingent
Equity

partners equity/capital
Profit/Retained Profit



CLASSIFIED ASSETS AND LIABILITIES

Cash

ASSTLS HICIUUC UIC 10HOWINg. Ch o
ecking
Current Assets. Assets reasonably expected to be
converted into cash or used in the current operation of the PaYPal ACC()unt

business (generally taken as one year). Examples are cash,
notes receivable, accounts receivable, inventory, and

prepaid expenses. Invent()ry
1-shirts
CDs




CLASSIFIED ASSETS AND LIABILITIES

Fixed Assets or Plant Assets. Long-lived assets used in
the production of goods or services. These assets are used

in the operation of the business rather than being held for
sale, as are inventory items.

muslc equipment
the van
recording equipment
real estate (1f you’re doing really well!)



Fixed asset for one business may be current asset
for a ditferent kind ot business.
Depends on what the business 1s doing with the asset.






CLASSIFIED ASSETS AND LIABILITIES

Other assets
(sometimes other long term assets)
essentially just a misc category

outside mvestment
intangible assets

“Goodwill”



CLASSIFIED ASSETS AND LIABILITIES
Intangible Assets

Trademark

Trademark/(+Copyright)

Trademark
Rights of Publicity

also laws/rulings
“Implied endorsement”
“unfair competition”




CLASSIFIED ASSETS AND LIABILITIES

SCHAUM'S EASY OUTLINE OF ACCOUNTING

fixed assets, or assets to which specific captions are given.
For instance, the caption Investments would be used if
significant sums were invested. Often companies show a
caption for intangible assets such as patents or goodwill. In
other cases, there may be a separate caption for deferred
charges. If, however, the amounts are not large in relation
to total assets, the various items may be grouped under one
caption, Other Assets.

Liabilities may be current, long-term, or contingent.

short term debt
credit cards

Current Liabilities. These are liabilities that are due for
payment within the operating cycle or one year, whichever
is longer. The settlement of a current liability usually
requires the use of current assets. The ration of current
assets to current liabilities, or current ratio, is a useful
index of a company’s debt-paying capacity.

Following are the seven principal types of current liabilities:

1. Notes payable. Liabilities evidenced by a written



CLASSIFIED ASSETS AND LIABILITIES

SCHAUM'S EASY OUTLINE OF ACCOUNTING

promise to pay at a later date.

2. Accounts payable. Liabilities for goods or services
purchased on account, trade payables, and also nontrade
obligations.

3. Accrued liabilities. Liabilities that have accumulated A t bl
but are not yet due, as payment does not coincide with the Ccoun S P aya e
end of the period. These are expenses and are shown on the

Salaries and Wages Payroll Taxes

[ ]
Commissions Sales Taxes
Insurance Income Taxes
Interest Pensions —

Property Taxes Royalties

([ J
4. Withholdings. Amounts that have been withheld from O fﬁC e Suppll 6 S

employees’ pay and are to be turned over to government
agencies, insurance companies, etc. These are not expenses

T el e Other merchant accounts

they are transmitted to the specified agency. These include

income statement under

income taxes, social security taxes, unemployment taxes, y
hospitalization, group insurance, and pensions. AC Cru e d S alarl e S
5. Dividends payable. Dividends become payable only

as declared by the board of the company. They do not 12

accrue, or accumulate, as does interest on bonds. Utlll tl e S

6. Unearned revenues. Sometimes revenue is received in

advance, such as magazine subscriptions or rent. These are

liabilities, as they represent claims against the enterprise.



CLASSIFIED ASSETS AND LIABILITIES

SCHAUM'S EASY OUTLINE OF ACCOUNTING

Generally they are settled by delivery of goods or services in
the next accounting period. Where these are long-term
advances extending well beyond the next period, they
should be classed on the balance sheet as noncurrent.

7. Portion of long-term debt. The portion of long-term
debt payable in the next 12 months should be included in
the current liabilities category. This includes amounts due
on bonds, mortgages, or long-term notes.

Long-Term Liabilities. Where funds are needed for a
long-term purpose such as construction of a building, a
long-term liability account would be used. Presumably,
increased earnings would be used to retire the debt. Almost
always, long-term liabilities are interest-bearing and have a
fixed due date.

Following are the principal types of long-term liabilities:

1. Long-term notes payable. The company may be able
to obtain the needed amount from one lender rather than
by issuing bonds for sale to the public. Sometimes notes
may be issued to await better terms for issuing bonds.

2. Mortgages payable. The terms of a mortgage
generally pledge the property of a company as security. The
mortgage involves a lien on the property, but not a transfer
of title.

3. Bonds payable. If the amount of funds needed is
larger than a single lender can supply, bonds may be sold to

In order to look at health of business you
might want to distinguish between what’s
due this year and what’s due over a longer

period.

LLong term loans: more than a year
Example 5 year car loan



CLASSIFIED ASSETS AND LIABILITIES

SCHAUM'S EASY OUTLINE OF ACCOUNTING

A bonus contingent on something
the investing public, splitting the loan into thousands of .
units. A bond is a written promise to pay the face amount, happenlng.

generally $1,000, at a future date and to make interest
payments semiannually at a stipulated rate of interest.
Interest payments on bonds are deductible as expense for
income tax purposes, but dividends paid on preferred or

common stock are not. This is an important consideration Examplﬁ: artiStS reC@iV@S additional

in deciding whether to use stocks or bonds for long-term

fnancing $50,000 tor top 10 chart position

Contingent Liabilities. These are potential liabilities

arising from past events. For example, when a note receivable

is endorsed and transferred to another person, no liability is C : 1' b '1' : d° fﬁ 1

created. However, there is a possibility that a liability could Ontlng ent 1aD1 1t1€s 1 Cu t tO Carry
exist in the future, because the maker of the note may not

honor it. If that were to happen, the business that endorsed On bOOkS

the note would be required to make payment. Some other

examples of contingent liabilities are additional tax

assessments, product guarantees, pending lawsuits, and

litigation.

You Need to Know
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Disruptive 'lechnology




KEY CONCEPTS LECTURE 7

Sustaining innovations: 1Things that make product superior to competition

Only pursuing sustaining innovations risk: making products too complex, too difficult to
use. Why? (see next).

lTechnology companies can innovate faster than consumers lives, knowledge, and needs
change.

Sustaining mnovations only strategy leaves company open to disruptive innovation.
Disruptive innovations cheaper, inferior products, do less.
Consumer may not care.

May match consumer’s skill set, needs, and lives better. Cheaper also.



Key Concepts - Disruptive Innovation

Disruptive innovation, a term of art coined by
Clayton Christensen, describes a process by which
a product or service takes root initially in sitmple
applications at the bottom of a market and then
relentlessly moves ‘up market’, eventually
displacing established competitors.

Professor Ghristensen's 2-minute explanation of
Disruptive Innovation

http://www.claytonchristensen.com/disruptive innovation.html


http://www.claytonchristensen.com/disruptive_innovation.html

'T'he Innovators Dilemma

Because companies tend to innovate faster than their
customers’ lives change, most organizations eventually
end up producing products or services that are too good,
too expensive, and too inconvenient for many
customers. By only pursuing “sustaining innovations”
that perpetuate what has historically helped them
succeed, companies unwittingly open the door to
“disruptive innovations’.




Disruptive Innovation

An mnnovation that 1s disruptive allows a whole new
population of consumers access to a product or service
that was historically only accessible to consumers with a
lot of money or a lot of skill. Characteristics ot disruptive
businesses, at least in their 1nitial stages, can include:
lower gross margins, smaller target markets, and simpler
products and services that may not appear as attractive as
existing solutions when compared against traditional
performance metrics.




2006

state of the art inferior

51,500 $99
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Music business technology

What was disrupted?

Player Piano
Phonograph

Radio
Jukebox
Cassette lapes/3 lrack Tapes
(CDs ?)
MP3s
Filesharing

Streaming



D1d markets expand?
D1d more or less revenues result?
In what ways were these not inferior?
Convenience?

Player Piano
Phonograph

Radio
Jukebox
Cassette lapes/3 lrack Tapes
$ CDs
MP3s

Filesharing

Streaming




According to your instructor CDs were not a disruptive innovation. Why? Select all that apply

Answer

CDs adjusted for inflation were much cheaper than cassettes

CDs, when introduced, were much more expensive than cassettes and vinyl alboums

CDs provided poor quality audio when compared to vinyl aloums and cassettes

CDs provide superior audio quality



Lecture 3
Fixed Costs/ Variable Costs/Marginal Costs of Production

Z.ero Marginal Costs of Production



Fixed Costs and Variable Costs

Variable Costs vs. Fixed Costs: An Overview

Variable costs and fixed costs, in economics, are the two main types of costs that
a company incurs when producing goods and services. Variable costs vary with
the amount of output produced, and fixed costs remain the same no matter how
much a company produces.

KEY TAKEAWAYS

e Companies incur two types of production costs: variable costs and fixed
costs.

e Variable costs vary based on the amount of output produced.
e Variable costs may include labor, commissions, and raw materials.
e Fixed costs remain the same regardless of production output.

e Fixed costs may include lease and rental payments, insurance, and
interest payments.

Variable Costs

Variable costs are a company's costs that are associated with the number of
goods or services it produces. A company's variable costs increase and decrease
with its production volume. When production volume goes up, the variable costs

will increase. On the other hand, if the volume goes down, so too will the
variable costs.

Fixed costs remain the same regardless ot the production output



Variable Costs

Variable costs are a company's costs that are associated with the number of
goods or services it produces. A company's variable costs increase and decrease
with its production volume. When production volume goes up, the variable costs
will increase. On the other hand, if the volume goes down, so too will the
variable costs.

Variable costs are generally different between industries. Therefore, it's not
useful to compare the variable costs of a car manufacturer and an appliance
manufacturer, for example, because their product outputisn't comparable. So
it's better to compare the variable costs between two businesses that operate in
the same industry, such as two car manufacturers.

You may calculate variable costs by multiplying the quantity of output by the
variable cost per unit of output. This calculation is simple and does not take into
account any other costs such as labor or raw materials.

Suppose company ABC produces ceramic mugs for a cost of $2 a mug. If the
company produces 500 units, its variable cost will be $1,000. However, if the
company does not produce any units, it will not have any variable costs for
producing the mugs. Similarly, if the company produces 1000 units, the cost will
rise to $2,000.

E\l"\r\ﬂ\l‘\lf\f~ f\;ll“\v‘:“\l‘\lf\ f'f\f‘*'f‘ M"\\l:anIIAf\ I—'\l‘\nr ﬁﬁmm:fﬁ:f\ﬂl‘ "\“\f'l"\f\':nff “\HI" ol AW W}



Example: Kindercore Vinyl Manufacturing

Fixed costs Variable costs

rent hourly employees
equipment lease overtime
Insurance N electricity
salaried employees raw vinyl

elc etc



Concept: Marginal cost of production

A Cost

Marginal Cost =
A Quantity

2 Investopedia

Marginal Cost = Change 1n Cost/Change in Quantity
Sometimes: Cost of one additional unit
could be simply an amount: $1.50 each additional unit
Or complex formula:

1.50 tor first 1000 units
1.25 tor 2000-5000 unaits
1.00 all units over 5000

Marginal cost doesn’t always go down with more units.
Consider the situation where the Kindercore must buy additional
vinyl presses to manufacture higher quantities



Marginal Revenue= revenue from one additional unit

Price
A
MC
MR
>
Quantity

Marginal cost curve: This graph shows a typical marginal cost (MC) curve with marginal revenue

= (MR) overlaid. M&XiHliZ@d r€V€ nue
Maximum

profit margin



Why 1s marginal cost ot production important?

Importance of the Marginal Cost of Production

After determining the relationship between the marginal cost of production and marginal revenue, it is easier
for a company to plan production levels and put in place per unit pricing strategies. Knowing marginal cost

enables the organization to determine and come up with an optimal revenue margin for sustaining sales and
increasing profits.

The marginal cost of production is used to measure the change in the cost of a product resulting from the
production of an extra unit of output. When the company reaches the optimum production level, producing
additional units will increase the cost of production per unit. For example, overproduction beyond a specific
level may require overtime pay for workers and increased machinery maintenance costs.

If the marginal cost per unitis high, then increasing production capacity will be expensive. On the other hand,
a low marginal cost of production may mean that a company is able to achieve economies of scale by
working with lower fixed costs in some production lines.

tldr: “helps companies maximize profit”

https:/ /corporatefinanceinstitute.com/resources/ knowledge /accounting/
marginal-cost-of-production/



Marginal .
Cosé’ Maximize revenue and profit

o —

tci(r)s;y MC digital goods
> COSIS

of
digital
goods

output quantity

4 Marginal Costs (MC) of traditional goods and digital goods



______

Unit
Cost

Marginal Cost of Digital
Goods Tend to Zero

Number Produced



T'he conventional wisdom 1n much of the digital entertainment business
“marginal production costs tend to zero™

| Add this concept:
Marginal
Costs
: “1t 1s 1n the interest ot society to
e igital goods . .
D Py i C make the prices at which
i goods are sold equal to their
| E— respective marginal costs.”

output quantity

4 Marginal Costs (MC) of traditional goods and digital goods

T'his leads to a number of digital strategies in entertainment business.
We will group them all together under a school ot thought **Zero marginal cost
economics theory”



Separately a more controversial idea emerged

THE PRINCIPLE OF MARGINAL COST PRICING
- INTRODUCTION

1, ] 'In this thesis il is proposed to investigate the

claim put forward by a number of economists that it is in

the interest of society to make the prices at which goods

are sold eQual to their respective marginal costs of pro-
duction. A system of price determination operating along
such lines is usually reférred to as one of "marginal cost

pricing".

“1t 1s 1n the 1nterest of society to make the prices at which
ocoods are sold equal to their respective marginal costs.”

(Source: master thesis by Parzital Copes 1950)

Notice a moral component has been added.



/.ero marginal cost pricing theories have the tollowing assumptions
and lead to these strategies for digital goods

* 'T'he price of digital goods will tend to zero

* As a result there are only a handtul of ways to (indirectly)
monetize digital goods

* (Gaive away free, advertising supported

* Give away free, as part of an ecosystem that makes money
from something else (Apple, 1Phone etc)

* Freemium: Give some away free, charge for premium &
exclusives

* Bundling: Low monthly subscription price for bundle ot
movies, books, music, etc

See here: https:/ /praxtime.com/2013/01/06/digital-economics-the-zero-

marginal-cost-economy/
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More Gnucash

Management and Agent Commissions



MANAGEMENT & AGENT

Agents Performers Manag.ers
(Just book gigs) (Do everything else)
Live
ﬁf’erﬁ)rmance Feey —illf——— 1 5-20%0 of GROSS
10% of GROSS Merchandise Sales* Performance Fees

only!

Performance fees only .
Only involved in live music business Recorsdeld musIC
ales

Streaming e if— 15-20% of NET
Licensing Everything else

1V Radio Performance

Misc
Endorsements®

Branding*
Etc

*Overrated, insignificant or rare events



MANAGEMENT & AGENT

How much do managers/management companies make?

15-20% of gross live revenues
15-20%0 of net profit on most other things.

Example:
Band receives 1000 dollars to play a show.
management commission at 15%o

$150

Even 1t bands expenses were $1 100 for the show!

Gross!



MANAGEMENT & AGENT

Band recerves $70,000 recording advance.

T'hey spend $4-3,000 recording.
The band nets $22,000 on the deal.

Management commission at 15%

means management gets 15% ot $22,000
or $3300.



MANAGER & AGENT

Agents 10% of gross live revenue only
Example concert
Artist recerves $10,000 pertormance tee

Artist makes $2600 on merchandises sales

Artist show expenses $6,300

Agent commission on performance fee: $1,000
Agent commission on merchandise sales: $0



