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By March 2019, Ariana Grande’s new album Thank U, Next had been streamed 2 billion times
on Spotify,! not even two months after it had been released. Such figures were becoming
increasingly less bewildering. After all, it was Grande’s third album to reach 2 billion streams on
the platform, and she was not alone. Global superstars such as Ed Sheeran, Drake and Justin
Bieber routinely accrued hundreds of millions or even billions of streams of their hit songs.

Indeed, for many music fans, streaming had become the way to consume music, revitalizing an
industry that was seeing growth rates in double digits for the first time since the 1990s. With its
96 million paid subscribers and 200 million total users, Spotify was at the top of the pile.
Moreover, after a decade of Spotify struggling to find a path to profitability, operating losses had
shrunk to $48 million in 2018, down from $378 million in 2017, while revenue had shot up to
$5.26 billion.?

Despite the encouraging data, Spotify’s stock had been on a downward slope. Spotify was
engaged in a bitter rivalry with Apple Music, which had become a success on its own and had
reached 56 million subscribers by the end of 2018.2 Apple CEO Tim Cook claimed that Apple
Music was already the top streaming service in the US music market, which was the largest in
the world by revenue. Apple had announced plans to create a cultural one-stop shop that would
include music, video, books and even video games. Likewise, the retail giant Amazon was already
bundling music streaming with its own retail and video-streaming services.

Direct competitive threats were not the only issue for Spotify. Artists were criticizing it more for
the low royalties Spotify paid since the rates were now even lower thanks to the new deals
signed with the major music publishers in 2017. While those low rates were helping Spotify’s
quest for profitability, they risked alienating artists. Spotify’s bottom line remained vulnerable.
The company had just filed an appeal to the Copyright Royalty Board in the United States, hoping
to prevent an increase in those royalties it paid that were independent of its deals with the
majors.*
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Spotify’s response seemed puzzling at first: less music. In February 2019, it announced it had
bought two podcast companies for $340 million.” Spotify CEO Daniel Ek stressed the importance
of that nonmusic gamble, saying that “audio—not just music—would be the future of Spotify.”®
But at that time podcasting was a very small market. Could Spotify work its magic twice, growing
podcasting as it had done with music streaming? Would this be enough to strengthen its position
in a market that was becoming more and more competitive?

The History of the Music Industry

The Music Industry Before the Digital Era

In 1999, the recorded-music industry was at its peak. With $38 billion in global revenues,’ it was
riding a wave of growth as more convenient playback media such as the CD had replaced vinyl
records and cassettes. Playing CDs combined the accessibility of a small and cheap cassette
player with much higher sound quality and fidelity.

Recorded music came into existence with the invention of the phonograph by Thomas Edison in
1877, which enabled sound to be reproduced using an engraved cylinder, the “record.”
Recorded music would become popular throughout the 20th century with the emergence of
mass media such as the radio, which brought music to millions of homes. Music enthusiasts
wanted a way of listening to their favorite songs without having to wait for them to be broadcast
again on the radio or television, and sales of recorded music exploded.

Soon, a new business model emerged where recording companies, called “music labels,”
contracted artists to produce music for them. These labels acted as both producers and
publishers, coordinating and handling the recording, manufacturing, promotion, marketing
and distribution of music. The finished records were sent to final distributors (from small music
stores to nationwide chains or department stores or eventually even online retailers such as
Amazon), which sold them to the final customer.

Recorded music was published in albums of several tracks (usually around 10). Some would-be
hit songs were released as singles, which could be sold for a lower price and were also used for
promotional purpeoses, but the transition to compact disc (which had very similar production
costs regardless of the length of the recording) reduced the sales importance of the single.

By 1999, this business model had remained undisturbed for decades. Eventually, the market had
become concentrated in the so-called “big five” major labels: EMI, Sony Music, Universal Music
Group, BMG, and Warner Music Group. These larger companies often also acted as the
publishers of smaller independent companies, which lacked the capacity to develop effective
distribution and marketing arms. This increased the major labels’ market share even further.

However, in June that year, 1999, while the recording industry was enjoying its best year ever,
a group of entrepreneurs launched the file-sharing service Napster. The service allowed users to
share files easily through the Internet and became the first step that would unravel the entire
industry as it had been understood up to that point.

The Digital Medium and the Rise of Music Piracy

Two years later, in 2001, Judge Marilyn Hal Patel ordered an injunction against Napster, after
the Recording Industry Association of America (RIAA) brought a suit against the company.8
Napster users had been using the service to share music in digital format illegally. In just two
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years Napster had amassed 60 million users, who were swapping more than 165 million songs a
day without paying artists or labels.®

Music sales had been falling dramatically, which had prompted the RIAA to start an intense
campaign against music piracy. Yet, despite its efforts, sales would continue in free fali for years
to come, reaching an all-time low of less than $16 billion in 2011.2° In a little more than a decade,
the music industry had been cut in half. Figure 1 shows the dramatic drop in music spending per
capita throughout the first decade of the 21st century, compared with the previous state of the
industry.

Figure 1
US Recorded-Music Revenue, 1973—2018 (in 2018 Dollars per Capita)

U.S. Recorded Music Revenues by Format (Adjusted for Inflation, 2018 Dollars)
1973 a 2018, Format(s): Todo

Source: RIAA
$22.000
$20,000 i
$18,000 N
$16,000 3
$14,000 AN
w
c
=]
= $12,000 S ! i
=) |
@ !
2 $10,000 ( ‘
= \
$8,000 N l
$6,000 1 |IIIII
$4,000 PN
$2,000 BRER N I IIlIII
30 . -l - ' - - -
o Wm0 o P 0 O NS W W00 D NS WNW 0O O M S N~
i g CE2EE S LI LfEnEsEoEnIoEnEL S ONnTasns
Sl ) ) G 22522232222 28585 25888888 0aaaa88a

B ecr SACD M iosk
B vinyisingle B ovo Audio B Faid subscription
M &-Track Music Video {Physical) I On-Demand Streaming (Ad-Support..
M cassette M Download Album B Other Ad-Supported Streaming
Cassette Single M pownload Single B soundExchange Distributians
Other Tapes . Ringtones & Ringbacks Limited Tier Paid Subscription
. Ch Download Music Video Synchronization
CC Single Other Digital

Source: “US Sales Database,” RIAA, https://www.riaa.com/u-s-sales-database/, accessed May 2019.
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The industry, in general, blamed piracy for these lost sales!! but Ek had his own opinion about
what had happened:

| realized convenience quite often wins. . .. It's not that people don’t want to pay for music.
... It was the only point in time when the stolen product has been much, much better than
the one you legally acquired. . . . For me it was a pretty big given why we ended up where we
ended up in the music industry.12

What had happened? Three key developments had brought about the age of digital music:

— MP3 compression technology. In 1993 the Moving Picture Experts Group—the group
tasked with setting the standards for digital audio and video formats—published the
MPEG-1 Layer Il standard for digital audio, commonly known as “MP3.” The MP3
standard reduced the size of a music file by an order of 10, while keeping a quality that
was nearly undistinguishable from larger, lossless formats on all but high-end playing
devices.’3 The result was that users could rip their audio CDs, store their entire music
collection on their computers, and easily share it with friends.

— The rise of the Internet. The Internet became available to the general public in the early
1990s and its use quickly skyrocketed. In 2000, 43% of the US population enjoyed
Internet access, a percentage that rose and reached 87.3% in 2015.14 At first, most
Internet connections were slow, and it took several minutes to download a single music
track. However, soon faster connections were developed and offered by Internet service
providers. These so-called broadband connections would eventually allow music tracks
and videos to be played iinstantly. In 2015, it was estimated that there were
147 broadband connections per 100 inhabitants in the United States, of which the vast
majority (116) were mobile connections.®

— New devices. These new digital formats spurred the development of a wide range of
software and devices capable of creating and playing digital-music files. These devices
had greater capabilities than the older analog or CD player technologies. For example,
eventually a typical portable digital-music player was able to contain the user’s entire
music collection, rather than just the 60 to 90 minutes of a typical CD or cassette. Users
could browse and play any song easily and they could store and display information such
as song title, band name or genre. They could then create playlists of their favorite tracks
and easily move music between the player and their computers. All in all, these players
possessed features and usability that were unheard of in older technologies. Portable
digital players quickly became very popular. Later, the mass adoption of smartphones
would further increase the user base and capabilities of devices able to play digital music.

Despite the music industry’s efforts to stop them, file-sharing networks similar to Napster would
emerge: Gnutella, Kazaa, Torrent, and eMule, among others. Trying to shut them all down
became a never-ending game of whack-a-mole. The genie was out of the bottle, and the industry
would have to figure out what to do with it.

The First Steps to a Digital Industry

The first companies that marketed digital music usually lacked support from the recording
industry. For example, in 2000, eMusic launched a service offering unlimited track downloads
from a library of 125,000 tracks to those who paid a monthly subscription.’® However, only
artists from independent labels were available. By way of comparison, in 2017 most leading
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digital-music services claimed libraries in excess of 40 million tracks. Likewise, in 2001 MP3.com
was offering unsigned artists the chance to distribute their music through its website, paying
them according to the number of downloads.'” Both companies would change ownership and
business models in the following years. MP3.com eventually shut down and sold some of its
assets—including its coveted domain name—to CNET Networks in 2003.1¢ On the other hand,
eMusic was still operating in 2017, allowing customers to download a fixed number of tracks
(including from an audiobook library) for a set monthly fee.

The initial reaction of the major labels to the new technology was litigious. As well as suing the
makers and users of music-sharing networks similar to Napster, they also tried—but failed—to
obtain an injunction to prevent the sale of the Rio PMP300, the first commercially successful
portable MP3 player.1®

Indeed, the major labels’ first attempts to enter the digital market demonstrated the industry’s
wariness of the new technology. In the early 2000s, two joint ventures backed by the major
recording labels were launched: MusicNet—supported by EMI, Warner, and BMG—and
Pressplay, backed by Sony and Universal. Both services had several limitations that made them
unpopular with users (such as the limited number of tracks playable per month, and the limited
number of tracks from the same artist playable per month). Furthermore, MusicNet and
Pressplay only had the music of the labels that backed them, so users needed to purchase two
separate subscriptions if they wanted to listen to ali the major artists. Soon the labels abandoned
these services: MusicNet was sold in 20052° and Pressplay was sold in 2003, merging with the
Napster brand for the latter’s relaunch as a legal service.? Both MusicNet and Pressplay came
joint ninth on PCWorld’s list of the “worst tech products of all time.”22

The Success of the iTunes Model

The industry, however, did not have to wait long for its first massively popular digital-music
service. In February 2003, Steve Jobs unveiled the iTunes Store during his keynote speech at a
special Apple event. At launch, iTunes offered a catalog of 200,000 songs, with backing from
major and independent labels, which sold for 99 cents a track.2? Initially, iTunes was available for
only Mac computers but support for Windows was added a few months later, greatly expanding
the potential customer base.?* By the end of the year, the store had already sold 25 million
tracks.?* The service wouid grow exponentially and, at its peak in 2012, it reportedly reached
nearly $4 billion in sales.?8 Despite these numbers, Apple long claimed that the iTunes music
sales did not provide the company with significant profits.2” However, the iTunes sales drove
sales of iPods, which had big margins for the company.28

On the heels of iTunes’ success, several companies replicated its model for selling digital music.
For example, Sony launched the Sony Connect Music Store in June 2004, selling tracks and albums
at the same price as iTunes.?® Likewise, Apple’s longstanding rival Microsoft launched Zune
Marketplace in 2006.3° These stores were not as successful as iTunes: Sony Connect closed in
2008,3* while Microsoft discontinued the Zune brand and launched Xbox Music in 2012.32 Major
iabels fully backed these and other offerings, as they had done with iTunes.

Nevertheless, iTunes and other similar stores still came with a significant restriction. Digital
rights management (DRM) technologies were embedded in the tracks purchased. These limited
the number and type of devices on which these tracks could be used, ensuring that the customer
could not distribute the files freely after purchasing them. They also allowed the stores to control
how tracks could be used. For example, tracks purchased from iTunes could be played on no
more than five devices.
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Moreover, apart from a computer, only Apple devices such as the iPhone, iPod and iPad could
play iTunes tracks. As a consequence, iPod sales skyrocketed in parallel with iTunes’ success,
reaching 22 million in 2009.33 Likewise, Sony Connect tracks could be transferred only to
compatible devices that supported Sony’s ATRAC3 format, such as the Walkman or the PSP
(PlayStation Portable) gaming console. Meanwhile, Zune customers had to procure a Microsoft-
certified device, such as one of Microsoft’s own Zune-branded line of players.

However, the situation changed in late 2007 when a new entrant, the online retailing giant
Amazon, launched its own digital-music store. Labels allowed Amazon, unlike its competitors, to
sell tracks without DRM.34 Users could buy from Amazon and play the songs on any number of
devices that supported the MP3 format, including iPods, Zune players and Walkmans. Unlike
Sony and Microsoft, Amazon was successful and quickly became the second-largest digital-music
store in the United States.3> The competition soon followed in its footsteps: iTunes, the market
leader, abandoned DRM in 2009.36

Artists too began to experiment with the opportunities that the digital format presented. For
example, in 2007, the high-profile British band Radiohead skipped music labels and released
their album In Rainbows directly to their fans as a digital download on the band’s website, letting
customers choose the price they wanted to pay.3” No sales figures were released. Attempts like
Radiohead’s to upset the usual release process weie, however, piecemeal.

Streaming and the Smartphone Era

RealNetworks was a company that had thrived in the 1990s, developing video- and audio-
streaming technologies for the fledging !nternet. RealNetworks’ protocols allowed users to
watch videos and listen to audio without downloading the files to their computer. In April 2003,
RealNetworks launched a new service: RealOne Rhapsody (later shortened to Rhapsody). This
became the first major label-backed music-streaming service.

Rhapsody offered a subscription model where users paid a monthly fee of $9.95 for the ability
to stream an unlimited number of songs from a library of 330,000 tracks. Users could not
download the tracks directly to their computers. Rhapsody was a moderate success, reaching
800,000 subscribers in 2009. However, its growth rate slowed and ultimately declined. In 2010
it had lost 100,000 subscribers, and analysts at the time doubted its ability to compete with
other music services that were not using a streaming model. Rhapsody was spun off from
RealNetworks in February 2010, in order to help the parent company achieve profitability.3®
In 2013 the now-independent Rhapsody acquired Napster3® and started using that brand name,
ultimateiy phasing out the Rhapsody brand in 2016.4°

Rhapsody’s failure to gain traction seemed to indicate that the market preferred stores with the
iTunes model, where users could buy and own digital music. However, other streaming services
soon appeared. Pandora launched in 2005 and was followed by similar services such as Slacker
Radio and MOG.4! Pandora allowed users to listen to customized “radio stations” for free, while it
got revenue through advertising. Its Music Genome Project analyzed and broke down songs
according to multiple traits. Users could then “like” or “dislike” songs that were being played, and
the service would attempt to learn their music tastes and play only music that would interest them.

Throughout the 2010s, the use of smartphones exploded. They fused the functionality of a
portable media player with a computer with an Internet connection. By 2019, it was estimated
that there were 5.1 billion smartphone users worldwide.*2 This greatly benefited streaming
services, since it untied users from having to use a desktop system in order to access online
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services. According to Pandora, the introduction of a smartphone app in 2008 practically
doubled its growth overnight,** and Daniel Ek credited Spotify’s free smartphone app with saving
his company in 2013.44

Spotify

Daniel Ek and Martin Lorentzon founded Spotify in Sweden in 2006 after having both worked for
several Scandinavian-based online start-ups. Ironically, Sweden was infamous for hosting
The Pirate Bay, the largest search engine for illegally downloading music and video content on
the Internet. Spotify finally launched in October 2008 in Sweden and other Western European
markets after announcing deals with all the major labels plus several independent companies
that allowed Spotify to stream their catalogs.4

Initially, Spotify allowed only a limited number of users to join its unpaid service. The company
periodically sent out “invites” to its existing users, which they could use to invite their friends.
People who wanted a paid subscription were not subjected to this iimitation and could join at
any time. Spotify lifted the limitation in February 2009 in the United Kingdom and proceeded to
do the same in most of its markets in the following months.4®

Spotify launched in the United States in 2011, when it already had 10 million users throughout
Europe. This time, Spotify used a different approach. Instead of throttling free users, it offered
six months of free premium use to all US customers. Afterward, they could pay for a subscription
or start using the free, ad-supported version of the service. Spotify grew quickly in the United
States, and in March 2013 it claimed to have 1 million paid US subscribers and 6 million
worldwide.*” The growth accelerated, and in July 2016 the company achieved 30 million
subscribers and 100 million total users worldwide.*® By the end of 2018, this figure had
ballooned to 96 million subscribers and 207 million total users.* Spotify went public on the New
York Stock Exchange in April 2018, using a direct listing instead of an IPO. Shares opened at
$165.90, up nearly 26% from a referernice price of $132 set by the NYSE. The stock ended the
session at $149.01, valuing the company at $26.5 billion.5°

Spotify kept expanding all over the world. In early 2018, Spotify was available in 65 countries or
territories, spanning the Americas, Europe, Asia, and Oceania. This list included every major
music market. In November that year, Spotify began breaking into emerging and immature
markets, launching simultaneously in 13 countries in Africa and the Middle East and thus taking
the total figure to 78. Moreover, it had recently reached an agreement with Tencent, the
Chinese online retail giant, to swap 9% of stock between Spotify and Tencent’s music-streaming
services. Spotify was not available in the Chinese mainland but Tencent Music’s customers
numbered in the hundreds of millions and revenues were $1.8 billion for the first half of 2018.%!
In general, emerging markets posed a big challenge to companies such as Spotify. Piracy was still
a big factor in them, so getting people to pay for music subscriptions was still a hard sell.
However, Tencent Music had thrived in China by offering a free service and then monetizing it
with ancillary purchases such as karaoke tools, digital gifts that could be kept or sent to friends,
and the ability to watch live concerts. As of July 2019, Spotify and Tencent had yet to announce
any concrete project resulting from this collaboration.
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The Spotify Business Model

In 2019, Spotify was offering two service tiers in most of its markets: free and premium. Both
tiers allowed on-demand unlimited listening of every song in the Spotify catalog (40 miilion
tracks, and 1.5 billion listening hours) for an unlimited number of times from any personal
computer or tablet. Users of the free service had their playback interrupted every few songs by
short audio adverts. During the previous years, Spotify had slowly been increasing the number
and frequency of the commercials and had added visual adverts to the user interface of free
customers. However, premium users could listen to music without being interrupted by adverts,
had access to higher-quality audio, and enjoyed other features.

Spotify also provided an app that could be installed on many devices, from Android and iOS
smartphones and tablets to smart TV receivers and even Internet of Things devices such as the
Amazon Echo. Notably, only premium users could play music on demand using the app. Free
users were unable to select a particular song but could create a “station” that would play random
music that followed certain user-provided guidelines (such as genre, era or artist). Table 1 shows
the differences between the two service tiers.

Table 1
Spotify Service Tiers (2019)

Free Premium
Full catalog access Almost? Yes
Playlists Yes Yes
Play tracks on demand Partial® Yes
Ad-free listening No Yes
Sound quality (kbit/s) 160 320
Offline mode No Yes
Monthly fee SO $9.99¢

@ Starting in 2017, some newly released tracks were held back from Spotify’s free version for a few months.
b Free users on mobile piatforms (such as iOS and Android) could select artists, playlists and albums but not the
particular track to be played. Users of desktop platforms had unrestricted choice.

¢ Price for the undiscounted baseline premium tier in the United States.

Source: Prepared by the authors.

Spotify often ran promotions to try to sign up more customers to its subscription services. For
example, by 2019 it was offering a student subscription in several markets for $4.99 or €4.99 a
month. In the United States, this even included a free subscription to the video-streaming
platform Hulu. The company also offered a Spotify family plan for $14.95 or €14.95, which
allowed people to share a single subscription with six other family members. Spotify also
routinely offered free trials to its premium service, usually for around three months.

Spotify’s functionality was simple. When the user launched the application, music started to play
automatically, resuming the last active playlist. Users could search for any song straight from the
home screen, access their list of favorite songs and artists, access their playlists, and browse the
most popular tracks and artists of the moment. The radio feature brought several preset themed
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radio stations and allowed users to create new ones using a variety of guidelines. Spotify also
had a “discover” feature that suggested new artists based on the user’s listening habits.

Spotify had several social features. Inside the app, users could “follow” their friends to see what
music they were listening to. Users could also follow artists, bands and other personalities in
order to get news about them and be alerted if they released new songs on Spotify. Integration
with social media and messaging apps, such as Facebook, Twitter and Telegram, allowed users
to see their friends’ activities and favorite music and artists. Playlists could be also shared and
this had become such a popular feature that there were third-party websites devoted to sharing,
commenting on and rating Spotify playlists (such as Playlists.net and SharePlaylists.com). Anyone
could click on a song or playlist shared on social media and listen to it—noncustomers would
simply be asked to register an account on Spotify.

In November 2016, Spotify relaunched Spotify for Artists, the platform that artists could use to
harness the data generated by Spotify streams of their music, manage their profiles, and engage
with fans.>? Artists could, for example, post pictures, sell merchandise, and upload tour data
(which Spotify would use to tell users when their favorite artists were playing near them).
Artists were able to check what kind of playlists they were getting added to. (For example, artists
releasing a track in a new genre—in the hope of reaching new fans—could track whether the
song was being added to playlists of that genre.) Arists were able to track in real time which
songs were being played the most, segmented across many variables such as gender, age, and
location. As an example of the new platform’s potential applications, the heavy metal band
Metallica used it to tailor the setlists of its 2018 tour to include songs that were popular in the
cities they were playing.3

The Spotify for Artists revamp was not merely a public relations exercise in response to routine
criticism of Spotify by artists. Rather, Daniel Ek viewed it as a cornerstone of Spotify’s strategy:

The marketplace strategy is important because it's not a win-lose scenario but it's truly a win-
win scenario. By building tools and services for the music industry, we can make the music
industry more efficient, thereby jointly benefiting together with the music industry at that.>*

Quick innovation and decision-making were key to Spotify’s culture. “Success for us will be
determined by our ability to move faster than everybody else in this space,” Ek said.>® As an
example, Ek spoke about how the company had launched its free mobile app the very same day
the licensing deais were signed. The company could just not afford a traditional testing calendar
at a critical time for its growth. As Ek put it: “We aim to make mistakes faster than anyone else.”s®
The company was thus not afraid to tinker with its offering, pivot its strategies or even backtrack
on some of the changes it had introduced. Its engineering culture was also influenced by agile
working methodologies, which were adapted and changed as the company grew, with the view
of always being quick to launch.

Financial Performance

When Spotify launched in 2008, it did so with major music labels taking 18% of its shares, for a
combined contribution of around €8,800 (then about $13,000).57 Spotify’s rapid expansion
required significant investment but the company had no trouble raising capital. Since 2007 it
had successfully completed seven funding rounds, reportedly raising a cumulative total
of $1.06 billion with a 2015 valuation of $8.53 billion.*8 It also raised an additional $1 billion in
debt in the first half of 2016, which was converted into equity when the company went public
in April 2018.%°
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On the face of it, Spotify’s performance during its short life had been nothing less than
exceptional, with the company posting staggering growth rates year after year. In 2014 it
surpassed €1 billion in revenue for the first time, and milestones were reached at a frantic pace:
€2 billion of revenue in 2015, €3 billion in 2016, and €5 billion in 2018. (See Table 2 for Spotify’s
financial data.)

Table 2
Spotify Financial Data 2014—2018, in Millions of Euros

2014 2015 2016 2017 2018

Revenues 1,085 1,940 2,952 4,090 5,259
e Premium 983 1,744 2,657 3,674 4,717
* Ad-supported 102 196 295 416 542
Cost of sales 911 1,714 2,551 3,241 3,906
as % of revenue 84 88 86 79 74
Gross profit 174 226 401 849 1,353
Operating expenses 365 461 750 1,227 1,396
* Research and development 114 136 207 396 493
¢ Sales and marketing 184 219 368 567 620
¢ General and administrative &7 106 175 264 283
Operating income -191 -235 -349 -378 -43
as % of revenues -18 -12 -12 -9 -1
Active users at end of year (millions) 60 91 124 160 207
Paid subscribers at end of year (miiiions) 15 28 48 71 96
Percentage of paid users 25 30 39 44 46
Paid user ARPU (euros per month) — 6.84 6.20 5.32 4.81

Figures might not add up due to rounding.

Source: Spotify annual reports for 2016 and 2018, https://investors.spotify.com/financials/default.aspx, accessed May 2019.

There was a patent caveat in Spotify’s growth story. Since its launch in 2008, the company had
yet to post an annual profit. The company’s explosive growth had been accompanied by losses.
However, Spotify’s financial situation was thought to be secure, given the amount of financing
it had been able to obtain.

The single largest expense item was the cost of goods sold. This consisted mainly of the royalties
Spotify paid to rights holders in order to get access to their catalog to offer to Spotify customers,
plus the IT costs of delivering content to the customer.
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The Royalty Issue

There were many types of royalties. Spotify had to make sure it had secured all of them in order
to offer a particular music track to its customers, or else it could face legal problems. In generali,
though, royalties could be divided into two main categories:

— Mechanical rights: those covering the underlying composition of a song (the lyrics and
the music composed by the songwriters) when the song is reproduced.

— Performance rights: those covering a particular rendition of that composition by an artist
or band when a song is performed in public, including when it is streamed.

Performance rights were usually held by the publishing labels and were pricier. Spotify had
signed several agreements with major labels in order to get access to their catalogs. The
agreements in place in 2019 had been signed in 2017 and would be up for negotiation again in
2020. These contracts were very complex and could differ for different publishers and
territories. However, they shared some common features:

— Spotify did not pay a fixed amount per stream. Instead, a percentage of monthly revenue
was allocated to royalties, which were distributed according to the market share of each
track within the total number of streams Spotify delivered during the period.

— The rates were tied to the overall user count and the ratio of free to premium. This
meant that Spotify had to meet certain targets in other to access the most advantageous
rates.

— The deals incorporated a floor, a minimum amount that had to be paid to the publisher
even if the actual royalties accrued would not otherwise reach that figure.

— The free and premium services had different royalty rates. Spotify paid a larger
percentage of its revenue on the free service (which was much smaller on a per-user
basis). In 2018, for example, Spotify’s cost of revenue for its premium service was 73%,
while it was 82% for its free service.

— Spotify did not pay artists directly (except those who self-published on the platform).
Spotify paid the publishers, which in turn paid artists in accordance with their own
particular deals.

— Some of the deals incorporated most-favored-nation clauses. This meant that, if Spotify
signed a deal with another publisher that was less advantageous to Spotify, the
streaming company would need to adjust rates upward for the other publishers.

Mechanical rights were usually not negotiated in the free market but instead could be set by
courts, government bodies, or performing rights organizations—depending on the territory.
In 2019, Spotify was embroiled in a legal battle to prevent the Copyright Royalty Board (a body
of the US government) from progressively raising the mechanical royalties from 11.4% to
15.1% of total revenue for the period from 2018 to 2022.%°

The new deals signed in 2017 with the major publishers had successfully lowered Spotify’s costs
and seemingly put the company on a path to profitability. The company had announced its first
ever operating profit—of $94 million—for the fourth quarter of 2018, although it still posted a
loss of $43 million for the overall year. Nonetheless, Spotify was being cautious and still expected
an overall loss in 2019.%!
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Relations With Artists

Lower royalty rates had a significant side effect. Artists on Spotify were being paid on average
$0.004 every time one of their tracks was played. This was far lower than on other services such
as Napster ($0.019), Tidal ($0.013) and even Spotify’s most direct competitor Apple Music
($0.007).52 To earn the minimum US monthly wage ($1,472 in 2018), this meant artists on Spotify
would need to have their songs played more than 330,000 times each month.

However, was there an alternative for artists? Artist-friendly platforms such as Tidal (which
claimed to give the best terms to artists out of all the streaming platforms)® had not managed
to reach a significant size, and even high-profile artists who had pulled their tracks from Spotify
or other streaming services had been forced to accept the new realities of the market. That was
the case with Taylor Swift, one of the best-selling artists of the 2010s, who had returned to
Spotify in 2017 after removing her catalog from all streaming platforms in 2014.54 “It doesn’t
matter what we felt two or three years ago,” said Scott Borchetta, CEO of Taylor Swift’s
distributor Big Machine. “What we have now is what we have to make work.”®°

In the past, artists such as Radiohead had tried to leverage digital technologies to access the
market directly but those efforts had been largely isolated. Nonetheless, Spotify was beta-
testing a feature that would allow unsigned artists to publish music on Spotify directly,%®
sidestepping the need for a publisher to act as middieman. Artists in the program could receive
royalties directly from Spotify and keep track of the amounts. So far, the program was by
invitation only, and Spotify had invited “a few hundred US-based independent artists” to
participate.

Allin all, the stakeholders in the music industry had come to grips with how consumers en masse
were embracing Spotify and music streaming as their preferred way of consuming music.
Streaming had become the backbone of the music industry as it emerged from the digital crisis
affecting it since the first years of the 21st century.

The Music Industry in 2018

In 2017, the global music industry grew 8.1% year on year to $17.3 billion, its third year of
consecutive growth after 15 consecutive years of decline. Despite the growth, revenues were
only at 68% of their peak of 1999.%7

Indeed, the music industry had changed a lot since the 1990s. The industry, once built exclusively
on the sales of physical recordings from mainly brick-and-mortar stores, had seen digital take
over as the biggest source of revenue. Once-renowned music-store chains such as Tower
Records had closed down, while others such as Virgin had downsized their physical presence
significantly. Now music was predominantly being bought and consumed in digital form.
(See Figure 2 for a breakdown of revenue sources.)

CDs, vinyl records and cassettes accounted barely for 30% of the global industry, with an annual
drop of 5.4% in sales in 2017. Ironically, vinyl—which was once on the verge of extinction after
the massive success of CDs in the 1990s—was the only physical segment experiencing growth
(22%), as it had successfully been repurposed as a collector’s item.
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Figure 2
Revenues of Global Music Industry by Source (2017)

Synch
2%
Performance
rights
14% Physical
30%
Download
16%
Streaming
38%

Royalties for synchronization rights were paid for permission to synchronize music with other
media (such as films, TV shows and video games). Royalties for performance rights were paid
for permission to play recorded music in public (including by TV and radio broadcasters and
public venues).

Source: Global Music Report 2018: Annual State of the Industry, International Federation of
the Phonographic Industry, April 24, 2018, https.//www.ifpi.org/downloads/GMR2018.pdf,
accessed May 2019.

Permanent purchases of downloaded music, which once had been the most successful digital
business model, were declining rapidiy, with that segment’s revenues falling 20% globally in
2017. Streaming was the segment driving growth in the industry, with a staggering year-on-year
global increase of 41.1% in revenues. (See Exhibit 1 for data on streaming’s revenue growth.)

Developed markets such as the United States, Japan, Germany and the United Kingdom were
the largest global markets but emerging markets such as China and Brazil were already in the
top 10. Growth was strong in both North America (13%) and Latin America (18%) but softer in
Europe (4%) and Asia (5%). (See Exhibit 2 for detailed music revenue data for the United States,
the world’s largest market.)

Regarding the iabels, compared with the situation in 1999, the global music market had
witnessed further concentration. The “big five” major labels had been reduced to three: BMG
was sold te Sony in 2008, and EMI merged with Universal in 2011. In 2017, the three major labels
accounted for nearly 70% of the global market of recorded music.

IESE Business School-University of Navarra 13

This document is authorized for educator review use only by Barbara Masiello, Other (University not listed) until Feb 2023. Copying or posting is an infringement of copyright.
Permissions@hbsp.harvard.edu or 617.783.7860


https://www.ifpi.org/downloads/GMR2018.pdf

e
|||l SM-1685-E Spotify: Face the Music (Update 2019)

Table 3
Recording Industry’s Global Market Share in 2017
Company Share of total dollar revenues
Universal Music Group 29.7%
Sony Music Entertainment 21.9%
Warner Music Group 16.2%
Others 32.2%

Figures may not add up to 100% due to rounding.

Distribution market share includes sales of music owned by the label and music owned by third parties (generally artists
or smaller labels) but distributed through the label.

Source: “UMG and WMG Make Recorded-Music Market Share Gains, Sony Outperforms in Publishing,” Music & Copyright,
May 15, 2018, https://musicandcopyright.wordpress.com/2018/05/15/umg-and-wmg-make-recorded-music-market-
share-gains-sony-outperforms-in-publishing/, accessed May 2019.

The major labels thus still controlled most of the distribution of music, which was now being
delivered to customers through two main types of digital retailer:

— Download operations sold single tracks or albums digitally. Users could select an album
or a track, listen to a sample, and then pay an amount (typically around $1 for a song
and $10 for an album) to download it to their computer or portable device. The market
was dominated by Apple’s iTunes. Other significant players were Amazon and Google
Play Music.

— Streaming allowed customers to listen to music without downloading it to their device.
Thus, unlike with downloads, users never owned the tracks. Streaming services usually
obtained revenue via paid subscriptions or advertising. Spotify was the market leader in
terms of users and revenue. Other important players were Pandora, Apple Music,
Deezer, and Amazon (Prime Music and Amazon Music Unlimited).

The Competition

The Big Three

As Spotify proved the viability of streaming, the space began attracting the attention of some of
the largest tech companies in the world: Apple, Amazon, and Google. Apple and Amazon in
particuiar had been important players in digital music during the first decade of the 21st century,
when digital downloads had been the first successful business model for digital music.

In June 2015, Apple announced Apple Music,®® a streaming service that aimed to leverage the
considerable number of people who were already using Apple products and services, particularly
those who were already listening to music using iTunes. The new service boasted radio stations
curated by famous DJs, social features that allowed artists to interact with fans, exclusive deals
with artists, and integration with the Siri voice-controlled personal-assistant feature that most
Apple products had.
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All this was available at the same price point as Spotify’s premium service: $9.99 a month. Apple,
however, was not offering a free version of the service. (See Exhibit 3 for a comparison of Spotify,
Apple Music and several other streaming music services operating in 2019. See Exhibit 4 for
estimated global market shares at the end of 2018 —Spotify’s market share had remained stable
throughout 2018.)

Apple had been growing at a frantic pace, reporting 56 million users by late 2018. Moreover,
Apple CEO Tim Cook had claimed that Apple was now the top music service in the United States.

The relationship between Apple and Spotify was bitter. Spotify complained that Apple’s own
marketplace—the App Store—gave Apple Music an unfair advantage. Apps for installation in the
Apple ecosystem (which included the very popular iPhone and iPad mobile devices) had to come
from the App Store. In exchange for listing them there, Apple obtained a 30% cut of sales of apps
sold through the App Store. That meant that Apple Music’s competitors had to either take a 30%
cut on their margins or increase the price accordingly, which made them uncompetitive
compared to Apple Music. Spotify launched a suit against Apple with the European Commission
in March 2019.%°

Moreover, in the same month, Apple launched Apple Video and Apple News. Apple Video was a
video-streaming platform, featuring original exclusive content. It was positioned to compete
against Netflix and similar video platforms. Apple News aggregated subscriptions to many
newspapers and magazines (such as the Washington Post and New York Times) in a single
platform. Apple was expected to bundle its new video and news service with Apple Music,
offering a one-stop shop for cultural products and information.

The leading online retailer Amazon launched Amazon Music Unlimited in late 2016.7° A limited
version of the application (with access to 2 million tracks), called Amazon Prime Music, was
provided free to every Amazon Prime customer. Amazon Prime customers also got a discount
for the full service, available at $7.99 a month for them, compared to the usual $9.99 a month
that was the norm in the industry.

Google too had unsuccessfully tried to make a dent in the music-streaming space. Its latest
attempt was YouTube Music, a service that offered unlimited streaming of music and music
videos through the YouTube platform. According to the International Federation of the
Phonographic Industry (IFP1), YouTube was still by far the Internet’s largest site for streaming
music, accruing 46% of music streamed all over the world.”* However, so far Google had failed
to monetize that user base effectively. YouTube Music could also be bundled with YouTube
Premium, a service that featured original video content on the same platform.

Other Players

Besides its large competitors, Spotify also faced competition from several other streaming-music
services. These could be divided into two kinds:

— On-demand: The most similar competitors were other on-demand streaming services.
Besides the aforementioned Apple Music, Amazon Music Unlimited, and YouTube Music,
other noteworthy services were Napster, Tidal, and Deezer. These worked in a similar way
to Spotify, allowing users to play any track they wanted from each service’s catalog.

— Internet radio: These companies did not offer tracks on demand. Instead, users could
listen to preset radio stations or create customized ones. This model allowed companies
to pay reduced royalty rates compared with on-demand streaming services such as
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Spotify, and therefore they were able to offer lower pricing. Pandora was the most
successful of those services, although it was losing subscribers.

This intense competition had already claimed its first casualties. Last.fm, an Internet radio
service owned by CBS Corporation, discontinued its music-streaming service in 2014. In
November 2016, Rdio—a streaming service launched by Skype founders Janus Friis and Niklas
Zennstrom—filed for bankruptcy and was purchased by Pandora.”? SoundCloud, another
streaming service, laid off 40% of its staff and sought new investment to avoid closure in 2017.73
Tidal, which had artists such as Jay-Z and Beyoncé among its shareholders and promised better
terms to artists, was struggling and had to seek new investment in 2017.

These companies were smaller and less successful than Spotify. Nonetheless, Apple, Amazon,
and Google were formidable competition for the Swedish company. They had much more
financial backing and could synergize horizontally with the companies’ other activities.
In particular, they were becoming very active in producing original content (mostly video), which
could be bundled with their music offerings. Moreover, some observers believed that these
companies could afford to see their streaming businesses as ioss leaders to drive customers to
their core activities. As Tim Cook said in an interview: “We’re not in it for the money.””*

Spotify’s Nonmusic Gamble

Despite the encouraging financial results, in early 2019 many eyes were on Ek when he outlined
Spotify’s new audio strategy aimed at facing the tough times ahead:

Today, audio is only one-tenth of the size of the video market, so there is a massive
opportunity here for audio to evolve into a more personalized, more immersive experience,
much like how the video industry has evelved. We believe that, over time, more than 20% of
all listening on Spotify will be nonmusic content, and we strongly believe that this opportunity
in audio starts with podcasts.”

Spotify had purchased three different podcast companies in the preceding months, across the
entire value chain: Gimlet Media (content and publishing), Anchor (creation tools), and Parcast
(content).

Podcasts are episodic series of audio files dealing with the same topic and can be streamed or
downloaded by listeners. In essence, they are the digital versions of broadcast radio shows, the
word “podcast" itself being a portmanteau of the words “iPod” and “broadcast.” Podcasts are
usually distributed via platforms that aggregate them and pay podcasters a share of the
platform’s ad revenue. Podcasters can, in addition, run their own ads within their podcasts, and
some of the most successful podcasters are able to charge for their podcasts. Ek explained the
rationale behind investing in that area:

It is primarily about driving that virtuous cycle. What we see very clearly as we're investing in
more podcast content is engagement goes up. As engagement goes up, we both broaden the
appeal to new users but we also increase the engagement of the existing ones on
the platform—which drives down churn, which in turn makes the business overall much
stronger. That's the continued path and, if that happened and if you also layer on top of it
our marketplace business and the trend where gross margin on the core business keeps
increasing, that's our expectation that this will happen over time as well.”®
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This was not the first time that Spotify had attempted to produce original content as a way to
drive up engagement and differentiation. The platform had been producing original video
content since 2016. This was always music-related (music documentaries and behind-the-scenes
shows) but even then the idea was not pursued vigorously. In early 2018, the chief content
officer Stefan Blom left Spotify, after being “in charge of the company’s attempted push into
video, which has stopped and started a few times without gaining traction.””’

But was nonmusic audio the answer to Spotify’s quest for original content? Podcasting was still
a very small market but it was growing rapidly. The Interactive Advertising Bureau and
PricewaterhouseCoopers estimated that in 2017 it generated $314 million in revenues in the
United States, and was projected to hit $659 million in 2020.7® (See Exhibit 5 for facts and figures
on the podcast industry.)

Could Spotify grow podcasting as it had done with music streaming? Would podcasting be the
answer to Spotify’s problem of how to compete with the industry giants threatening its space?
And if podcasting was not the answer, what alternatives were there to increase Spotify’s long-
term profitability?
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Exhibit 1
Streaming Growth

Worldwide Streaming Revenue (in Billions of US Dollars)
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Source: Prepared by the authors using data from IFPI annual reports, https://www.ifpi.org/resources-and-reports.php,
accessed May 2019.
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reports.php.
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Exhibit 2
2018 Year-End Recording Industry Revenue Statistics

United States Unit Shipments and Estimated Retail Dollar Value (in Millions, Net After Returns)

Digital Permanent Download

% change
2017 2018 2017-2018
(Units shipped) Download single 553.5 399.8 -27.8
(Dollar value) $678.5 $490.4 -27.7
Download album 66.4 49.7 -25.1
$668.5 $499.7 -25.3
Ringtones and ringbacks 14.3 10.0 -29.8
$35.5 $24.9 -29.8
Other digital* 2.7 2.2 -18.2
$21.9 $24.1
TOTAL DOWNLOAD $1,404.5 $1,039.1 -26.0
Digital Subscription and Streaming
SoundExchange distributions? $652.0 $952.8 46.1
Paid subscription® 35.3 50.2 42.4
$3,500.5 $4,656.0 33.0
Limited-tier paid subscription* $591.6 $747.1 26.3
On-demand streaming (ad-supported)® $658.6 $759.5 15.3
Other ad-supported streaming® $261.8 $251.4 -4.0
TOTAL STREAMING $5,664.5 $7,366.8 30.1
TOTAL DIGITAL VALUE | $7,069.0 $8,405.8 18.9 |
| Synchronization royalties’ | $232.1 $285.5 23.0|
Physical
(Units shipped) cD 87.7 52.0 -40.7
(Dollar value) $1,057.3 $698.4 -33.9
LP/EP 15.6 16.7 7.2
$388.5 $419.2 79
Music video 1.9 1.4 -25.7
$38.6 $27.6 -28.6
Other physical® 0.6 0.5 -21.8
$11.0 $9.6 -12.6
Total physical units 105.7 119.8 -33.3
Total physical value $1,495.5 $1,670 -22.8
TOTAL DIGITAL AND PHYSICAL
Total units® 742.6 532.3 -28.3
Total value $8,796.6 $9,846.1 11.9
% of shipments'© 2017 2018
Physical 17% 12%
Digital 83% 88%

Hincludes kiosks, music-video downloads and other digital music licensing.

2Estimated payments to performers and copyright holders for digital radio services under statutory licenses.

3Streaming, tethered, and other paid subscription services not operating under statutory licenses.
Subscription volume is the annual average number of subscriptions.

4 Paid streaming services with interactivity limitations according to availability, device restriction, catalog limitations, on-demand access,
or other factors.

> Ad-supported audio and music-video services not operating under statutory licenses.

5Revenues from services paid directly that are not distributed by SoundExchange and not included in other streaming categories.

7Includes fees and royalties from synchronization of sound recordings with other media.

8Includes CD singles, cassettes, vinyl singles, DVD audio, and SACD.

Units total includes both albums and singles, and does not include subscriptions or royalties.

2 Synchronization royalties excluded from calculation.

Source: Joshua P. Friedlander and Matthew Bass, RIAA 2018 Year-End Music Industry Revenue Report, Recording Industry Association of
America (RIAA), 2019, http://www.riaa.com/wp-content/uploads/2019/02/RIAA-2018-Year-End-Music-Industry-Revenue-Report.pdf,
accessed April 2019.
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Exhibit 4
Global Streaming Market Share, First Half 2018 (Percentage of Active
Subscribers)
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Source: “Mid-Year 2018 Streaming Market Shares,” Music Industry Blog, September 13, 2018,
https://musicindustryblog.wordpress.com/2018/09/13/mid-year-2018-streaming-market-shares/, accessed May 2019.
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Exhibit 5
Podcast Industry Data

Podcast Listeners in the United States
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Source: Activate Tech and Media Outlook 2019, Activate, p. 115, http://activate.com/, accessed May 2019.

Leading Podcast Publishers in the United States (Feb. 2019)
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Source: “Podcast Industry Audience Rankings,” Podtrac, March 2019, http://analytics.podtrac.com/industry-rankings/,
accessed May 2019.
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