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Introduction

Digital downloads are predicted to be a $1.1 billion business by 2003, up from an estimated $1 million this year, according to Forrester Research. If that’s true, Napster, an upstart offering free digital music downloads in MP3 format, could pose a major threat to the multibillion-dollar retail music industry. 

Not all music retailers share the view that peer-to-peer technology poses a significant threat, at least not yet.  Traditional “brick and mortar” retailers such as Virgin and Tower Records have largely played down the threat, while on-line retailers like Amazon.com and CDNow.com recognize the tremendous opportunities as well as the competitive elements of the Napster phenomenon.  To better analyze the perspectives and competitive strategies of music retailers we have chosen two large retailers with unique perspectives and strategies to handling the Napster phenomenon, CDNow.com and Tower Records Inc.  Don’t head to the store, don’t wait for your CD to come to you, download now!

CDNow background

Twin brothers Jason and Matthew Olim founded CDNow in 1994.  Through its Internet site CDNow.com, CDNow offers over 500,000 items including CDs, digital downloads, custom CDs and movies on VHS and DVD.  Music fans can even download music for free and sample music and a variety of radio stations.  In September 2000, Bertelsmann eCommerce Group (BeCG) acquired CDNow and made it a wholly owned subsidiary of BeCG.  BeCG in turn is a subsidiary of Bertelsmann Music Group commonly know as BMG.  With the backing of music giant BMG, CDNow is well positioned to compete in online music retail.  CDNow currently holds 20% of the on-line market share topped only my Amazon.com with 40%.

Napster and CDNow 

Far from being the death knell to music revenue, some industry analysts suggest that digital downloads have actually given a much-needed boost to the stagnant retail music industry. According to the Recording Industry Association of America (RIAA), music sales climbed 5.7% in 1998, to $13.7 billion, up from $12.2 billion in 1997.  Retailers such as Amazon and CDNOW recognize the tremendous influence and potential popular music sites like Napster can have on their markets.  Amazon.com attempted to forge an agreement with Napster to offer a link on the Napster site to purchase music through Amazon.com.  Instead, Napster made a deal with BMG (CDNow) forming a strategic alliance that may change the on-line retail business.  

Online music retailers believe the best way to deal with the peer-to-peer technology is by forging strategic alliances with these sites in order to gain a competitive advantage. Recognizing that Internet savvy music lovers are more receptive to purchasing music on-line, in October 2000, Bertelsmann and Napster signed a $50 million loan agreement, which can be converted to equity shares in the future.  Under the agreement, Napster will upgrade its software to protect copyrighted material and devise a subscription-based service to distribute copyrighted music.  A link to CDNow web site is also prominently displayed at Napster.  BMG will also drop its part of lawsuit against Napster once Napster implements the software upgrade.  

CDNow Strategy

Why even bother with making a link to purchase software if the technology makes it possible to copy it for free?  By striking a deal with Napster regarding copyrighted material, CDNow will have the protection from its partner Napster on its licensed music products.  This addresses piracy issue that enraged many major music execs.  Napster has agreed to upgrade its software to protect copyrighted songs and devise a business model based possibly on subscription.  

Besides the copyright protection the CDNow button on Napster provides the convenience and a quick link to CDNow home site for potential customers who want to buy more CDs after download.  CDNow is the first major online retailer to reach the music communities of Napster, which boasts a user base of 57 million worldwide.  Napster users will have a wide selection of product catalog from CDNow at their fingertips.  Napster will turn itself into a sustainable business and generate a stream of revenues from its membership or subscription services to support its operations.

As a result of the alliance with Bertelsmann Napster has a better chance to cut deals with other major record labels and untangle itself from the well-publicized lawsuit brought up by RIAA.   

As soon as Napster starts charging for downloading music, wouldn’t users rush to other sites that aren’t charging?  That may happen, but just as a growing Napster caught the attention of the music industry, the music industry will fight other growing online pirates through legal actions.  

Online music resellers such as Amazon and CDNow still only take up a portion of the overall music sales.  There are still music stores where consumers physically have to walk into and purchase CDs or records.  The largest of the “brick and mortar” resellers is Tower records.

Tower Records background

Russell Solomon founded Tower Records and Video out of Sacramento California in 1960.  Solomon started out by selling ‘two-bit’ records from his father’s drugstore in 1941 and realized selling “racked” recordings could make a lot of money.  In a $10B industry, Tower Records is now the nation’s largest privately held music retailer with a 1998 net income of $9.9M on revenues of $1B.  Tower currently has 222 company owned and franchised stores around the world.   Tower prides itself as the place to find one-of-a-kind and hard to find titles, and carries massive inventories to cover customer demand.

Solomon’s competition from inception up until 1998 was clear: other brick-and-mortar music retailers with similar strategies and concerns.  Napster arrived in 1998 with much fanfare but little Tower concern.  “If downloading is going to be an important part of the overall business, then we’ll be there.  We’ll do it,” proclaims Solomon.  But Solomon might want to rethink that strategy: Tower’s same-store sales for fiscal ’99, barely moved and gross (profit) margins were flat.  Solomon blames ‘competitive Internet pricing’ for the losses with no mention of Napster.  Also – net losses expanded from $9M in 1998 to $10M in 1999 on increased revenues of $1.1B, indicating rising costs coupled with a competitively driven flat CD price.  Aside from Napster, the true threat to Tower is the likelihood that record companies themselves will use the Internet to bypass retailers.

Solomon is convinced that Tower will survive and prosper through the Napster phenomenon, because:

· Music collectors, in Solomon’s opinion, enjoy grazing the racks.  This is impossible with on-line retailing.  Music collectors don’t want copies. “I think it (sales of digital downloads) will turn into something ancillary to the record market.  You can’t discount pride of ownership.  When you buy a CD, it isn’t just the music, it’s the artwork, the original object, not a copy, that you are buying” Russell Solomon, Tower Records

· Solomon sees a continuing role for the old-fashioned music retailer that can’t be replaced by a mouse or MP3 player. “People who want to be involved in the community of music aren’t going to spend eight hours downloading stuff.  They want to be out looking through CDs and records and are going to see bands” Gregory J. Loescher, editor, Goldmine (magazine catering to music collectors).

· Each Tower store is unique – the localized approach attracts and retains a strong and devoted customer base. “They get it.  They’re the only chain with personality” Charles Clendenin, BMG sales manager

· People buy CDs because they are made aware of them through marketing and merchandising in Tower stores.  In-store promotions including concerts, celebrity appearances, artist signings, and memorabilia are a principal weapon against Internet retailers.

Napster and Tower Records

Tower admits that Napster has resurrected a demographic that Tower has all but ignored: the entry-level music market made popular by 45-rpm singles.  “We’re in denial,” says Tower executive VP and C.O.O Stanley Goman, “We’re denying kids records that they can afford: singles.”  In this sense, Tower sees Napster as somewhat of a partner in developing its low-end market that will turn to Tower when they are able to purchase.

A survey released last week by market research firm Gartner/Dataquest found that those who download music online are evenly divided on whether their activity leads to more CD sales.  Thirty-four percent of those surveyed said they bought fewer CDs because songs were available online, 34% said they bought more and 32% were unsure.

Tower Strategy

Tower Records, finds itself at a crossroads between conventional business premises and an emerging phenomenon that threatens its existence.  Digital downloading, made popular by Napster, will force Towers’ current wait and see position into one of conformity, once Tower realizes its declining market share is terminal. 

To cover itself in case Solomon is wrong, Tower is placing significant emphasis on its web presence.  At TowerRecords.com, CD purchase as well as downloads are possible, and specific Tower retailers are experimenting with digital downloading kiosks where users can mix, burn, and pay for their CDs in one location.  Digital downloading through Tower’s kiosks is very time consuming, however, and fuels Solomon’s fire further.   “It’s a lot of trouble, putting it on a CD,” he says, “and it ends up being more expensive than buying a pre-recorded CD in the store, so it doesn’t make any sense.” 

In today’s retail music market factors such as size, market share, and convention are not indicators of future success.  Napster has lit a flame that has the potential to destroy Tower if they ignore it. Tower is slow to recognize the emerging trend, that:

Artists are becoming more interested in an MP3 medium that will allow them more personal freedom to create music, maintain control of their work, and ultimately make a lot more money by connecting directly with consumers

Unlike other online retailers who use personalization technologies to develop customers (Amazon, CDNow), Tower appears to be winging it relative to developing online relationships.   “Tower is going to be in big trouble as manufacturers start going direct.  The threat is just beginning” Barry Libert, Arthur Andersen.

Relative to brick-mortar solutions for progressive developments, Solomon feels that now that the courts are involved, the threat of free digital downloading will be curtailed.  Solomon could not be more wrong.

In order for Tower Records to prosper, it must develop an increased share of CD sales through digital downloading on their website originating from record labels (Sony, BMG, EMI, Warner).  As Solomon states, “People have been projecting the beginning of the end for brick-and-mortar for the last five years, and the only thing that’ gone down in flames is the Internet.”  Attitude like that will condemn Tower to fiscal damnation.

Conclusion

Peer-to-Peer sharing is currently a minor threat to music sellers, even traditionally walk in stores like Tower because, the technology is very slow over standard modem lines.  A 6-minute song can take 45 minutes to download, and while people are downloading entire music collections, that percentage is very small.  In the coming years as the technology becomes faster and more prevalent, even online music retails could see more and more of their business taken from them as consumers go directly to the source and create their own music selections.

The fast moving technology in file swapping and the increasing use of fast Internet connection will further strengthen Napster’s position as the leading web site for users to exchange MP3 files, to download free music, to check out new songs.  

Internet only retailers recognize digital downloads as a major distribution channel of the future for several reasons: 

· Better brand name recognition among online shoppers

· Instant access to music without traveling outside of your home

· Reduced expenses of shipping and packaging charges

· Improvements in bandwidth technology will reduce download time

· Improved technology and better price of playback devices will increase demand

Online resellers such as Amazon and CDNow, that are actively pursuing digital download technology have demonstrated a pro-active stance first by recognizing and admitting to the changes in the market and second by reacting to them through negotiation and alliance.  This combined with their increasing market share via the Internet can only give them a competitive advantage over traditional music retailers. 

CDNow is taking a good first step by building alliances with a company like Napster.  CDNow will benefit from the prosperity of Napster because its alliance with Napster opens up a full selection of catalog, CDs, movies to the millions of users.  The competitive advantage will also allow CDNow to capitalize on the popularity of Napster’s brand name.  

Resellers such as Tower records that do not view this as a significant threat may wake up one day and find a large percentage of their customer base has vanished.  Tower has to determine where the industry will be and then get there.   Additionally, Tower is in denial that music stores make money.  It has embraced a technology that allows loss as opposed to a technology that will allow profit.  Tower needs to realize that part of their customer base will be going away and begin planning on methods to increase their customer base, or get involved in the digital revolution sooner rather than later.
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