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Victoria A. Espinel 
United States Intellectual Property  


Enforcement Coordinator 
Office of Management and Budget 
725 17th Street, N.W.  
Washington, DC  20503 
 
Dear Ms. Espinel, 
 
The Institute for Policy Innovation (IPI) appreciates the opportunity to comment on your 
efforts to develop an intellectual property enforcement strategy for the United States. 
 
The Institute for Policy Innovation (IPI) is a non-profit, non-partisan public policy 
research institute. IPI does not lobby, and we do not represent clients or other parties. 
 
We do, however, believe that property rights, including intellectual property rights, are 
the foundation of a functioning market economy. Furthermore, we believe that, in an 
information economy, intellectual property rights are both more important than ever and 
also under greater threat than ever before. 
 
We therefore commend you for your efforts to foster strong intellectual property 
protection regimes, both domestically and internationally, and to expand and enhance the 
coordination and enforcement function of all relevant agencies of the U.S. government. 
 
Our comments will serve to provide evidence of the harm caused to the U.S. economy by 
piracy and counterfeiting, and second to outline some selected policy implications that 
result from an assumption of the importance of intellectual property protection. 
 
Comments from the Institute for Policy Innovation (IPI) are comprised of this document, 
and the following recent IPI publications: 
 


1. The True Cost of Motion Picture Piracy to the U.S. Economy by Steven E. Siwek, 
IPI Policy Report #186, 9/29/2006 


2. The True Cost of Sound Recording Piracy to the U.S. Economy by Steven E. 
Siwek, IPI Policy Report #188, 8/21/2007 


3. The True Cost of Copyright Industry Piracy to the U.S. Economy by Steven E. 
Siwek, IPI Policy Report #189, 10/3/2007 


4. A Legislators and Consumers Guide to Prescription Drug Importation, by Merrill 
Matthews and James Frogue, 1/6/2004 


5. Will Congress Circumvent the DMCA? By Richard Epstein, IPI Ideas #35, 
1/5/2006 


6. Still Bad: A Critique of the Latest Attempt to Gut the DMCA, by Lee Hollaar, IPI 
Issue Brief, 4/3/2008 
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7. What's "Fair"? Why Those Concerned About Copyright Fair Use Need to Say What They 
Mean, by Lee Hollaar, IPI Issue Brief, 4/11/2007 


 


Evidence of Economic Harm to the U.S. Economy from Piracy and Counterfeiting 


The Institute for Policy Innovation (IPI) has conducted original, primary research on the impact of 
piracy and counterfeiting on the U.S. economy. We hope that our research in this area would be 
received as valuable input to the Office of the IP Enforcement Coordinator, given that this research 
directly addresses the first of the two areas of inquiry described in the Federal Register notice. 


Three (3) research papers which are included as part of these comments comprise the research IPI 
has conducted in this area. In the course of this research, methodologies were developed by the 
principle researcher on the project which are not only described in detail in the research itself, but 
which lend themselves to peer review, critique and updates when more recent data are available. 


Among the core conclusions of this research (based on 2005 data): 


 The U.S. economy loses $58.0 billion in total output annually. Output includes revenue and 
related measures of gross economic performance.  


 The U.S. economy loses 373,375 jobs. Of this amount, 123,814 jobs would have been added 
in the copyright industries or in downstream retail industries, while 249,561 jobs would have 
been added in other U.S. industries in support of the copyright industries.2  


 American workers lose $16.3 billion in earnings annually. Of this total, $7.2 billion would 
have been earned by workers in the copyright industries or in their downstream retail 
industries while $9.1 billion would have been earned by workers in other U.S. industries.  


 Federal, state and local governments lose at least $2.6 billion in tax revenues annually. Of 
this amount, $1.8 billion represents lost personal income taxes while $0.8 billion is lost 
corporate income and production taxes.  


We hope the Office of the IP Enforcement Coordinator will take the time to examine the careful 
research methodology and conclusions of this series of research papers. Included IPI research papers 
1, 2 and 3 are related to this topic. 


 


Selected Policy Implications of Intellectual Property Protection 


If it is the policy of the administration and of the U.S government to enforce strong intellectual 
property protections, as the PRO IP Act and the creation of the IP Enforcement Coordinator position 
suggest, some obvious policy implications logically follow. In the following section we outline some 
of these policy implications. 


1. Attempts to weaken the Digital Millennium Copyright Act (DMCA) 


There have been repeated attempts, both by activists and legislators, to weaken or eliminate 
the careful and successful balancing of rights and responsibilities contained within the Digital 
Millennium Copyright Act (DMCA).  


Bills have been introduced several times to the U.S. Congress with the intention of undoing 
or weakening specific content protections in the DMCA. This type of legislation specifically 
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works against stated administration goals of protecting intellectual property by weakening 
the primary legislative device designed to protect IP online. The administration should work 
with members of Congress to dissuade them from introducing or pushing legislation that 
directly contravenes the stated Administration policy of greater IP protection. IPI research 
papers 5 and 6 included as part of these comments specifically addresses legislative attempts 
to weaken or undermine the DMCA. 


There have also been specific legal challenges launched against the DMCA. While largely 
unsuccessful, these legal challenges likewise work against stated Administration policy. Our 
hope would be that the administration would continue to vigorously defend against legal 
challenges to the DMCA.  


2. Attempts to reopen and weaken the Trade Related Aspects of Intellectual Property Rights 
(TRIPS) 


We’re certain the Office of the IP Enforcement Coordinator is familiar with the recent history 
of Thailand and other developing countries attempting to use specific flexibilities within the 
TRIPS agreement to place compulsory licenses on prescription drugs. These flexibilities 
were negotiated so that compulsory licensing regimes could be used under certain 
circumstances to prevent harm to public health as a result of crisis or of the breakdown of 
negotiations. 


Countries are being encouraged by IP skeptic activist organizations to abuse TRIPS 
flexibilities and to use them inappropriately. It is important for compulsory licensing regimes 
to not be improperly extended into areas for which they are inappropriate or unintended. IPI 
encourages the administration to stand strong against the improper use of compulsory 
licensing by our trading partners. 


3. Negotiation of the Anti-Counterfeiting Trade Agreement (ACTA) 


The proposed Anti-Counterfeiting Trade Agreement (ACTA) is an appropriate trade 
agreement in an information age, and it is also a logical and creative response to the inability 
to accomplish coordination and norm-setting through established international institutions. 
IPI supports the continued negotiations among parties on ACTA. 


Some IP skeptic organizations have attempted to undermine ACTA negotiations by implying 
that maintaining confidentiality of the documents during the negotiation process somehow 
indicates that nefarious and diabolical plans are in the works. 


The Institute for Policy Innovation (IPI) agrees that there is a need for greater transparency 
between government and its citizens. However, it is obvious that in early stages of treaty 
negotiations between nations, confidentiality of the various negotiating texts is necessary. 
While we support reasonable transparency measures, there are obviously some government 
functions where security and confidentiality is required. Early stage negotiations of sensitive 
treaty documents between nations require such confidentiality. 


The administration should defend the confidentiality of documents being negotiated between 
governments, including the confidentiality of ACTA, and should continue to negotiate in 
good faith with our major trading partners on ACTA. 


 


 







 


4. Inclusion of intellectual property protection in trade agreements 


It is very unfortunate that the U.S. trade agenda has stalled. Not only are WTO trade 
liberalization attempts at a standstill, but the U.S. seems to have abandoned its previous 
attempts to pursue bilateral trade agreements (FTAs). Such a setback on trade liberalization is 
harmful to the U.S. economy, but is even more harmful to the economies of developing 
countries around the world. 


One factor which may have led to a de-emphasis on FTAs is the argument that it was 
somehow inappropriate for the U.S. to include IPR protections in FTAs pursued and 
negotiated. We would argue that it is absolutely necessary for the U.S. government to pursue 
stronger IP protections abroad, and that trade agreements are an appropriate “carrot” to offer 
countries along with the “stick” of stronger IP protections. We regret that the current 
administration is apparently not prioritizing trade liberalization, because walking away from 
trade liberalization abandons a policy tool for encouraging stronger IP protections among our 
trading partners. 


IPI would urge the IP Enforcement Coordinator to take every opportunity to encourage 
efforts to liberalize trade and protect IPRs internationally through trade agreements. 


5. Attempts to extend “fair use” 


U.S. copyright law wisely defines a number of permissible exceptions to copyright 
protection.  Beyond the permissible exceptions defined in law, U.S. law also wisely allows a 
“safety valve” to courts to allow for other exceptions to be determined through the judicial 
process. But these fair use exceptions are not unlimited, and are conditioned upon four 
clearly defined principles. This regime has largely worked well, and gives courts the 
flexibility to adapt copyright law and practice to changing technologies and circumstances. 


But many advocates have begun to define fair use themselves, and have carelessly implied 
fair use as being “convenient use.” But fair use is explicitly NOT the same thing as 
convenient use. 


The fact that anti-copyright activists purposely misuse the term “fair use” in such a way as to 
propound an unprecedented and extra-legal common understanding of the term is insidious 
and should be resisted. Efforts to expand fair use beyond legislative and judicial intent are 
nothing more than strategic attempts to undermine copyright itself, and should be resisted. 
The IPI research paper number 7 included with these comments specifically addresses 
misunderstandings of fair use. 


6. Attempt to undermine the right to protect content through technical protection measures 
(TPMs) 


Content owners must have the right to attempt to protect their content, a right recognized by 
the DMCA, especially in the anti-circumvention areas of the legislation.  In fact, content 
owners should be encouraged to do all they can to protect their property, to the extent that 
they believe their property should be protected. 


This includes the use of technical protection measures (TPMs), including digital rights 
management (DRM) technologies, should the content owners choose to use such techniques. 


Whether or not to use DRM or other TPMs is a legal and business choice of the content 
owners. Some content owners may, for business model reasons, decide against using TPMs. 







 


Others may choose to utilize the strongest TPMs available to protect their content. These 
decisions should remain those of the content owners as determined by their own business 
strategy and experimentation. Even if only a minority of content owners chooses to utilize 
TPMs to protect content, their right to do so must be maintained. Fair use exceptions to 
copyright have no bearing on whether it is more or less convenient to consumers to have to 
deal with TPMs. 


7. The importance of the “Special 301” process 


The Institute for Policy Innovation (IPI) supports the Special 301 process and believes that it 
has led to an overall improvement in awareness of the importance of IP protection among our 
trading partners. IPI believes that the Special 301 process merits strengthening and 
expansion. 


8. Suggestions that IPRs are no longer the best way to stimulate innovation 


Some are urging that intellectual property rights are no longer the most effective means of 
stimulating innovation and creativity. Unfortunately, those who assert thus base their 
arguments on ideology and assumptions, rather than on empirical data. 


It’s important to note that there is nothing today that precludes innovators from using 
alternative incentive systems to foster innovation. If creators and inventors wish to forgo 
their intellectual property rights, use open source or other collaboration models, prize 
systems, and other variations and alternatives to the intellectual property system, they are 
free to do so. 


Alternate systems of incentivizing innovation have an opportunity to demonstrate their 
effectiveness within the marketplace. There is no need to risk damage to our innovative 
economy in order to experiment with alternate systems of innovation. The administration’s 
stated intention to protect intellectual property should lead the administration to defend and 
protect the existing intellectual property system against misguided ideological attacks. 


9. Maintaining a level playing field between proprietary and alternate innovation models 


If the administration is committed to protecting American innovation through protecting 
intellectual property rights, the administration should resist policies that tilt the playing field 
between proprietary and other models of innovation. 


A prime example would be software purchasing requirements to purchase, for instance, a 
certain quota of software that is based on open source development. Some of our trading 
partners have implemented or attempted to implement such policies that are biased against 
proprietary models of software innovation. In fact, such proposals have even been floated at 
the state level. Policies that pick winners and losers between differing models of innovation 
should be resisted by the administration, both domestically and internationally. 


10. Potential of “network neutrality” regulations to undermine cooperation between broadband 
providers and content owners 


After years of conflict between content owners and other stakeholders in the Internet 
industry, today fruitful and constructive discussions are beginning on ways that content 
owners and Internet Service Providers (ISPs) can work together to protect the value of 
content online. 







 


However, current rulemaking proceedings within the Federal Communications Commission 
(FCC) are designed to open the door toward greater federal regulation of the Internet and 
broadband networks. In addition, the Federal Trade Commission (FTC) and Congress have 
also shown interest in proposing regulations upon broadband networks.  


These rules, which claim to be designed to foster an “open” and “free” Internet, have 
profound implications for the protection of copyright on-line. Specifically, rules that prohibit 
ISPs from filtering content and otherwise policing their networks could make it impossible 
for content owners to work with ISPs to protect copyright online. 


An administration and U.S. government that values and pledges to protect intellectual 
property should be careful to not allow rules to be propounded by other government agencies 
that will make it much more difficult or impossible to protect copyright on-line. 


Voluntary cooperation between ISPs and content owners, within the existing framework of 
U.S. law, is the best way to address the problem of online infringement. IPI is concerned that 
network neutrality rules under consideration by the FCC could thwart efforts by ISPs to work 
with content owners to identify, track and block infringing content. Indeed, we believe that at 
least part of the motivation of those pursuing network neutrality rules is to make it more 
difficult to enforce intellectual property protection online. 


IPI urges the IP Enforcement Coordinator to communicate to the FCC the administration’s 
concerns about the impact of proposed network neutrality rules on the ability to enforce IP 
protection online.  


 


Conclusion 


The Institute for Policy Innovation (IPI) appreciates this opportunity to share our thoughts 
and concerns with the IP Enforcement Coordinator’s office. We would be delighted to work 
with you to accomplish the kind of IP protection regime that is necessary to maintain 
America’s economic competitiveness in the Information Age. 


Sincerely, 


 


Tom Giovanetti 
President 
Institute for Policy Innovation (IPI) 
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EXECUTIVE SUMMARY


Synopsis: Using a well-established U.S. government model and the latest copyright piracy 
fi gures, this study concludes that, each year, copyright piracy from motion pictures, sound 
recordings, business and entertainment software and video games costs the U.S. economy 
$58.0 billion in total output, costs American workers 373,375 jobs and $16.3 billion in 
earnings, and costs federal, state, and local governments $2.6 billion in tax revenue.


It is well established that U.S. copyright-protected works are pirated in vast numbers in the U.S. and in in-
ternational markets throughout the world.  Th is wide-spread theft clearly harms intellectual property (IP) 
owners, who are denied the revenues they would have earned had their legitimate products been purchased. 
Such direct losses from copyright piracy damage not only large companies, but small fi rms too: for example, 
in 2004, approximately 84% of all fi rms in the motion picture and video industries and 60% of all software 
publishing fi rms employed fewer than ten workers.1


However, these direct losses to copyright owners represent only part of the story. Piracy also causes signifi -
cant and measurable harm to both the upstream suppliers and downstream distributors who would also have 
benefi ted from the sale of legitimate copyright products. Indeed, the harms that fl ow from piracy produce a 
cascading eff ect throughout the economy as a whole.


In order to determine the magnitude of these ripple eff ects, this paper assesses the harmful impact of the 
piracy of U.S. produced copyright products on the overall U.S. economy. To accomplish this, data were 
gathered that refl ected the piracy losses incurred in 2005 by four of the major U.S. copyright industries: mo-
tion pictures, sound recordings, business software and entertainment software/video games. In 2005, piracy 
conservatively cost these U.S. industries collectively at least $25.6 billion in lost revenue. 


Beyond the cost to the copyright industries, this lost revenue translates into lost production of legitimate 
copyright products, which in turn means lost wages and lost purchases of upstream products and services 
throughout the U.S. economy. Using the RIMS II mathematical model maintained by the U.S. Bureau of 
Economic Analysis (BEA), this study measures the lost economic output, jobs and employee earnings that 
are the economic consequences of copyright piracy. 


Applying the model to the combined copyright industry loss fi gures reveals the true magnitude of the im-
pact of copyright piracy on the U.S. economy.  Because of that piracy: 


 •   Th e U.S. economy loses $58.0 billion in total output annually. Output includes revenue and re-
lated measures of gross economic performance.


 •   Th e U.S. economy loses 373,375 jobs. Of this amount, 123,814 jobs would have been added in 
the copyright industries or in downstream retail industries, while 249,561 jobs would have been 
added in other U.S. industries in support of the copyright industries.2


 •   American workers lose $16.3 billion in earnings annually. Of this total, $7.2 billion would have 
been earned by workers in the copyright industries or in their downstream retail industries while 
$9.1 billion would have been earned by workers in other U.S. industries.


 •   Federal, state and local governments lose at least $2.6 billion in tax revenues annually. Of this 
amount, $1.8 billion represents lost personal income taxes while $0.8 billion is lost corporate in-
come and production taxes. 


As these numbers show, the true cost of copyright piracy cannot properly be measured by its impact on the 
U.S. producers of copyright-protected works alone. Piracy harms not only the owners of intellectual proper-
ty but also U.S. consumers, workers, and taxpayers. As policymakers turn their attention to the competitive-
ness of the U.S. economy in the global marketplace, it is clear that the problem of copyright piracy should 
be aff orded a prominent place on the policy agenda.
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INTRODUCTION


Widespread piracy of motion pictures, recorded music, software, and electronic games harms the companies 
that design, create and sell these products. Since many of these are American companies, the harm of global 
copyright piracy falls disproportionately on U.S. industry, its stockholders and employees, and on federal, 
state and local governments that lose tax revenue due to piracy. 


Th e U.S. companies most directly aff ected by piracy have long sought to increase understanding of the 
scope of this problem, and to encourage government-wide eff orts to address this threat. However, until 
recently, there has been little reliable economic information available to U.S. policymakers to assist them 
in balancing the importance of enforcing intellectual property rights as against other priorities. In order 
to address this issue, in 2005, a study entitled Engines of Growth: Economic Contributions of the U.S. 
Intellectual Property Industries was published.3 Th at study analyzed the contributions to the U.S. economy 
of the U.S. “IP industries” – industries that rely most heavily on copyright or patent protection to generate 
revenue, employ and compensate workers and contribute to real growth. Th e study found, among other 
things, that these IP industries are the most important growth drivers in the U.S. economy, contributing 
nearly 40% of the growth achieved by all U.S. private industry and nearly 60% of the growth of U.S. 
exportable products. It also found that the IP industries were responsible for one-fi fth of the total U.S. 
private industry’s contribution to GDP and two-fi fths of the contribution of U.S. exportable products and 
services to GDP. 


To build on these data, in September 2006, the Institute for Policy Innovation (IPI) published Th e True 
Cost of Motion Picture Piracy to the U.S. Economy (the Motion Picture Piracy study).4 Subsequently, in August 
2007, IPI published Th e True Cost of Sound Recording Piracy to the U.S. Economy (the Th e True Cost of Sound Recording Piracy to the U.S. Economy (the Th e True Cost of Sound Recording Piracy to the U.S. Economy Sound Recording Piracy
study).  Both of those studies measured the economic impact of pirate activities in a single industry on the 
U.S. economy as a whole. 


Expanding on the analyses used in the Motion Picture Piracy study and the Motion Picture Piracy study and the Motion Picture Piracy Sound Recording Piracy study, this Sound Recording Piracy study, this Sound Recording Piracy
study measures the combined eff ects of pirate activities on a group of U.S. industries that, like the motion combined eff ects of pirate activities on a group of U.S. industries that, like the motion combined
picture and sound recording industries, rely heavily on the eff ective enforcement of copyright. 


I. THE COPYRIGHT INDUSTRIES 
Th is study measures the costs of piracy for four of the “core” copyright products: motion pictures, sound 
recordings, packaged software, and video games. Th e study measures these costs at both the production and 
at the downstream, retailer level. In addition, through the use of industry-specifi c “multipliers,” the study 
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quantifi es the additional costs of piracy on the upstream industries that supply the copyright producers and 
on the suppliers to those suppliers through the U.S. economy as a whole. 


Because this study focuses only on four copyright industries, it provides an incomplete picture of the overall 
costs of copyright piracy to the U.S. economy.  Th e copyright industries in the United States that are 
aff ected by piracy represent a much larger number of companies and employees, including photographers, 
songwriters, magazine and book publishers, and other creators.  A fuller description of the copyright 
industries can be found through the website of the Copyright Alliance, www.copyrightalliance.org.  


U.S. MOTION PICTURE AND VIDEO INDUSTRY


Th e U.S. motion picture and video industry, classifi ed as NAICS 5121in U.S. government statistical reports 
called the North American Industry Classifi cation System (NAICS),5 includes motion picture and video 
production, motion picture and video exhibition, postproduction services and “other” motion picture and 
video industries. In 2005, the industry had estimated revenue of $73.4 billion.6


U.S. SOUND RECORDING INDUSTRY


Th e U.S. sound recording industry (NAICS 5122) includes establishments primarily engaged in producing 
and distributing musical recordings, publishing music, providing sound recording services and “other” 
sound recording industries. According to the U.S. Census Bureau, the employer fi rms in the U.S. sound 
recording industry generated revenue of $18.7 billion in 2005.7


U.S. SOFTWARE PUBLISHING INDUSTRY


Th e U.S. software publishing industry (NAICS 5112) comprises establishments engaged in computer 
software publishing or in both software publishing and reproduction. Th ese companies “carry out operations 
necessary for producing and distributing computer software, such as designing, providing documentation, 
assisting in installation, and providing support services to software purchasers.”8 In 2005, employer fi rms in 
the U.S. software publishing industry had revenues of $119.6 billion.9


U.S. ENTERTAINMENT SOFTWARE AND VIDEO GAME INDUSTRY


Th e NAICS codes do not show the U.S. entertainment software and video game industry under a separate 
classifi cation. Within the NAICS framework, the entertainment software industry remains part of the U.S. 
software publishing industry described above. Industry sources report that in 2005, U.S. retail sales of video 
game software was $7.0 billion, rising to $7.4 billion in 2006.10


FOREIGN SALES OF THE U.S. COPYRIGHT INDUSTRIES


Th e copyright industries rely signifi cantly on sales in both the U.S. and foreign markets. In 2005, the 
recorded music, motion picture, packaged software and book and periodicals industries achieved combined 
foreign sales of $110 billion.11 Just as in the U.S., sales of pirated products in foreign markets reduce the 
legitimate sales that would have occurred in those markets. Moreover, copyright piracy in foreign markets 
directly harms American-based production of these products. 


Th e products that are created and sold by the U.S. copyright industries consist largely, but not entirely, 
of what economists call a “public good.”12 A “pure” public good “is one whose cost of production is 
independent of the number of people who consume it; more precisely, one person’s consumption of such 
a good does not reduce the quantity available to other people.”13 Since production costs are fi xed with 
respect to the number of people who consume the product, cost per user or per viewer declines as market or 
audience size increases. As fi rms in the copyright industries compete, they are inevitably driven to expand 
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the size of their markets and thereby reduce their costs per user. For this reason, all of the U.S. copyright 
industries have long sought and achieved signifi cant expansion into foreign markets. 


Since revenues for the U.S. copyright industries are now generated from both U.S. and foreign markets, 
the copyright industries reasonably expect that such revenues will continue to fl ow in the future. Th us, the 
budgeting process for copyright products tends to approve new product budgets that maximize profi ts across 
all markets. For this reason, copyright piracy in any market will aff ect the total sales and profi ts earned by in any market will aff ect the total sales and profi ts earned by in any market
the U.S.-based producers of these products. In this study, the worldwide piracy losses of U.S. producers and 
distributors of copyright products are used to assess the impact of piracy on U.S. production of copyright 
products. (See Sidebar “A Decrease in Piracy Expands Production”). 


U.S. RETAIL INDUSTRY


Copyright piracy aff ects more than the companies that produce and distribute copyrighted products. 
Legitimate retailers, such as Blockbuster, Best Buy, Wal-Mart, and Circuit City, sell DVDs, CDs, packaged 
software and video games under licenses with the manufacturers of these products. When consumers obtain 
pirated versions of these products, profi ts also decline for the legitimate retailers who would, absent piracy, 
have made these sales. Unlike U.S. producers of copyright products, U.S.-based retailers are not generally 
aff ected by foreign piracy. Th ey are, however, aff ected by U.S.-based copyright piracy. Th is study measures 
the costs of U.S.-based copyright piracy to the U.S. retail industry and to its upstream supplier industries. 


II. THE INTERDEPENDENT ECONOMY


Th e economic impact of copyright piracy is not limited to the companies that design, create and sell 
copyright protected works. Th e impact of piracy fl ows throughout the U.S. economy. Piracy in one segment 
of the economy can aff ect other industries because the economy is an interdependent system. Changes in 
supply or demand in one industry can and do aff ect supply and demand in other industries. 


For example, assume that hybrid vehicles suddenly became very popular and shortages develop. In this 
situation, the price of hybrid vehicles will rise and so will the profi ts of the manufacturers. However, in order 
to continue to earn these higher profi ts, the manufacturers will have to make more hybrid vehicles. In the 
process, they will buy, among other things, more parts from parts manufacturers. 


Of course, the process doesn’t stop there. In order to produce more parts, the parts manufacturers will have 
to buy more materials from their suppliers. And those suppliers will have to buy more of the particular 
materials that they need. 


Moreover, the cascade does not end with the hybrid vehicle manufacturers. It continues downstream as well. 
Th e retail sellers of hybrid vehicles who buy from the manufacturers will also be able to earn more money by 
raising prices or by increasing volume. 


What is true for hybrid vehicles is equally true for the copyright products discussed here.   If the 
revenue generated by making and selling these products increases (in this case, not by higher demand 
but by a decrease in piracy), the companies that create and distribute these products will create more 
of them. Th ey may also invest in higher quality products, broader distribution or marketing, or some 
combination of all of these activities in order to maximize their profi ts (See Sidebar “A Decrease in 
Piracy Expands Production”). 


As more copyright products are created, and more funds are invested in developing, testing, marketing 
and distributing such products, the people and the companies that serve as suppliers to the copyright 
industries will also benefi t. Th e “output” of these companies will also increase. Moreover, as the output 
of these suppliers increases, so too, in turn, will the output produced by the other industries that supply 
the suppliers. 
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Th ese kinds of interactions among industries are captured in input-output tables. Input-output tables 
measure the interrelationships that exist among diff erent industries. With this information, one can estimate 
what impact a specifi c change in one industry will have on other industries. 


A visual depiction of the process is outlined in Figure 1. 
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A DECREASE IN COPYRIGHT PIRACY EXPANDS PRODUCTION


In this study, we estimate the gains to U.S. industries, to U.S. workers and to federal, state and local government that would 
occur absent piracy of copyright-protected products. Th is analysis can be viewed either as an estimate of the damages sustained 
by the U.S. as a result of copyright piracy in the past year or as an estimate of the gains that could be realized in the future if 
global piracy were substantially curtailed. 


Th is analysis begins with an assessment of the increased demand for legitimate American products that would be observed 
throughout the world if piracy did not exist. Th e increased demand for U.S. copyright products is quantifi ed on a market-
by-market basis using a variety of industry sources. Th is increased demand is then adjusted to refl ect an assumed response by 
former consumers of pirated works to higher legitimate prices.  


From the supply side perspective, we assume that the market for the production and distribution of legitimate copyright 
products would remain intensely competitive as it is today. We see little reason to assume that absent piracy, producers of 
copyright products would (or even could) cease to compete with each other. 


We also assume that with a larger potential market for legitimate copyright products, profi t-seeking developers, publishers 
and producers could readily expand their development eff orts to market the creations of new developers or to increase the 
development and marketing budgets for existing developers or both. Th e copyright industries do not face many of the 
production bottlenecks that might limit the ability of other industries to satisfy increased demand for their products. More 
importantly, copyright producers would likely seek to exploit the expansion of the market for legitimate U.S. copyright 
products, not only by creating more products but also by increasing the audience appeal of each product through the use of 
more expensive inputs. 


Indeed, as a general matter, we would expect profi t-seeking copyright producers to spend more on creative inputs the larger 
the potential market for the product. Higher quality inputs, in turn should increase the producer’s share of revenue from the 
market and increased share is more valuable in a larger market. Because of these considerations, copyright producers could 
(and as competitors, clearly would) attempt to meet the increased demand for legitimate U.S. copyright products through a 
variety of strategies. Th ese strategies might involve the release of more products (i.e., titles) or more expensive products or both. 
Precisely because of this fl exibility, however, there is little reason to believe that supply side constraints would inhibit the U.S. 
copyright industries from satisfying even a signifi cant increase in the demand for its products.


FIGURE 1 IMPACT OF PIRACY THROUGHOUT THE ECONOMY
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Figure 1: Impact of Piracy Throughout the Economy
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III.  PIRACY LOSS ESTIMATES FOR THE COPYRIGHT INDUSTRIES:  DATA AND 
METHODOLOGY


Th is Section discusses how this study derived piracy loss estimates for each of the four industries examined: 
motion pictures, sound recording, software, and videogames. 


THE MOTION PICTURE INDUSTRY


For the motion picture industry, loss fi gures produced by a major consumer research study conducted by the 
fi rm of LEK Consulting were utilized.  Th e LEK research revealed that the member studios of the Motion 
Picture Association of America (MPAA) lost $6.1 billion to movie piracy in 2005.14  Th ese fi gures were also 
used in the Motion Picture Piracy study, and the loss estimates from that report remain suffi  ciently timely 
and detailed to be included again here. 


THE SOUND RECORDING, SOFTWARE PUBLISHING AND VIDEO GAME INDUSTRIES


Other copyright industries analyzed in this report did not have an exact analogy to the LEK study.  
Accordingly, additional data were collected and evaluated from and about each of these industries. 


Th e principal sources used to estimate piracy losses for this report included the following: 


 1. Internal estimates of piracy losses compiled by each of the copyright industries.
 2.  Confi dential estimates of piracy losses developed by others on behalf of individual 


copyright industries. 
 3. Piracy loss estimates from “Special 301” fi lings with the USTR.
 4.  Sales data by country and physical piracy rates for recorded music from the Recording 


Industry Association of America (RIAA) and the International Federation of the 
Phonographic Industry (IFPI). 


 5.  Piracy rates and piracy losses by country for packaged software from the Business Software 
Alliance (BSA) and International Data Group (IDC). 


 6. National and trade press articles and press releases.
 7. Academic journals. 


Each of the copyright industries that were studied in this report was able to provide certain internal 
statistics on piracy losses. Some of these statistics were confi dential estimates that cannot be reported 
directly in this study. Other piracy loss statistics are developed and published by industry trade associations 
and are widely distributed. 


A major source of relevant information was the annual piracy loss estimates that are fi led with the offi  ce of 
the United States Trade Representative (USTR). Th ese estimates are compiled for all the major copyright 
industries and placed into the public record each year in support of the industries’ Special 301 fi lings. Th e 
Special 301 piracy loss estimates for 2005 are shown, by region, in Table 1. As reported in Table 1, the 
combined losses estimated by all four copyright industries for all regions were nearly $17 billion. 


Th e Section 301 loss fi gures, however, understate the true extent of piracy losses, because they do not 
include piracy estimates for such major markets as the United States, the United Kingdom, France, 
Germany, and Australia.  Th us, a more accurate accounting of piracy losses sustained by the U.S. copyright 
industries that includes those countries omitted by the Section 301 fi gures is refl ected in a number of 
industry-specifi c studies that are publicly available.  For example, in the recorded music industry, the 
International Federation of Phonographic Industry (IFPI) found that in 2005, an estimated 1.2 billion 
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pirate CDs were purchased and that, even at reduced pirate prices, the worldwide pirated CD market 
could be valued at $4.5 billion.15 IFPI also reports piracy rates for the physical16 piracy of recorded music in 
individual countries. Th ese piracy rates refl ect the number of pirate units sold divided by the total (pirate 
and legitimate) units sold. 


Piracy rates by country are similarly available for the packaged software industry in the annual piracy reports 
that are published jointly by the Business Software Alliance (BSA) and the International Data Group (IDC). 
Piracy rates by country for the recorded music and packaged software industries are provided in Table 2. 
While these data show variations across countries as between the two products, the weighted-average global 
piracy rate for both industries remained in a range of 35-37%. 


CONSERVATIVE ADJUSTMENTS TO INDUSTRY ESTIMATES


While the copyright industries that were examined individually develop and publish estimates of the losses 
they sustain from pirate activities, the methodologies they use and assumptions they rest on are diff erent. 
Th is study does not attempt to impose a judgment as to which methodologies and assumptions produce the 
most accurate count of piracy loss. As with any economic study, each methodology and set of underlying 
assumptions provides some insight into the scope of the problem; each has its strengths and weaknesses, its 
proponents and detractors.


At the same time, a decision to simply combine the results of four disparate sets of industry loss fi gures with 
no eff ort to identify and adjust even the most glaring inconsistencies among those fi gures would be unlikely 
to yield an accurate result. Such a procedure would have applied diverse and admittedly inconsistent piracy 
loss estimates to a consistent set of industry multipliers. Accordingly, in this study a series of conservative
adjustments were made in order to increase the internal consistency of the loss estimates that were used for 
each of the copyright industries that were analyzed. Th ese adjustments were conservative in that they tended 
to reduce the fi nal piracy loss estimates (and thus the economic cost estimates) that were generated in the 
analysis. Th ese adjustments are discussed below. 
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TABLE 1 USTR “SPECIAL 301” PIRACY LOSS ESTIMATES FOR COPYRIGHT


INDUSTRIES - 2005 a


Loss Estimates for Selected Countries Only b


U.S. Industry


Piracy Loss
Asia/Pacifi c
($ Millions)


Piracy Loss
Europe/Th e CIS


($ Millions)


Piracy Loss
Th e Americas
($ Millions)


Piracy Loss
Middle East/AfricaMiddle East/AfricaMiddle East


($ Millions)


Motion Pictures $593.0 $1,014.0 $1,120.0 $186.0


Recorded Music $710.8 $773.9 $1,133.3 $86.7


Business Software $3,476.0 $3,086.4 $1,493.0 $583.0


Entertainment Software $1,357.6 $1,021.1 $258.5 $15.6


Sub-Total $6,137.4 $5,895.4 $4,004.8 $871.3


Total Losses All Regions $16,908.9 


a Source: a Source: a International Intellectual Property Alliance, USTR 2007 “Special 310” Decisions, May 1, 2007.
b  Th ese estimates do not include losses incurred in the United States, United Kingdom, France, Germany, Australia and a number 


of other countries.
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Th e principal diff erences between the ways diff erent copyright industries approach the daunting problem of 
measuring piracy losses include: 


 1.  Omission of Geographic Markets. Some industries have not measured piracy losses in every 
geographic market in which they operate. For these industries to have loss estimates 
that are consistent with those of other industries, the missing geographic markets 
should be identifi ed and, where possible, analyzed to measure the piracy losses that were 
not previously counted. However, the adjusted loss estimates developed in this report 
conservatively do not include piracy loss fi gures for all foreign markets for all foreign markets for all all of the all of the all
copyright industries that were studied. Th e inclusion of piracy losses experienced in these 
additional markets would have increased the piracy cost estimates that were ultimately 
produced in this study. 


 2.  Inconsistent Estimates of Units Sold Absent Piracy. Th e industries’ estimates diff er as to 
how they measure the quantity of legitimate unit sales that would have been made absent legitimate unit sales that would have been made absent legitimate
piracy. Some industries assume that, absent piracy, consumers of pirated products would 
substitute legitimate purchases for all or nearly all of the pirate purchases that they now 
make. By contrast, other industries assume that, absent piracy, consumers would purchase 
fewer products than they now consume, because they would not substitute legitimate 
products for all the pirated products. While the number of substitute units need not be 
identical in each copyright industry, an eff ort has been made in this study to impose a 
consistent set of assumptions regarding product substitution across the four industries that 
are analyzed in this report. Again, this report has taken a conservative approach, and not 
assumed that each pirated product served to deprive the industry of a legitimate sale. Had 
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TABLE 2 PIRACY RATES FOR RECORDED MUSIC AND PACKAGED SOFTWARE 
BY COUNTRY AND WORLDWIDE - 2005


Country


Mid-Point Piracy Rates 
Recorded Music a


(Physical Piracy Only)
Piracy Rates


Packaged Software b


United States 5% 21%


China 88% 86%


France 5% 47%


Germany 5% 27%


United Kingdom 5% 27%


Russia 63% 83%


Japan 5% 28%


Italy 38% 53%


Canada 5% 33%


Brazil 38% 64%


Spain 17% 46%


Netherlands 17% 30%


Mexico 63% 65%


S. Korea 17% 46%


Worldwide 37% 35%


a IFPI, 2006 a IFPI, 2006 a Global Recording Industry in Numbers, rates taken from individual country pages.
b BSA and IDC, Th ird Annual BSA and IDC Global Software Piracy Study, May 2006, pages 12-13.
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this “one-to-one” ratio been maintained in any of the copyright industries, the resulting 
piracy cost estimates would have been higher than the fi gures reported here. 


 3.  Inconsistent Estimates of Price. Some industries measure the quantity of pirated units 
in a market and value that quantity at the pirated price:  that is, the price at which the 
pirated goods were actually sold.17 Other industries value the quantity of pirated units at 
the legitimate price:  the price at which authorized products are sold in the market. For 
this study, since a one-to-one ratio between pirated goods and legitimate goods was not 
assumed, it is acceptable to multiply the quantity of legitimate products that would have 
been sold absent piracy by the legitimate price that prevailed in that market in 2005. Th e 
product of this calculation represents the sales that were lost as a result of copyright piracy.  


 4.  Inconsistent Estimates of U.S. Share of Losses from Piracy. Th e market share of legitimate 
U.S. copyright products in any given country can and often does vary signifi cantly. As a 
very general rule, the market share of U.S. copyright products is very high in the United 
States, somewhat lower in Western Europe and considerably lower in many (but not all) 
Asian countries. Moreover, the share of all pirated products that are pirate versions of U.S. 
products can also diff er from the U.S. share of legitimate products. In each of their piracy 
loss studies, the copyright industries address the issue of U.S. share in ways that diff er 
from one industry to the next.


Th is report attempts to impose some standardization on this issue by comparing each industry’s assumptions 
and/or calculations of the U.S. industry’s share of pirated product to the assumptions and/or calculations 
made in the other copyright industry reports for the same foreign market. For example, in the LEK study 
of motion picture piracy, the MPAA member-companies’ losses from piracy in Mexico was estimated at 
$954 million.18 Th is value was approximately 85.6% of the total consumer spending loss from all movie 
piracy in Mexico (that is, including piracy of fi lms made by non-MPAA members). Th us, at least for pirated 
movies in Mexico, the U.S. industry’s share of total losses is very high. Based on the LEK results, one would 
expect, all else equal, that another copyright industry’s share of total piracy losses in Mexico would also 
be substantial. For example, another copyright industry could have detailed piracy loss estimates for their 
product in Mexico in which the U.S. share of losses (in that product) was very low, and such discrepancies 
in the same market would have triggered further analysis and review. In the course of preparing this report, 
such inconsistencies were considered and where appropriate, adjustments to the fi gures were made.  


PIRACY LOSS ESTIMATES FOR U.S. COPYRIGHT INDUSTRIES


After gathering data and making appropriate adjustments so that the loss estimates would be roughly 
comparable in their methods and assumptions, the estimated piracy losses for the four copyright industries 
and for the U.S. retail sector were combined. Th e combined losses used in this study are reported in Table 3. 


As shown in Table 3, the piracy losses sustained by the four U.S. copyright industries that design, produce 
and distribute copyright products were estimated at $23.074 billion in 2005. Th e losses from copyright 
piracy that are borne by the U.S. retail industry were estimated at $2.549 billion. Th us, the total losses to 
U.S. producers and retailers from copyright piracy were $25.623 billion. 


Th is study does not break down the combined industry loss fi gures into its component parts. One reason for 
that determination was that the underlying loss estimates for each industry were based, at least in part, on 
confi dential information. Th ese data would likely have been revealed if the loss estimates for each industry 
were reported separately. Nevertheless, based even on the publicly available data, it can readily be seen that 
the estimate of piracy loss aff ecting the U.S. economy is extremely conservative. As shown in Table 1, the 
copyright industries’ piracy losses, as reported to the USTR, were nearly $17 billion -- even  though those 
estimates omitted losses in numerous major markets including the United States, the United Kingdom, 
France, Germany and Australia. 
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Moreover, reporting the loss estimates as a lump sum avoided having to arbitrarily choose to which industry 
category certain products belong. For example, PC games can be considered both software and videogames. 
Reporting software and videogames separately would have required putting them into one category 
or another in order not to double count. By reporting only the combined loss results for all copyright 
industries, potential inaccuracies like this can be avoided. 


IV. INDUSTRY MULTIPLIERS


INPUT-OUTPUT TABLES AND MULTIPLIERS


As noted above, assessing the total cost of copyright piracy for the U.S. economy involves looking at how 
piracy-induced changes in one industry aff ect other industries throughout the U.S. economy. Th is study 
relies on an analytical framework known as an input-output (I-O) table for this purpose. For every industry input-output (I-O) table for this purpose. For every industry input-output
in the economy, an I-O table shows the distribution of the inputs purchased and the outputs sold. Using 
this framework, the U.S. Department of Commerce’s Bureau of Economic Analysis (BEA) has developed 
a method for estimating I-O multipliers. Using multipliers, it is possible to measure not only the direct 
eff ects of piracy (that is, the lost 1st round of output) but also the indirect eff ects (that is, the lost 2nd and 
subsequent rounds of output) as piracy reduces the need for the legitimate industry to purchase inputs 
from factor suppliers in other industries. In addition, the BEA’s multipliers also take into consideration the 
“induced” economic eff ects that arise from the piracy-driven loss in labor income that is borne by workers in 
the legitimate industries and which results in a consequent decrease in household consumption. 


In this analysis, the multipliers used to estimate the full eff ects of copyright piracy were derived using the 
BEA’s Regional Input-Output Modeling System or “RIMS II.” Th e RIMS II model produces industry-
specifi c “fi nal demand” multipliers for output (in dollars), employment (in numbers of employees) and 
earnings of those employees (in dollars). Th e RIMS II model also provides industry-specifi c “direct eff ects” 
multipliers for employment and earnings. 


Institute for Policy Innovation: Policy Report #189                         Th e True Cost of Copyright Piracy to the U.S. Economy9


TABLE 3 PIRACY LOSS ESTIMATES FOR U.S. COPYRIGHT INDUSTRIES a


1. Piracy Losses


($ Billions)


that harm U.S. industries that design produce or distrib-
ute products that rely fundamentally on global copyright 
protection and indirectly by other U.S. input industries.


$23.074


plus


2. Piracy Losses


that harm U.S. retail industries that sell or rent products
that rely fundamentally on U.S. copyright protection and 
indirectly by other U.S. input industries.


$2.549


equals


3. Total Piracy Losses


$25.623


a  Th e U.S. copyright industries analyzed in this study include the motion picture and video industries, the a  Th e U.S. copyright industries analyzed in this study include the motion picture and video industries, the a
sound recording industries, the software publishing industries and the entertainment software and video 
game industries.
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COMBINED AVERAGE MULTIPLIERS


In this analysis, separate RIMS II multipliers were used for each of the four sectors to estimate the eff ects of 
piracy.  In addition, each industry-specifi c multiplier was constructed as a weighted average of multipliers 
across states where industry production was most concentrated. All of these multipliers are reported in 
Appendix A. However, by mathematical process, we were able to represent the combined eff ects of all these 
calculations as one value.  Th e “combined” average multipliers that are used in this study to measure the 
costs of copyright piracy to the U.S. economy are reported in Table 4. 


As shown in Table 4, the combined weighted average output multiplier calculated by this study was 2.2713. 
Th is means that every dollar lost to copyright piracy by the U.S. copyright industries results in a total loss 
of output of $2.27. Similarly, the combined weighted average employment multiplier used in this report 
was 14.572. Th is means that for every $1,000,000 lost to copyright piracy, the U.S. economy loses 14.572 
jobs. Finally, as reported in Table 4, the combined weighted average earnings multiplier was 0.6354. Th is earnings multiplier was 0.6354. Th is earnings
multiplier refl ects that every dollar lost to copyright piracy by the U.S. copyright industries results in a loss 
of $0.6353 in the earnings of U.S. workers. 


V. TAX LOSSES


Th e RIMS II modeling system does not yield a loss of tax revenues.  Yet the loss of tax receipts that results 
from copyright piracy represents another signifi cant cost of piracy to the U.S. economy. For the tax loss 
estimates presented in this study, the methodology previously used in the Motion Picture Piracy and Motion Picture Piracy and Motion Picture Piracy Sound 
Recording Piracy studies was applied to each of the copyright industries considered here. As in the previous 
studies, the tax loss estimates are developed for three categories of taxes. Th ese are: (i) lost personal income 
taxes that would have been paid by copyright industry employees, (ii) lost corporate income taxes of 
copyright industry companies and (iii) lost production and other business taxes. Th e details that underlie 
each of these tax calculations are provided in Appendix B. 
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TABLE 4 WEIGHTED AVERAGE MULTIPLIERS USED TO MEASURE 
OUTPUT, EMPLOYMENT AND EARNINGS LOST DUE TO 
COPYRIGHT PIRACY a


1. Lost Output Multiplier


Th e weighted average multiplier used to measure the loss 
in total U.S. output that results from the global piracy of 
U.S. copyright protected works.


2.2713


2. Lost Employment Multiplier


Th e weighted average multiplier used to measure the loss 
in total U.S. employment that results from the global 
piracy of U.S. copyright protected works.


14.572


3. Lost Earnings Multiplier


Th e weighted average multiplier used to measure the 
loss in total U.S. employee earnings that results from the 
global piracy of U.S. copyright protected works.


0.6354


a  Each multiplier is the weighted average of the production and retail industry multipliers used for each a  Each multiplier is the weighted average of the production and retail industry multipliers used for each a
of the copyright industries studied. Each industry multiplier in turn refl ects the weighted average of the 
state multipliers used to derive the national multiplier.
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Th e tax loss estimates presented in this study do not encompass a full accounting of all tax losses attributable not encompass a full accounting of all tax losses attributable not
to piracy (See Figure 2). Th e estimates for both corporate income tax losses and production tax losses 
refl ect only the direct losses sustained by the copyright industries themselves. Th e estimates do not include 
additional tax losses that would result from decreased income and lower sales in those U.S. industries 
that supply inputs to the U.S. copyright industries, because that data cannot be derived from the RIMS 
II model.19 Accordingly, the corporate income tax and production tax estimates presented in this report 
conservatively exclude tax losses sustained at U.S. industries that are indirectly aff ected by piracy. 


VI. FINDINGS


LOST U.S. OUTPUT


As noted above, this report estimates that, in 2005, the U.S. motion picture, sound recording, packaged 
software and entertainment software industries sustained combined piracy losses of at least $23.549 billion 
(See Table 3). In addition, the U.S. retail industry lost another $2.459 billion. Applying the appropriate 
multipliers as set out above, the report concludes that as a consequence of global and U.S.-based piracy of 
copyright products, the U.S. economy loses $58.0 billion in total output each year. Of this total, $52.4 $58.0 billion in total output each year. Of this total, $52.4 $58.0 billion in total output
billion is output lost at the U.S. production level while $5.6 billion refl ects output lost at the U.S. retail 
level (See Table 5).


LOST U.S. JOBS


Th e losses sustained by the U.S. copyright industries also translate into lost American jobs. Using other 
industry-specifi c “multipliers” from the U.S. Bureau of Economic Analysis, it is estimated that in 2005, the 
U.S. economy lost approximately 373,375 jobs in total as a result of copyright piracy both in the U.S. and 
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COPYRIGHT INDUSTRY PIRACY TAX EFFECTSFIGURE 2


Piracy Tax Effects - Figure 2
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abroad. Of these lost jobs, approximately 312,052 jobs were lost at the U.S. production level in the creation, 
manufacture and distribution of copyright-protected works while 61,323 jobs were lost at the U.S. retail 
sales level (See Table 6).  
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TABLE 5 U.S. COPYRIGHT INDUSTRIES: U.S. OUTPUT LOST AS A 
RESULT OF COPYRIGHT PIRACY


1. Output that is Lost


($ Billions)


directly by U.S. industries that design produce or distrib-
ute products that rely fundamentally on global copyright ute products that rely fundamentally on global copyright ute
protection and indirectly by other U.S. input industries.


$52.407


plus


2. Output that is Lost


directly by U.S. retail industries that sell or rent products 
that rely fundamentally on U.S. copyright protection and 
indirectly by other U.S. input industries.


$5.611


equals


3. Total Lost Output a


$58.018


a Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a


TABLE 6 U.S. COPYRIGHT INDUSTRIES: U.S. EMPLOYMENT LOST AS A 
RESULT OF COPYRIGHT PIRACY


1. Employment that mployment that mployment is Lost


(Jobs)


directly at U.S. industries that design produce or distrib-
ute products that rely fundamentally on global copyright 
protection and indirectly at other U.S. input industries.


312,052


plus


2. Employment that is LostEmployment that is LostEmployment


directly at U.S. retail industries that sell or rent products 
that rely fundamentally on U.S. copyright protection and 
indirectly at other U.S. input industries.


61,323


equals


3. Total Lost Employment a


373,375


a Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a
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Th e estimates of lost employment shown in Table 6 include both the direct employment losses sustained by direct employment losses sustained by direct
producers and retailers of copyright products and the indirect employment losses experienced at other U.S. 
industries that depend on copyright producers and retailers. Of the total job loss of 373,375 reported above, 
123,814 jobs were lost at establishments that directly produce or sell copyright products. Th e remaining directly produce or sell copyright products. Th e remaining directly
249,561 jobs were lost at other non-copyright U.S. industries that are indirectly harmed by global piracy in indirectly harmed by global piracy in indirectly
copyright products.20


LOST EARNINGS OF U.S. WORKERS


Using additional multipliers from the U.S. BEA, it is estimated that, because of copyright piracy, U.S. 
employees lose $16.3 billion in total earnings annually. Of this total, $14.6 billion are earnings lost at the 
U.S. production level for the creation and manufacture of legitimate copyright products, while $1.7 billion 
are earnings lost at the U.S. retail level (Table 7).  


As with the employment estimates provided in Table 6, the lost earnings calculations shown in Table 7 
include both the direct earnings losses sustained by workers at fi rms that produce and sell copyright products direct earnings losses sustained by workers at fi rms that produce and sell copyright products direct
and the indirect earnings losses experienced by workers at other U.S. industries that depend on copyright 
producers and retailers. Of the total earnings loss of $16.281 billion reported above, $7.164 billion were lost 
by workers at establishments that directly produce or sell copyright products. Th e remaining $9.117 billion directly produce or sell copyright products. Th e remaining $9.117 billion directly
in earnings were lost by workers at other non-copyright U.S. industries that are indirectly harmed by global indirectly harmed by global indirectly
piracy in copyright products.


LOST TAX REVENUES


Th e harm of copyright piracy extends to governments at the federal, state and local level, which lose 
signifi cant revenue as a result of copyright piracy in the U.S. and overseas. Th is study estimates that 
governments lose a minimum of $2.6 billion in tax revenues annually. Of this amount, $1.8 billion 
represents lost personal income taxes while $0.8 billion is lost corporate income and production taxes
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TABLE 7 U.S. COPYRIGHT INDUSTRIES: U.S. EARNINGS LOST


AS A RESULT OF COPYRIGHT PIRACY


1. Employee Earnings that are Lost


($ Billions)


directly at U.S. industries that design, produce or distrib-
ute products that rely fundamentally on global copyright ute products that rely fundamentally on global copyright ute
protection and indirectly by other U.S. input industries.


$14.565


plus


2. Employee Earnings that are Lost


directly at U.S. retail industries that sell or rent products 
that rely fundamentally on U.S. copyright protection and 
indirectly by other U.S. input industries.


$1.716


equals


3. Total Lost Employee Earnings a


$16.281


a Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a
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(See Table 8). Th ese numbers surely underestimate actual losses because the corporate income tax and 
production tax loss estimates do not include estimated income and production tax losses at the upstream 
supplier level of the economy. Th e tax losses that were estimated in this study are shown in Table 8. 


CONCLUSION


Copyright piracy harms a broad segment of the U.S. economy that extends far beyond the U.S. companies 
that distribute copyright protected works. Because of piracy, American writers, artists, designers, actors, 
software and video game developers and musicians are denied compensation for the fruits of their creative 
eff orts. And, since the products that embody these eff orts are highly valued by consumers the world over, 
this loss in compensation to the American creative community is increasingly signifi cant, even as measured 
against the U.S. economy as a whole.  


Moreover, the economic damage caused by global copyright piracy also extends to the up-stream 
industries in the U.S. that directly and indirectly supply inputs to the U.S. motion picture, recorded and indirectly supply inputs to the U.S. motion picture, recorded and indirectly
music, packaged software and entertainment software industries. Since the industries in the U.S. 
economy are interdependent, losses from copyright piracy extend through the U.S. economy as a whole. 
In this study, the total costs to the U.S. economy of copyright piracy are estimated to exceed $58 billion 
in lost output, 373,375 lost jobs, $16 billion in lost employee earnings and more than $2.6 billion in lost 
tax revenues. Th ese estimates underscore the true magnitude of the copyright piracy problem to the U.S. 
economy as a whole.
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TABLE 8 U.S. COPYRIGHT INDUSTRIES: TAXES LOST AS A RESULT OF 
COPYRIGHT PIRACY a


1. Employee Personal Income Taxes Lost


($ Billions)


Refl ects income taxes lost as a result of lost employee 
earnings in the direct copyright industries and in the 
indirect industries that are also harmed by piracy.


$1.759


plus


2. Corporate Income Taxes Lost


Refl ects corporate income taxes lost as a result of lost 
corporate profi ts in the direct copyright industries only.direct copyright industries only.direct


$0.557


plus


3. Production and Other Taxes Lost


Refl ects production and other taxes lost as a result of 
lower sales in the direct copyright industries only.direct copyright industries only.direct


$0.263


equals


4. Total Taxes Lost


$2.579


a  Lost taxes include federal, state and local taxes. Lost corporate income tax and production tax estimates do a  Lost taxes include federal, state and local taxes. Lost corporate income tax and production tax estimates do a
not include tax losses at industries that are indirectly aff ected by copyright piracy.
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APPENDIX A — MULTIPLIERS FOR THE COPYRIGHT INDUSTRIES


In the RIMS II model, the U.S. Bureau of Economic Analysis estimates fi ve diff erent industry and region-
specifi c multipliers. Th ese fi ve multipliers are 1) total output, 2) total employee earnings, 3) total number of 
employees, 4) direct employee earnings and 5) direct number of employees. Th e fi rst three “Final Demand” 
multipliers measure the economic impacts that result from an initial change in the output delivered to fi nal 
users. Th e fourth and fi fth “Direct Eff ects” multipliers measure the subset of those earnings and employment 
eff ects for the industry that was directly aff ected by the initial change. In the model, each of these fi ve 
multipliers is calculated for a specifi c industry (as defi ned by a NAICS code). In addition, the model must 
be preset for a region or state. In this study, individual states are used as the relevant regions to be analyzed states are used as the relevant regions to be analyzed states
for each copyright industry under study. 


In RIMS II, it is important to consider the “region” to be analyzed in the model because the region 
defi nes the geographic boundary within which an “input” from another industry will be counted in the 
computation of each multiplier. Recall that multipliers rely on “input-output” tables that report how 
individual U.S. industries purchase and supply goods and services to other individual U.S. industries. If 
a supplying industry is located in the region to be studied, the “inputs” provided by that industry will be 
counted in the development of the multiplier for that region. If the supplying industry is not located in the 
region to be studied, the “inputs” provided by that industry will not be counted in the development of the 
multiplier for that region. 


Th is concept is easiest to see in the case of imports. If a U.S. industry purchases Import X from a non-U.S. 
supplier, the RIMS II model assumes that the upstream products needed to produce Import X would, like 
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TABLE A-1 FINAL DEMAND MULTIPLIERS FOR MOTION PICTURE AND SOUND


RECORDING INDUSTRIES


U.S. Motion Picture Industries
NAICS 512100


U.S. Sound Recording Industries
NAICS 512200


Output Output


California 2.9398 California 2.0156


New York 2.6002 New York 1.8183


Tennessee 1.9436


Florida 1.7499


Texas 1.9659


Earnings Earnings


California 0.8042 California 0.4250


New York 0.6096 New York 0.3190


Tennessee 0.3827


Florida 0.3545


Texas 0.3999


Employment Employment


California 19.6 California 9.6


New York 14.3 New York 6.7


Tennessee 11.0


Florida 10.3


Texas 9.7
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Import X, also have been manufactured by non-U.S. upstream suppliers. Since the additional inputs needed 
to manufacture Import X are not made in the United States, the model does not attempt to measure the 
eff ects of those additional inputs on the U.S. economy. 


Th is basic concept also applies in the case of total U.S., U.S. county, state and U.S. local area multipliers. All 
else equal, total U.S. multipliers are higher than U.S. state multipliers and U.S. state multipliers are, in turn, 
larger than U.S. local area multipliers. In the motion picture industry for example, the output multipliers 
estimated by BEA for the states of California and New York were 2.9398 and 2.6002 respectively. By 
contrast, the total U.S. output multiplier for the motion picture industry was 3.5552. 


In this study only state multipliers are used. Th e decision to use only state specifi ed multipliers in this 
study means that the results are inherently conservative. Had total U.S. multipliers been used, the estimates 
of piracy eff ects on the U.S. copyright industries would have been considerably higher than the fi gures 
reported here. 


MULTIPLIERS FOR THE MOTION PICTURE AND SOUND RECORDING INDUSTRIES


Th e products that are created and produced by the U.S. copyright industries are sold throughout the United sold throughout the United sold
States. Th rough their distribution and sales activities, the copyright industries thus produce real economic 
value in every U.S. state. In terms of productionvalue in every U.S. state. In terms of productionvalue in every U.S. state. In terms of  activities however, the U.S. copyright industries are more 
prominent in some states than in others. 


In the U.S. motion picture industry, for example, two states – California and New York – employed 50.3% 
of all U.S. workers in NAICS 5121.21 In addition, for the six-digit NAICS 512111, the motion picture and 
video production industry, the states of California and New York employed 73.4% of all employees.22 For 
these reasons, the fi nal demand multipliers used to analyze the motion picture industries in NAICS 5121 
were multipliers for California and New York (See Table A-1). 


In terms of production activities, however, the U.S. sound recording industries were similarly focused 
on only a few states. As shown in Table A-1, the fi nal demand multipliers used to estimate the costs of 


Institute for Policy Innovation: Policy Report #189                         Th e True Cost of Copyright Piracy to the U.S. Economy16


TABLE A-2 DIRECT EFFECTS MULTIPLIERS FOR MOTION PICTURE AND SOUND


RECORDING INDUSTRIES


U.S. Motion Picture Industries
NAICS 512100


U.S. Sound Recording Industries
NAICS 512200


Earnings Earnings


California 3.1190 California 2.9689


New York 2.8024 New York 2.6418


Tennessee 2.7321


Florida 2.5628


Texas 2.8671


Employment Employment


California 3.5974 California 4.3948


New York 3.1080 New York 3.6664


Tennessee 3.0776


Florida 2.9544


Texas 4.4529
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sound recording piracy were specifi c to fi ve states including California and New York. Th ree other states 
– Tennessee, Florida and Texas – also supported fairly sizeable employment levels in the sound recording 
industry. Based on discussions with industry representatives, the employment levels in these states also 
refl ect the traditional importance of these states to specifi c types of music. Th e direct eff ects multipliers that 
were used in this study for the U.S. motion picture and sound recording industries are shown in Table A-2. 


MULTIPLIERS FOR THE U.S. SOFTWARE AND ENTERTAINMENT SOFTWARE INDUSTRIES


As for the motion picture and sound recording industries, centers of production were identifi ed for which 
software industry multipliers would be appropriate. For the software publishing industry, fi ve states – 
California, Washington, Texas, Massachusetts and New York – collectively employed 56% of all workers in 
NAICS 5112. Final demand multipliers for these fi ve states are reported in Table A-3. 


As noted in the text of this report, U.S. government statistics for the entertainment software and video 
games industry are generally not published on a separated basis. As a result, the software publishing industry 
fi nal demand multipliers reported in Table A-3 above are also appropriate for the entertainment software 
and video games subset of that industry. 


Similarly, direct eff ects multipliers for the U.S. software publishing industry in the fi ve states of California, 
Washington, Texas, Massachusetts and New York are provided in Table A-4. Th e same multipliers were 
used to measure economic impacts of piracy on the U.S. entertainment software and video games industry 
as well. 
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TABLE A-3 FINAL DEMAND MULTIPLIERS FOR U.S. SOFTWARE AND ENTERTAINMENT 
SOFTWARE INDUSTRIES


U.S. Packaged Software and Entertainment Software/Video Games Industries
NAICS 511200


Output California 2.1819


Washington 1.9819


Texas 2.1760


Massachusetts 1.9778


New York 1.8151


Earnings California 0.7141


Washington 0.6479


Texas 0.7003


Massachusetts 0.6239


New York 0.5187


Employment California 13.6


Washington 12.5


Texas 14.7


Massachusetts 11.2


New York 9.1







Institute for Policy Innovation: Policy Report #189                         Th e True Cost of Copyright Piracy to the U.S. Economy


APPENDIX B — DETERMINING TAX LOSSES


Th e RIMS II model cannot be used to generate multipliers for the tax payments that would have been made 
by employees and corporations if copyright piracy were reduced.  For this reason, the analysis of the tax 
eff ects of piracy losses in this study makes use of fi nancial accounts for the U.S. as a whole and of industry 
specifi c information on the components of the value added that would increase if copyright piracy were 
signifi cantly curtailed or eliminated. 


PERSONAL AND CORPORATE INCOME TAXES


Within the fi nancial accounts of the United States, one can readily identify the taxes paid in aggregate by U.S. 
resident individuals and U.S. corporations as a whole. For example, in 2004, personal (current) taxes paid by 
U.S. residents totaled $1,049.1 billion. As shown in Table B-1, these taxes amounted to 10.8% of the total 
U.S. disposable personal income for the same year. While U.S. disposable personal income was derived from 
many sources, it is assumed in this analysis that all forms of personal income were in eff ect taxed at the same 
average rate. Under this assumption, the U.S. average personal tax rate in 2004 was 10.8%.


In this report, the personal income taxes that are lost as a result of copyright piracy are derived by applying 
the assumed personal tax rate of 10.8% to the total (direct and indirect) lost employee earnings that were 
estimated using the appropriate RIMS II multipliers. As shown in the text of this report at Table 2, those 
lost earnings were $16.281 billion. Assuming a 10.8% personal income tax rate, these lost earnings result in 
lost personal income taxes of $1.759 billion. 


Th e data in Table B-1 also show two separate calculations of the corporate income tax rate paid by U.S. 
corporations to federal, state and local tax authorities in 2004.  In 2004, total corporate income taxes were 
$271.1 billion. Dividing this fi gure by total U.S. corporate profi ts as adjusted of $1,161.5 billion yields an 
average corporate tax rate of 23.3%.23


Unfortunately, in the U.S. accounts, corporate profi ts by industry are not to our knowledge reported by any 
of the U.S. statistical agencies in the same format as shown above. Th e U.S. Bureau of Economic Analysis 
does report industry data on Gross Operating Surplus (GOS) by industry in its calculations of value 
added by industry. Using these data, GOS by industry can be divided into fi ve underlying categories. Th e 
categories include “Other GOS” which can be defi ned as corporate profi ts before tax plus net interest and 
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TABLE A-4 DIRECT EFFECTS MULTIPLIERS FOR U.S. SOFTWARE PUBLISHING AND


ENTERTAINMENT SOFTWARE


U.S. Packaged Software and Entertainment Software/Video Games Industries
NAICS 511200


Earnings California 1.9748


Washington 1.7955


Texas 1.9511


Massachusetts 1.8200


New York 1.7269


Employment California 3.7470


Washington 3.4718


Texas 3.5399


Massachusetts 3.1535


New York 2.9421
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miscellaneous payments and adjustments. While this measure is broader than U.S. corporate profi ts, it does 
provide an approximate measure of corporate profi ts on an industry-by-industry basis. 


In Table B-1, U.S. corporate income taxes are also divided by “Other GOS” for corporations, an amount 
reported as $1,822 billion in 2004. Th is calculation yields a corporate tax rate on Other GOS of 14.9%. 


PRODUCTION TAXES AND GROSS OPERATING SURPLUS


Th e major components of U.S. value added and value added for the industry sectors classifi ed under NAICS 
512 (motion pictures and recorded music) and NAICS 511 (all publishing including software) are shown 
in Table B-2. Th e three components are employee compensation, taxes on production and imports less 
subsidies and gross operating surplus. As shown in Table B-2, for these broad industry sectors, production 
taxes can be divided by employee compensation in order to derive industry-specifi c factors for the taxes. In 
Table B-2, production tax factors are derived for NAICS 512 and 511. Th ese tax factors are subsequently 
used to estimate the production taxes lost for each of the four copyright industries that are analyzed in this 
report. For each industry, the production tax factor is applied only to the direct employee compensation 
that was lost as a consequence of piracy. Th e production tax factor is not applied to the indirect employee indirect employee indirect
compensation that was also lost because the RIMS II model does not provide a breakdown of that lost 
compensation for each industry aff ected. For this reason, the production tax estimate derived in this report 
should be regarded as a conservative measure of the minimum production tax losses that can be attributable 
to copyright piracy. 


As shown in Table 5 in the text, the estimated direct industry earnings lost to copyright piracy were $7.164 
billion. Th e production tax factors for the industry sectors shown in Table B-2 (4.7% and 2.9%) were 
applied to the lost direct earnings for each copyright industry in order to derive an overall estimate of lost 
production taxes of $263 million (See Table 4). 
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TABLE B-1 TAX RATES ON PERSONAL AND CORPORATE INCOME


Tax Rates on Personal Income Tax Rates on Corporate Income


2004
($ Billions)


2004
($ Billions)


2004
($ Billions)


U.S. Disposable Personal Income $8,664.2 U.S. Corporate Profi ts w Adjusts. $1,161.5


Add Back Personal Current Taxes $1,049.1 Taxes on Corporate Income $271.1


Equals U.S. Personal Income $9,713.3 Corp. Inc. Taxes/Corp. Profi ts 23.3%


U.S. Other GOS (Corporate) $1,822.9


Compensation of Employees $6,687.6


Proprietors’ Income $889.6 Taxes on Corporate Income $271.1


Rental Income $134.2


Personal Income Receipts/Assets $1,396.5 Corp. Inc. Taxes/U.S. Other GOS (Corp.) 14.9%


Personal Current Transfers $1,427.5


Less Contrib. Govern. Social Insurance $(822.2) Taxes on Production


2004
($ Billions)


Equals U.S. Personal Income $9,713.2 $9,713.2 Taxes on U.S. Production and Imports
less Subsidies $809.4


Pers. Cur. Tax/Pers. Income 10.8%
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In Table B-2, industry sector data is also reported for gross operating surplus. Recall that in this analysis, 
the corporate tax rate previously calculated in Table B-1 was measured as a tax on gross operating surplus. 
In Table B-2, the gross operating surplus is reported by industry sector. Th e ratio of “Other” GOS 
(Corporate)” to employee compensation is also calculated for each of the two industry sectors. Th is ratio 
is then applied to the lost employee earnings calculated for each of the four copyright industries that 
are analyzed in this report. Th e application of these sector-specifi c ratios to each of the four copyright 
industries yields estimates of the gross operating surplus earned by each of the four industries. Th e 
corporate tax factor estimated in Table B-1 is then applied to the estimated gross operating surplus for 
each industry in order to derive corporate income taxes lost through piracy. As shown in the text in Table 
4, these lost corporate income taxes were $557 million. Note that, like the production tax estimate, the 
corporate income tax calculation was applied only to the direct industries aff ected by piracy. For this 
reason, this estimate should also be regarded as a minimum value for the corporate income taxes lost as a 
consequence of global copyright piracy.


TABLE B-2 FACTORS FOR PRODUCTION TAX AND GROSS OPERATING SURPLUS


U.S. Economy 
as a Whole


($ Billions)


NAICS 512
Movies and 


Records
($ Millions)


NAICS 511
All Publishing


($ Millions)


Output $21,346.0 $94,100.0 $254,900.0


equals Value Added $11,734.3 $47,300.0 $125,300.0


Employee Compensation $6,693.4 $23,094.0 $71,042.0


Taxes on Productions +


Imports less Subsidies $809.4 $1089.0 $2,085.0


Gross Operating Surplus $4,231.5 $23,130.0 $52,188.0


plus Intermediate Inputs $9,611.8 $46,800.0 $129,600.0


Tax on Prod./Employee Compensation 12.1% 4.7% 2.9%


Gross Operating Surplus $4,231.5 $23,130.0 $52,189.0


Current Surplus Gov. Enterprises $(3.0) $ — $ —


Consumption of Fixed Capital $461.9 $ — $ —


Business Current Transfer Payment $91.1 $149.0 $868.0


Other GOS (Corporate) a $1,822.9 $12,028.0 $37,623.0


Other GOS (Non-Corporate) $1,858.6 $10,953.0 $13,698.0


Sub-Total $4,231.5 $23,130.0 $52,189.0


Other GOS (Corporate)/Employee Comp. 27.2% 52.1% 53.0%


a Other GOS (Corporate) includes corporate profi ts before tax plus corporate net interest and miscellaneous payments and adjustments.a Other GOS (Corporate) includes corporate profi ts before tax plus corporate net interest and miscellaneous payments and adjustments.a


Source: U.S. Bureau of Economic Analysis, Gross Domestic Product by Industry, Release data: April 27, 2006.
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EXECUTIVE SUMMARY


Synopsis: Motion picture piracy costs the fi lm industry billions of dollars in lost revenue, 
but this is only a fraction of its impact on the total U.S. economy. Combining the lat-
est data on worldwide movie piracy with multipliers from a respected U.S. government 
model, this study concludes that motion picture piracy costs American workers signifi -
cant losses in jobs and earnings, and costs governments enormous lost tax revenue.


It is obvious that copyright piracy and counterfeiting harm the intellectual property owner, who loses the 
revenue that would have been gained had the legitimate product been purchased. But that is only part of the 
story.  Piracy and counterfeiting also cause signifi cant and measurable harm to the overall economy, directly 
aff ecting upstream suppliers and downstream purchasers, with a cascading eff ect that includes lost output, 
lost earnings, lost jobs, and lost tax revenues.  


In order to inform policymakers of the true magnitude of piracy’s ripple eff ect, this paper estimates the 
impact of piracy in one industry—the motion picture industry—on the overall U.S. economy. Using the 
RIMS II mathematical model maintained by the U.S. Bureau of Economic Analysis (BEA), this analysis 
estimates the impact of motion picture piracy on economic output, jobs, personal income, and tax revenues.  
It is the fi rst of a series of papers that will provide a comprehensive estimate of the overall impact of piracy 
and counterfeiting.


Th is study utilizes, as a starting point, the lost revenue fi gures from a recent and comprehensive world-
wide consumer research study conducted by LEK Consulting and released in May 2006 by the Motion 
Picture Association of America (MPAA). According to the LEK study, MPAA studios lost $6.1 billion to 
piracy in 2005.


Applying the RIMS II tool to the LEK loss fi gures reveals that the true cost of movie piracy to the U.S. 
economy is far more than $6.1 billion.  Instead, the comprehensive estimate of losses reveals that:


 •    Motion picture piracy now results in total lost output among all U.S. industries of $20.5 
billion annually. Output includes revenue and related measures of economic performance.


 •    Motion picture piracy costs U.S. workers $5.5 billion annually in lost earnings.  Of this 
amount, $1.9 billion would have been earned by workers in the motion picture industries 
while $3.6 billion would have been earned by workers in other U.S. industries.


 •    Motion picture piracy costs jobs. Absent piracy, 141,030 new jobs would have been added 
to the U.S. economy.  Of this total, 46,597 jobs would have been created in the motion 
picture industries while 94,433 jobs would have been added in other industries. 


 •    Motion picture piracy costs governments at all levels $837 million in lost tax revenue. Ab-
sent piracy, an additional $147 million in corporate income taxes from motion picture 
corporations, $91 million in other taxes on motion picture production or sales, and $599 
million in personal income taxes from employees would have been paid annually to fed-
eral, state and local governments. 


Th e true cost of motion picture piracy far exceeds its impact on the movie producers themselves, and harms 
not only the owners of the intellectual property but also all U.S. consumers and taxpayers. As policymakers 
seek to maintain the health and vitality of the U.S. economy and preserve our global competitiveness, it is 
imperative that government and industry work together to combat this growing problem.
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INTRODUCTION


It is well-known that rampant piracy and counterfeiting of desirable products such as movies, recorded 
music, software, pharmaceuticals, and name-brand and designer consumer goods harm the bottom lines of 
the companies that produce these products. Because of the innovative and creative nature of our economy, 
U.S. companies are particularly vulnerable. 


Companies work diligently to protect their products, employing civil enforcement, utilizing technology, 
and forming industry coalitions—as companies have in the U.S. through the United States Chamber of 
Commerce’s Coalition Against Counterfeiting and Piracy (CACP)—to increase understanding of the 
scope of the problem and drive greater government-wide eff orts to address this threat. Ultimately, however, 
given the global nature of the problem and its criminal character, government must play a crucial role in 
combating piracy and counterfeiting, and insisting on the enforcement of intellectual property rights as 
part of agreements with our trading partners. 


Unfortunately, there has been little reliable economic information available to U.S. policymakers to 
assist them in balancing the importance of enforcing intellectual property rights against other priorities. 
To begin to address that problem, I published last year Engines of Growth: Economic Contributions of the 
U.S. Intellectual Property Industries,1  which examined the contributions to the U.S. economy of the “IP 
industries”—industries that rely most heavily on copyright or patent protection to generate revenue, 
employ and compensate workers, and contribute to growth. Th e study found, among other things, that 
these IP industries are the most important growth drivers in the U.S. economy, contributing nearly 40% 
of the growth achieved by all U.S. private industry and nearly 60% of the growth of U.S. exportable 
products. It also found that the IP industries are responsible for one-fi fth of the total U.S. private industry’s 
contribution to GDP and two-fi fths of the contribution of U.S. exportable products and services to GDP.


But if the IP industries are worth protecting because of their contributions to the U.S. economy, 
policymakers still need sound information on the impact of piracy and counterfeiting on the U.S. 
economy to enable them to gauge the appropriate level of resources to deploy against the problem. 
To be sure, many industries cite statistics on piracy or counterfeiting losses specifi c to them, and some 
overall estimates of losses due to piracy and counterfeiting periodically surface in the media. But there is 
noticeably little data that reliably estimates the total economic impact piracy and counterfeiting have on the 
U.S. economy—including the impact on tax revenue, job creation, and economic output.


Th is study is a fi rst step in this direction. It concentrates solely on movie piracy, taking as its starting point 
a recent comprehensive analysis that found that the major U.S. movie companies lost $6.1 billion in 2005 
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to piracy. Using methodology developed and maintained by the U.S. government, this study fi nds that the 
movie companies’ $6.1 billion loss translates into total lost output among all industries of $20.5 billion 
annually. It also fi nds that lost earnings for all U.S. workers amounts to $5.5 billion annually, and 141,030 
jobs that would otherwise have been created are lost. In addition, as a result of piracy, governments at the 
federal, state, and local levels are deprived of $837 million in tax revenues each year.


In the coming months, we will conduct additional analyses on other industries aff ected by counterfeiting 
and piracy, using similar methods to estimate the eff ects of piracy and counterfeiting in those industries on 
the U.S. economy. When the series of studies is completed, policymakers will have a much clearer picture 
of the true cost of piracy and counterfeiting to the U.S. economy. 


Th is study, focused solely on the eff ects of piracy from one industry, suggests that the economic toll taken 
by copyright piracy and counterfeiting as a whole is enormous, and harms not only the owners of the 
intellectual property but all U.S. consumers and taxpayers. As policymakers seek to maintain the health 
and vitality of the U.S. economy and preserve our global competitiveness, the importance of recognizing 
the real costs of piracy and counterfeiting cannot be overstated. 


I.   BACKGROUND: MEASURING THE HARM CAUSED BY MOTION
    PICTURE PIRACY


Because popular motion pictures are expensive to produce but cost almost nothing to illegally reproduce, 
they are a favorite target for pirates. Within days of their theatrical release—and in rare cases even before—
most movies are available through DVDs sold on the street or by downloading illegally over the Internet.


In order to provide an accurate and detailed assessment of the fi lm industry’s worldwide losses due to 
piracy, in 2004 the Motion Picture Association of America (MPAA) commissioned a study by LEK 
Consulting, Inc. Th is study, based on extensive consumer surveys, determined what revenues the 
movie companies would have earned if pirated products had not been available. Th e result is the most 
comprehensive look at fi lm piracy to date, capturing losses due to both Internet and hard goods piracy, the 
cost of piracy to domestic and worldwide industries, and the profi le of the typical pirate in various markets. 
Th e fi ndings from the LEK study are found in Appendix C.


Th e LEK study determined that the losses sustained from piracy to U.S. MPAA member companies in 
2005 amounted to approximately $6.076 billion.2  But that fi gure refl ects only the direct losses to the 
major motion picture studios themselves, and does not shed light on the overall eff ect of motion picture 
piracy on the U.S. economy.


OUR INTERLOCKING ECONOMY


In order to understand how piracy in one segment of the economy can aff ect other industries, we must 
remember that the economy is an “interlocking” system. Changes in supply or demand in one industry can 
and do aff ect supply and demand in other industries.


For example, assume that personal watercraft, like Jet-Skis®, suddenly become very popular and 
shortages develop. In this situation, the price of personal watercraft will rise and so will the profits 
of the manufacturers. However, in order to continue to earn these higher profits, the manufacturers 
will have to make more personal watercraft. In the process, they will buy more waterproof seats from 
seat manufacturers.


Of course, it doesn’t stop there. In order to produce more seats, the seat manufacturers will have to buy 
more plastic and more padding. And the plastic and padding manufacturers will have to buy more of the 
particular materials that they need.


Th e cascade does not end with the suppliers to personal watercraft manufacturers, but continues 
downstream as well. Th e retail sellers of personal watercraft who buy from the manufacturers will also 


2
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be able to earn more money by raising prices or increasing volume. In their wake, specialty stores that 
customize personal watercraft or sell parts also stand to benefi t.


Th ese kinds of interactions among industries are captured in input-output tables. Input-output tables 
measure the interrelationships that exist among diff erent industries. With this information, one can then 
estimate what impact a specifi c change in one industry will have on other industries.


What is true for personal watercraft is equally true for motion pictures. If the revenue generated by 
making motion pictures increases (in this case, not by higher demand but by a decrease in piracy), movie 
companies will make more movies, invest in higher quality, broader distribution or more marketing, or 
some combination of these activities in order to capture more profi ts. [See Sidebar “A Decrease In Piracy 
Expands Production”]


As more movies are made, or more is invested in making, marketing and distributing movies, the people 
and companies that supply movies will make more money. Th ese include, for example, ad agencies, who 
sell more copy to newspapers and television promoting the fi lms, and the newspapers and television 
stations that attract the increased revenue. 


Th e benefi ts fl ow downstream as well. Video retailers, for example, will sell and rent more titles. Movie 
theaters will sell more tickets and more popcorn. Corn growers earn more profi ts, and can buy more farm 
equipment. And so on. 


3


A DECREASE IN PIRACY EXPANDS PRODUCTION


Th e LEK study estimated the losses sustained by the U.S. motion picture industry as a result of global piracy. In this study, we 
estimate the gains to U.S. industries, to U.S. workers and to U.S. national, state and local governments that would occur absent 
those piracy losses. Th is analysis can be viewed either as an estimate of the damages sustained by the U.S. as a result of piracy in 
the past year or as an estimate of the gains that could be realized in the future if global piracy were substantially curtailed. 


One way to characterize the LEK study is that it measures the increased demand for legitimate U.S. fi lm products that would 
be observed throughout the world if piracy did not exist. Th e increased demand for U.S. motion pictures is quantifi ed on 
a market-by-market basis in the LEK study and valued at the legitimate prices now in eff ect for motion pictures in each 
geographic market. Th e LEK study provides ample proof that suffi  cient demand for legitimate U.S. fi lms now exists to justify 
the expansion in motion picture production and employment that is quantifi ed subsequently in this study. 


From the supply side perspective, we assume that the market for legitimate motion picture production and distribution would 
remain intensely competitive as it is today. We see little reason to assume the alternative:  that absent piracy, motion picture 
producers would (or even could) cease to compete with each other. 


We also assume that with a larger potential market for legitimate fi lms, profi t-seeking fi lm producers could readily expand 
their production schedules to off er additional fi lms or more expensive fi lms or both. Th e motion picture industry does not 
face many of the production bottlenecks that might limit the ability of other industries to satisfy increased demand for their 
products.1  More importantly, motion picture producers would likely seek to exploit the expansion of the market for legitimate 
U.S. fi lms, not only by creating more fi lms but also by increasing the audience appeal of each fi lm through the use of more 
marketing, for example. 


Indeed, as a general matter, we would expect profi t-seeking producers to spend more on creative inputs the larger the 
potential market for the fi lm. Higher quality inputs, in turn should increase the production’s share of revenue from the 
market and increased share is more valuable in a larger market.2 Because of these considerations, motion picture producers 
could (and as competitors, clearly would) attempt to meet the increased demand for legitimate U.S. fi lms through a 
variety of strategies. Th ese strategies might involve the production of more fi lms or , investment in higher quality, broader 
distribution or more marketing, or some combination of these activities . Precisely because of this fl exibility, however, there 
is little reason to believe that supply side constraints would inhibit the U.S. motion picture industry from satisfying even a 
signifi cant increase in the demand for its products.


1    For example, the motion picture industry could expand its production eff orts to other locations and could commit to use less well known 
actors, directors, writers and special eff ects fi rms.


2   Wildman, S., and Siwek, S., International Trade in Films and Television Programs, Ballinger Publishing co., 1988. Pages 68-70. 







Put in economic terms, as motion picture output increases, so too would the output (sales of products 
and services) produced by these industries that supply motion pictures. As the output of these suppliers 
increases, so too would the output of other industries that supply the suppliers. 


In sum, motion picture piracy aff ects not only the movie studios, but all the various businesses that supply 
the industry or buy from the industry, and the people who work in those businesses. Th us, the impact of 
movie piracy extends well beyond movie stars, all the way to the teenager selling popcorn and candy at the 
theater, the company that markets the candy, the farmer that grows the corn, and the workers that pick the 
farmer’s crop.


A visual depiction of the process is contained in Figure 1.


THE RIMS II MODEL


Th e U.S. government has developed a widely accepted mathematical model, known as the Regional Input-
Output Modeling System (or “RIMS II”), that enables analysis of how increased revenue generated by 
movies would aff ect all other aspects of the economy.3   Th e RIMS II model is maintained by the U.S. 
Bureau of Economic Analysis, and is designed to measure the impact that a specifi c change in the output of 
one industry will have on all other industries. It uses input-output multipliers to enable measuring both the 
direct and indirect eff ects of lost revenue, as well as the loss in labor income. [See Section II and Appendix A 
for a more detailed description of the actual multipliers used in this analysis.]


To obtain a comprehensive estimate of the total impact of fi lm piracy on the U.S. economy, this paper uses 
the MPAA research together with the relevant RIMS II multipliers for the appropriate localities. Section II 
provides the detailed methodology employed to obtain the fi ndings announced in Section III.  Overall, the 
paper looks in some depth at U.S. movie theater owners, and mass market retailers who sell or rent home 
video cassettes and DVDs:  the most visible and direct downstream victims of movie piracy who would have 
enjoyed higher revenue but for piracy. It also considers lost earnings to employees, as well as the loss of jobs 
that are not created because of piracy losses. Using fi nancial accounts for the U.S. as a whole and industry-
specifi c information, it estimates the tax losses to governments at all levels. Finally, with all these elements 
taken into account, it estimates the total impact on the U.S. economy.
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FIGURE 1
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II.  METHODOLOGY: PIRACY LOSSES TO MOTION PICTURE PRODUCTION, 
DISTRIBUTION, AND EXHIBITION 


Th e study by LEK is the most comprehensive look at fi lm piracy to date, capturing losses due to both 
Internet and hard goods piracy, the cost of piracy to domestic and worldwide industries, and the profi le 
of the typical pirate in various markets. Th e fi ndings from the LEK study are presented in this paper in 
Appendix C.


However, for the reasons explained above, the LEK fi gure of $6.1 billion in lost revenue does not provide 
a full picture of the eff ects of movie piracy. In particular, it does not include losses sustained directly 
by “downstream” industries like motion picture theatrical exhibitors or the video industry legitimately 
selling or renting U.S. motion pictures to consumers.4   In addition, the LEK fi gures do not include 
all of the secondary and tertiary losses sustained by the many U.S. industries that would have supplied 
inputs directly to the motion picture industry, the industry’s direct suppliers, or to the suppliers of those 
direct suppliers.


PRODUCTION LOSSES


Th e fi rst step in the analysis is to quantify the direct losses to the motion picture industry in terms of 
production, distribution, and exhibition.  


As shown in Table 1, the LEK study determined that in 2005, MPAA member companies worldwide lost 
$6.076 billion in sales as a result of pirate activities. Of this total, U.S. market losses amounted to $1.311 
billion while non-U.S. market losses sustained by U.S. companies totaled $4.765 billion.5 
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TABLE 1 MOTION PICTURE INDUSTRY DIRECT LOSSES DUE TO PIRACY, 2005


U.S. Motion Picture/Video Industries: NAICS 512100 *


Part One: Worldwide Losses of U.S. Production/Distribution Industries Plus U.S. Losses to U.S. Th eatrical Exhibition 
Industries.


Billions of U.S. 
Dollars


Global Piracy Losses to U.S. MPAA Production/Distribution: $6.076


U.S. Piracy Loss to U.S. Exhibition


U.S. Consumer Spending Loss (Th eatrical) $0.670


Est. U.S. Consumer Loss to MPAA Memco $0.630


Less: U.S. Prod./Dist. Loss (Th eatrical) $0.253


Equals: Net U.S. Exhibition Loss (Th eatrical) $0.377 $0.377


Sub-total Piracy Losses (Part One) $6.453


* NAICS 512100 - Motion Picture and Video Industries includes production, distribution, theatrical exhibition and post-production.
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Signifi cantly, the losses sustained by MPAA member companies do not refl ect sales at the retail (consumer) 
level. In the motion picture industry, the major producer/distributors typically share gross retail revenues 
with theatrical exhibitors (theater owners), home video retailers, and others. Th is is part of the reason that 
retail losses resulting from pirate activities are much higher than losses to the movie studios alone. In its 
study, LEK estimated that the worldwide consumer spending loss to the motion picture industry worldwide 
resulting from all motion picture piracy in 2005 was $18.186 billion. In the U.S. alone, lost consumer 
spending amounted to $2.724 billion.6 


THEATRICAL EXHIBITION LOSSES


Th e LEK study reports that, of the total consumer spending loss reported for the U.S. market ($2.724 
billion), approximately $670 million represented theatrical revenues lost to piracy (Table 1). Th e study also 
estimates that about $630 million of the $670 million represented theatrical revenues for MPAA member 
fi lms in the U.S. that were lost to piracy.7  However, this fi gure of $630 million represents lost value to both 
U.S. theatrical exhibitors and to MPAA producer/distributors. Since these losses to the MPAA producer/
distributors have already been captured in the global piracy loss estimate of $6.076 billion, it is necessary to 
extract the remaining lost U.S. theatrical margin from the overall U.S. exhibition loss of $630 million. 


As refl ected in Table 1, the MPAA study reports that approximately $253 million of the $630 million lost 
U.S. theatrical revenues to MPAA members has already been counted as part of the global piracy losses to 
the same companies.8   As a result, the remaining U.S. piracy loss at the exhibition level can be estimated at 
$377 million ($630 million less $253 million). As shown in Table 1, this fi gure, when combined with the 
global loss fi gure to U.S. producer/distributors of $6.076 billion, yields total piracy losses to the motion 
picture and theatrical exhibition industries of $6.453 billion.


HOME VIDEO DISTRIBUTION LOSSES


As noted, retailers that sell or rent motion pictures and videos directly to consumers also sustain lost profi ts 
as a direct consequence of the actions of pirates. 


As shown in Table 2,9  the LEK study estimated that the total U.S. consumer loss sustained by fi rms that 
sell or rent MPAA produced cassettes, DVDs, or other home video products was $1.932 billion in 2005. 
Of this amount, approximately $1.058 billion represented MPAA member company revenue losses that 
have already been counted within the global MPAA member loss estimate of $6.076 billion. As a result, 
the net losses to U.S. retailers of MPAA member cassettes, DVDs, and other home video products were 
$874 million in 2005. 


To summarize, based on the best and most recent data available, we have determined that worldwide motion 
picture piracy causes a loss of $6.453 billion to the U.S. motion picture production, distribution, and 
exhibition industries, and a loss of $874 million to U.S. retail industries. Th ese numbers comprise some (but 
not all) of the inputs necessary to determine the total cost of motion picture piracy on the U.S. economy.


THE APPLICABLE RIMS II MULTIPLIERS


Even the direct losses computed above reveal only a portion of the impact of motion picture piracy on 
the U.S. economy. Other losses must also be derived and estimated using the multipliers from the RIMS 
II model. 


Th e RIMS II model contains fi ve types of multipliers for many U.S. industries. For each industry, there are 
three “Final Demand” multipliers for output, earnings, and employment and two “Direct-Eff ect” multipliers 
for “direct” earnings and employment. Th e Final Demand multipliers tell us the total eff ects of movie piracy 
on the output, earnings, and employment of all U.S. industries. Th e Direct Eff ects multipliers tell us the 
specifi c eff ects on the motion picture industry. Our analysis uses all fi ve types of multipliers. 
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Th e RIMS II model defi nes industries based on the North American Industry Classifi cation System 
(NAICS), a classifi cation system maintained by the U.S. Government that contains increasing level of 
specialty within each classifi cation. Th e U.S. Motion Picture and Video Industries are classifi ed in NAICS 
5121, and include the production and exhibition of motion pictures.


A total of fi ve multipliers were acquired from the Bureau of Economic Analysis for NAICS 5121.  Th ese 
were the three Final Demand multipliers related to output, earnings (of workers), and employment and the 
two Direct Eff ect multipliers also related to earnings (of workers) and employment. Because the majority of 
people directly employed in motion picture production are employed in California and New York, all fi ve 
multipliers are reported for the states of California and New York. A detailed discussion of the reasons for 
this determination is found in Appendix A.10 


Diff erent multipliers were chosen to apply to the retailing of motion picture cassettes and DVDs.  
Th at is because in the U.S., the industries that distribute cassettes and DVDs to consumers are far less 
geographically concentrated than the industries that produce motion pictures. In order to obtain a 
representative data sample for retail movie distribution, we used multipliers for eight states: California, 
New York, Texas, Ohio, Pennsylvania, Illinois, Florida, and New Jersey.11   In this study, it is assumed that 
the retail industry multipliers for these eight states appropriately and reasonably capture the economic 
relationships that exist for the U.S. motion picture retailing sector as a whole.


More detailed information on the RIMS II multipliers used in this analysis may be found in Appendix A.
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TABLE 2 MOVIE RETAIL TRADE LOSSES DUE TO PIRACY, 2005


U.S. Motion Picture/Video Industries, Retail Trade: NAICS 44-45 *


Part Two: U.S. Losses of U.S. Retail Industries that Sell or Rent Motion Pictures/Video Products.


U.S. Piracy Losses to U.S. Retail industries
Billions of U.S. 


Dollars


U.S. MPAA
Consumer


Loss Less


U.S. MPAA
Memco


Loss Equals


Net U.S. 
MPAA
Retail
Loss


Rental $0.522 $0.172 $0.350


Sell-Th rough $1.116 $0.724 $0.392


PPV/VOD $0.294 $0.162 $0.132


Total $1.932 $1.058 $0.874 $0.874


Sub-Total Piracy Losses (Part Two) $0.874


* NAICS 44-45 includes all industries engaged in retailing merchandise, generally without transformation, and rendering services to the 
sale of merchandise.







III.  FINDINGS: THE IMPACT OF MOTION PICTURE PIRACY ON THE
       OVERALL ECONOMY


As detailed below, using the LEK results and the appropriate RIMS II multipliers, we have determined that 
motion picture and video piracy exact a heavy toll not only on the U.S. motion picture industry, but the 
overall U.S. economy as well.  Movie piracy causes $20.5 billion annually in total lost output among all 
industries, $5.5 billion annually in lost earnings for all U.S. workers and 141,030 jobs that would otherwise 
have been created. In addition, as a result of piracy, governments at the federal, state, and local levels are 
deprived of $837 million in tax revenues each year.


Figure 2, entitled Motion Picture Piracy Impacts by Sector, summarizes the fi ndings described in detail below. 


TOTAL LOST OUTPUT, EMPLOYMENT, AND EARNINGS FROM MOVIE PIRACY


To produce industry-specifi c estimates of the impacts of piracy on the U.S. economy, the motion picture 
industry’s estimated losses from piracy are combined with the appropriate multipliers. Th e three “Final 
Demand” estimates of the overall impact of piracy on U.S. industries are reported in Table 3. 


As shown in Table 3, as a result of piracy, the motion picture and theatrical exhibition industries have lost 
direct output (sales) of $6.452 billion in 2005. Using the relevant industry multipliers, this “direct” loss is 
converted into an estimate of the total loss in U.S. output. Th is total loss fi gure was $18.56 billion.12  In 
addition, the “direct” loss sustained by U.S. motion picture retailers ($874 million) would add an additional 
$1.923 billion to the total loss in U.S. output. As a result, the full impact of motion picture piracy on U.S. 
output in 2005 was an overall loss of $20.5 billion. 


With regard to lost earnings for U.S. workers, the comparable loss fi gures are $4.954 billion that stem 
from the losses sustained by the motion picture production and theatrical distribution industries and $587 
million from the losses of retail distributors of cassettes and DVDs. Th us, the total loss in earnings to 
workers in 2005 was $5.5 billion. 


Finally, in terms of losses in employment that would have been created, the eff ects of piracy on the motion 
picture industries in NAICS 5121 cost the United States 120,085 jobs and the eff ects on U.S. retail 


MOTION PICTURE PIRACY IMPACTS BY SECTORFIGURE 2
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distribution cost 20,945 additional job losses. Th us, that total loss in U.S. employment that has resulted 
from piracy of U.S. motion pictures in 2005 was 141,030 jobs. (See Table 3). 


DIRECT LOST EMPLOYMENT AND EARNINGS 


Th rough the methodology explained below, we have determined that the direct loss in employee 
earnings to the motion picture and retail distribution industries was $1.903 billion. Th e direct loss in 
employment resulting from piracy in the motion picture production and retail distribution industries 
was 46,597 workers in 2005.
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TABLE 3 COST OF MOVIE PIRACY IN OUTPUT, EARNINGS AND EMPLOYMENT


Part One: Absent Piracy, Final Demand in U.S. Production/Distribution Industries and in U.S. Th eatrical Exhibition 
Industries Would Increase.


State
Allocation 


Factor
Final Demand


($ Millions)
Output


($ Millions)
Earnings


($ Millions)
Employment


(Number)


$6,452.91


California 0.8131 $15,424.72 $4,219.52 102,838


Texas 0.1869 $3,135.97 $735.21 17,246


Sub-total $18,560.69 $4,954.73 120,085


Part Two: Absent piracy, Final Demand in U.S. Motion Picture and Video Retail Would Also Increase.


State
Allocation 


Factor
Final Demand


($ Millions)
Output


($ Millions)
Earnings


($ Millions)
Employment


(Number)


$874.03


California 0.2967 $596.34 $187.86 6,328


New York 0.1607 $285.03 $81.75 2,795


Texas 0.1471 $285.97 $87.54 3,227


Ohio 0.0919 $175.55 $53.75 2,113


Pennsylvania 0.0847 $161.93 $48.58 1,851


Illinois 0.0837 $170.35 $51.77 1,851


Florida 0.0798 $143.68 $45.68 1,765


New Jersey 0.0554 $104.43 $30.41 1,017


Sub-total $1,923.27 $587.34 20,945


Economic Impacts of Increased Final Demand for Motion Pictures and Videos


Output
($ Millions)


Earnings
($ Millions)


Employment
(Number)


$20,483.96 $5,542.07 141,030
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Th e RIMS II model also generates Direct Eff ects multipliers that can be used to derive the lost earnings 
and employment eff ects in those industries that are directly aff ected by the assumed change in Final 
Demand, in this case, the U.S. motion picture and retail distribution industries. 


As shown in Table 4, the total loss in employee earnings for the motion picture and retail distribution 
industries was $1.903 billion. Th is value is only 34.3 percent of the total losses in employee earnings 
($5.5 billion) reported previously. Th us, about two-thirds of the total lost earnings to U.S. workers that result 
from motion picture piracy can be attributed to workers in industries other than the motion picture production 
and retail industries. 
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TABLE 4 MOVIE INDUSTRY DIRECT LOSSES TO EMPLOYMENT AND EARNINGS, 2005


Part One: Absent Piracy, the Direct Eff ects of Increased Final Demand on U.S. Production/Distribution Industries and on 
U.S. Th eatrical Exhibition Industries Would Increase.


State


Total
Employment


(Number)


Direct
Employment


(Number)


Total
Earnings


($ Millions)


Direct
Earnings


($ Millions)


California 102,838 28,587 $4,219.52 $1,352.85


Texas 17,246 5,549 $735.21 $262.35


Sub-total 34,136 $4,954.73 $1,615.19


Part Two: Absent Piracy, the Direct Eff ects of Increased Final Demand on the U.S. Motion Picture and Video Retail 
Industries Would Also Increase.


State


Total
Employment


(Number)


Direct
Employment


(Number)


Total
Earnings


($ Millions)


Direct
Earnings


($ Millions)


California 6,328 3,612 $187.86 $87.59


New York 2,795 1,816 $81.75 $43.91


Texas 3,227 1,874 $87.54 $43.33


Ohio 2,113 1,259 $53.75 $26.46


Pennsylvania 1,851 1,129 $48.58 $24.00


Illinois 1,851 1,094 $51.77 $23.99


Florida 1,765 1,057 $45.68 $23.54


New Jersey 1,017 619 $30.41 $15.03


Sub-total 12,461 $287.86


Direct Eff ects of Increased Final Demand for Motion Pictures and Videos


Total Direct
Employment


(Number)


Total Direct
Earnings


($ Millions)


46,597 $1,903.05
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Also, as reported in Table 4, the direct loss in employment resulting from piracy in the motion picture 
production and retail distribution industries was 46,597 workers in 2005. Th is total is only 33 percent of 
the total lost employment from piracy (141,030) reported above. As with earnings, approximately two-
thirds of the U.S. employment that is lost as a consequence of motion picture piracy occurs in industries other 
than the motion picture production and retail industries. 


MOTION PICTURE PIRACY: LOST TAX REVENUES 


In total, motion picture piracy costs governments at all levels, conservatively, $837 million in lost tax 
revenue annually.


Th e RIMS II model cannot be used to generate multipliers for the tax payments that would have been made 
by employees and corporations if motion picture piracy had been reduced. For this reason, the analysis 
of the tax eff ects of piracy losses in this study makes use of fi nancial accounts for the U.S. as a whole and 
of industry-specifi c information on components of the value added by the motion picture industry. Th e 
techniques for analyzing tax losses are described in Appendix B.


In the motion picture industry, the economic consequences of piracy are not limited to companies and 
workers. Piracy also reduces the taxes that would otherwise be paid by U.S. corporations and U.S. citizens. 
Th e tax eff ects of piracy result from changes in corporate output, corporate income and in the taxable 
income of U.S. workers. See Figure 3.


In this analysis, it is generally assumed that the U.S. average tax rates calculated by reference to the national 
accounts can also apply to the industry-by-industry data that are shown in Table 5.


11


MOTION PICTURE PIRACY TAX EFFECTSFIGURE 3
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TABLE 5 DIRECT TAX LOSSES: U.S. MOTION PICTURE INDUSTRY, 2005


U.S. Motion Picture and Video Industries: NAICS 5121


    Personal Income Tax Losses


        I. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Only


NAICS
5121


($ Billions)
Assumed
Tax Rate*


Personal Taxes
($ Billions)


Direct Employee Earnings Loss NAICS 5121 $1.903 10.8% $0.206


        IA. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Plus All Input Industries


NAICS 5121
Plus All Input


Industries


($ Billions)
Assumed
Tax Rate*


Personal Taxes
($ Billions)


Total Employee Earnings Loss: All Aff ected Industries $5.542 10.8% $0.599


*See Tax 1.0 Worksheet


    Corporate Income and Production Tax Losses


        II. Corporate Income Taxes Lost: NAICS 5121 Only


($ Billions)


Apply to Direct 
Earnings


NAICS 5121
($ Billions)


Estimate of
Other GOS


NAICS 5121
($ Billions)


Other GOS (Corporate) NAICS 512 $12.028 $0.991


Employee Compensation NAICS 512 $23.100 $1.903


Ratio of Other GOS to Employ Comp. 52.1%


Assumed
Tax Rate*


14.8%


Equals Estimated Corporate Income Tax Loss in NAICS 5121 $0.147


        III. Taxes on Production Lost: NAICS 5121 Only


($ Billions)


Apply to Direct 
Earnings


NAICS 5121
($ Billions)


Estimate of
Other GOS


NAICS 5121
($ Billions)


Taxes on Production NAICS 512** $1.100 $0.091


Employee Compensation NAICS 512** $23.100 $1.903


Ratio of Taxes on Prod. to Employ Comp. 4.8%


Equals Estimated Production Tax Loss in NAICS 5121 $0.091


*See Tax 1.0 Worksheet
** See Direct Tax Losses: NAIC 512 Worksheet
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In Table 5, the various national and industry specifi c tax rates described in Appendix B are applied to 
the Motion Picture industry. Th e direct loss in Motion Picture and Video employee earnings reported in 
Table 5 is $1.903 billion. But taking into account all input industries to the motion picture industry, the 
value for total employee earnings in all U.S. industries that are lost as result of motion picture piracy was 
$5.542 billion.


As shown in Table 5, the total direct tax losses attributable to motion picture industry piracy in 2005 
were $206 million in personal income taxes, $147 million in corporate income taxes and $91 million in 
taxes on production. However, as also shown in Table 3, the personal income tax losses that result from 
piracy for employees in the movie industry and in all movie input industries combined is $600 million per 
year. In total, motion picture piracy costs governments at all levels, conservatively, $837 million in lost 
tax revenue annually.


CONCLUSION


Motion picture and video piracy exact a heavy toll not only on the U.S. motion picture industry, but the 
overall U.S. economy as well: $20.5 billion annually in total lost output among all industries, $5.5 billion 
annually in lost earnings for all U.S. workers and 141,030 jobs that would otherwise have been created 
are lost. In addition, as a result of piracy, governments at the federal, state, and local levels are deprived of 
$837 million in tax revenues each year.


Th ese fi gures suggest that the true costs of copyright piracy are enormous, and harm not only the owners of 
the intellectual property but all U.S. consumers and taxpayers. As policymakers seek to maintain the health 
and vitality of the U.S. economy and preserve our global competitiveness, it is imperative that government 
and industry work together to help combat this growing problem. It is no longer acceptable to consider 
counterfeiting and piracy just another cost of doing business.
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APPENDIX A—MOTION PICTURE INDUSTRY MULTIPLIERS 
Th e estimates in this report are based on an analytical framework known as an input-output (“I-O”) table. 
For every industry in the economy, an I-O table shows the distribution of the inputs purchased and the 
outputs sold. Using this framework, the U.S. Bureau of Economic Analysis (BEA) has developed a method 
for estimating I-O multipliers. Using multipliers, it is possible to measure not only the direct eff ects of piracy 
(i.e., the lost 1st round of output) but also the indirect eff ects (i.e., the lost 2nd and subsequent rounds 
of output) as piracy reduces the need for inputs from factor suppliers in other industries. In addition, the 
BEA’s multipliers also consider the “induced” economic eff ects that arise from the piracy-driven loss in labor 
income that is borne by workers in the legitimate industries and which results in a consequent decrease in 
household consumption. 


In this analysis, the multipliers used to estimate the full eff ects of motion picture piracy were derived using 
the BEA’s Regional Input-Output Modeling System or (“RIMS II”). Th e RIMS II model produces industry-
specifi c “fi nal demand” multipliers for output (in dollars), employment (in numbers of employees) and 
earnings of those employees (in dollars). Th e RIMS II model also provides industry-specifi c “direct eff ects” 
multipliers for employment and earnings. 


DEFINING REGIONS BY INDUSTRY  


Th e RIMS II model produces industry-specifi c fi nal demand and direct eff ects multipliers. However, the 
RIMS II model is fundamentally a regional model that estimates multipliers within a pre-defi ned geographic 
area. Th us, for example, an analyst might be given the task of estimating the economic eff ects of building a 
new sports stadium within a given metropolitan region. In this example, the analyst would fi rst pre-specify 
the relevant metropolitan region for which the RIMS II model should be calibrated. Subsequently the 
analyst would select the relevant industry multipliers to be derived within that region. Th e pre-specifi cation 
of a region directly aff ects the RIMS II multipliers because, all else equal, the smaller the region, the greater 
the chance that that necessary inputs will be obtained from outside the region. When inputs are obtained 
from outside the pre-specifi ed region in RIMS II, they may no longer “count” as in-region eff ects of the 
initial change in fi nal demand. Th us, with a narrowly defi ned area, the indirect economic eff ects of a given 
change in fi nal demand might be too low. 


Th is study diff ers from the more typical RIMS II analysis in that the economic eff ects of motion picture 
piracy are clearly not focused on one or a few small geographic areas. According to the latest Economic 
Census., in 2002 the U.S. Motion Picture and Video Industries (NAICS 5121) employed workers in 44 
diff erent states. While the California motion picture industry did employ the largest share of these workers, 
the state’s industry still employed less than half (40.9 percent) of all employees in NAICS 5121. Moreover, 
the California movie industry is not even fully centered in the Los Angeles metropolitan area. Th e same 
economic census reported that in 2002, there were 10,191 workers employed in NAICS 5121 in the San 
Jose-San Francisco-Oakland, Calif., Combined Statistical Area.   Th e annual payroll for these workers in 
2002 was $659 million. If this study had only attempted to measure the economic eff ects of movie piracy in 
the Los-Angeles Metropolitan Region, it would have ignored 59 percent of the industry’s employees who do 
not work in California and well over 10,000 industry employees who do not work in Los Angeles. 


MULTIPLIERS FOR THE NAICS 5121 INDUSTRIES


In view of these considerations, a decision was made to acquire statewide RIMS II multipliers for estimating 
the total costs of motion picture piracy for the U.S. economy. However, in view of the particular signifi cance 
of the state of California for the U.S. Motion Picture and Video Industries, a further analysis was conducted 
to determine the appropriate state or states for which these multipliers should be applied. A review of the 
motion picture industry’s employment levels on a state-by-state basis revealed that in 2002 only two states —
California and New York —employed 50.3 percent of all U.S. workers in NAICS 5121. In addition, for the 
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six-digit NAICS 512111, the Motion Picture and Video production industries, the states of California and 
New York employed 73.4 percent of all employees. For these reasons, the fi nal multipliers used to analyze 
the motion picture and video industries in NAICS 5121 were multipliers for California and New York. (See 
Multiplier 1.0 Movies). 


As shown in Multiplier 1.0 Movies, a total of fi ve multipliers were acquired from the Bureau of Economic 
Analysis for NAICS 5121. Th e three Final Demand multipliers related to output, earnings (of workers) and 
employment. Th e two Direct Eff ect multipliers also related to earnings (of workers) and employment. In 
Multiplier 1.0 Movies, the fi ve multipliers are reported for the states of California and New York. 


MULTIPLIERS FOR U.S. RETAILERS OF HOME VIDEO PRODUCTS 


As noted previously, motion picture piracy aff ects other U.S. industries in addition to the industries that 
are classifi ed in NAICS 5121. In particular, U.S. retailers of video cassettes and DVDs face reduced sales 
and lower profi ts as a result of pirate activities that occur in the United States. However, the inter-industry 
relationships that aff ect these industries diff er from the inter-industry relationships that exist in the motion 
picture industry. As a result, the multipliers that apply to the retailing of motion picture cassettes and DVDs 
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TABLE A Multiplier 1.0 Movies


U.S. Motion Picture/Video Industries: NAICS 512100


Final Demand Multipliers for Primary States*


Output:


California 2.9398


New York 2.6002


Earnings:


California 0.8042


New York 0.6096


Employment:


California 19.6


New York 14.3


Direct Eff ect Multipliers for Primary States*


Earnings:


California 3.1190


New York 2.8024


Employment:


California 3.5974


New York 3.1080


* In the 2002 Census, California and New York collectively employed 50.3% of all employees in NAICS 512100. 
California employed 81.31% of this subtotal while New York employed 18.69%. California and New York also employed 
73.4% of all employees in NAICS 512111, which is Motion Picture and Video Production.
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should also diff er from the multipliers that were calculated for NAICS 5121. In this study, the economic 
eff ects of piracy on U.S. motion picture retailers are measured Using multipliers for U.S. retail trade 
(NAICS 44-45). Th ese multipliers are provided in Multiplier 1.1 Movies. 


Th e fi ve multipliers reported in Multiplier 1.1 Movies are each shown for eight states: California, New 
York, Texas, Ohio, Pennsylvania, Illinois, Florida and New Jersey. In the U.S., the industries that distribute 
cassettes and DVDs to consumers are far less geographically concentrated than the industries that produce 
motion pictures. For example, Blockbuster, Inc. operated 5,696 stores in the United States in 2005. Th ese 
stores were located in all 50 states, the District of Columbia and the U.S. territories of Guam, Puerto Rico 
and the Virgin Islands.
  
Nevertheless, all states are not equal even with regard to home video sales and rental services. In 2002 
the U.S. Census Bureau calculated state-by-state fi gures for the number of U.S. establishments and paid 
employees in NAICS 45122 – Prerecorded Tape, Compact Disk and Record Stores. For both establishments 
and employment, eight states were responsible for 49.1 percent of the U.S. totals within this industry.   
Th ose states were the eight states shown in Multiplier 1.1 Movies. In this study, it is assumed that the retail 
industry multipliers for these eight states appropriately and reasonably capture the economic relationships 
that exist for the U.S. motion picture retailing sector as a whole.
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TABLE B Multiplier 1.1 Movies


U.S. Motion Picture/Video Industries: Retail Trade NAICS 44-45


Final Demand Multipliers for Primary States*


States Output Earnings Employment


California 2.2996 0.7244 24.4


New York 2.0293 0.5820 19.9


Texas 2.2242 0.6809 25.1


Ohio 2.1855 0.6692 26.3


Pennsylvania 2.1873 0.6562 25.0


Illinois 2.3286 0.7077 25.3


Florida 2.0600 0.6549 25.3


New Jersey 2.1566 0.6280 21.0


Direct Eff ect Multipliers for Primary States*


States Earnings Employment


California 2.1477 1.7520


New York 1.8618 1.5392


Texas 2.0205 1.7222


Ohio 2.0312 1.6773


Pennsylvania 2.0238 1.6387


Illinois 2.1579 1.6914


Florida 1.9406 1.6689


New Jersey 2.0227 1.6420


* In the 2002 Census, the top eight states for establishments and employment in NAICS 45122—Prerecorded Tape, 
Compact Disk and Record Stores, were responsible for 50% of the total establishments and employment in NAICS 
45122 for the U.S. as a whole.
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APPENDIX B—DETERMINING TAX LOSSES


Within the fi nancial accounts of the United States, one can readily identify the taxes paid in aggregate by 
U.S. resident individuals and U.S. corporations as a whole. For example, in 2004 personal (“current”) taxes 
paid by U.S. residents totaled $1,049.1 billion. As shown in the table labeled Tax 1.0 Income, these taxes 
amounted to 10.8 percent of total Disposable Personal Income for the same year. While the Disposable 
Income of U.S. residents was derived from many sources, it is assumed in this analysis that all forms of 
personal income were in eff ect taxed at the same average rate. Under this assumption, the U.S. average 
personal tax rate in 2004 was 10.8 percent. 


Th e data in the Tax 1.0 Income table also show two separate calculations of the corporate income tax rate 
paid by U.S. corporations to federal, state and local tax authorities in 2004. In 2004 total corporate income 
taxes were $271.1 billion. Dividing this fi gure by total corporate profi ts, as adjusted, of $1,161.5 billion 
yields an average corporate tax rate of 23.3 percent.  


Unfortunately, in the U.S. accounts, corporate profi ts by industry are not to our knowledge reported by 
any of the U.S. statistical agencies in the same format shown here. Th e Bureau of Economic Analysis does 
report industry data on Gross Operating Surplus (GOS) by industry in its calculations of value added by 
industry. Within these data, GOS by industry can in turn be divided into fi ve underlying categories. Th e 
categories include “Other GOS,” which can be defi ned as corporate profi ts before tax plus net interest and 
miscellaneous payments and adjustments. While this measure is broader than U.S. corporate profi ts, it does 
provide an approximate measure of corporate profi ts that is recorded on an industry-by-industry basis. 


In addition to corporate income tax, U.S. businesses pay a variety of other taxes on their production or sales. 
In the U.S. accounts, these taxes are recorded as taxes on U.S. Production and Imports less Subsidies. In 
2004 U.S. fi rms paid $809.4 billion in such taxes. 
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TABLE C Tax 1.0 Income


Tax Rates on Personal Income:


2004
($ Billions)


2004
($ Billions)


US Disposable Personal Income $8,664.2


Add Back: Personal Current Taxes $1,049.1


Equals US Personal Income $9,713.3


Compensation of Employees $6,687.6


Proprietors’ Income $889.6


Rental Income $134.2


Personal Income Receipts/Assets $1,396.5


Personal Current Transfers $1,427.5


Less Contrib. Govern. Social Insurance ($822.2)


Equals: US Personal Income $9,713.2 $9,713.2


Pers. Cur. Tax/Pers. Income 10.8%


Tax Rates on Corporate Income:


2004
($ Billions)


US Corporate Profi ts w Adjusts. $1,161.5


Taxes on Corporate Income $271.1


Corp. Inc. Taxes/Corp. Profi ts 23.3%


US Other GOS (Corporate) $1,822.9


Taxes on Corporate Income $271.1


Corp. Inc. Taxes/US Other GOS (Corp.) 14.9%


Taxes on Production:


2004
($ Billions)


Taxes on U.S. Production and Imports


     less Subsidies. $809.4
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TABLE D TAX 2.0


U.S. Motion Picture and Video Industries: NAICS 5121


    Personal Income Tax Losses


        I. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Only


NAICS
5121


($ Billions)
Assumed
Tax Rate*


Personal Taxes
($ Billions)


Direct Employee Earnings Loss NAICS 5121 $1.903 10.8% $0.206


        IA. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Plus All Input Industries


NAICS 5121
Plus All Input


Industries


($ Billions)
Assumed
Tax Rate*


Personal Taxes
($ Billions)


Total Employee Earnings Loss: All Aff ected Industries $5.542 10.8% $0.599


*See Tax 1.0 Worksheet


    Corporate Income and Production Tax Losses


        II. Corporate Income Taxes Lost: NAICS 5121 Only


($ Billions)


Apply to Direct 
Earnings


NAICS 5121
($ Billions)


Estimate of
Other GOS


NAICS 5121
($ Billions)


Other GOS (Corporate) NAICS 512 $12.028 $0.991


Employee Compensation NAICS 512 $23.100 $1.903


Ratio of Other GOS to Employ Comp. 52.1%


Assumed
Tax Rate*


14.8%


Equals Estimated Corporate Income Tax Loss in NAICS 5121 $0.147


        III. Taxes on Production Lost: NAICS 5121 Only


($ Billions)


Apply to Direct 
Earnings


NAICS 5121
($ Billions)


Estimate of
Other GOS


NAICS 5121
($ Billions)


Taxes on Production NAICS 512** $1.100 $0.091


Employee Compensation NAICS 512** $23.100 $1.903


Ratio of Taxes on Prod. to Employ Comp. 4.8%


Equals Estimated Production Tax Loss in NAICS 5121 $0.091


*See Tax 1.0 Worksheet
** See Direct Tax Losses: NAIC 512 Worksheet
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In Tax 2.0, we fi rst show the methodology used to estimate the personal income taxes that would have been 
paid by U.S. employees on their increased earnings if there had been no motion picture piracy. Th e table 
shows the estimation of tax losses on both the direct earnings of motion picture employees and on the total 
earnings of all aff ected employees. In both cases, the assumed average personal tax rate of 10.8% is applied 
to the industry earnings derived from the RIMS II model. As shown in Table 2, lost personal income taxes 
for motion picture industry employees alone were $0.205 billion. For all industry employees, lost personal 
income taxes were $0.599 billion. 


In Tax 2.0, we also provide the methodologies used to measure the corporate income taxes and taxes on 
production that would have been paid by the U.S. motion picture industry absent piracy. In the corporate 
tax calculations, we fi rst calculate the ratio of “Other” Gross Operating Surplus (“OGOS”) to Employee 
Compensation for NAICS 512, a broader industry measure than that of the U.S. motion picture industry 
(NAICS 5121). In 2004, this ratio was 52.1%. Applying this ratio to the lost motion picture earnings 
estimate of $0.991 billion yields lost corporate income taxes in the amount of $0.147 billion. 


Similarly, with regard to taxes on production, we fi rst derive the ratio of production taxes to employee 
compensation in the broader industry category of NAICS 512. Using this ratio, we then estimate these taxes 
as $0.091 billion. 
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APPENDIX C—CONCLUSIONS OF THE LEK STUDY
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ENDNOTES


1.   http://nbcumv.com/corporate/Engines_of_Growth.pdf
2.   See LEK Final Loss Estimates. 
3.   http://bea.gov/bea/regional/rims/
4.    Blockbuster, Inc., for instance, operated 5,696 U.S. stores providing in-home rental and retail movie entertainment to U.S. consumers in 2005. Blockbuster 


Inc., U.S. SEC Form 10-K, for the year ending 12/31/05, page 1.  Absent piracy, the additional profi ts on motion picture sales and rental revenues that would 
have been earned by Blockbuster and by other U.S. retailers constitute additional losses to the U.S. economy.  Note, however, that this additional loss is limited 
to the lost margin that the retail outlet would have been earned on the sale. Th e “cost” of the sale has already been counted among the sales lost by the motion 
picture producers.  


5.   See LEK Final Loss Estimates.   
6.   See LEK Final Loss Estimates. 
7.    Th e remaining $40 million in U.S. theatrical losses were sustained by non-MPAA and foreign fi lm producers and by their U.S. exhibitors. 
8.    Th e MPAA study reports that in the U.S., MPA member companies lost a total of $1.311 billion in 2005. Of this total, $253 million refl ected theatrical losses 


while nearly $900 million were lost home video sales and rentals. 
9.    Th is study focuses only on the piracy losses of U.S. fi rms. As a result, it does not measure losses of non-U.S. fi lm producer/distributors, non-U.S. theatrical ex-


hibitors or non-U.S. retailers of home video products. 
10.  Note that, while the BEA does publish industry multipliers for the U.S. as a whole, this analysis conservatively makes no use of these U.S. multipliers. Had they 


been used, the output and employment eff ects shown in this study would have been even higher than what we report.
11.  3,431 out of 6,987 establishments and 30,742 out of 62,647 employees in NAICS 45122 were located in the eight states listed above. 
12.  Note the total loss in fi nal demand is allocated among the listed states on the basis of each state’s industry employment. 
13.  U.S. Department of Commerce, U.S. Census Bureau, 2002 Economic Census: Information-San Jose-San Francisco-Oakland, CA, Combined Statistical Area. 


Information Sector, NAICS 5121. 
14. U.S. SEC, Form 10-K, for the fi scal year ended December 31, 2005, Blockbuster, Inc., pages 10-11. 
15.  3,431 out of 6,987 establishments and 30,742 out of 62,647 employees in NAICS 45122 were located in the eight states listed above. 
16.  In these fi gures, corporate profi ts have been adjusted to refl ect changes in inventory valuation and capital consumption. 
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EXECUTIVE SUMMARY


Synopsis: “Piracy” of recorded music costs the U.S. sound recording industries billions of 
dollars in lost revenue and profi ts. Th ese losses, however, represent only a fraction of the 
impact of recorded music piracy on the U.S. economy as a whole. Combining the latest 
data on worldwide piracy of recorded music with multipliers from a well established U.S. 
government model, this study concludes that recorded music piracy costs American work-
ers signifi cant losses in jobs and earnings, and governments substantial lost tax revenue.


Th ere is little debate that U.S. sound recordings are “pirated” in vast numbers in the U.S. and in interna-
tional markets. Piracy of these works harms the intellectual property owner, who loses the revenue that 
would have been gained had the legitimate recording been purchased. Th ese “direct” losses, however, rep-
resent only part of the story. Piracy also causes signifi cant and measurable harm to the “upstream” suppliers 
and “downstream” purchasers who also would have benefi ted from the sale of legitimate, copyright protected 
sound recordings. Indeed, the harms that fl ow from pirate activities produce a cascading eff ect throughout 
the economy as a whole. Th ese harms include lost output, lost earnings, lost jobs and lost tax revenues. 


In order to alert policy makers to the magnitude of these ripple eff ects, this paper estimates the true impact 
of piracy in the sound recording industry on the overall U.S. economy. Using the RIMS II mathematical 
model maintained by the U.S. Bureau of Economic Analysis (BEA), this study estimates the impact of pira-
cy in the sound recording business on the U.S. economy as a whole. Th e eff ects of music piracy on the U.S. 
economy are quantifi ed in terms of lost economic output, jobs, employee earnings and tax revenue. 


Th e true cost of sound recording piracy far exceeds its impact on U.S. producers and distributors of sound re-
cordings. Piracy harms not only the owners of intellectual property but also U.S. consumers and taxpayers.


Specifi cally, the analysis demonstrates that: 


 a.   As a consequence of global and U.S.-based piracy of sound recordings, the U.S. economy loses 
$12.5 billion in total output annually. Output includes revenue and related measures of eco-
nomic performance. 


 b.   As a result of sound recording piracy, the U.S. economy loses 71,060 jobs. Of this amount, 
26,860 jobs would have been added in the sound recording industry or in downstream retail in-
dustries, while 44,200 jobs would have been added in other U.S. industries. 


 c.   Because of sound recording piracy, U.S. workers lose $2.7 billion in earnings annually. Of this 
total, $1.1 billion would have been earned by workers in the sound recording industry or in 
downstream retail industries while $1.6 billion would have been earned by workers in other 
U.S. industries. 


 d.   As a consequence of piracy, U.S. federal, state and local governments lose a minimum of $422 
million in tax revenues annually. Of this amount, $291 million represents lost personal income 
taxes while $131 million is lost corporate income and production taxes. 


As policy makers turn their attention to the viability of the U.S. economy in the global marketplace, it 
seems obvious that the problem of music piracy should be aff orded a high place on the policy agenda in 
coming years.
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INTRODUCTION


Widespread piracy of copyright protected works through both physical and electronic media harms the 
companies that create and sell these products. Since many of these companies are U.S. fi rms, the harm of 
global piracy falls disproportionately on U.S. companies, their stockholders and employees, and on U.S. 
federal and state governments. 


Th e U.S. companies that are most directly aff ected by piracy have long sought to increase understanding 
of the scope of this problem and to encourage government-wide eff orts to address this threat. However, 
until recently, there has been little reliable economic information available to U.S. policymakers to assist 
them in balancing the importance of enforcing intellectual property rights as against other priorities. In 
order to address this issue, in 2005, I published a study entitled Engines of Growth: Economic Contributions 
of the U.S. Intellectual Property Industries.1 In that study, I analyzed the contributions to the U.S. economy 
of the U.S. “IP industries” – industries that rely most heavily on copyright or patent protection to generate 
revenue, employ and compensate workers and contribute to real growth. Th e study found, among other 
things, that these IP industries are the most important growth drivers in the U.S. economy, contributing 
nearly 40% of the growth achieved by all U.S. private industry and nearly 60% of the growth of U.S. 
exportable products. It also found that the IP industries were responsible for one-fi fth of the total U.S. 
private industry’s contribution to GDP and two-fi fths of the contribution of U.S. exportable products and 
services to GDP. 


Subsequently, in September 2006, the Institute for Policy Innovation (IPI) published my new study 
entitled, “Th e True Cost of Motion Picture Piracy to the U.S. Economy.”2   In that study, (hereinafter, the 
“Motion Picture Piracy” study) I measured the true cost of motion picture piracy to the U.S. economy as a 
whole. I concluded that global piracy of motion pictures resulted in $20.5 billion annually in lost output 
among all U.S. industries, $5.5 billion annually in lost earnings for all U.S. workers and 141,030 U.S. jobs 
that would otherwise have been created. In addition, as a result of piracy, governments at the federal, state 
and local levels are deprived of at least $857 million in tax revenue each year. 


Th e Motion Picture Piracy study was an initial eff ort to measure the economic impact of motion picture Motion Picture Piracy study was an initial eff ort to measure the economic impact of motion picture Motion Picture Piracy
piracy on the U.S. economy as a whole. 


In the current study, the basic methodology and approach that was pioneered in the Motion Picture Piracy
study will be applied to another industry—the U.S. Sound Recording industry. In this analysis, as in the 
motion picture study, estimates of sound recording industry losses to piracy will be used in conjunction 
with industry-specifi c multipliers from the U.S. Bureau of Economic Analysis to derive economy-wide 
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losses in output, employee earnings and jobs. In addition, these estimates, in conjunction with other data, 
will be used to derive estimates of the tax receipts that are lost as a result of sound recording piracy. 


Th e analysis of the impact of sound recording piracy that is presented here will also serve as an essential 
input in yet another upcoming IPI study that will consider the combined eff ects of piracy in four separate combined eff ects of piracy in four separate combined
copyright-dependent industries. Th e industries to be included in this broader eff ort will include the U.S. 
sound recording industry as well as the U.S. motion picture, business and entertainment software and 
video games industries. 


I.   BACKGROUND: MEASURING THE HARM CAUSED BY SOUND
    RECORDING PIRACY


U.S. SOUND RECORDING INDUSTRIES


In this study, the principal focus of analysis will be the U.S. Sound Recording Industries that are identifi ed 
in the North American Industry Classifi cation System as a four-digit industry group - NAICS 5122.3  Th is 
industry group “comprises establishments primarily engaged in 


 • producing and distributing musical recordings,
 • in publishing music,
 • or in providing sound recording and related services.”4


NAICS 5122 is part of the broader Motion Picture and Sound Recording Industry sub sector (NAICS 
512) which is, in turn, part of the “Information” industry sector (NAICS 51). 


According to the U.S. Census Bureau, the “employer fi rms” in NAICS 5122 generated revenue of $18.7 
billion in 2005.5  Th is total represented an increase of $2.2 billion or 13.7% over 2004. In that year, 
(2004), the Census Bureau also found that the Sound Recording Industries had 25,101 paid employees in 
3,405 establishments.6  Th ese employees received a total payroll of $1.965 billion.


Within the four-digit Sound Recording Industries group, the largest fi ve-digit NAICS industry is NAICS 
51222-integrated record production and distribution. In 2005, the NAICS 51222 industry reported 
revenues of $12.866 billion. Of this total, 87 percent or $11.242 billion was generated through the sale 
of recordings.7  In 2005, the NAICS 51222 industry reported total expenses of $11.122 billion. Th is total 
represented an increase of 24.6% or $2.194 billion over total expenses in 2004.8  Personnel costs alone rose 
from $1.631 billion in 2004 to $2.173 billion in 2005. 


U.S. SOUND RECORDING RETAIL TRADE


Th e full impact of sound recording piracy is not limited to the U.S. companies that create and sell copy 
protected music products. In particular, U.S. retailers of compact disks face reduced sales and lower 
profi ts as a result of pirate activities that occur in the United States. Th e International Federation of the 
Phonograph Industry (IFPI) has reported that in 2005, U.S. sales of recorded music generated record 
company “trade” revenues of $7.012 billion.9   At the retail level, however, these same sales of recorded 
music in the U.S. cost consumers $12.270 billion. Clearly, in the U.S., recorded music piracy hurts both 
producers and retailers of recorded music. 


OUR INTERLOCKING ECONOMY


In fact, the impact of music piracy fl ows throughout the U.S. economy. Piracy in one segment of the 
economy can aff ect other industries because the economy is an “interlocking” system. Changes in supply or 
demand in one industry can and do aff ect supply and demand in other industries. 
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For example, assume that personal watercraft suddenly become very popular and shortages develop. In this 
situation, the price of personal watercraft will rise and so will the profi ts of the manufacturers. However, in 
order to continue to earn these higher profi ts, the manufacturers will have to make more personal watercraft. 
In the process, they will buy, among other things, more waterproof seats from seat manufacturers. 


Of course, it doesn’t stop there. In order to produce more seats, the seat manufacturers will have to buy 
more plastic and more padding. And the plastic and padding manufacturers will have to buy more of the 
particular materials that they need. 


Th e cascade does not even end with the suppliers of personal watercraft manufacturers but continues 
downstream as well. Th e retail sellers of personal watercraft who buy from the manufacturers will also be 
able to earn more money by raising prices or by increasing volume. Th ese kinds of interactions among 
industries are captured in input-output tables. Input-output tables measure the interrelationships that exist 
among diff erent industries. With this information, one can estimate what impact a specifi c change in one 
industry will have on other industries. 


What is true for personal watercraft is equally true for recorded music. If the revenue generated by making 
and selling recorded music increases (In this case, not by higher demand but by a decrease in piracy), 
record companies will make more recordings, invest in higher quality, broader distribution or marketing, 
or some combination of these activities in order to capture more profi ts. (See sidebar “A Decrease In Piracy 
Expands Production”). 
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A DECREASE IN PIRACY EXPANDS PRODUCTION


In this study, we estimate the gains to U.S. industries, to U.S. workers and to U.S. national, state and local 
governments that would occur absent piracy of recorded music. Th is analysis can be viewed either as an estimate of the 
damages sustained by the U.S. as a result of music piracy in the past year or as an estimate of the damages sustained by the U.S. as a result of music piracy in the past year or as an estimate of the damages gains that could be gains that could be gains
realized in the future if global piracy were substantially curtailed. 


Th is analysis begins with an assessment of the increased demand for legitimate U.S. music products that would be increased demand for legitimate U.S. music products that would be increased demand
observed throughout the world if piracy did not exist. Th e increased demand for U.S. recorded music is quantifi ed 
on a market-by-market basis using a variety of industry sources including the most recent IFPI report on the global 
recording industry.1 Th is increased demand is then adjusted to refl ect an assumed response, by former consumers of 
pirated works, to higher legitimate prices.  


From the supply side perspective, we assume that the market for the production and distribution of recorded music supply side perspective, we assume that the market for the production and distribution of recorded music supply side
would remain intensely competitive as it is today. We see little reason to assume, in the alternative that absent piracy, 
producers of recorded music would (or even could) cease to compete with each other. 


We also assume that with a larger potential market for legitimate music products, profi t seeking music producers 
and distributors could readily expand their development eff orts to market the music of new artists or to increase 
the development and marketing budgets for existing artists or both. Th e music industry does not face many of the 
production bottlenecks that might limit the ability of other industries to satisfy increased demand for their products. 
More importantly, music producers would likely seek to exploit the expansion of the market for legitimate U.S. sound 
recordings, not only by creating more recordings but also by increasing the audience appeal of each recording through 
the use of more expensive inputs. 


Indeed, as a general matter, we would expect profi t-seeking music producers to spend more on creative inputs the larger 
the potential market for the music. Higher quality inputs, in turn should increase the producer’s share of revenue from 
the market and increased share is more valuable in a larger market. Because of these considerations, music producers 
could (and as competitors, clearly would) attempt to meet the increased demand for legitimate U.S. recordings through 
a variety of strategies. Th ese strategies might involve the release of more recordings or more expensive recordings or 
both. Precisely because of this fl exibility, however, there is little reason to believe that supply side constraints would 
inhibit the U.S. sound recording industries from satisfying even a signifi cant increase in the demand for its products. 


1  International Federation of Phonographic Industry (IFPI), 2006 Global Recording Industry in Numbers.
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II. METHODOLOGY: PIRACY LOSS ESTIMATES FOR THE SOUND
     RECORDING INDUSTRY 


GLOBAL LOSSES FROM PHYSICAL PIRACY


In the Motion Picture Piracy study, estimates of the global losses to the U.S. industry from motion Motion Picture Piracy study, estimates of the global losses to the U.S. industry from motion Motion Picture Piracy
picture piracy were available from the extensive piracy survey analysis conducted for the Motion Picture 
Association of America by L.E.K. Consulting. At this writing, no such comprehensive analysis of piracy 
exists for the recorded music industry. However, many of the underlying building blocks of such an 
analysis do exist in a variety of industry and trade publications. For this study, the most important of these 
sources was 2006 Global Recording Industry in Numbers which is published by the International Federation 2006 Global Recording Industry in Numbers which is published by the International Federation 2006 Global Recording Industry in Numbers
of the Phonogram Industry (IFPI). 


Th e IFPI report contains detailed, country-by-country information on actual sales of recorded music by 
year and as between physical and digital media. Th e report also establishes two separate measures of value 
for the recorded music that is sold in each country. Th ese measures are record company “trade” value and 
the “retail” value paid by the consumer for the purchase of a music product. Th e IFPI report shows, by 
country, the number of physical units sold by medium (i.e. CD, DVD etc.) and the number of single 
units sold (i.e. songs) by physical and digital media. Finally, the IFPI report publishes an estimate of the 
physical piracy rate for each market analyzed.10  Country-by-country data from the IFPI 2006 report are 
reproduced in Appendix A. 


In this report, physical piracy refers to manufactured pirate CDs, copied CDs and manufactured or 
copied music video DVDs. Th e calculations used to derive worldwide losses from physical piracy of 
recorded music are shown in Table 1. Th e calculations begin with an estimate of the losses sustained by the 
worldwide recorded music industry from physical piracy. As set forth in Appendix A, the IFPI provides 
estimates of the physical piracy rates experienced in all major markets of the world. Th ese calculations are 
used, in conjunction with legitimate sales quantities to derive the number of pirate units sold by market. 
As shown in Table A-3 of Appendix A, this quantity was 1.398 billion units in 2005. If these units could 
have been sold at the average retail price that prevailed in each market, the global industry would have 
earned an additional $6.460 billion (Table A-3). 
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FIGURE 1 IMPACT OF PIRACY THROUGHOUT THE ECONOMY
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SUBSTITUTION OF LEGITIMATE PRODUCT FOR PIRATE PRODUCT — PHYSICAL PIRACY 


However, unlike the calculations in Table A-3, in this analysis it is conservatively assumed that absent 
piracy, there would be a signifi cant loss of pirate quantities as former consumers of those products would 
likely have to pay higher (legitimate) prices. Unfortunately, there is no precise measure of the degree 
to which consumers of pirated CD would continue to purchase those CDs at legitimate prices. In this 
analysis, we have reviewed results of several surveys of consumers of both pirated and legitimate CDs in 
diff erent markets. We have also reviewed surveys of home video consumers in markets around the world. 
Th ese surveys generally conclude that if counterfeit channels were not available, many buyers of counterfeit 
CDs would purchase CDs legally. While the degree to which these legitimate purchases would occur diff ers 
by market, it appears nevertheless, that such purchases would comprise a very signifi cant fraction of the 
total number of pirated CDs now purchased. Indeed, the “substitution” rates cited by survey respondents 
range from approximately 40% to 70%.11  In this study, the weighted average substitution rate used for 
the physical piracy of recorded music is 65.7%. A calculation of the implied substitution rate for physical 
piracy is shown in Table 2.


With a weighted average substitution rate of 65.7%, the estimated global loss from physical piracy falls 
from $6.460 billion (100% substitution at retail prices) to $4.068 billion. (See Table 1) Th is value must 
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TABLE 1 SOUND RECORDING INDUSTRY DIRECT LOSSES DUE TO PIRACY


Sound Recording Industries: NAICS 512200 a (Part One)a (Part One)a


Part One: Worldwide Losses of U.S. Sound Production/Distribution & Related Industries.


Billions 
of U.S. 
Dollars


Global Loss to U.S. Industry from Physical Piracy


Estimated Global Losses at Trade Value b $4.068       $4.068


Assumed Net Return to Vendor c 60.7%


U.S. Share of Pirated Physical Works d 66%


Estimated Physical Piracy Losses to U.S. Integrated Firms $1.630


Global Loss to US Industry from Download Piracy


Global Illegal Songs Downloaded (in millions) e 20,000


Illegal Downloads of U.S. Repertiore (in millions) 13,200


Lost Legitimate Unit Sales (in millions) (20%) f 2,640


Unit P=$2.31 * Net Return g $1.403


Estimated Download Piracy Losses to U.S. Integrated Firms $3.703


Sub-Total Piracy Losses (Part One) $5.333


a  NAICS 512200 - Sound Recording Industries includes production, distribution, music publishing, recording, producing and promoting a  NAICS 512200 - Sound Recording Industries includes production, distribution, music publishing, recording, producing and promoting a
of sound recordings.


b See Appendix A - IFPI Data, Table A-4.
c Equals world average trade price ($8.58) divided by world average retail price ($14.13). See Appendix A - IFPI Data, Table A-1, A-2.
d
 Equals world average trade price ($8.58) divided by world average retail price ($14.13). See Appendix A - IFPI Data, Table A-1, A-2.


d
 Equals world average trade price ($8.58) divided by world average retail price ($14.13). See Appendix A - IFPI Data, Table A-1, A-2.
  Greater investment in U.S. product increases the likelhood that U.S. product will be pirated more frequently than domestic product. Add 
10% to assumed split of 60% U.S. product.


e Based on IFPI 2006 Global Recording Industry in Numbers, page 9.
f
 Based on IFPI 2006 Global Recording Industry in Numbers, page 9.


f
 Based on IFPI 2006 Global Recording Industry in Numbers, page 9.
 Based on review of published articles on the eff ects of music downloading.f Based on review of published articles on the eff ects of music downloading.f


g For legitimate downloads (90%), sales at $0.99 per song. For legitimate CDs (10%), average retail price. See Table 2.g For legitimate downloads (90%), sales at $0.99 per song. For legitimate CDs (10%), average retail price. See Table 2.g
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then be divided between the music retailer and the music producer. For this purpose, we again use the IFPI 
data to derive the weighted average world trade price ($8.58) and the weighted average world retail price 
($14.13).12  Th e ratio of the trade price average to the retail price (60.7%) is used for this purpose. (See 
Table 1)


Finally, we must determine the share of piracy losses that represents U.S. recorded music. In its Special 
301 fi lings with the U.S. Trade Representative’s offi  ce, the U.S. industry develops an “estimate of the local 
pirate market that is classifi ed international repertoire and takes, on average, 60% of this as U.S. repertoire. 
Th is fi gure is based on legitimate market repertoire data.”13  In this analysis, we increase this percentage 
by 10% (to 66%) to refl ect the belief that greater investment in the development and marketing of U.S. 
product (relative to non-U.S. product) increases the likelihood that U.S. product will be pirate. 


Based on these assumptions, the total loss to U.S. sound recording producers from physical piracy is 
estimated as $1.630 billion. (See Table 1)


GLOBAL LOSSES FROM DOWNLOAD PIRACY


Th e U.S. recorded music industries sustain losses not only from physical piracy but also increasingly 
from illegal downloads of recorded music. Many of these songs are downloaded from peer-to-peer (P2P) 
networks whose users increasingly are responsible for recent declines in the number of legitimate CD 
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TABLE 2 ASSUMPTIONS: SUBSTITUTION RATES AND PRICING


Assumptions for the Substitution of Legitimate Physical Product for Pirated Physical Product.


1. No. of pirated units at trade price. See Appendix A, Table A-4


$4,068.15 divided by 2.91 divided by 2.91 divided by equals 1,398


2. No. of pirated units at retail price if revenue is held constant. Table A-5


$4,068.15 divided by 4.43 divided by 4.43 divided by equals 918


3. Implied reduction in number of pirate units sold absent piracy 480


4. Implied substitution rate for legitimate product 65.7%


Assumptions for the Pricing of Legitimate On-Line and Physical Product that would Substitute for 
Pirate Downloads of Recorded Music.


1. Average Price for a Legitimate Downloaded Song as per IFPI:


Assume Legitimate World and U.S. on-line
price of $0.99 per downloaded song. $0.99


2. Average Retail Price for Legitimate CD as per IFPI:


World Average Price $14.13


U.S. Average Price $15.64


3. Weighted Average “But-For” Price Absent Piracy a


World
Weight


Price
Sub-Total


U.S.
Weight


Price
Sub-Total


Download 90% $0.89 90% $0.89


CD 10% $1.41 10% $1.56


World Price $2.30 U.S. Price $2.46


a  Absent piracy, experienced downloaders would be unlikely to purchase bundled CDs when they could legally download a  Absent piracy, experienced downloaders would be unlikely to purchase bundled CDs when they could legally download a
individual songs. Assume 90% of download substitution purchases go to legitimate on-line music services.
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sales in the U.S. IFPI estimates that in 2005, 20 billion songs were illegally downloaded worldwide.14  In 
this report, the calculations used to derive the recorded music industries’ losses from download piracy are 
provided in Table 1.


SUBSTITUTION OF LEGITIMATE PRODUCT FOR PIRATED PRODUCT — DOWNLOAD PIRACY


As reported in Table 1, the calculation begins with the IFPI estimate of 20 billion illegal downloads 
worldwide. For reasons set forth above in connection with the physical piracy estimates, it is further 
assumed that 66% of all illegal downloads represent downloads of U.S. recorded music. It is then assumed 
that only 20% (1 in 5) of these downloaded songs would have been purchased legitimately if piracy did 
not exist.15


For the 20% of downloaded U.S. songs that, absent piracy would be purchased legitimately, it is then 
necessary to derive the legitimate price that these consumers (who formerly downloaded recorded 
music illegally) would now pay. Since these consumers are all familiar with the Internet and capable of 
downloading computer fi les, it is reasonable to assume that most (but not all) of their substitution eff orts 
would occur in the form of legal downloads from legitimate web sites.


For these downloads, we assume a legitimate price of $0.99 per song. (See Table 2) We further assume that 
90% of these songs would ultimately be acquired through legitimate music downloads while the remaining 
10% of songs would be purchased on a legitimate CD.16  Th e weighted average legitimate price used for 
worldwide downloads of U.S. music is $2.30. (See Table 2) 


As shown in Table 1, the legitimate price of $2.30 times the net return to the record producer (60.72%) 
times the total estimated song substitutions (2.640 billion) yields total download piracy losses to U.S. fi rms 
of $3.703 billion. When combined with the physical piracy losses of $1.630 billion, the total piracy loss to 
the sound recording industries from global piracy equals $5.333 billion. (See Table 1) 


U.S. RETAIL LOSSES FROM SOUND RECORDING PIRACY


As noted earlier, piracy losses to U.S. industries are not limited to the losses sustained by U.S. producers 
of recorded music. Recorded music is sold through a wide variety of retail distribution channels and U.S.-
based music piracy reduces those legitimate sales. Calculations in support of the piracy losses estimates for 
U.S. retail industries are provided in Table 3. 


Th e calculations in Table 3 follow on from the calculations provided in Tables 1 and 2. As shown in Table 
3, U.S. retail sales and profi ts are aff ected by both physical and download piracy. Th e physical piracy loss 
estimate begins with the U.S. losses from physical piracy that occur within the United States. As shown in 
Table 3, this value is $335 million as per IFPI. (See Table A-4, Appendix A). Th is value is then adjusted to 
refl ect only the retail portion of these losses. Th e net U.S. retail loss from physical piracy is shown as $151 
million. (Table 3) 


Th e download piracy losses to U.S. retailers are calculated using an assumed value of 4.0 billion illegal 
downloaded songs in the U.S. in 2005. Th is value (based primarily on a review of confi dential sources) 
implies that of the 20 billion illegal songs downloaded globally in 2005, some 20% or 4 billion were 
downloaded to U.S. consumers. 


Again assuming a 20% substitution rate, these 4 billion downloaded songs translate into 800 million lost 
legitimate sales. Th is fi gure is then adjusted for the weighted average price of legitimate purchases for 
download consumers and by the retail margin. Th ese calculations lead to download piracy losses to U.S. 
retailers of $890 million and total U.S. retail losses (from both download and physical piracy) of $1.041 
billion. See Table 3. 
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THE APPLICABLE RIMS II MULTIPLIERS — PRODUCTION


Th e recording industry production and retail losses calculated above reveal only the direct impact of piracy 
on the sound recording industry and its retail trade. To derive and estimate additional losses throughout 
the economy, we use multipliers from the RIMS II model. 


Th e RIMS II model contains fi ve types of multipliers for many U.S. industries. For each industry, there 
are three “Final Demand” multipliers for output, earnings, and employment and two “Direct- Eff ect” 
multipliers for “direct” earnings and employment. In this analysis, the Final Demand multipliers tell us the 
total eff ects of sound recording piracy on the output, earnings, and employment of all U.S. industries. Th e 
Direct Eff ects multipliers tell us the specifi c eff ects of piracy on the sound recording industries themselves. 
Th is analysis uses all fi ve types of multipliers.  


Th e RIMS II model defi nes industries based on the North American Industry Classifi cation System 
(NAICS), a classifi cation system maintained by the U.S. Government that tracks increasing levels of 
specialty within each classifi cation. As noted earlier in this report, the U.S. Sound Recording Industries are 
classifi ed in NAICS 5122. 


A total of fi ve multipliers were acquired from the Bureau of Economic Analysis for NAICS 5122.  Th e 
three Final Demand multipliers are designed to estimate the changes in total economic output, total 
earnings (of workers), and total employment that result from a specifi ed change in Final Demand. Th e two 
Direct Eff ect multipliers are used to derive the changes in earnings and employment levels only for workers 
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TABLE 3 SOUND RECORDING RETAIL TRADE LOSSES DUE TO PIRACY


U.S. Sound Recording Industries, Retail Trade: NAICS 44-45 a


Part Two: U.S. Losses of U.S. Retail industries that sell or rent sound recording products.


Losses to U.S. Retail Industires from U.S. piracy of


Billions 
of U.S. 
Dollars


Physical Sound Recording Products


U.S. Losses in U.S. Market at Trade Value $0.335


Assumed Net Return to U.S. Retail b 45.2%


Total Losses to U.S. Retail Industries $0.151


Downloaded Sound Recording Products


Illegal Downloaded Songs in U.S. (millions) c 4,000


Lost legitimate unit sales (millions) (20.0%) 800


Unit P = $2.46 * (.452) $1.112


Total Losses to U.S. Retail Industries $0.890


Sub-Total Piracy Losses (Part Two) $1.041


a  NAICS 44-45 includes all industries engaged in retailing merchandise, generally without transformation, and rendering services to the sale a  NAICS 44-45 includes all industries engaged in retailing merchandise, generally without transformation, and rendering services to the sale a
of merchandise.


b Assumes US Retail Price of $15.64 and U.S. Trade Value Price of $8.57. See Appendix A.
c  In March 2007, NPD group reported 3.4 billion song downloads in the U.S. for 2005 and 6.0 billion song downloads in the U.S. for 


2006. However, in 2006, the total number of U.S. Households downloading via P2P networks increased by only 8% in 2006. If the 
number of illegal downloads per P2P household in 2006 had also applied to 2005, there would have been more than 4.6 billion illegal 
downloads in the U.S. in 2005. In this analysis we adopt a fi gure of 4.0 billion illegal songs downloaded in the U.S. in 2005.
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who are directly employed in the industry under study.  In Table 4, all fi ve multipliers are reported for the 
states of California, New York, Tennessee, Florida and Texas.  A detailed discussion of the reasons for this 
determination is provided in Appendix B. 
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TABLE 4 MULTIPLIERS FOR U.S. SOUND RECORDING INDUSTRIES


Part One


U.S. Sound Recording Industries: NAICS 512200


Final Demand Multipliers for Primary States a


Output:


California 2.0156


New York 1.8183


Tennessee 1.9436


Florida 1.7499


Texas 1.9659


Earnings:


California 0.4250


New York 0.3190


Tennessee 0.3827


Florida 0.3545


Texas 0.3999


Employment:


California  9.6


New York  6.7


Tennessee 11.0


Florida 10.3


Texas  9.7


Direct Eff ect Multipliers for Primary States a


Earnings:


California 2.9689


New York 2.6418


Tennessee 2.7321


Florida 2.5628


Texas 2.8671


Employment:


California 4.3948


New York 3.6664


Tennessee 3.0776


Florida 2.9544


Texas 4.4529


a  In the 2002 Census, California, New York, Tennessee, Florida and Texas collectively employed 74.3% a  In the 2002 Census, California, New York, Tennessee, Florida and Texas collectively employed 74.3% a
of all workers in NAICS 512200. California employed 41.46% of this subtotal while the remaining 
four states employed the following shares; New York = 39.11%, Tennessee = 9.99%, Florida = 5.41%, 
and Texas with 4.02%.
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THE APPLICABLE RIMS II MULTIPLIERS — RETAIL


As noted previously, sound recording piracy aff ects other U.S. industries in addition to the industries that 
are classifi ed in NAICS 5122.  In particular, U.S. retailers of compact disks face reduced sales and lower 
profi ts as a result of piracy.  However, the inter-industry relationships that aff ect these industries diff er from 
the inter-industry relationships that exist in the sound recording industries. As a result, the multipliers 
that apply to the retailing of compact disks should also diff er from the multipliers that were calculated for 
NAICS 5122.  In this study, the economic eff ects of piracy on U.S. sound recording retailers are measured 
using multipliers for U.S. retail trade (NAICS 44-45).  


Th e fi ve multipliers used in the retail calculations in this study are shown in Table 5. Multipliers are 
reported for eight states: California, New York, Texas, Ohio, Pennsylvania, Illinois, Florida, and New 
Jersey.  In the U.S., the retail industries that sell compact disks to consumers are less geographically 
concentrated than the industries that produce sound recordings. In this study, it is assumed that the retail 
multipliers for these eight states appropriately and reasonably capture the economic relationships that exist 
for the U.S. sound recording retailing sector as a whole. 


More detailed information on the RIMS II multipliers used in this analysis may be found in Appendix B. 
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TABLE 5 MULTIPLIERS FOR U.S. SOUND RECORDING INDUSTRIES


Part Two


U.S. Sound Recording Industries: Retail Trade NAICS 44-45


Final Demand Multipliers for Primary States a


States Output Earnings Employment


California 2.2996 0.7244 24.4


New York 2.0293 0.5820 19.9


Texas 2.2242 0.6809 25.1


Ohio 2.1855 0.6692 26.3


Pennsylvania 2.1873 0.6562 25.0


Illinois 2.3286 0.7077 25.3


Florida 2.0600 0.6549 25.3


New Jersey 2.1566 0.6280 21.0


Direct Eff ect Multipliers for Primary States a


States Earnings Employment


California 2.1447 1.7520


New York 1.8618 1.5392


Texas 2.0205 1.7222


Ohio 2.0312 1.6773


Pennsylvania 2.0238 1.6387


Illinois 2.1579 1.6914


Florida 1.9406 1.6689


New Jersey 2.0227 1.6420


a  In the 2002 Census the top eight states for establishments and employment in NAICS 45122 - Prere-a  In the 2002 Census the top eight states for establishments and employment in NAICS 45122 - Prere-a
corded Tape, Compact Disk and Record Stores, were responsible for 50% of the total establishments and 
employment in NAICS 45122 for the U.S. as a whole.
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III.  FINDINGS: THE IMPACT OF SOUND RECORDING PIRACY ON THE 
OVERALL ECONOMY


TOTAL LOST OUTPUT, EMPLOYMENT AND EARNINGS


To produce industry-specifi c estimates of the impacts of piracy on the U.S. economy, the estimated losses 
from piracy for the sound recording industry are combined with the appropriate multipliers. Th e three 
“Final Demand” estimates of the overall impact of piracy on the U.S. economy are reported in Table 6. 


As shown in Table 6, as a result of piracy, the sound recording industries have sustained a reduction in 
Final Demand for their products in the amount of $5.333 billion in 2005. Using the relevant industry 
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TABLE 6 ECONOMIC IMPACTS OF INCREASED FINAL DEMAND FOR RECORDED MUSIC


Part One: Absent Piracy, Final Demand in U.S. Sound Recording industries would increase.


State
Allocation


Factor
Final Demand


($ Millions)
Output


($ Millions)
Earnings


($ Millions)
Employment


(Number)


$5,333.21


California 0.4146 $4,456.79 $939.74 21,227


New York 0.3911 $3,792.64 $665.38 13,975


Tennessee 0.0999 $1,035.53 $203.90 5,861


Florida 0.0541 $504.89 $102.28 2,972


Texas 0.0402 $421.48 $85.74 2,080


Sub-Total $10,211.33 $1,997.03 46,114


 Part Two: Absent Piracy, Final Demand in U.S. Sound Recording Retail would also increase.


State
Allocation


Factor
Final Demand


($ Millions)
Output


($ Millions)
Earnings


($ Millions)
Employment


(Number)


$1,040.97


California 0.2967 $710.25 $223.74 7,536


New York 0.1607 $339.47 $97.36 3,329


Texas 0.1471 $340.58 $104.26 3,843


Ohio 0.0919 $209.08 $64.02 2,516


Pennsylvania 0.0847 $192.85 $57.86 2,204


Illinois 0.0837 $202.89 $61.66 2,204


Florida 0.0798 $171.12 $54.40 2,102


New Jersey 0.0554 $124.37 $36.22 1,211


Sub-Total $2,290.61 $699.52 24,946


Economic Impacts of Increased Final Demand for Sound Recordings


Output
($ Millions)


Earnings
($ Millions)


Employment
(Number)


$12,501.94 $2,696.55 71,060
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multipliers, this loss is converted into an estimate of the total loss in U.S. output. Th is total loss fi gure is 
$10.211 billion. In addition, the “direct” loss sustained by retailers of U.S. sound recordings ($1.04 billion) 
would provide an additional $2.290 billion in total lost output to the U.S. economy. As a result, the full 
impact of sound recording piracy on U.S. output was an overall loss of $12.501 billion.
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TABLE 7 DIRECT EFFECTS OF INCREASED FINAL DEMAND FOR RECORDED MUSIC


Part One: Absent piracy, the Direct Eff ects of increased Final Demand on U.S. Sound Recording industries 
would increase.


State


Total
Employment


(Number)


Direct
Employment


(Number)


Total
Earnings


($ Millions)


Direct
Earnings


($ Millions)


California 21,227 4,830 $939.74 $316.53


New York 13,975 3,812 $665.38 $251.86


Tennessee 5,861 1,904 $203.90 $74.63


Florida 2,972 1,006 $102.28 $39.91


Texas 2,080 467 $85.74 $29.90


Sub-Total 12,019 $1,997.03 $712.84


 Part Two: Absent piracy, the Direct Eff ects of increased Final Demand on the U.S. Sound Recording
 industries would also increase.


State


Total
Employment


(Number)


Direct
Employment


(Number)


Total
Earnings


($ Millions)


Direct
Earnings


($ Millions)


California 7,536 4,301 $223.74 $104.32


New York 3,329 2,163 $94.36 $52.29


Texas 3,843 2,232 $104.26 $51.60


Ohio 2,516 1,500 $64.02 $31.52


Pennsylvania 2,204 1,345 $57.86 $28.59


Illinois 2,204 1,303 $61.66 $28.57


Florida 2,102 1,259 $54.40 $28.03


New Jersey 1,211 738 $36.22 $17.91


Sub-Total 14,841 $342.84


 Direct Eff ects of Increased Final Demand for Sound Recordings


Total Direct
Employment


(Number)


Total Direct
Earnings


($ Millions)


26,860 $1,055.67
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With regard to lost earnings of U.S. workers, the comparable loss fi gures are $1.997 billion that stem from 
the losses sustained by the sound recording production and distribution industries and $699 million from 
the losses of retail sales of legitimate music CDs. Th us, the total loss in earnings to workers in 2005 was 
$2.697 billion. 


Finally, in terms of losses in employment that would have been created, the eff ects of piracy on the sound 
recording industries in NAICS 5122 cost the United States 46,114 jobs and the eff ects on U.S. retail 
distribution cost 24,946 jobs. Th us, the total loss in U.S. employment that has resulted from piracy of U.S. 
sound recordings in 2005 was 71,060 jobs.


DIRECT LOST EMPLOYMENT AND EARNINGS


As noted above, the RIMS II model also provides multipliers that measure the economic eff ects of a change 
in fi nal demand solely on the industries that are directly aff ected by that change. Using these multipliers, 
as shown in Table 7, we estimate that the direct loss in employee earnings in the U.S. sound recording and 
retail industries that results from pirate activities is $1.056 billion. Th e direct loss in employment at these 
industries was 26,860 jobs.  


LOST TAX REVENUES


In total, sound recording piracy costs government at all levels, conservatively $422 million annually. 


Tax multipliers are not provided in RIMS II. For the tax loss estimates presented in this study, the 
methodology previously used in the Motion Picture Piracy study was again applied to the sound 
recording industry. 
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SOUND RECORDING PIRACY TAX EFFECTSFIGURE 2
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Figure 2: Sound Recording Piracy Tax Effects


* Increased sound recording production could be of more recordings, more expensive recordings, or both.
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As in the Motion Picture Piracy study, in this study, tax loss estimates are developed for three categories Motion Picture Piracy study, in this study, tax loss estimates are developed for three categories Motion Picture Piracy
of taxes. Th ese are lost personal income taxes that would have been paid by sound recording industry 
employees, lost corporate income taxes and lost production and other business taxes. In Table 8A, we 
calculate the income taxes that would have been paid on the employee earnings that would have been 
paid absent piracy in sound recordings. As shown in Table 8A, these personal income taxes would have 
exceeded $113 million from sound recording employees alone and more than $291 million from the total 
employees directly and indirectly aff ected by sound recording piracy. 


In Table 8B, we estimate other tax losses that result from pirate activities in the sound recording industry. 
For example, focusing only on corporate income taxes, we estimate that the sound recording industry alone 
would have generated additional taxes of $81 million each year. In addition, lost “production” taxes from 
the U.S. sound recording industry would have exceeded $50 million annually. 


It is important also to recognize that the tax loss estimates presented here do not encompass a full accounting 
of all tax losses attributable to piracy. Th e estimates for both corporate income tax losses and production tax 
losses refl ect only the direct losses sustained by the sound recording industries themselves. Th e estimates do 
not include additional tax losses that would result from lower income and lower sales in those U.S. industries 
that supply inputs to the U.S. copyright industries. Th us the corporate income tax and production tax estimates 
do not include tax losses sustained at U.S. industries that are indirectly aff ected by piracy. 


CONCLUSION


As set forth in this report, the U.S. sound recording industries are now sustaining approximately $5.33 
billion in losses as a result of global and U.S. piracy. In addition, U.S. retailers are losing another $1.04 
billion. Th ese estimates suggest total “direct” losses to all U.S. industries from music piracy that exceed 
$6.37 billion. 


Th ese direct losses then cascade through the rest of the U.S. economy and the losses of economic output, 
jobs and employee earnings “multiply.” 


Based on the analyses set forth in this paper, because of music piracy, the U.S. economy loses a total of 
$12.5 billion in economic output each year. 
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TABLE 8A PERSONAL INCOME TAX LOSSES


U.S. Sound Recording Industries: NAICS 5122


I. Personal Income Taxes on Lost Employee Earnings: NAICS 5122 Only


($ Billions)
Assumed Tax 


Rate a


NAICS 5121
Personal Taxes


($ Billions)


Direct Employee Earnings Loss: NAICS 5122 $1.056 10.8% $0.114


IA. Personal Income Taxes on Lost Employee Earnings: NAICS 5122 Plus All Input Industries


($ Billions)
Assumed Tax 


Rate a


NAICS 5121
Plus All Input 


Industries
Personal Taxes


($ Billions)


Total Employee Earnings Loss: All Aff ected Industries $2.697 10.8% $0.291


a See Appendix C, Table C-1.a See Appendix C, Table C-1.a







Institute for Policy Innovation: Policy Report #188                         Th e True Cost of Sound Recording Piracy to the U.S. Economy


Furthermore, the U.S. economy also loses 71,060 jobs. Of this amount, 46,114 jobs are lost at the U.S. 
production level for sound recordings while 24,946 jobs are lost at the U.S. retail level.  


Because of global piracy in recorded music U.S. employees lose $2.7 billion in total earnings annually. Of 
this total, $2.0 billion is lost at the U.S. production level while $700 million is lost at the U.S. retail level.  


Finally, as a consequence of piracy in sound recordings, U.S. federal, state and local governments lose a 
minimum of $ 422 million in tax revenues annually. Of this amount, $291 million represents lost personal 
income taxes while $131 million is lost corporate income and production taxes. 
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TABLE 8B CORPORATE INCOME AND PRODUCTION TAX LOSSES


U.S. Sound Recording Industries: NAICS 5122


II. Corporate Income Taxes Lost: NAICS 5122 Only


($ Billions)


Apply to
Direct Earnings 
NAICS 5122
($ Billions)


Estimate of 
Other GOS 


NAICS 5122
($ Billions)


Other GOS (Corporate) NAICS 512 $12.028 $0.550


Employee Compensation NAICS 512 $23.100 $1.056


Ratio of Other GOS to Employee Comp. 52.1%


Assumed Tax Rate a 14.8%


Equals Estimated Corporate Income Tax Loss in NAICS 5122 $0.081


III. Taxes on Production Lost: NAICS 5122 Only


($ Billions)


Apply to
Direct Earnings 
NAICS 5122
($ Billions)


Estimate of 
Taxes on 


Production 
NAICS 5122 
($ Billions)


Taxes on Production NAICS 512Taxes on Production NAICS 512T b   $1.100 $0.550


Employee Compensation NAICS 512 b $23.100 $1.056


Ratio of Taxes on Prod. to Employee Comp. 4.8%


Equals Estimated Production Tax Loss in NAICS 5122 $0.050


a See Appendix C, Table C-1.a See Appendix C, Table C-1.a
b
 See Appendix C, Table C-1.


b
 See Appendix C, Table C-1.
 See Appendix C, Table C-2.
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APPENDIX A — IFPI REFERENCE DATA


Th e International Federation of the Phonographic Industry (IFPI) is an international organization 
that represents the recording industry worldwide. Its membership comprises some 1,400 major and 
independent companies in more than 70 countries. It also has affi  liated industry national groups in 48 
countries. 


Th e data shown in Tables A-1 through A-5 were obtained from an IFPI report entitled: 2006 Global 
Recording Industry in Number.
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TABLE A-1 IFPI GLOBAL RECORDING INDUSTRY DATA - RETAIL VALUES OF LEGITIMATE UNITS


Rank Country
Retail Value
($ Millions)


Less:
Digital


Equals:
Physical Units
at Retail Value


($ Millions)


Physical
Units Sold
(Millions)


Retail Price
Per Unit


1 USA $12,269.5 $636.0 $11,633.5 743.7 $15.64


2 Japan $5,448.2 $277.5 $5,170.7 235.5 $21.96


3 UK $3,446.0 $69.2 $3,376.8 182.0 $18.55


4 Germany $2,210.6 $39.1 $2,171.5 133.7 $16.24


5 France $1,990.0 $28.1 $1,961.9 112.2 $17.49


6 Canada $731.9 $14.7 $717.2 56.8 $12.63


7 Australia $674.4 $7.5 $666.9 41.8 $15.95


8 Italy $669.3 $15.7 $653.6 33.4 $19.57


9 Spain $555.1 $555.1 34.6 $16.04


10 Brazil $394.2 $394.2 53.3 $7.40


11 Mexico $411.6 $411.6 67.4 $6.11


12 Netherlands $430.6 $4.9 $425.7 25.2 $16.89


13 Switzerland $267.3 $267.3 16.4 $16.30


14 Russia $387.6 $387.6 96.5 $4.02


15 Belgium $329.4 $329.4 15.0 $21.96


16 South Africa $254.4 $254.4 23.2 $10.97


17 Sweden $240.4 $240.4 16.1 $14.93


18 Austria $284.9 $284.9 11.2 $25.44


19 Norway $252.6 $252.6 11.4 $22.16


20 Denmark $180.1 $180.1 9.9 $18.19


21 India $156.2 $156.2 103.6 $1.51


22 Turkey $147.5 $147.5 27.2 $5.42


23 Taiwan $109.1 $109.1 10.0 $10.91


24 Ireland $149.0 $149.0 8.3 $17.95


25 Finland $132.4 $132.4 7.8 $16.97


26 Portugal $113.9 $113.9 8.3 $13.72


27 China $119.7 $119.7 57.9 $2.07


28 New Zealand $122.0 $122.0 7.2 $16.94


29 South Korea $132.4 $11.8 $120.6 10.6 $11.38


30 Th ailand $106.3 $106.3 28.0 $3.80


31 Hong Kong $79.4 $79.4 6.8 $11.68


32 Greece $143.0 $143.0 7.4 $19.32


33 Poland $99.7 $99.7 9.8 $10.17


34 Argentina $108.2 $108.2 14.9 $7.26


35 Indonesia $66.7 $66.7 30.1 $2.22


36 Hungary $53.4 $53.4 5.3 $10.08


37 Singapore $38.3 $38.3 4.8 $7.98


38 Colombia $58.0 $58.0 7.2 $8.06


39 Czech Republic $42.0 $42.0 3.6 $11.67


40 Chile $38.8 $38.8 5.4 $7.19


41 Malaysia $28.4 $28.4 4.3 $6.60


42 Phillipines $24.8 $24.8 4.7 $5.28


TOTAL $33,497.3 $1,104.5 $32,392.8 2,292.5 $14.13
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TABLE A-2 IFPI GLOBAL RECORDING INDUSTRY DATA - TRADE VALUE OF LEGITIMATE UNITS


Rank Country
Trade Value
($ Millions)


Less:
Digital Sales


Equals:
Physical Units
at Trade Value


($ Millions)


Physical
Units Sold
(Millions)


Sales Price
Per Unit


1 USA $7,011.9 $636.0 $6,375.9 743.7 $8.57


2 Japan $3,718.4 $277.5 $3,440.9 235.5 $14.61


3 UK $2,162.2 $69.2 $2,093.0 182.0 $11.50


4 Germany $1,457.5 $39.1 $1,418.4 133.7 $10.61


5 France $1,248.3 $28.1 $1,220.2 112.2 $10.88


6 Canada $544.3 $14.7 $529.6 56.8 $9.32


7 Australia $440.0 $7.5 $432.5 41.8 $10.35


8 Italy $428.5 $15.7 $412.8 33.4 $12.36


9 Spain $368.9 $368.9 34.6 $10.66


10 Brazil $265.4 $265.4 53.3 $4.98


11 Mexico $262.7 $262.7 67.4 $3.90


12 Netherlands $246.3 $4.9 $241.4 25.2 $9.58


13 Switzerland $205.9 $205.9 16.4 $12.55


14 Russia $193.7 $193.7 96.5 $2.01


15 Belgium $161.8 $161.8 15.0 $10.79


16 South Africa $158.8 $158.8 23.2 $6.84


17 Sweden $148.2 $148.2 16.1 $9.20


18 Austria $138.7 $138.7 11.2 $12.38


19 Norway $133.1 $133.1 11.4 $11.68


20 Denmark $113.1 $113.1 9.9 $11.42


21 India $111.6 $111.6 103.6 $1.08


22 Turkey $105.3 $105.3 27.2 $3.87


23 Taiwan $99.7 $99.7 10.0 $9.97


24 Ireland $91.2 $91.2 8.3 $10.99


25 Finland $81.2 $81.2 7.8 $10.41


26 Portugal $81.1 $81.1 8.3 $9.77


27 China $79.8 $79.8 57.9 $1.38


28 New Zealand $77.5 $77.5 7.2 $10.76


29 South Korea $77.4 $11.8 $65.6 10.6 $6.19


30 Th ailand $77.2 $77.2 28.0 $2.76


31 Hong Kong $66.2 $66.2 6.8 $9.74


32 Greece $65.1 $65.1 7.4 $8.80


33 Poland $63.9 $63.9 9.8 $6.52


34 Argentina $51.4 $51.4 14.9 $3.45


35 Indonesia $50.2 $50.2 30.1 $1.67


36 Hungary $33.4 $33.4 5.3 $6.30


37 Singapore $33.1 $33.1 4.8 $6.90


38 Colombia $27.0 $27.0 7.2 $3.75


39 Czech Republic $24.8 $24.8 3.6 $6.89


40 Chile $24.1 $24.1 5.4 $4.46


41 Malaysia $23.1 $23.1 4.3 $5.37


42 Phillipines $19.1 $19.1 4.7 $4.06


TOTAL $20,771.1 $1,104.5 $19,666.6 2,292.5 $8.58
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TABLE A-3 IFPI GLOBAL RECORDING INDUSTRY DATA - RETAIL VALUE OF PIRATE UNITS


Country


Legitimate 
Units Sold
(Millions)


Retail Price
Per Unit


IFPI Midpoint
Piracy Rates a


Total
Physical Units b


(Millions)


Pirate
Units Sold c


(Millions)


Pirate Sales at 
Retail Prices
($ Millions)


USA 743.7 $15.64 5% 782.8 39.1 $612.3


Japan 235.5 $21.96 5% 247.9 12.4 $272.1


UK 182.0 $18.55 5% 191.6 9.6 $177.7


Germany 133.7 $16.24 5% 104.7 7.0 $114.3


France 112.2 $17.49 5% 118.1 5.9 $103.3


Canada 56.8 $12.63 5% 59.8 3.0 $37.7


Australia 41.8 $15.95 5% 44.0 2.2 $35.1


Italy 33.4 $19.57 38% 53.9 20.5 $400.6


Spain 34.6 $16.04 17% 41.7 7.1 $113.7


Brazil 53.3 $7.40 38% 86.0 32.7 $241.6


Mexico 67.4 $6.11 63% 179.7 112.3 $686.0


Netherlands 25.2 $16.89 17% 30.4 5.2 $87.2


Switzerland 16.4 $16.30 5% 17.3 0.9 $14.1


Russia 96.5 $4.02 63% 257.3 160.8 $646.0


Belgium 15.0 $21.96 5% 15.8 0.8 $17.3


South Africa 23.2 $10.97 38% 37.4 14.2 $155.9


Sweden 16.1 $14.93 5% 16.9 0.8 $12.7


Austria 11.2 $25.44 5% 11.8 0.6 $15.0


Norway 11.4 $22.16 5% 12.0 0.6 $13.3


Denmark 9.9 $18.19 5% 10.4 0.5 $9.5


India 103.6 $1.51 63% 276.3 172.7 $260.3


Turkey 27.2 $5.42 63% 72.5 45.3 $245.8


Taiwan 10.0 $10.91 38% 16.1 6.1 $66.9


Ireland 8.3 $17.95 5% 8.7 0.4 $7.8


Finland 7.8 $16.97 17% 9.4 1.6 $27.1


Portugal 8.3 $13.72 17% 10.0 1.7 $23.3


China 57.9 $2.07 88% 482.5 424.6 $877.8


New Zealand 7.2 $16.94 5% 7.6 0.4 $6.4


South Korea 10.6 $11.38 17% 12.8 2.2 $24.7


Th ailand 28.0 $3.80 38% 45.2 17.2 $65.2


Hong Kong 6.8 $11.68 17% 8.2 1.4 $16.3


Greece 7.4 $19.32 38% 11.9 4.5 $87.6


Poland 9.8 $10.17 38% 15.8 6.0 $61.1


Argentina 14.9 $7.26 63% 39.8 24.9 $180.7


Indonesia 30.1 $2.22 88% 250.8 220.7 $489.1


Hungary 5.3 $10.08 38% 8.5 3.2 $32.7


Singapore 4.8 $7.98 5% 5.1 0.3 $2.0


Colombia 7.2 $8.06 63% 19.2 12.0 $96.7


Czech Republic 3.6 $11.67 38% 5.8 2.2 $25.7


Chile 5.4 $7.19 63% 14.4 9.0 $64.7


Malaysia 4.3 $6.60 38% 6.9 2.6 $17.4


Phillipines 4.7 $5.28 38% 7.6 2.9 $15.2


2,292.5 3,690.7 1,398.2 $6,460.08


Average Piracy Rate 38%


a Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.a Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.a
b
 Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.


b
 Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.
 Equals Legitimate Units Sold divided by (1 - piracy rate).


c IFPI reports that in 2005, 1.2 million pirate CDs, or 37% of all CDs were purchased.
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TABLE A-4 IFPI GLOBAL RECORDING INDUSTRY DATA - PIRATE SALES AT TRADE PRICES


Country


Legitimate 
Units Sold
(Millions)


Retail Price
Per Unit


IFPI Midpoint
Piracy Rates a


Total
Physical Units b


(Millions)


Pirate
Units Sold c


(Millions)


Pirate Sales in
Retail Prices
($ Millions)


USA 743.7 $8.57 5% 782.8 39.1 $335.6


Japan 235.5 $14.61 5% 247.9 12.4 $181.1


UK 182.0 $11.50 5% 191.6 9.6 $110.2


Germany 133.7 $10.61 5% 140.7 7.0 $74.7


France 112.2 $10.88 5% 118.1 5.9 $64.2


Canada 56.8 $9.32 5% 59.8 3.0 $27.9


Australia 41.8 $10.35 5% 44.0 2.2 $22.8


Italy 33.4 $12.36 38% 53.9 20.5 $253.0


Spain 34.6 $10.66 17% 41.7 7.1 $75.6


Brazil 53.3 $4.98 38% 86.0 32.7 $162.7


Mexico 67.4 $3.90 63% 179.7 112.3 $437.8


Netherlands 25.2 $9.58 17% 30.4 5.2 $49.4


Switzerland 16.4 $12.55 5% 17.3 0.9 $10.8


Russia 96.5 $2.01 63% 257.3 160.8 $322.8


Belgium 15.0 $10.79 5% 15.8 0.8 $8.5


South Africa 23.2 $6.84 38% 37.4 14.2 $97.3


Sweden 16.1 $9.20 5% 16.9 0.8 $7.8


Austria 11.2 $12.38 5% 11.8 0.6 $7.3


Norway 11.4 $11.68 5% 12.0 0.6 $7.0


Denmark 9.9 $11.42 5% 10.4 0.5 $6.0


India 103.6 $1.08 63% 276.3 172.7 $186.0


Turkey 27.2 $3.87 63% 72.5 45.3 $175.5


Taiwan 10.0 $9.97 38% 16.1 6.1 $61.1


Ireland 8.3 $10.99 5% 8.7 0.4 $4.8


Finland 7.8 $10.41 17% 9.4 1.6 $16.6


Portugal 8.3 $9.77 17% 10.0 1.7 $16.6


China 57.9 $1.38 88% 482.5 424.6 $585.2


New Zealand 7.2 $10.76 5% 7.6 0.4 $4.1


South Korea 10.6 $6.19 17% 12.8 2.2 $13.4


Th ailand 28.0 $2.76 38% 45.2 17.2 $47.3


Hong Kong 6.8 $9.74 17% 8.2 1.4 $13.6


Greece 7.4 $8.80 38% 11.9 4.5 $39.9


Poland 9.8 $6.52 38% 15.8 6.0 $39.2


Argentina 14.9 $3.45 63% 39.8 24.9 $85.8


Indonesia 30.1 $1.67 88% 250.8 220.7 $368.1


Hungary 5.3 $6.30 38% 8.5 3.2 $20.5


Singapore 4.8 $6.90 5% 5.1 0.3 $1.7


Colombia 7.2 $3.75 63% 19.2 12.0 $45.0


Czech Republic 3.6 $6.89 38% 5.8 2.2 $15.2


Chile 5.4 $4.46 63% 14.4 9.0 $40.2


Malaysia 4.3 $5.37 38% 6.9 2.6 $14.2


Phillipines 4.7 $4.06 38% 7.6 2.9 $11.7


2,292.5 3,690.7 1,398.2 $4,068.15


Average Piracy Rate 38%


a Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.a Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.a
b
 Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.


b
 Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.
 Equals Legitimate Units Sold divided by (1 - piracy rate).


c IFPI reports that in 2005, 1.2 million pirate CDs, or 37% of all CDs were purchased.
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TABLE A-5 IFPI GLOBAL RECORDING INDUSTRY DATA - IMPLIED SUBSTITUTION RATES


Country


Pirate Sales at
Trade Value
($ Millions) Retail Prices 


Substitute
Units a


Original
Pirate Units


Implied
Substitution


Rate b


USA $335.6 $15.64 21.5 39.14 54.8%


Japan $181.1 $21.96 8.2 12.39 66.5%


UK $110.2 $18.55 5.9 9.58 62.0%


Germany $74.7 $16.24 4.6 7.04 65.3%


France $64.2 $17.49 3.7 5.91 62.2%


Canada $27.9 $12.63 2.2 2.99 73.8%


Australia $22.8 $15.95 1.4 2.20 64.9%


Italy $253.0 $19.57 12.9 20.47 63.2%


Spain $75.6 $16.04 4.7 7.09 66.5%


Brazil $162.7 $7.40 22.0 32.67 67.3%


Mexico $437.8 $6.11 71.7 112.33 63.8%


Netherlands $49.4 $16.89 2.9 5.16 56.7%


Switzerland $10.8 $16.30 0.7 0.86 77.0%


Russia $322.8 $4.02 80.4 160.83 50.0%


Belgium $8.5 $21.96 0.4 0.79 49.1%


South Africa $97.3 $10.97 8.9 14.22 62.4%


Sweden $7.8 $14.93 0.5 0.85 61.6%


Austria $7.3 $25.44 0.3 0.59 48.7%


Norway $7.0 $22.16 0.3 0.60 52.7%


Denmark $6.0 $18.19 0.3 0.52 62.8%


India $186.0 $1.51 123.4 172.67 71.4%


Turkey $175.5 $5.42 32.4 45.33 71.4%


Taiwan $61.1 $10.91 5.6 6.13 91.4%


Ireland $4.8 $17.95 0.3 0.44 61.2%


Finland $16.6 $16.97 1.0 1.60 61.3%


Portugal $16.6 $13.72 1.2 1.70 71.2%


China $585.2 $2.07 283.1 424.60 66.7%


New Zealand $4.1 $16.94 0.2 0.38 63.5%


South Korea $13.4 $11.38 1.2 2.17 54.4%


Th ailand $47.3 $3.80 12.5 17.16 72.6%


Hong Kong $13.6 $11.68 1.2 1.39 83.4%


Greece $39.9 $19.32 2.1 4.54 45.5%


Poland $39.2 $10.17 3.8 6.01 64.1%


Argentina $85.8 $7.26 11.8 24.89 47.5%


Indonesia $368.1 $2.22 166.1 220.73 75.3%


Hungary $20.5 $10.08 2.0 3.25 62.5%


Singapore $1.7 $7.98 0.2 0.25 86.4%


Colombia $45.0 $8.06 5.6 12.00 46.6%


Czech Republic $15.2 $11.67 1.3 2.21 59.0%


Chile $40.2 $7.19 5.6 9.00 62.1%


Malaysia $14.2 $6.60 2.1 2.64 81.3%


Phillipines $11.7 $5.28 2.2 2.88 77.0%


TOTAL $4,068.2 918.4 1,398.2 65.7%


a Substitute Units = Trade Value/Retail Price
b Country-specifi c studies put substitution rate between 45% and 75%.
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APPENDIX B — SOUND RECORDING INDUSTRY MULTIPLIERS 
Th e estimates in this report are based on an analytical framework known as an input-output (I-O) table. input-output (I-O) table. input-output
For every industry in the economy, an I-O table shows the distribution of the inputs purchased and the 
outputs sold. Using this framework, the U.S. Bureau of Economic Analysis (BEA) has developed a method 
for estimating I-O multipliers. Using multipliers, it is possible to measure not only the direct eff ects of piracy 
(i.e. the lost 1st round of output) but also the indirect eff ects (i.e. the lost 2nd and subsequent rounds of 
output) as piracy reduces the need for inputs from factor suppliers in other industries. In addition, the BEA 
multipliers also consider the “induced” economic eff ects that arise from the piracy-driven loss in labor income 
that is borne by workers in the legitimate industries and which results in a consequent decrease in household 
consumption. 


In this analysis, the multipliers used to estimate the full eff ects of sound recording piracy were derived using 
BEA’s Regional Input-Output Modeling System or (RIMS II). Th e RIMS II model produces industry-specifi c 
“fi nal demand” multipliers for output (in dollars), employment (in numbers of employees) and earnings of 
those employees (in dollars). Th e RIMS II model also provides industry-specifi c “direct eff ects” multipliers for 
employment and earnings. Th e actual multipliers that were used in this analysis are shown in Table 4 (U.S. 
Sound Recording Industries – NAICS 512200) and in Table 5 (U.S. Sound Recording Industries: Retail 
Trade – NAICS 44-45). 


DEFINING REGIONS BY INDUSTRY


Th e RIMS II model produces industry-specifi c fi nal demand and direct eff ects multipliers. However, the 
RIMS II model is fundamentally a regional model that estimates multipliers within a pre-defi ned geographic 
area. Th us, for example, an analyst might be tasked with estimating the economic eff ects of building a new 
sports stadium within a given metropolitan region. In this example, the analyst would fi rst pre-specify the 
relevant metropolitan region for which the RIMS II model should be calibrated. Subsequently the analyst 
would select the relevant industry multipliers to be derived within that region. Th e pre-specifi cation of a 
region directly eff ects the RIMS II multipliers because, all else equal, the smaller the region, the greater the 
chance that that necessary inputs will be obtained from outside the region. When inputs are obtained from 
outside of the pre-specifi ed region in RIMS II, they may no longer “count” as in-region eff ects of the initial 
change in fi nal demand. Th us, with a narrowly defi ned area, the indirect economic eff ects of a given change 
in fi nal demand might be too low. 


Th is study diff ers from the more typical RIMS II analysis in that the economic eff ects of sound recording 
piracy are generally not focused on one or a few small geographic areas. For example, according to the U.S. 
Census Bureau, in 2002, the U.S. Sound Recording Industries (NAICS 5122) employed workers in 43 
diff erent states. For this reason, further analyses were conducted of the state-by-state employment patterns in 
the U.S. Sound Recording Industries. 


MULTIPLIERS FOR U.S. SOUND RECORDING PRODUCTION/DISTRIBUTION


A review of the sound recording industry’s employment levels on a state-by-state basis revealed that in 2002 
only fi ve states: California, New York, Tennessee, Florida and Texas employed 74.3% of all U.S. workers 
in NAICS 5122. Forty-one percent of the workers in this subset were located in California while 39.1% 
were employed in New York. Th e remaining three states employed the following shares: Tennessee – 10.0%; 
Florida – 5.4% and Texas – 4.0%. 


In certain instances, sound recording industry centers may specialize in particular music genres. Th e sound 
recording industry in Tennessee, for example, has long been associated with country music while sound 
recording centers in Florida and Texas increasingly emphasize Spanish language music. In this analysis, 
it is assumed that absent piracy, legitimate sound production would increase in those geographic regions 
that already specialize in the production of sound recordings. However, if piracy were eliminated, other 
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regions that already specialize in particular music genres would also see growth in their production of sound 
recordings in those genres. For these reasons, the fi nal multipliers used to analyze the sound recording 
production and distribution industries in NAICS 5122 include multipliers for both the major production 
states of California and New York and for the states of Tennessee, Florida and Texas where the sound 
recording industries are both smaller and more genre-specifi c. 


Five categories of multiplier were acquired from the Bureau of Economic Analysis in order to analyze the 
eff ects of piracy in NAICS 5122. Th e three Final Demand multipliers related to output, earnings (of workers) 
and employment. Th e two Direct Eff ect multipliers also related to earnings (of workers) and employment. 
Th ese multipliers were specifi c to both NAICS 5122 and to the states of California and New York. As noted 
above, the actual multipliers that were used in the analysis of NAICS 51122 are shown in Table 4.


MULTIPLIERS FOR U.S. SOUND RECORDING RETAIL TRADE


As noted previously, sound recording piracy aff ects other U.S. industries in addition to the industries that 
are classifi ed in NAICS 5122. In particular, U.S. retailers of music CDs and of legitimate downloads face 
reduced sales and lower profi ts as a result of pirate activities that occur in the United States. However, the 
inter-industry relationships that aff ect these industries diff er from the inter-industry relationships that exist 
in the sound recording industry itself. As a result, the multipliers that apply to the retailing of recorded music 
should also diff er from the multipliers that were calculated for NAICS 5122. In this study, the economic 
aff ects of piracy on U.S. sound recording retailers are measured using multipliers for U.S. retail trade (NAICS 
44-45). 


In this study, the fi ve multipliers used to assess the eff ects of music piracy on U.S. retailers were obtained for 
eight U.S. states. Th ese states were: California, New York, Texas, Ohio, Pennsylvania, Illinois, Florida and 
New Jersey. In the US, the industries that sell music CDs directly to consumers are far less geographically 
concentrated than the industries that produce and distribute sound recordings.  Nevertheless, all states are 
not equal even with regard to CD sales and. In 2002, the U.S. Census Bureau calculated state-by-state fi gures 
for the number of U.S. establishments and paid employees in NAICS 45122 – Prerecorded Tape, Compact 
Disk and Record Stores. For both establishments and employment, eight states were responsible for 49.1% 
of the U.S. totals within this industry.17  Th ose states were the eight states shown in Table 5.  In this study, it 
is assumed that the retail industry multipliers for these eight states appropriately and reasonably capture the 
economic relationships that exist for the U.S. sound recording retail sector as a whole.


Institute for Policy Innovation: Policy Report #188                         Th e True Cost of Sound Recording Piracy to the U.S. Economy23







Institute for Policy Innovation: Policy Report #188                         Th e True Cost of Sound Recording Piracy to the U.S. Economy


APPENDIX C — REFERENCES FOR TAX CALCULATIONS


Th e principal calculations that support the estimates of lost taxes that are set forth in this report are reported 
in the text at Tables 8A and 8B. Th ose calculations refl ect the application of estimated tax rates to the 
employee earnings loss estimates that were derived elsewhere in this report. Th is Appendix provides the 
supporting calculations that were used to determine the appropriate tax rates for use in these estimates. 


Table C-1 provides the calculations used to determine the average tax rates to be applied to the employee 
compensation and corporate profi ts that are lost as a result of sound recording piracy. Th ese calculations 
rely on U.S. National Accounts data. For personal income taxes, the total amount of personal current taxes 
reported for the economy is divided by total U.S. Personal Income. Th ese calculations suggest an average 
personal income tax rate of 10.8%. 


In Table C-1, for corporate income taxes, the total amount of U.S. taxes on corporate income is divided by 
both corporate profi ts and “U.S. Other Gross Operating Surplus” or “GOS.” Th is calculation is required 
because national estimates of corporate profi ts are not, to our knowledge, broken out by specifi c industries. 
By contrast, the Bureau of Economic Analysis does provide data on Other GOS fi gures for individual 
industries. Th is derived tax rate is then applied to the Other GOS values reported for NAICS 512, the U.S. 
Motion Picture and Sound Recording Industries combined. Subsequently, (in Table 8B) these calculations 
are then adjusted to refl ect tax payments solely from sound recording industry fi rms. 


Th e supporting calculations that refl ect the Other GOS values for NAICS 512 are reported in Table C-2. 
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TABLE C-1 SUPPORTING CALCULATIONS FOR PRODUCTION TAXES


I. Tax Rates on Personal Income:


2004
($ Billions)


2004
($ Billions)


U.S. Disposable Personal Income $8,664.2


Plus Personal Current Taxes $1,049.1


Equals U.S. Personal Income $9,713.3


Compensation of Employees $6,687.6


Proprietors’ Income $889.6


Rental Income $134.2


Personal Income Receipts/Assets $1,396.5


Personal Current Transfers $1,427.5


Less Contrib. Govern. Social Insurance $(822.2)


Equals U.S. Personal Income $9,713.2 $9,713.2


Pers. Cur. Tax/Pers. Income 10.8%


II. Tax Rates on Corporate Income:


2004
($ Billions)


U.S. Corporate Profi ts with Adjustments $1,161.5


Taxes on Corporate Income $271.1


Corporate Income Taxes/Corporate Profi ts 23.3%


U.S. Other GOS (Corporate) $1,822.9


Taxes on Corporate IncomeTaxes on Corporate IncomeT $271.1


Corporate Income Taxes/U.S. other GOS (Corporate) 14.9%


Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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TABLE C-2 SUPPORTING CALCULATIONS FOR PRODUCTION TAXES


U.S. Economy 
As a Whole
($ Billions)


NAICS 512 a


Movies and 
Records


($ Millions)


Output: $21,346.0 $94,100.0


Equals Value Added: $11,734.3 $47,300.0


Employee Compensation $6,693.4 $23,100.0


Taxes on Production +
Imports less Subsidies $809.4 $1,100.0


Gross Operating Surplus $4,231.5 $23,100.0


Plus Intermediate Inputs $9,611.8 $46,800.0


Tax on Prod./Employee Compensation 12.1% 4.8%


Gross Operating Surplus: $4,231.5 $23,130.0


Current Surplus Gov. Enterprises $(3.0) —


Consumption of Fixed Capital $461.9 —


Business Current Transfer Payment $91.1 $149.0


Other GOS (Corporate) a $1,822.9 $12,028.0


Other GOS (Non-Corporate) $1,858.6 $10,953.0


Sub-Total $4,231.5 $23,130.0


Corporate Income Tax ($271.1 B)/Other GOS (Corp.) 14.9%


a  Other GOS (Corporate) includes corporate profi ts before tax plus corporate net interest and miscel-a  Other GOS (Corporate) includes corporate profi ts before tax plus corporate net interest and miscel-a
laneous payments and adjustments.


Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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ENDNOTES


1.   http://nbcumv.com/corporate/Engines_of_Growth.pdf 
2.    Siwek, Stephen, E., Th e True Cost of Motion Picture Piracy to the U.S. Economy, Institute for Policy Innovation, Policy Report 186, September 2006. 
3.    In the RIMS II model, the U.S. Bureau of Economic Analysis does not publish multipliers for sound recording industries at the fi ve digit or six digit levels. 
4.    See Executive Offi  ce of the President, Offi  ce of Management and Budget, North American Industry Classifi cation System: United States 2002, National Technical 


Information Service and Bernan, a Division of Th e Klaus Organization Ltd., page 662. 
5.    U.S. Census Bureau, 2005 Service Annual Survey, Table 3.0.1. 
6.   U.S. Census Bureau, Statistics of U.S. Businesses: 2004, U.S., Sound recording industries. 
7.   U.S. Census Bureau, 2005 Service Annual Survey, Table 3.2.5. 
8.   U.S. Census Bureau, 2005 Service Annual Survey, Table 3.2.5. 
9.   IFPI, 2006 Global Recording Industry in Numbers, page 26.
10.  Th e piracy rate (or level) is measured as a percentage of total (legitimate and pirate) unit sales. 
11.  For example in U.K., 45% of counterfeit CD purchasers would “defi nitely” purchase legitimate titles if counterfeit CDs were unavailable while 69% of 


counterfeit CD purchasers would “defi nitely” or “probably have bought” such titles.  See:  BPI Market Information, No. 274, August 25, 2006, page 4.
12. Table A-1, A-2. 
13. See International Intellectual Property Alliance, 2006 Special 301: Methodology, page 5. 
14. IFPI, 2006 Global Industry in Numbers, “Th e key fi gures in 2005,” page 9. 
15.  A number of academic studies have attempted to estimate the impact that fi le sharing has had on sound recording sales. Th e specifi c estimate of 20% is taken 


from Pietz, M. and Waelbroeck, P., Th e Eff ect of Internet Piracy on Music Sales: Cross Section Evidence, Review of Economic Research on Copyright Issues, 2004, 
vol. 1(2), pp 78.


16.  Based on confi dential survey data, it appears that many consumers of pirated sound recordings also purchase signifi cant quantities of legitimate sound 
recordings.


17.  3,431 out of 6,987 establishments and 30,742 out of 62,647 employees in NAICS 45122 were located in the eight states listed above.
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One constant theme of the consumer rights movement is that 
firms should make full disclosure of the terms on which they 
sell their wares. That theme is central to understanding H.R. 
1201, the “Digital Media Consumers’ Rights Act of 2005.”  


The problem is that H.R. 1201 itself doesn’t engage in full 
disclosure when it claims to address “mislabeled copy-
protected music” and “other purposes.”  It turns out that those 
unnamed purposes are no small add-on, but could eviscerate 
the already inadequate protection that federal law provides 
against copyright piracy. 


PIRACY, PIRACY EVERYWHERE.  
As is well known today, copyright piracy is rampant. The 
source of the problem is easy to identify, but hard to solve. It  
is so cheap, and so tempting, to make copies of protected mu-
sic that millions do it, with scarcely a tinge of guilt or regret. 
There is at present no effective remedy against these systematic 
violations, which probably amount to a healthy majority of all 
copies made today of copyrighted works.  


But there are two legal approaches to this problem that have 
had at least some role in stemming the piracy tide.  


THE ROLE OF SECONDARY LIABILITY.  
In copyright law there are the twin doctrines of secondary  
liability. One deals with deliberate inducement of copyright 
violation; the second tackles contributory infringement. Both 
doctrines start from the common premise that it is very costly 
for copyright owners to attack countless acts of copyright   
piracy on a case-by-case basis.  


The use of inducement and contribution in tandem generally 
allows the copyright holder some challenge to any third party 
whose activities either purposively induces or substantially   
contributes to mass copyright infringement.  


The unassailable logic behind these two doctrines is that one 
action against a key third party might stop multiple individual 
acts of infringement. The recent Grokster decision was, in the 
end, won on a purposive inducement theory when it was 
shown that Grokster had orchestrated huge peer-to-peer ex-
changes to facilitate illegal copying from which it gained, indi-
rectly, advertising revenues. 


IS THERE AN INTENT TO INFRINGE?   
Inducement, an intentional tort, is generally easy to defend. 
The contribution side of the equation is more difficult to deal 
with because there are all sorts of technologies that contribute 
to copyright infringement, for which this form of secondary 
liability looks inappropriate.  


This level of piracy could not take place without the Internet, 
and yet we don’t hold liable all companies that supply the 
equipment and services that make the Web hum. The simple 
explanation is that this blunderbuss approach would cut too 
deeply into legitimate activities.  


The Supreme Court, in its 1984 Betamax decision, set the 
initial balance strongly in favor of device producers when it 
held that Sony Corporation did not infringe with its Betamax 
technology so long as it was “capable of a substantial nonin-
fringing use.”  There are genuine differences of opinion as to 
whether this test is a bit too forgiving to hardware producers or 
whether it has it about right. I have not heard anyone say that 
it is too tough on contributory infringers.  


In the Grokster situation, there is no reason to chase after any 
supplier or servers when the obvious target was Grokster, an 
intentional wrongdoer. So the law here is best understood as 
resting in an unhappy but not indefensible place. 


IS THERE DIRECT INFRINGEMENT?   
The second line of defense of copyrighted material is found in 
the 1998 Digital Millennium Copyright Act. Rather than 
punish acts of copyright infringement directly, the DMCA 
targets those individuals who take steps that “circumvent a 
technological measure that effectively controls access to a 
[copyrighted] work.” (Copyright Act, § 1201 (a)). It then 
backs up that provision with an additional prohibition that 
makes it illegal for any person to “manufacture, import . . . or 
otherwise traffic” in such technologies. (CA § 1201(a)). This 
one/two punch backstops the Copyright Law by making it 
illegal for anyone to take actions that either disable encryption 
devices, or provide equipment that allow others to do so.  


Other provisions of the DMCA create narrow exceptions such 
as the exception to allow reverse engineering to ensure interop-
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erability of software programs, though even this exception can 
be precluded by end user license agreements. 


WHY FIX WHAT ISN’T BROKEN?  
So if there isn’t much of a case for law reform in either of these 
two areas, why is the deceptively labeled Consumers’ Rights 
Act so troublesome? Hidden at the end of the bill are two short 
provisions that are intended to amend section 1201(c) of the 
Act. The first of these picks up in Subsection 1, by adding this 
caveat: “and it is not a violation of this section to circumvent a 
technological measure in order to obtain access to the work for 
purposes of making noninfringing use of the work.”   


The second change, which is added at the end of § 1201(c), 
reads in its entirety:  “(5) Except in instances of direct infringe-
ment, it shall not be a violation of the Copyright Act to manu-
facture or distribute a hardware or software product capable of 
substantial noninfringing uses.” 


BIG CHANGES FROM SMALL PRINT.  
At one level these two provisions look to be the soul of inno-
cence. Who could possibly object to anyone who wants to gain 
greater access to copyright materials for the purposes of making 
suitable “noninfringing uses”?   


But means as well as ends matter in the constant struggle to 
deal with copyright piracy. In looking at the structural prob-
lem, the key question is just how much noninfringing use is 
there relative to the torrent of illegal copying.  In answering this 
question, it’s not appropriate to look at the issue of interopera-
bility, because that has already been dealt with first by the 
DMCA and second by the standard end user licenses. So it is 
not likely that there is much fair use to worry about.  


Once the first of these two provisions is in place, then someone 
can circumvent the device for the appropriate purpose. But 
unfortunately H.R. 1201 does not say one word about how the 
circumvention in question will be limited just to those cases. 
Nor does it indicate what penalties will be given to individuals 
who first circumvent for fair use and then proceed, as is likely 
to be the norm, to circumvent for all other purposes. So if 
equipment can be sold for good purposes, then it can be used for 
bad ones, and the DMCA has lost its teeth. It is not too much to 
say that this stealth provision, which is never referred to in the 
findings of the act could work  a comprehensive repeal of the 
DMCA. Much too much is lost, and very little is gained. 


New Subsection (5) fares no better, and indeed if anything it 
looks worse. As written, it says that manufacturing or distribut-
ing a hardware or software product—what other kinds are 
there?—capable of a noninfringing use it is not a violation of 
the copyright. The only exception is in cases of direct infringe-
ment, which is of course not what manufacturers and distribu-
tors do anyhow.  


SO JUST WHAT DOES IT DO?   
If the section only means to say that actions for contributory 
infringement cannot be brought for devices capable of nonin-
fringing uses, then it is just a statutory codification of the    


Betamax rule. Thus read, I would oppose it, because there is 
enough unhappiness with the rule that we should allow for 
some case law that contracts its scope in some future case. 


But in fact it looks as though this provision may have more 
bite, although one cannot be sure. Grokster was of course capa-
ble of noninfringing uses, and yet it was shut down on the pur-
posive inducement theory. New Subsection (5) purports to say 
that it is no violation of the Copyright Act period to distribute 
hardware or software that has that power.  


The purposive inducement theory is a Copyright Act theory, 
so it looks as though the decision would give the same protec-
tion for purposive inducement that it gives for contributory 
infringement cases. If so, then Grokster is history.  


It is the worst form of lawmaking to insert as an addendum to 
an Act that looks as though it is directed at consumer fraud a 
provision that could overturn a unanimous decision of the  
Supreme Court. We need full legislative disclosure. 


CONCLUSION.  
Both provisions should be stripped from H.R. 1201 and pre-
sented separately and debated on their own merits.  


Next, its sponsors ought to explain more clearly what this bill 
does and why it is needed. Once that is done, I don’t think 
that these provisions are likely to have much of a chance. The 
current case law under the DMCA and the Copyright Act is 
not ideal, but it is certainly more nuanced and sensible than 
this provision.  


The problem in this area is that we have too much piracy, not 
too much piracy prevention. Any reexamination of this issue 
should start from a clear knowledge of where the greatest dan-
gers lie. If so, these two provisions should be allowed to die a 
quick and merciful death. 
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A p u b l i c a t i o n  o f  t h e  I P I  C E N T E R  F O R  T E C H N O L O G Y F R E E D O M April 11, 2007


Th e idea of the “fair use” of a copyrighted work 
plays a prominent role in the current discussions of 
the scope of copyright, particularly on the part of 
opponents to legislation such as the Digital Millen-
nium Copyright Act.


But there is a vast misunderstanding of what fair 
use really is. From the very start, fair use has not 
been something defi nite, but instead shorthand 
for a very complex doctrine representing a large 
number of cases, much like “free speech” or “pri-
vacy.” Justice Story’s 1841 decision in what may 
be the very fi rst fair use case1 begins “Th is is one 
of those intricate and embarrassing questions, aris-
ing in the administration of civil justice, in which 
it is not, from the peculiar nature and character of 


the controversy, easy to arrive at any satisfactory 
conclusion, or to lay down any general principles 
applicable to all cases.”


Even experienced copyright law judges have termed 
the doctrine “the most troublesome in the whole 
law of copyright” and have advised against resorting 
to it unless it is necessary.2


For that reason, those claiming that “fair use is 
hurt” by particular legislation, litigation, or tech-
nology need to say what they mean when they talk 
about fair use, identifying the types of use that will 
be aff ected and justifying why that use is fair. With-
out doing that, it is impossible for those proposing 
legislation to try to meaningfully consider fair use.


WHAT’S “FAIR”?
WHY THOSE CONCERNED ABOUT COPYRIGHT


FAIR USE NEED TO SAY WHAT THEY MEAN
by Lee A. Hollaar, Ph.D.


Synopsis: While many people in the copyright debate talk about “fair use,” they seldom say 
which uses are of concern. But without specifi cs, it is hard to provide balanced exceptions to 
copyright protection. Congress should codify “fair use of necessity” and many instances of “eco-
nomic fair use” so that people will know what is allowed, while reserving fair use primarily for 
the “transformative” or “productive” uses that refl ect the goal of copyright.
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NONINFRINGING, PERMISSIBLE, AND FAIR USES


Th e Copyright Act of 1976 gives copyright owners 
broad rights to their works. Unless there is some 
exception in the statutes, it is an infringement not 
only to reproduce the work, but also to distribute 
it, adapt it to another form, and perform or dis-
play it publicly.3 But while the rights granted are 
broad, there are still uses that are not infringing. 
You can sing copyrighted songs in the shower be-
cause it is not a public performance, or at least not 
intended to be, and nonpublic performances or 
displays are not included in the grant of rights to 
the copyright owner.


Permissible Uses. Congress has also stated a wide 
variety of exceptions in the copyright statutes.4
Th ese are not “fair uses,” but rather permissible uses, 
and include:


 •   Reproductions in certain cases by libraries and 
archives. (Section 108.)


 •   Th e redistribution, with exceptions for sound re-
cordings and computer software, of lawfully-made 
copies by the owner of the copy. (Section 109.)


 •   Performance or display of works in a class, 
church service, governmental body, or agricul-
tural organization. (Section 110.)


 •   Playing a radio in a public section of a business. 
(Section 110(5).)


 •   Making copies or adapting computer software as 
needed to run on a machine, and making archive 
copies of computer software. (Section 117.)


 •   Taking pictures of an architectural work from a 
public place. (Section 120.)


Each of these exceptions per-
tain to particular classes of 
copyrighted works and have 
specifi c conditions that must 
be met. (Some read like the 
tax code.) And some limit oth-
er permissible activities. For 
example, Section 117, which 
permits adaptations of com-
puter software, requires that 
the copyright owner authorize 
any transfers of the adapta-
tions, contrary to the general 
“fi rst sale” provisions of Sec-
tion 109.


“Fair Use.” But Congress 
could not write every excep-


tion into the statutes, and even if it could, that 
would result in a law that was too confi ning. So, it 
put in a “safety valve” provision that provides a de-
fense to copyright infringement based on a court’s 
evaluation of four factors.5 But in setting down those 
factors, Congress noted that:


Although the courts have considered and 
ruled upon the fair use doctrine over and 
over again, no real defi nition of the concept 
has ever emerged. Indeed, since the doctrine 
is an equitable rule of reason, no generally 
applicable defi nition is possible, and each 
case raising the question must be decided 
on its own facts. On the other hand, the 
courts have evolved a set of criteria which, 
though in no case defi nitive or determina-
tive, provide some gauge for balancing the 
equities. Th ese criteria have been stated in 
various ways, but essentially they can all be 
reduced to the four standards which have 
been adopted in section 107.6


Th e four factors, along with a short indication of 
their nature, are:


 •   Th e purpose and character of the use, includ-
ing whether such use is of a commercial nature 
or is for nonprofi t educational purposes. “Th e 
crux of the profi t/nonprofi t distinction is not 
whether the sole motive of the use is monetary 
gain but whether the user stands to profi t from 
exploitation of the copyrighted material with-
out paying the customary price.”7


2







 •   Th e nature of the copyrighted work. “In gen-
eral, fair use is more likely to be found in factual 
works than in fi ctional works.”8


 •   Th e amount and substantiality of the portion 
used in relation to the copyrighted work as a 
whole. “Th ere are no absolute rules as to how 
much of a copyrighted work may be copied and 
still be considered a fair use. In some instances, 
copying a work wholesale has been held to be fair 
use, while in other cases taking only a tiny por-
tion of the original work has been held unfair.”9


 •   Th e eff ect of the use upon the potential market 
for or value of the copyrighted work. Th is has 
been characterized as “undoubtedly the single 
most important element of fair use.”10


Each of the four factors listed above must be con-
sidered in determining fair use, but all four fac-
tors need not be met, nor must all four factors be 
weighted equally by the court. Often, the fi rst two 
factors color the consideration of the others.


GOING BEYOND “TRANSFORMATIVE” USE


Originally, fair use was restricted to “productive” or 
“transformative” uses – those where a new work is 
created using a small portion of a previous work. In 
its last word on fair use, the Supreme Court noted 
the special nature of transformative works.


Th e enquiry here may be guided by the 
examples given in the preamble to Section 
107, looking to whether the use is for criti-
cism, or comment, or news reporting, and 
the like. Th e central purpose of this inves-
tigation is to see, in Justice Story’s words, 
whether the new work merely “supersedes 
the objects” of the original creation, or in-
stead adds something new, with a further 
purpose or diff erent character, altering the 
fi rst with new expression, meaning, or mes-
sage; it asks, in other words, whether and 
to what extent the new work is “transfor-
mative.” Although such transformative use 
is not absolutely necessary for a fi nding of 
fair use, the goal of copyright, to promote 
science and the arts, is generally furthered 
by the creation of transformative works. 
Such works thus lie at the heart of the fair 
use doctrine’s guarantee of breathing space 
within the confi nes of copyright, and the 


more transformative the new work, the less 
will be the signifi cance of other factors, like 
commercialism, that may weigh against a 
fi nding of fair use.11


Economic Fair Use. Court decisions have started 
to fi nd fair use when the entire work has been 
copied with little or no change, often based on an 
economic justifi cation. In its Betamax decision,Betamax decision,Betamax 12


the Supreme Court found that recording copy-
righted TV shows for playback shortly after they 
were broadcast was a fair use. Th e fundamental 
diff erence between the opinion and the dissent 
was whether a work had to be transformative for 
it to be a fair use or not. Th e Court found that the 
complete copying, without change, of a broadcast 
television program for playback soon after it was 
recorded was a fair use, even though it was not 
transformative, because there was little or no harm 
to the copyright owners.13


In fact, the Court noted the district court’s deter-
mination that “It is not implausible that benefi ts 
could also accrue to plaintiff s, broadcasters, and ad-
vertisers, as the Betamax makes it possible for more 
persons to view their broadcasts.”14 But to avoid 
commercials with the Betamax recorder at issue, 
you had to either pause the recording or fast-for-
ward over the recorded commercial. Both required 
viewing the commercial, perhaps with more con-
centration than when watching live TV so that the 
start of the next program segment was not missed. 
Since fair use determinations are very fact-specifi c, 
it is not clear whether the Betamax determination Betamax determination Betamax
would hold for a recorder that automatically skips 
commercials. Certainly, it could no longer be said 
that benefi ts would accrue to the advertisers who are 
paying for the programming but whose commer-
cials would not be seen.


Fair Use Of Necessity. In addition to “transforma-
tive fair use” and “economic fair use,” there can 
be “fair use of necessity,” particularly for works in 
digital form. Intermediate copies are made when 
the work is read from a disk into the computer’s 
memory so that it can be executed or be used as 
data by an executing program. Other intermedi-
ate copies are made in buff ers as the work is being 
sent and received on a network, and in the memory 
of the routers that are used to pass the informa-
tion along the network. Th e world of digital works 
encompasses countless intermediate copies as the 
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works are being seen, heard, or used. Congress 
recognized the need for making such copies when 
running a computer program,15 but not for digital 
works in general. Because those intermediate copies 
would violate the reproduction right,16 and because 
they are not addressed in a statutory permissible 
use, the only legal justifi cation for such necessary 
copying is fair use.


When faced with the need to create an intermediate 
copy through disassembly of a computer program 
so that unprotected aspects of the program could be 
studied, two appellate courts found that the techni-
cal necessity of making the copies supports a fi nding 
of fair use.17


FAIR TODAY, UNFAIR TOMORROW


But when fair use is based on economic consider-
ations, what is a fair use can change when the un-
derlying economic factors change.


In Williams & Wilkins v. U.S.,18 the court found 
that the copying of medical articles by government 
libraries was a fair use, in part because of the diffi  -
culty in paying royalties to copyright owners when-
ever a copy is made. Th e court doubted that a viable 
license system “can be created without legislation,” 
and Congress didn’t seem inclined to create a new 


compulsory licensing scheme. But four years later, 
publishers and others established the Copyright 
Clearance Center19 to provide a convenient way for 
those copying journal articles to pay a royalty, either 
on a per-copy basis or under a blanket license. So 
when the question of copying of articles was before 
a court again, the copying was no longer a fair use.


Th ough the publishers still have not estab-
lished a conventional market for the direct 
sale and distribution of individual articles, 
they have created, primarily through the 
CCC, a workable market for institutional 
users to obtain licenses for the right to pro-
duce their own copies of individual articles 
via photocopying. ... [I]t is not unsound 
to conclude that the right to seek payment 
for a particular use tends to become legally 
cognizable under the fourth fair use factor 
when the means for paying for such a use is 
made easier. Th is notion is not inherently 
troubling: it is sensible that a particular 
unauthorized use should be considered 
“more fair” when there is no ready market 
or means to pay for the use, while such an 
unauthorized use should be considered “less 
fair” when there is a ready market or means 
to pay for the use.20


In other words, as 
transaction costs get 
lower and licensing 
becomes more conve-
nient, non-transforma-
tive fair uses shrink.


Many people discuss-
ing the Betamax deci-Betamax deci-Betamax
sion forget the fact-
specifi c nature of fair 
use determinations, 
and read it as a general 
condoning of “time-
shifting,” the viewing 
of a television program 
some time after it 
was broadcast. Th at is 
clearly not the case.21
Some even stretch the 
decision to claim a 
general right not only 
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to “time-shift,” but also to “space-shift.” Each new 
technology or changes in the market require a new 
evaluation of whether a use remains fair.


FAIR USE IS NOT CONVENIENT USE


Many people concerned with “restrictions on fair 
use” confuse fair use with convenience. But as the 
Second Circuit, a leading court with respect for fair 
use because of the many cases coming from the mu-
sic and publishing industries in New York, noted:


Th e Appellants have provided no support 
for their premise that fair use of DVD mov-
ies is constitutionally required to be made 
by copying the original work in its original 
format. Th eir examples 
of the fair uses that they 
believe others will be pre-
vented from making all 
involve copying in a digital 
format those portions of 
a DVD movie amenable 
to fair use, a copying that 
would enable the fair user 
to manipulate the digitally 
copied portions. One ex-
ample is that of a school 
child who wishes to copy 
images from a DVD movie 
to insert into the student’s 
documentary fi lm. We 
know of no authority for 
the proposition that fair 
use, as protected by the 
Copyright Act, much less 
the Constitution, guaran-
tees copying by the opti-
mum method or in the identical format of 
the original. ... Fair use has never been held 
to be a guarantee of access to copyrighted 
material in order to copy it by the fair user’s 
preferred technique or in the format of the 
original.22


Very few digital rights management systems pre-
vent transformative fair use of a work, such as 
including quotes from a work in a criticism, com-
ment, or news report. An authorized user can cer-
tainly read or watch the work (after all, that is the 
purpose for having the work) and can transcribe 
text from the work into the new, productive work, 
not much diff erent from including something 


that you found in a library book. It may not be as 
convenient as pointing, clicking, and pasting, and 
it might not have the same quality as from digital 
copying, but that shouldn’t lessen its transformative 
or productive expression.


ADDRESSING FAIR USE


People still criticize the Digital Millennium Copy-
right Act (DMCA) anticircumvention provisions,23
other proposed legislation, or digital rights manage-
ment systems as restricting or eliminating “fair use.” 
But they seldom identify the particular fair use of 
concern or indicate whether they are talking about 
transformative fair use, economic fair use, or fair use 


of necessity. Without knowing the nature of the fair 
use allegedly being hurt, it is impossible to assess 
whether their argument is valid or whether there are 
alternatives to lessen the impact of the restriction.


Too often, such arguments are made instead to try 
to piggyback some activity that people will recog-
nize as improper, such as the copying of an entire 
movie, by arguing for something reasonable, like 
allowing a fi lm critic to include snippets of a movie 
in a review.


Change a Fair Use To a Permissible Use. In the 
last Congress, Rep. Lofgren’s H.R. 4536 proposed 
adding a new permissible use to the copyright stat-
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utes, addressing digital works much as Section 117 
addresses computer programs, as well as extend-
ing the “fi rst sale” doctrine of Section 109 to cover 
digital works.24 Th ere are problems with what she 
proposes,25 but at least it was a starting point in re-
moving technical necessities from fair use.26


Her proposal shows the advantages of changing 
to a permissible use by requiring certain things to 
qualify for the exception. For example, her “digital 
fi rst sale” required that the seller not retain a copy 
of the work after the sale, giving the public clear 
bounds on what is 
permissible and what 
isn’t, although it isn’t 
clear how that can be 
assured.


Th is is far better than 
justifying such activity 
under fair use, since 
unintended conse-
quences can result 
from the interplay of 
fair use and the other 
exceptions in the copy-
right statutes. Th e 
Copyright Offi  ce has 
noted that because of 
the language of sec-
tions 107 and 109, 
“It appears that the 
language of the Copy-
right Act could lead 
a court to conclude 
that, by operation of 
section 109, copies of works made lawfully under 
the fair use doctrine may be freely distributed.”27 In 
other words, if a recording of a television program is 
made because it is a fair use time-shifting under the 
Betamax decision, it might then be legally rented or Betamax decision, it might then be legally rented or Betamax
sold under the fi rst sale rules.


Or Change the Economics Of Use. For some 
uses, legislation may not be necessary, as we saw 
in the development of the Copyright Clearance 
Center, and how it addressed copying of journal 
articles by researchers.


For example, the concern about a fi lm critic not 
being able to copy scenes of a movie into a review, 


or instructor in a fi lm class not being able to create 
a compilation disk of scenes for students, is often 
used to show of how the DMCA and the protection 
mechanism for DVDs blocks fair use.28 But these 
are more restrictions on convenience, not on com-
menting on a movie or showing it to students. And 
convenience is not a part of fair use analysis.


To address such examples, as well as the parody or 
satirical movie trailers – such as “Brokeback to the 
Future” – that are clearly transformative uses of a 


minimal part of a movie, the movie industry might 
follow the Copyright Clearance Center example and 
establish an organization that would provide clips 
of movies that could be used for such purposes, at a 
nominal royalty or perhaps gratis in some instances.


While this is not a solution that would have met the 
requirement of the Lofgren bill “to make publicly 
available the necessary means to make such nonin-
fringing use without additional cost or burden,” it 
may provide a more attractive solution because it 
can limit misuse. Th e clips could be digitally water-
marked so that any unauthorized copies could be 
traced back to their source. Th is would also prevent 
the assembling of a complete copy of a movie from 
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“fair use” snippets, since it would raise questions 
when there was a request for an uninteresting por-
tion of a movie.


And it would make it much harder for a person 
to make a fair use argument for copying a movie 
or traffi  cking in a tool that decrypts movies, since 
there would now be a market solution for getting 
movie clips being circumvented by the purported 
“fair use.”


CONCLUSION


“Fair use” is a term tossed about in most copyright 
discussions today, but those using it seldom iden-
tify a particular use or indicate whether they are 
talking about transformative fair use, economic 
fair use, or fair use of necessity. Without knowing 
the nature of the fair use allegedly being hurt, it is 
impossible to assess whether their arguments are 
valid or whether there are alternatives to lessen the 
impact of the restrictions.


Th ose concerned about copyright “fair use” need to 
say what they mean, or else no meaningful discus-
sion can take place and no solution to their con-
cerns can be found.
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A p u b l i c a t i o n  o f  t h e  I P I  C E N T E R  F O R  T E C H N O L O G Y F R E E D O M April 3, 2008


In the near-decade since Congress passed the Digital 
Millennium Copyright Act (DMCA),1 none of the 
dire predictions of its opponents have come to pass.2 
But that hasn’t stopped Rep. Rick Boucher (D-VA-9) 
from introducing bills to address essentially nonex-
istent problems in a way that could undercut hard-
fought trade treaties important to businesses.3


In October 2002, Boucher included his DMCA 
attack as an “other purpose” of H.R. 5544, a bill 
touted as protecting consumers from rights-pro-
tected CDs that aren’t clearly labeled. He tried the 
same thing the next year in the 108th Congress, 
getting bill number 107 as a cute play on the sec-
tion of the copyright statute covering fair use (al-
though the bill had little to do with fair use), and 
in the 109th Congress, this time getting bill num-
ber 1201, this time as a play on the section of the 
DMCA that he tries to repeal by making it a subset 
of another section.


This Congress, Boucher has dropped the pretext of 
protecting consumers from rights-protected media, 
perhaps because he has realized that it hasn’t been 
the problem DRM-haters felt it would be.


Boucher has again been able to get his clever bill 
number, H.R. 1201, and this year coupled it with 
an equally clever title – the “Freedom and Inno-
vation Revitalizing U.S. Entrepreneurship Act of 
2007” (or “FAIR USE Act”). But the act has little 
to do with “freedom,” “innovation,” “revitalizing 
entrepreneurship,” or even “fair use” as tradition-
ally viewed.


Statutory DamageS for ConSumerS, not 
InDuCerS or ContrIbutorS


The first of the bill’s ways of “promoting freedom 
and innovation” is found in Sec. 2(a), which re-
mits (a nicer word than blocks) statutory damages 


StIll “baD”: a CrItIque of the lateSt attempt to gut the DmCa 
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Synopsis: Congressman Rick Boucher’s latest proposal to make significant changes to the Digital 
Millennium Copyright Act (DMCA) would make substantial and unwise changes to U.S. copy-
right law based on nonexistent problems, and would put the United States in violation of our 
trade treaties, all in order to relieve copyright infringers of legal liability. It’s still a bad idea.
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for those found to have materially contributed to 
copyright infringement, actively induced others to 
infringe, or have benefited from the infringement 
under their control (the three forms of secondary 
copyright infringement: contributory, inducement, 
and vicarious). This is called a “Statutory Damages 
Adjustment.” It certainly doesn’t reward the innova-
tion or entrepreneurship of the people whose copy-
rights are being infringed by the help of, and maybe 
the benefit of, those protected by this bill.


This is special-interest legislation of the worst kind, 
protecting those who encourage others to infringe 
copyrights, while ignoring the real problems with 
statutory damages in today’s world. The problem 
with statutory damages is not confined to second-
ary infringement, but is a poor fit for every aspect 
of “file sharing.”4 At the time the Copyright Act of 
1978 was being enacted, the most likely infringe-
ment, and the one most damaging, was of a small 
number of works with a large number of copies. 
There was an overhead associated with infringing 
each work, such as the setup costs of a printing 
run, and the effect of that overhead could be mini-
mized only by producing many infringing copies 
of one or a few works.


In contrast, there is little difference to an infringer 
between many downloads of a few works and a few 
downloads of many works. Today people making 
large collections of songs available to the world 
is the norm. But the consequences in terms of 
statutory damages of these two different models of 
infringement is dramatic, because statutory dam-
ages are measured by the number of works that are 
infringed, not the number of infringements.5 Statu-
tory damages run from $750 to $30,000 per work, 
and up to $150,000 per work if the infringement 
is willful. Even if the infringer had no reason to be-
lieve that he or she were infringing, the minimum 
statutory damages are $200 per work.6


Even the copyright owners recognize that this is a 
problem, and while they may sue someone “sharing” 
a thousand or more songs, they only claim infringe-
ment of a couple dozen, lest damages of $750 times 
a thousand repulse the courts into finding a way 
around such liability.


But the solution is not to give contributors and induc-
ers a free pass and continue the potentially-draconian 
penalties for their customers. That would be especially 


reprehensible in the case of some “file sharing” sys-
tems that may be tricking users into sharing a vast 
number of files,7 so that the users’ statutory damage 
liability can bankrupt them. Yet this bill would let a 
company that deliberately designs and distributes a 
system causing that undesired sharing avoid statutory 
damages completely.


Rather than take the approach of H.R. 1201, 
which protects only a special interest group (and 
thus ends their advocating for their customers 
who face the same problem because “they’ve got 
theirs”), Congress should revisit the statutory dam-
ages provision to make it workable in the era of 
people infringing a large number of works a few 
times each, while continuing to provide a deterrent 
to copyright infringement.


CoDIfyIng Supreme Court preCeDentS


It’s unfortunate that secondary liability was not 
codified in the Copyright Act of 1976, but was 
rather left to the courts. You are only sure of 
whether you are liable if you are “on all fours” with 
a Supreme Court decision. All the rest is guessing 
from dicta. But, again, this bill doesn’t do the job. 
Instead, it codifies only the Sony8 exception for sup-
plying a device:


No person shall be liable for copyright infringe-
ment based on the design, manufacture, or 
distribution of a hardware device or of a com-
ponent of the device if the device is capable of 
substantial, commercially significant nonin-
fringing use.


The copyright statutes provide many exceptions to 
infringement.9 These include:


•   Reproducing by libraries in certain circum-
stances (§108).


•   Performing or displaying a work in a class-
room or in a telecourse; a religious assembly; 
to benefit an educational, religious, or chari-
table organization if performers or promot-
ers are not being paid; in a public place if 
received on a TV or radio like those found in 
a home; by a government body or nonprofit 
agricultural or horticultural organization at 
a fair or exposition; by a store to promote 
the sales of the work; in transmissions to the 
blind; or by veterans or fraternal organiza-
tions if the public is not invited (§110).
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•   Making copies and adaptations of computer 
programs to use them on a machine and to 
archive them (§117).


•   Reproducing and distributing in specialized 
formats for the blind or other people with 
disabilities (§121).


All of these exceptions have very specific require-
ments (some reading like the tax code), or pertain 
only to certain types of works, but because of all 
these statutory exceptions (and fair use) in copy-
right law, it is hard to conceive of a hardware device 
for playback or reproduction that wouldn’t fall into 
at least one of the many exceptions, and therefore 
arguably be “capable of a substantial ... noninfring-
ing use.”


And wouldn’t any special interest love to have such 
an immunity from liability, regardless of the fore-
seeable consequences of their acts? They can build 
a business off the intellectual property of others, 
without any consequences. As Justice Kennedy 
noted about some “file sharing” systems during the 
Grokster oral arguments, what they


want to do is to say that unlawfully expropri-
ated property can be used by the owner of the 
instrumentality as part of the startup capital for 
his product. … just from an economic stand-
point and a legal standpoint, that sounds wrong 
to me.10


Of course that’s wrong, and yet that is what H.R. 
1201 would clearly encourage.


If the bill were really trying to codify Supreme 
Court precedent, rather than provide a free ride 
for manufacturers and distributors, it would also 
include liability for inducement of infringement 
based on the Supreme Court’s unanimous Grokster 
decision.11 As I noted in “Sony Revisited,”12 in Sony’s 
footnote 19 the Court said that Sony was not an 
intentional inducer, and so the decision has to be 
read as addressing the case where there is no in-
ducement. Grokster addressed the case when there 
is inducement. In a memorandum from Justice 
O’Connor, the swing vote in Sony, to Justice Black-
mun, at that time writing what was going to be the 
Court’s opinion in the case, she noted that the lead-
ing case on secondary liability


seems to indicate that there are two ways to 
engage in contributory infringement. First, one 


may induce the infringement. Second, one may 
materially contribute to the infringement. (Em-
phasis in the original.)


Rep. Boucher ignores the first of these in his pur-
ported attempt to codify Supreme Court decisions.


But since H.R. 1201 couldn’t blatantly say “design-
ers, manufacturers, and distributors shall not have 
any secondary liability for copyright infringement 
from their intentional conduct,” it may not provide 
the easy out from law suits its proponents crave. 
Does “distribution” cover product advertising or 
support that promotes infringement? In Aimster, 
Judge Posner found liability despite the Sony excep-
tion the bill tries to codify because


In explaining how to use the Aimster soft-
ware, the tutorial gives as its only examples of 
file sharing the sharing of copyrighted music, 
including copyrighted music that the record-
ing industry had notified Aimster was being 
infringed by Aimster’s users. The tutorial is the 
invitation to infringement that the Supreme 
Court found was missing in Sony.13


The bill’s language most likely will shift a secondary 
infringement claim to determining whether some-
thing is distribution or promotion, something that 
may not be resolvable at the summary judgment 
stage, instead requiring a full (and expensive) trial.


The revitalization of inducement liability by the 
Supreme Court rewards virtuous behavior and 
punishes acts that encourage infringement by 
others, viewed in light of the entire record and 
not isolated acts such as design, manufacture, or 
distribution. If the company has taken steps to 
stop or reduce the infringement of its customers, 
that is a strong indication that it is not inducing 
infringement. But if H.R. 1201 were viewed as 
taking inducement out of secondary liability for 
copyright infringement—as its proponents would 
like because, after all, why is there a need to codify 
Sony after more than three decades if not to cripple 
Grokster —we will go back to the actions a unani-
mous Supreme Court clearly condemned.


It’s been almost three years since Grokster. There is 
little to show that recognizing inducement liability 
has had a substantial effect on “freedom,” “innova-
tion,” or “entrepreneurship.” Other than to try to 
save some special interests from the consequences 
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of their intentional encouragement of copyright 
infringement, there is no reason not to codify 
inducement liability at the same time as contribu-
tory infringement.


CoDIfICatIon of exemptIonS by the
lIbrarIan of CongreSS


In Section 3(a) the bill tries another approach to 
provide its backers with a liability shield, this time 
for circumventing access control systems. It makes 
the current six three-year exemptions recently 
granted by the Librarian of Congress14 permanent. 
But as I previously noted in A Bad Trade,15 recent 
trade treaties such as CAFTA restrict the exemp-
tions that can be made to the anticircumvention 
legislation mandated for all parties to those treaties.


It’s not surprising that Rep. Boucher doesn’t mind 
creating problems with our trade treaties. After all, 
he was against CAFTA when it passed the House 
217-215. But that doesn’t explain the ten current 
Republican co-sponsors of H.R. 1201 who voted 
for CAFTA and yet seem willing to put it in jeop-
ardy with this bill.16


Even though the other parties to the treaties did not 
push for (and probably didn’t want) the DMCA 
provisions, they would certainly use the United 
States’ violation of the provision limiting DMCA 
exceptions against us if we were to press for their 
compliance of other provisions important to our 
industries. CAFTA and our other trade treaties 
have sections that specifically benefit electronic 
commerce, particularly in digital products. Their 
intellectual property sections not only required leg-
islation like the DMCA, but patent cooperation, 
trademark protection (including criminal penalties), 
dispute resolution for Internet domain names, stop-
ping counterfeit goods, and limited liability for ISPs. 
These are things that are important to innovators 
and entrepreneurs in the United States, and may be 
lost if this bill becomes law.


But even if codification of the current exemptions 
didn’t create a problem with the trade treaties, it 
is not a good idea to codify them. Looking at the 
history of the exemptions, we see that the language 
of both the exemptions in the first rulemaking was 
refined in the second rulemaking. And in the third 
rulemaking, two of the exemptions from the second 
rulemaking were revised, one was dropped com-
pletely, and three new ones were added. It should 


be clear that the rulemaking was never intended 
to be cast in stone (or statute), but to be refined as 
knowledge is gained about their effects.


But there is a problem with the current rulemaking 
system—it works on a fixed three-year cycle, so it 
can’t respond promptly to problems. Because the 
rulemaking takes about a year, an abuser can misuse 
a protection scheme for as long as four years.17 It 
would be far better if the rulemaking would be on-
going, both to address new problems and to correct 
problems with exemptions in force (as we have seen 
for most of them).


but WaIt, there’S more…


Having tried to justify his amendments to the 
DMCA by casting them as a simple codification of 
the current rules, in Section 3(b) of the bill Rep. 
Boucher goes on to add a new subparagraph18 
with six more broad exceptions to liability for cir-
cumvention to access, misleadingly called “Exten-
sion to Determinations of Librarian of Congress.” 
But unlike the careful work of the Copyright Of-
fice, this bill does not bother to determine if there 
is a real problem (rather than just something hypo-
thetical) and narrowly craft an exception to address 
only the real problems.


Like the codification of the current rulemaking, 
adoping the six new exceptions would most likely 
violate trade treaty obligations. And yet, in the 
almost-ten-year history of the DMCA, there is no 
record of any person held liable for any of the acts 
in this section. It hardly seems worth the risk.


The new exceptions are amazingly broad, certainly 
much broader than the balanced ones determined 
during the Copyright Office rulemaking proceed-
ings. Even the one that tries to look like fair use 
(“(v) an act of circumvention that is carried out to 
gain access to a work of substantial public interest 
solely for purposes of criticism, comment, news re-
porting, scholarship, or research”) ignores the statu-
tory four-factor balancing test. Instead, it quotes 
some of the examples that the fair use statute says 
are not infringement if the use is fair, none of 
which are automatically a fair use. If this bill passes, 
we’ll likely see lots of copies of movies that include 
a “This is really good” comment, claiming that it 
is criticism or commentary, to justify breaking the 
copy protection scheme.


Another new exception allows circumvention to 
put something on a home network. Its only limita-
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tion appears to apply only to things that “prevent 
uploading” (whatever that means), not circumvent-
ing the legitimate protection found on a DVD. And 
that limitation only applies to protection systems 
that only prevent “uploading to the Internet for 
mass, indiscriminate redistribution.” Presumably, you 
would get to circumvent any scheme that allows up-
loading as long as there is some discrimination in to 
whom you send the movies or songs.


Other exceptions go well beyond the fair use of 
a work. For example, it gives an absolute right to 
circumvent the protection mechanism of DVDs in 
order to make a compilation for classroom use. But 
that’s needed only for the convenience of the instruc-
tor, who could always play the desired parts of each 
movie on a regular DVD player, albeit with some 
delay as the scene is queued up. While that might 
require the help of a teaching assistant or multiple 
DVD players, it is clear that the DVD protection 
mechanism does not have to be circumvented to 
show movie scenes in a classroom. As one of the lead-
ing copyright courts, the Second Circuit, observed:


We know of no authority for the proposition that 
fair use, as protected by the Copyright Act, much 
less the Constitution, guarantees copying by the 
optimum method or in the identical format of 
the original. ... Fair use has never been held to be 
a guarantee of access to copyrighted material in 
order to copy it by the fair user’s preferred tech-
nique or in the format of the original.19


The new exceptions also confuse purpose and effect. 
The purpose of my circumventing a DVD protec-
tion may be to include it in a classroom compilation, 
which would be legal under the bill, but doesn’t also 
mean that I won’t later “share” it with the world.


only an IlluSory Safe harbor
for traffICkerS


But the circumventors given all these new exceptions 
from liability will have to be clever enough to do it 
all by themselves. Even with all these new carve-outs 
gutting who can be found liable for circumvention 
of a legitimate protection technique to access copy-
righted material, the bill does not provide the safe 
harbor against liability that the manufacturers and 
distributors of circumvention devices likely expect if 
the bill were to pass.


Sections 1201(a)(2) and (b) state the prohibition 
against manufacturing or providing circumvention 


technology or services, and neither are affected by 
this bill:


No person shall manufacture, import, offer to 
the public, provide, or otherwise traffic in any 
technology, product, service, device, compo-
nent, or part thereof, that– 
    (A) is primarily designed or produced for the 
purpose of circumventing a technological mea-
sure that effectively controls access to a work 
protected under this title;  
    (B) has only limited commercially significant 
purpose or use other than to circumvent a tech-
nological measure that effectively controls ac-
cess to a work protected under this title; or  
    (C) is marketed by that person or another 
acting in concert with that person with that 
person’s knowledge for use in circumventing a 
technological measure that effectively controls 
access to a work protected under this title.


Note that it does not provide any exception for 
devices that have legal as well as illegal purposes. As 
the Senate noted in its report on the DMCA:


Legislation prohibiting circumvention devices 
is not unprecedented. The Copyright Act in 
section 1002(c) already protects sound record-
ings and musical works by prohibiting devices 
which circumvent any program or circuit that 
implements a serial copy management system 
or similar system included in digital audio 
recording devices and digital audio interface 
devices. The Communications Act in section 
605(e)(4) prohibits devices that are “primarily 
of assistance in the unauthorized decryption of 
satellite cable programming.”20


In the case of the DMCA, as well as the two ex-
amples mentioned above, Congress determined 
that the harm of trafficking in devices that most 
likely would be used for illegal purposes warranted 
a complete ban on such devices. But because le-
gitimate devices or computer programs, such as 
a debugging program, could possibly be used to 
circumvent a protection scheme, Congress required 
that circumvention be a primary purpose of the de-
vice or computer program.


agaIn, IS It Worth It?


In A Bad Trade, looking at whether it was worth 
violating our trade treaties to address problems that 
are essentially hypothetical, I concluded that:
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H.R. 1201 should not be the mechanism for 
put ting the United States in violation of its 
trade agreements. If such a far-reaching decision 
is to be made, it should be after careful debate 
based on an understanding of the anticircum-
vention provisions. It should not happen by the 
passage of a misleading bill that repeals the pro-
visions through stealth.


Although that was a different H.R. 1201, the con-
clusion is the same. Changes to the DMCA (and 
other copyright provisions, such as statutory dam-
ages and secondary liability) should be made care-
fully, so as not to cause future problems just to give 
backers of the bill a free-ride from liability for their 
help with copyright infringement.


enDnoteS


1.     Pub. L. No. 105-304, 112 Stat. 2860, enacted October 28, 1998.
2.     As I noted in Mountains Out of Molehills: How Believing the Worst Makes 


Technologists Ineffective, And What They Can Do About It, IPI Issue Brief , 
April 26, 2007:


 The real “unintended consequence” of the EFF paper is to 
illustrate how little real harm the DMCA has caused. The first 
version of the paper, which covered the first three years under the 
DMCA, reported eighteen different episodes, or six per year. …
 The next year, six new episodes are noted, half of them people 
concerned about the DMCA even though nobody was actually 
threatening them. During year five, five new episodes are noted, 
including an ex-contractor sued for unauthorized access to a com-
pany’s computers and two students who broke open a college’s 
debit card reader. In years six and seven, nine new episodes are 
reported, or 4.5 per year, continuing the downward yearly trend 
despite the EFF trying to include anything even distantly related 
to the DMCA. At least half of those were businesses trying to use 
the DMCA in disputes with their competitors.


3.    I previously discussed this in A Bad Trade: Will Congress Unwittingly Repeal 
the Digital Millennium Copyright Act and Violate Our Trade Treaties?, IPI 
Issue Brief, June 23, 2006.


4.    This is not the only instance where the copyright statutes, which are based 
on physical objects (“tangible medium of expression”) are a poor fit with 
the digital world. See “Copyright Laws are a Bad Fit,” in my treatise Legal 
Protection of Digital Information. http://digital-law-online.info/lpdi1.0/
treatise30.html#secI.B.


5.    Statutory damages are “with respect to any one work.” 17 U.S.C. 504(c)(1). 
If the work is a compilation, such as a record album, all the songs on the 
album may be considered as a single work. UMG Recordings v. MP3.com, 
109 F.Supp2d 223, 56 USPQ2d 1374 (SD NY, 2000).


6.    The only time when the court does not have to assess these minimum 
statutory damages is when the infringer had reasonable grounds for believ-
ing there was no infringement, such as it clearly being a fair use, and was 
working for a nonprofit educational institution, library, or archive, or a 
public broadcasting station. See 17 U.S.C. §504(c).


7.    This is discussed in the USPTO report, Filesharing Programs and ‘Techno-
logical Features to Induce Users to Share, http://www.uspto.gov/web/offices/
dcom/olia/copyright/oir_report_on_inadvertent_sharing_v1012.pdf. This 
was also the topic of the July 24, 2007, hearing by the House Committee 
on Oversight and Government Reform, which highlighted not only the 
copyright infringement being induced, but also the inadvertent “sharing” 
of personal information such as tax returns. See http://oversight.house.gov/
story.asp?ID=1424.


8.   Sony v. Universal City Studios, 464 U.S. 417 (1984).
9.   See 17 U.S.C. §108 through §122.
10.  Transcript of oral arguments, MGM v. Grokster, No. 04-480, March 29, 


2005, at 36.
11.  It’s interesting to note that when the electronics industry’s intellectual 


property was being taken by companies copying integrated circuit masks, 
the remedial legislation they proposed included explicit secondary liability 
for inducement. See 17 U.S.C. §905(3).


12.  http://digital-law-online.info/papers/lah/sony-revisited.htm.
13.  In re Aimster Copyright Litigation, 334 F.3d 643, 651 (7th Cir. 2003).
14. See http://www.copyright.gov/1201/.
15. See footnote 3.
16.  Reps. Akin (MO-2), Bishop (UT-1), Burton (IN-5), Doolittle (CA-4), 


Franks (AZ-2), Gohmert (TX-1), Kline (MN-2), Souder (IN-3), Tiahrt 
(KS-4), and Weldon (FL-15). Three Republicans who supported CAFTA 
were co-sponsors but have withdrawn that support: Reps. Boozman 
(AR-3), Pickering (MS-3), and Pitts (PA-16).


17.  During the second rulemaking cycle, Static Control Components just 
missed the proposal cutoff, but was still given a chance to make their re-
quest. They were concerned about the DMCA being used to force people 
to buy printer cartridges from Lexmark.


18.  For unknown reasons, he adds this as subparagraph (G) even though 
the last subparagraph in 17 U.S.C 1201(a)(1) is (E). It’s not clear whether 
this is a placeholder for more mischief, a reflection of Rep. Boucher not 
having read the DMCA, or trying to avoid the grade that this legislation 
should receive.


19.  Universal City Studios v. Corley, 273 F.3d 429, 459 (2d Cir. 2001).


20. Sen.Rep. 105–190, at 11.
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March 24, 2010 

Victoria A. Espinel 
United States Intellectual Property 

Enforcement Coordinator 
Office of Management and Budget 
725 17th Street, N.W.  
Washington, DC 20503 

Dear Ms. Espinel, 

The Institute for Policy Innovation (IPI) appreciates the opportunity to comment on your 
efforts to develop an intellectual property enforcement strategy for the United States. 

The Institute for Policy Innovation (IPI) is a non-profit, non-partisan public policy 
research institute. IPI does not lobby, and we do not represent clients or other parties. 

We do, however, believe that property rights, including intellectual property rights, are 
the foundation of a functioning market economy. Furthermore, we believe that, in an 
information economy, intellectual property rights are both more important than ever and 
also under greater threat than ever before. 

We therefore commend you for your efforts to foster strong intellectual property 
protection regimes, both domestically and internationally, and to expand and enhance the 
coordination and enforcement function of all relevant agencies of the U.S. government. 

Our comments will serve to provide evidence of the harm caused to the U.S. economy by 
piracy and counterfeiting, and second to outline some selected policy implications that 
result from an assumption of the importance of intellectual property protection. 

Comments from the Institute for Policy Innovation (IPI) are comprised of this document, 
and the following recent IPI publications: 

1.		 The True Cost of Motion Picture Piracy to the U.S. Economy by Steven E. Siwek, 
IPI Policy Report #186, 9/29/2006 

2. 	 		 The True Cost of Sound Recording Piracy to the U.S. Economy by Steven E. 
Siwek, IPI Policy Report #188, 8/21/2007  

3.		 The True Cost of Copyright Industry Piracy to the U.S. Economy by Steven E. 
Siwek, IPI Policy Report #189, 10/3/2007 

4.		 A Legislators and Consumers Guide to Prescription Drug Importation, by Merrill 
Matthews and James Frogue, 1/6/2004 

5. 	 	 Will Congress Circumvent the DMCA? By Richard Epstein, IPI Ideas #35, 
1/5/2006 

6.	 Still Bad: A Critique of the Latest Attempt to Gut the DMCA, by Lee Hollaar, IPI 
Issue Brief, 4/3/2008 
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7.	 What's "Fair"? Why Those Concerned About Copyright Fair Use Need to Say What They 
Mean, by Lee Hollaar, IPI Issue Brief, 4/11/2007 

Evidence of Economic Harm to the U.S. Economy from Piracy and Counterfeiting 

The Institute for Policy Innovation (IPI) has conducted original, primary research on the impact of 
piracy and counterfeiting on the U.S. economy. We hope that our research in this area would be 
received as valuable input to the Office of the IP Enforcement Coordinator, given that this research 
directly addresses the first of the two areas of inquiry described in the Federal Register notice. 

Three (3) research papers which are included as part of these comments comprise the research IPI 
has conducted in this area. In the course of this research, methodologies were developed by the 
principle researcher on the project which are not only described in detail in the research itself, but 
which lend themselves to peer review, critique and updates when more recent data are available. 

Among the core conclusions of this research (based on 2005 data): 

	 The U.S. economy loses $58.0 billion in total output annually. Output includes revenue and 
related measures of gross economic performance.  

	 The U.S. economy loses 373,375 jobs. Of this amount, 123,814 jobs would have been added 
in the copyright industries or in downstream retail industries, while 249,561 jobs would have 
been added in other U.S. industries in support of the copyright industries.2  

	 American workers lose $16.3 billion in earnings annually. Of this total, $7.2 billion would 
have been earned by workers in the copyright industries or in their downstream retail 
industries while $9.1 billion would have been earned by workers in other U.S. industries.  

	 Federal, state and local governments lose at least $2.6 billion in tax revenues annually. Of 
this amount, $1.8 billion represents lost personal income taxes while $0.8 billion is lost 
corporate income and production taxes.  

We hope the Office of the IP Enforcement Coordinator will take the time to examine the careful 
research methodology and conclusions of this series of research papers. Included IPI research papers 
1, 2 and 3 are related to this topic. 

Selected Policy Implications of Intellectual Property Protection 

If it is the policy of the administration and of the U.S government to enforce strong intellectual 
property protections, as the PRO IP Act and the creation of the IP Enforcement Coordinator position 
suggest, some obvious policy implications logically follow. In the following section we outline some 
of these policy implications. 

1.		 Attempts to weaken the Digital Millennium Copyright Act (DMCA) 
There have been repeated attempts, both by activists and legislators, to weaken or eliminate 
the careful and successful balancing of rights and responsibilities contained within the Digital 
Millennium Copyright Act (DMCA).  

Bills have been introduced several times to the U.S. Congress with the intention of undoing 
or weakening specific content protections in the DMCA. This type of legislation specifically 

http://ipi.org/IPI/IPIPublications.nsf/f726f4998ba46f86862567d80074727a/33230e94b3b08de8862572c00053aa5e?OpenDocument
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works against stated administration goals of protecting intellectual property by weakening 
the primary legislative device designed to protect IP online. The administration should work 
with members of Congress to dissuade them from introducing or pushing legislation that 
directly contravenes the stated Administration policy of greater IP protection. IPI research 
papers 5 and 6 included as part of these comments specifically addresses legislative attempts 
to weaken or undermine the DMCA. 

There have also been specific legal challenges launched against the DMCA. While largely 
unsuccessful, these legal challenges likewise work against stated Administration policy. Our 
hope would be that the administration would continue to vigorously defend against legal 
challenges to the DMCA. 

2.		 Attempts to reopen and weaken the Trade Related Aspects of Intellectual Property Rights 
(TRIPS) 
We’re certain the Office of the IP Enforcement Coordinator is familiar with the recent history 
of Thailand and other developing countries attempting to use specific flexibilities within the 
TRIPS agreement to place compulsory licenses on prescription drugs. These flexibilities 
were negotiated so that compulsory licensing regimes could be used under certain 
circumstances to prevent harm to public health as a result of crisis or of the breakdown of 
negotiations. 

Countries are being encouraged by IP skeptic activist organizations to abuse TRIPS 
flexibilities and to use them inappropriately. It is important for compulsory licensing regimes 
to not be improperly extended into areas for which they are inappropriate or unintended. IPI 
encourages the administration to stand strong against the improper use of compulsory 
licensing by our trading partners. 

3.		 Negotiation of the Anti-Counterfeiting Trade Agreement (ACTA) 
The proposed Anti-Counterfeiting Trade Agreement (ACTA) is an appropriate trade 
agreement in an information age, and it is also a logical and creative response to the inability 
to accomplish coordination and norm-setting through established international institutions. 
IPI supports the continued negotiations among parties on ACTA. 

Some IP skeptic organizations have attempted to undermine ACTA negotiations by implying 
that maintaining confidentiality of the documents during the negotiation process somehow 
indicates that nefarious and diabolical plans are in the works. 

The Institute for Policy Innovation (IPI) agrees that there is a need for greater transparency 
between government and its citizens. However, it is obvious that in early stages of treaty 
negotiations between nations, confidentiality of the various negotiating texts is necessary. 
While we support reasonable transparency measures, there are obviously some government 
functions where security and confidentiality is required. Early stage negotiations of sensitive 
treaty documents between nations require such confidentiality. 

The administration should defend the confidentiality of documents being negotiated between 
governments, including the confidentiality of ACTA, and should continue to negotiate in 
good faith with our major trading partners on ACTA. 



 

 

 

 
 

 
 

	 

	 

	 

4.		 Inclusion of intellectual property protection in trade agreements 
It is very unfortunate that the U.S. trade agenda has stalled. Not only are WTO trade 
liberalization attempts at a standstill, but the U.S. seems to have abandoned its previous 
attempts to pursue bilateral trade agreements (FTAs). Such a setback on trade liberalization is 
harmful to the U.S. economy, but is even more harmful to the economies of developing 
countries around the world. 

One factor which may have led to a de-emphasis on FTAs is the argument that it was 
somehow inappropriate for the U.S. to include IPR protections in FTAs pursued and 
negotiated. We would argue that it is absolutely necessary for the U.S. government to pursue 
stronger IP protections abroad, and that trade agreements are an appropriate “carrot” to offer 
countries along with the “stick” of stronger IP protections. We regret that the current 
administration is apparently not prioritizing trade liberalization, because walking away from 
trade liberalization abandons a policy tool for encouraging stronger IP protections among our 
trading partners. 

IPI would urge the IP Enforcement Coordinator to take every opportunity to encourage 
efforts to liberalize trade and protect IPRs internationally through trade agreements. 

5.		 Attempts to extend “fair use” 
U.S. copyright law wisely defines a number of permissible exceptions to copyright 
protection. Beyond the permissible exceptions defined in law, U.S. law also wisely allows a 
“safety valve” to courts to allow for other exceptions to be determined through the judicial 
process. But these fair use exceptions are not unlimited, and are conditioned upon four 
clearly defined principles. This regime has largely worked well, and gives courts the 
flexibility to adapt copyright law and practice to changing technologies and circumstances. 

But many advocates have begun to define fair use themselves, and have carelessly implied 
fair use as being “convenient use.” But fair use is explicitly NOT the same thing as 
convenient use. 

The fact that anti-copyright activists purposely misuse the term “fair use” in such a way as to 
propound an unprecedented and extra-legal common understanding of the term is insidious 
and should be resisted. Efforts to expand fair use beyond legislative and judicial intent are 
nothing more than strategic attempts to undermine copyright itself, and should be resisted. 
The IPI research paper number 7 included with these comments specifically addresses 
misunderstandings of fair use. 

6.		 Attempt to undermine the right to protect content through technical protection measures 
(TPMs) 
Content owners must have the right to attempt to protect their content, a right recognized by 
the DMCA, especially in the anti-circumvention areas of the legislation.  In fact, content 
owners should be encouraged to do all they can to protect their property, to the extent that 
they believe their property should be protected. 

This includes the use of technical protection measures (TPMs), including digital rights 
management (DRM) technologies, should the content owners choose to use such techniques. 

Whether or not to use DRM or other TPMs is a legal and business choice of the content 
owners. Some content owners may, for business model reasons, decide against using TPMs. 



 

 

 

 

 

 

Others may choose to utilize the strongest TPMs available to protect their content. These 
decisions should remain those of the content owners as determined by their own business 
strategy and experimentation. Even if only a minority of content owners chooses to utilize 
TPMs to protect content, their right to do so must be maintained. Fair use exceptions to 
copyright have no bearing on whether it is more or less convenient to consumers to have to 
deal with TPMs. 

7. The importance of the “Special 301” process 
The Institute for Policy Innovation (IPI) supports the Special 301 process and believes that it 
has led to an overall improvement in awareness of the importance of IP protection among our 
trading partners. IPI believes that the Special 301 process merits strengthening and 
expansion. 

8. Suggestions that IPRs are no longer the best way to stimulate innovation 
Some are urging that intellectual property rights are no longer the most effective means of 
stimulating innovation and creativity. Unfortunately, those who assert thus base their 
arguments on ideology and assumptions, rather than on empirical data. 

It’s important to note that there is nothing today that precludes innovators from using 
alternative incentive systems to foster innovation. If creators and inventors wish to forgo 
their intellectual property rights, use open source or other collaboration models, prize 
systems, and other variations and alternatives to the intellectual property system, they are 
free to do so. 

Alternate systems of incentivizing innovation have an opportunity to demonstrate their 
effectiveness within the marketplace. There is no need to risk damage to our innovative 
economy in order to experiment with alternate systems of innovation. The administration’s 
stated intention to protect intellectual property should lead the administration to defend and 
protect the existing intellectual property system against misguided ideological attacks. 

9. Maintaining a level playing field between proprietary and alternate innovation models 
If the administration is committed to protecting American innovation through protecting 
intellectual property rights, the administration should resist policies that tilt the playing field 
between proprietary and other models of innovation. 

A prime example would be software purchasing requirements to purchase, for instance, a 
certain quota of software that is based on open source development. Some of our trading 
partners have implemented or attempted to implement such policies that are biased against 
proprietary models of software innovation. In fact, such proposals have even been floated at 
the state level. Policies that pick winners and losers between differing models of innovation 
should be resisted by the administration, both domestically and internationally. 

10. Potential of “network neutrality” regulations to undermine cooperation between broadband 
providers and content owners 
After years of conflict between content owners and other stakeholders in the Internet 
industry, today fruitful and constructive discussions are beginning on ways that content 
owners and Internet Service Providers (ISPs) can work together to protect the value of 
content online. 



 

 

 

 

However, current rulemaking proceedings within the Federal Communications Commission 
(FCC) are designed to open the door toward greater federal regulation of the Internet and 
broadband networks. In addition, the Federal Trade Commission (FTC) and Congress have 
also shown interest in proposing regulations upon broadband networks.  

These rules, which claim to be designed to foster an “open” and “free” Internet, have 
profound implications for the protection of copyright on-line. Specifically, rules that prohibit 
ISPs from filtering content and otherwise policing their networks could make it impossible 
for content owners to work with ISPs to protect copyright online. 

An administration and U.S. government that values and pledges to protect intellectual 
property should be careful to not allow rules to be propounded by other government agencies 
that will make it much more difficult or impossible to protect copyright on-line. 

Voluntary cooperation between ISPs and content owners, within the existing framework of 
U.S. law, is the best way to address the problem of online infringement. IPI is concerned that 
network neutrality rules under consideration by the FCC could thwart efforts by ISPs to work 
with content owners to identify, track and block infringing content. Indeed, we believe that at 
least part of the motivation of those pursuing network neutrality rules is to make it more 
difficult to enforce intellectual property protection online. 

IPI urges the IP Enforcement Coordinator to communicate to the FCC the administration’s 
concerns about the impact of proposed network neutrality rules on the ability to enforce IP 
protection online. 

Conclusion 

The Institute for Policy Innovation (IPI) appreciates this opportunity to share our thoughts 
and concerns with the IP Enforcement Coordinator’s office. We would be delighted to work 
with you to accomplish the kind of IP protection regime that is necessary to maintain 
America’s economic competitiveness in the Information Age. 

Sincerely, 

Tom Giovanetti 
President 
Institute for Policy Innovation (IPI) 



 
   

 
       

      
         

        
 

          

           
          

         
        

 
     
         

     

  
 

        

 

 

 

 

 

StIll “baD”: a CrItIque of the lateSt 

attempt to gut the DmCa 
by Lee A. Hollaar, Ph.D. 

Synopsis: Congressman Rick Boucher’s latest proposal to make significant changes to the Digital 
Millennium Copyright Act (DMCA) would make substantial and unwise changes to U.S. copy
right law based on nonexistent problems, and would put the United States in violation of our 
trade treaties, all in order to relieve copyright infringers of legal liability. It’s still a bad idea. 

In the near-decade since Congress passed the Digital 
Millennium Copyright Act (DMCA),1 none of the 
dire predictions of its opponents have come to pass.2 

But that hasn’t stopped Rep. Rick Boucher (D-VA-9) 
from introducing bills to address essentially nonex
istent problems in a way that could undercut hard-
fought trade treaties important to businesses.3 

In October 2002, Boucher included his DMCA 
attack as an “other purpose” of H.R. 5544, a bill 
touted as protecting consumers from rights-pro
tected CDs that aren’t clearly labeled. He tried the 
same thing the next year in the 108th Congress, 
getting bill number 107 as a cute play on the sec
tion of the copyright statute covering fair use (al
though the bill had little to do with fair use), and 
in the 109th Congress, this time getting bill num
ber 1201, this time as a play on the section of the 
DMCA that he tries to repeal by making it a subset 
of another section. 

This Congress, Boucher has dropped the pretext of 
protecting consumers from rights-protected media, 
perhaps because he has realized that it hasn’t been 
the problem DRM-haters felt it would be. 

Boucher has again been able to get his clever bill 
number, H.R. 1201, and this year coupled it with 
an equally clever title – the “Freedom and Inno
vation Revitalizing U.S. Entrepreneurship Act of 
2007” (or “FAIR USE Act”). But the act has little 
to do with “freedom,” “innovation,” “revitalizing 
entrepreneurship,” or even “fair use” as tradition
ally viewed. 

Statutory DamageS for ConSumerS, not 
InDuCerS or ContrIbutorS 

The first of the bill’s ways of “promoting freedom 
and innovation” is found in Sec. 2(a), which re
mits (a nicer word than blocks) statutory damages 
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for those found to have materially contributed to 
copyright infringement, actively induced others to 
infringe, or have benefited from the infringement 
under their control (the three forms of secondary 
copyright infringement: contributory, inducement, 
and vicarious). This is called a “Statutory Damages 
Adjustment.” It certainly doesn’t reward the innova
tion or entrepreneurship of the people whose copy
rights are being infringed by the help of, and maybe 
the benefit of, those protected by this bill. 

This is special-interest legislation of the worst kind, 
protecting those who encourage others to infringe 
copyrights, while ignoring the real problems with 
statutory damages in today’s world. The problem 
with statutory damages is not confined to second
ary infringement, but is a poor fit for every aspect 
of “file sharing.”4 At the time the Copyright Act of 
1978 was being enacted, the most likely infringe
ment, and the one most damaging, was of a small 
number of works with a large number of copies. 
There was an overhead associated with infringing 
each work, such as the setup costs of a printing 
run, and the effect of that overhead could be mini
mized only by producing many infringing copies 
of one or a few works. 

In contrast, there is little difference to an infringer 
between many downloads of a few works and a few 
downloads of many works. Today people making 
large collections of songs available to the world 
is the norm. But the consequences in terms of 
statutory damages of these two different models of 
infringement is dramatic, because statutory dam
ages are measured by the number of works that are 
infringed, not the number of infringements.5 Statu
tory damages run from $750 to $30,000 per work, 
and up to $150,000 per work if the infringement 
is willful. Even if the infringer had no reason to be
lieve that he or she were infringing, the minimum 
statutory damages are $200 per work.6 

Even the copyright owners recognize that this is a 
problem, and while they may sue someone “sharing” 
a thousand or more songs, they only claim infringe
ment of a couple dozen, lest damages of $750 times 
a thousand repulse the courts into finding a way 
around such liability. 

But the solution is not to give contributors and induc
ers a free pass and continue the potentially-draconian 
penalties for their customers. That would be especially 

reprehensible in the case of some “file sharing” sys
tems that may be tricking users into sharing a vast 
number of files,7 so that the users’ statutory damage 
liability can bankrupt them. Yet this bill would let a 
company that deliberately designs and distributes a 
system causing that undesired sharing avoid statutory 
damages completely. 

Rather than take the approach of H.R. 1201, 
which protects only a special interest group (and 
thus ends their advocating for their customers 
who face the same problem because “they’ve got 
theirs”), Congress should revisit the statutory dam
ages provision to make it workable in the era of 
people infringing a large number of works a few 
times each, while continuing to provide a deterrent 
to copyright infringement. 

CoDIfyIng Supreme Court preCeDentS 

It’s unfortunate that secondary liability was not 
codified in the Copyright Act of 1976, but was 
rather left to the courts. You are only sure of 
whether you are liable if you are “on all fours” with 
a Supreme Court decision. All the rest is guessing 
from dicta. But, again, this bill doesn’t do the job. 
Instead, it codifies only the Sony8 exception for sup
plying a device: 

No person shall be liable for copyright infringe
ment based on the design, manufacture, or 
distribution of a hardware device or of a com
ponent of the device if the device is capable of 
substantial, commercially significant nonin
fringing use. 

The copyright statutes provide many exceptions to 
infringement.9 These include: 

• Reproducing by libraries in certain circum

stances (§108).



• Performing or displaying a work in a class
room or in a telecourse; a religious assembly; 
to benefit an educational, religious, or chari
table organization if performers or promot
ers are not being paid; in a public place if 
received on a TV or radio like those found in 
a home; by a government body or nonprofit 
agricultural or horticultural organization at 
a fair or exposition; by a store to promote 
the sales of the work; in transmissions to the 
blind; or by veterans or fraternal organiza
tions if the public is not invited (§110). 

Institute for Policy Innovation  2 Still “Bad”: A Critique of the Latest Attempt to Gut the DMCA 



                   

 

 

          
       

        

        

       
       

     
       

 

 
 

      
     

       
        

 

      
     
     

        
       

 
       
         

       
      

    
 

         
 

  
 

 
      

 

 

• Making copies and adaptations of computer 
programs to use them on a machine and to 
archive them (§117). 

• Reproducing and distributing in specialized 
formats for the blind or other people with 
disabilities (§121). 

All of these exceptions have very specific require
ments (some reading like the tax code), or pertain 
only to certain types of works, but because of all 
these statutory exceptions (and fair use) in copy
right law, it is hard to conceive of a hardware device 
for playback or reproduction that wouldn’t fall into 
at least one of the many exceptions, and therefore 
arguably be “capable of a substantial ... noninfring
ing use.” 

And wouldn’t any special interest love to have such 
an immunity from liability, regardless of the fore
seeable consequences of their acts? They can build 
a business off the intellectual property of others, 
without any consequences. As Justice Kennedy 
noted about some “file sharing” systems during the 
Grokster oral arguments, what they 

want to do is to say that unlawfully expropri
ated property can be used by the owner of the 
instrumentality as part of the startup capital for 
his product. … just from an economic stand
point and a legal standpoint, that sounds wrong 
to me.10 

Of course that’s wrong, and yet that is what H.R. 
1201 would clearly encourage. 

If the bill were really trying to codify Supreme 
Court precedent, rather than provide a free ride 
for manufacturers and distributors, it would also 
include liability for inducement of infringement 
based on the Supreme Court’s unanimous Grokster 
decision.11 As I noted in “Sony Revisited,”12 in Sony’s 
footnote 19 the Court said that Sony was not an 
intentional inducer, and so the decision has to be 
read as addressing the case where there is no in
ducement. Grokster addressed the case when there 
is inducement. In a memorandum from Justice 
O’Connor, the swing vote in Sony, to Justice Black
mun, at that time writing what was going to be the 
Court’s opinion in the case, she noted that the lead
ing case on secondary liability 

seems to indicate that there are two ways to 
engage in contributory infringement. First, one 

may induce the infringement. Second, one may 
materially contribute to the infringement. (Em
phasis in the original.) 

Rep. Boucher ignores the first of these in his pur
ported attempt to codify Supreme Court decisions. 

But since H.R. 1201 couldn’t blatantly say “design
ers, manufacturers, and distributors shall not have 
any secondary liability for copyright infringement 
from their intentional conduct,” it may not provide 
the easy out from law suits its proponents crave. 
Does “distribution” cover product advertising or 
support that promotes infringement? In Aimster, 
Judge Posner found liability despite the Sony excep
tion the bill tries to codify because 

In explaining how to use the Aimster soft
ware, the tutorial gives as its only examples of 
file sharing the sharing of copyrighted music, 
including copyrighted music that the record
ing industry had notified Aimster was being 
infringed by Aimster’s users. The tutorial is the 
invitation to infringement that the Supreme 
Court found was missing in Sony.13 

The bill’s language most likely will shift a secondary 
infringement claim to determining whether some
thing is distribution or promotion, something that 
may not be resolvable at the summary judgment 
stage, instead requiring a full (and expensive) trial. 

The revitalization of inducement liability by the 
Supreme Court rewards virtuous behavior and 
punishes acts that encourage infringement by 
others, viewed in light of the entire record and 
not isolated acts such as design, manufacture, or 
distribution. If the company has taken steps to 
stop or reduce the infringement of its customers, 
that is a strong indication that it is not inducing 
infringement. But if H.R. 1201 were viewed as 
taking inducement out of secondary liability for 
copyright infringement—as its proponents would 
like because, after all, why is there a need to codify 
Sony after more than three decades if not to cripple 
Grokster —we will go back to the actions a unani
mous Supreme Court clearly condemned. 

It’s been almost three years since Grokster. There is 
little to show that recognizing inducement liability 
has had a substantial effect on “freedom,” “innova
tion,” or “entrepreneurship.” Other than to try to 
save some special interests from the consequences 
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of their intentional encouragement of copyright 
infringement, there is no reason not to codify 
inducement liability at the same time as contribu
tory infringement. 

CoDIfICatIon of exemptIonS by the 
lIbrarIan of CongreSS 

In Section 3(a) the bill tries another approach to 
provide its backers with a liability shield, this time 
for circumventing access control systems. It makes 
the current six three-year exemptions recently 
granted by the Librarian of Congress14 permanent. 
But as I previously noted in A Bad Trade,15 recent 
trade treaties such as CAFTA restrict the exemp
tions that can be made to the anticircumvention 
legislation mandated for all parties to those treaties. 

It’s not surprising that Rep. Boucher doesn’t mind 
creating problems with our trade treaties. After all, 
he was against CAFTA when it passed the House 
217-215. But that doesn’t explain the ten current 
Republican co-sponsors of H.R. 1201 who voted 
for CAFTA and yet seem willing to put it in jeop
ardy with this bill.16 

Even though the other parties to the treaties did not 
push for (and probably didn’t want) the DMCA 
provisions, they would certainly use the United 
States’ violation of the provision limiting DMCA 
exceptions against us if we were to press for their 
compliance of other provisions important to our 
industries. CAFTA and our other trade treaties 
have sections that specifically benefit electronic 
commerce, particularly in digital products. Their 
intellectual property sections not only required leg
islation like the DMCA, but patent cooperation, 
trademark protection (including criminal penalties), 
dispute resolution for Internet domain names, stop
ping counterfeit goods, and limited liability for ISPs. 
These are things that are important to innovators 
and entrepreneurs in the United States, and may be 
lost if this bill becomes law. 

But even if codification of the current exemptions 
didn’t create a problem with the trade treaties, it 
is not a good idea to codify them. Looking at the 
history of the exemptions, we see that the language 
of both the exemptions in the first rulemaking was 
refined in the second rulemaking. And in the third 
rulemaking, two of the exemptions from the second 
rulemaking were revised, one was dropped com
pletely, and three new ones were added. It should 

be clear that the rulemaking was never intended 
to be cast in stone (or statute), but to be refined as 
knowledge is gained about their effects. 

But there is a problem with the current rulemaking 
system—it works on a fixed three-year cycle, so it 
can’t respond promptly to problems. Because the 
rulemaking takes about a year, an abuser can misuse 
a protection scheme for as long as four years.17 It 
would be far better if the rulemaking would be on
going, both to address new problems and to correct 
problems with exemptions in force (as we have seen 
for most of them). 

but WaIt, there’S more… 

Having tried to justify his amendments to the 
DMCA by casting them as a simple codification of 
the current rules, in Section 3(b) of the bill Rep. 
Boucher goes on to add a new subparagraph18 
with six more broad exceptions to liability for cir
cumvention to access, misleadingly called “Exten
sion to Determinations of Librarian of Congress.” 
But unlike the careful work of the Copyright Of
fice, this bill does not bother to determine if there 
is a real problem (rather than just something hypo
thetical) and narrowly craft an exception to address 
only the real problems. 

Like the codification of the current rulemaking, 
adoping the six new exceptions would most likely 
violate trade treaty obligations. And yet, in the 
almost-ten-year history of the DMCA, there is no 
record of any person held liable for any of the acts 
in this section. It hardly seems worth the risk. 

The new exceptions are amazingly broad, certainly 
much broader than the balanced ones determined 
during the Copyright Office rulemaking proceed
ings. Even the one that tries to look like fair use 
(“(v) an act of circumvention that is carried out to 
gain access to a work of substantial public interest 
solely for purposes of criticism, comment, news re
porting, scholarship, or research”) ignores the statu
tory four-factor balancing test. Instead, it quotes 
some of the examples that the fair use statute says 
are not infringement if the use is fair, none of 
which are automatically a fair use. If this bill passes, 
we’ll likely see lots of copies of movies that include 
a “This is really good” comment, claiming that it 
is criticism or commentary, to justify breaking the 
copy protection scheme. 

Another new exception allows circumvention to 
put something on a home network. Its only limita-
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tion appears to apply only to things that “prevent 
uploading” (whatever that means), not circumvent
ing the legitimate protection found on a DVD. And 
that limitation only applies to protection systems 
that only prevent “uploading to the Internet for 
mass, indiscriminate redistribution.” Presumably, you 
would get to circumvent any scheme that allows up
loading as long as there is some discrimination in to 
whom you send the movies or songs. 

Other exceptions go well beyond the fair use of 
a work. For example, it gives an absolute right to 
circumvent the protection mechanism of DVDs in 
order to make a compilation for classroom use. But 
that’s needed only for the convenience of the instruc
tor, who could always play the desired parts of each 
movie on a regular DVD player, albeit with some 
delay as the scene is queued up. While that might 
require the help of a teaching assistant or multiple 
DVD players, it is clear that the DVD protection 
mechanism does not have to be circumvented to 
show movie scenes in a classroom. As one of the lead
ing copyright courts, the Second Circuit, observed: 

We know of no authority for the proposition that 
fair use, as protected by the Copyright Act, much 
less the Constitution, guarantees copying by the 
optimum method or in the identical format of 
the original. ... Fair use has never been held to be 
a guarantee of access to copyrighted material in 
order to copy it by the fair user’s preferred tech
nique or in the format of the original.19 

The new exceptions also confuse purpose and effect. 
The purpose of my circumventing a DVD protec
tion may be to include it in a classroom compilation, 
which would be legal under the bill, but doesn’t also 
mean that I won’t later “share” it with the world. 

only an IlluSory Safe harbor 
for traffICkerS 

But the circumventors given all these new exceptions 
from liability will have to be clever enough to do it 
all by themselves. Even with all these new carve-outs 
gutting who can be found liable for circumvention 
of a legitimate protection technique to access copy
righted material, the bill does not provide the safe 
harbor against liability that the manufacturers and 
distributors of circumvention devices likely expect if 
the bill were to pass. 

Sections 1201(a)(2) and (b) state the prohibition 
against manufacturing or providing circumvention 

technology or services, and neither are affected by 
this bill: 

No person shall manufacture, import, offer to 
the public, provide, or otherwise traffic in any 
technology, product, service, device, compo
nent, or part thereof, that–

 (A) is primarily designed or produced for the 
purpose of circumventing a technological mea
sure that effectively controls access to a work 
protected under this title; 

(B) has only limited commercially significant 
purpose or use other than to circumvent a tech
nological measure that effectively controls ac
cess to a work protected under this title; or 

(C) is marketed by that person or another 
acting in concert with that person with that 
person’s knowledge for use in circumventing a 
technological measure that effectively controls 
access to a work protected under this title. 

Note that it does not provide any exception for 
devices that have legal as well as illegal purposes. As 
the Senate noted in its report on the DMCA: 

Legislation prohibiting circumvention devices 
is not unprecedented. The Copyright Act in 
section 1002(c) already protects sound record
ings and musical works by prohibiting devices 
which circumvent any program or circuit that 
implements a serial copy management system 
or similar system included in digital audio 
recording devices and digital audio interface 
devices. The Communications Act in section 
605(e)(4) prohibits devices that are “primarily 
of assistance in the unauthorized decryption of 
satellite cable programming.”20 

In the case of the DMCA, as well as the two ex
amples mentioned above, Congress determined 
that the harm of trafficking in devices that most 
likely would be used for illegal purposes warranted 
a complete ban on such devices. But because le
gitimate devices or computer programs, such as 
a debugging program, could possibly be used to 
circumvent a protection scheme, Congress required 
that circumvention be a primary purpose of the de
vice or computer program. 

agaIn, IS It Worth It? 

In A Bad Trade, looking at whether it was worth 
violating our trade treaties to address problems that 
are essentially hypothetical, I concluded that: 
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H.R. 1201 should not be the mechanism for 
putting the United States in violation of its 
trade agreements. If such a far-reaching decision 
is to be made, it should be after careful debate 
based on an understanding of the anticircum
vention provisions. It should not happen by the 
passage of a misleading bill that repeals the pro
visions through stealth. 

Although that was a different H.R. 1201, the con
clusion is the same. Changes to the DMCA (and 
other copyright provisions, such as statutory dam
ages and secondary liability) should be made care
fully, so as not to cause future problems just to give 
backers of the bill a free-ride from liability for their 
help with copyright infringement. 
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WHAT’S “FAIR”? -
WHY THOSE CONCERNED ABOUT COPYRIGHT -

FAIR USE NEED TO SAY WHAT THEY MEAN -
by Lee A. Hollaar, Ph.D. 

Synopsis: While many people in the copyright debate talk about “fair use,” they seldom say 
which uses are of concern. But without specifics, it is hard to provide balanced exceptions to 
copyright protection. Congress should codify “fair use of necessity” and many instances of “eco-
nomic fair use” so that people will know what is allowed, while reserving fair use primarily for 
the “transformative” or “productive” uses that reflect the goal of copyright. 

The idea of the “fair use” of a copyrighted work 
plays a prominent role in the current discussions of 
the scope of copyright, particularly on the part of 
opponents to legislation such as the Digital Millen-
nium Copyright Act. 

But there is a vast misunderstanding of what fair 
use really is. From the very start, fair use has not 
been something definite, but instead shorthand 
for a very complex doctrine representing a large 
number of cases, much like “free speech” or “pri-
vacy.” Justice Story’s 1841 decision in what may 
be the very first fair use case1 begins “This is one 
of those intricate and embarrassing questions, aris-
ing in the administration of civil justice, in which 
it is not, from the peculiar nature and character of 

the controversy, easy to arrive at any satisfactory 
conclusion, or to lay down any general principles 
applicable to all cases.” 

Even experienced copyright law judges have termed 
the doctrine “the most troublesome in the whole 
law of copyright” and have advised against resorting 
to it unless it is necessary.2 

For that reason, those claiming that “fair use is 
hurt” by particular legislation, litigation, or tech-
nology need to say what they mean when they talk 
about fair use, identifying the types of use that will 
be affected and justifying why that use is fair. With-
out doing that, it is impossible for those proposing 
legislation to try to meaningfully consider fair use. 
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NONINFRINGING, PERMISSIBLE, AND FAIR USES 

The Copyright Act of 1976 gives copyright owners 
broad rights to their works. Unless there is some 
exception in the statutes, it is an infringement not 
only to reproduce the work, but also to distribute 
it, adapt it to another form, and perform or dis-
play it publicly.3 But while the rights granted are 
broad, there are still uses that are not infringing. 
You can sing copyrighted songs in the shower be-
cause it is not a public performance, or at least not 
intended to be, and nonpublic performances or 
displays are not included in the grant of rights to 
the copyright owner. 

Permissible Uses. Congress has also stated a wide 
variety of exceptions in the copyright statutes.4 
These are not “fair uses,” but rather permissible uses, 
and include:

 • Reproductions in certain cases by libraries and 
archives. (Section 108.)

 • The redistribution, with exceptions for sound re-
cordings and computer software, of lawfully-made 
copies by the owner of the copy. (Section 109.)

 • Performance or display of works in a class, 
church service, governmental body, or agricul-
tural organization. (Section 110.)

 • Playing a radio in a public section of a business. 
(Section 110(5).)

 • Making copies or adapting computer software as 
needed to run on a machine, and making archive 
copies of computer software. (Section 117.)

 • Taking pictures of an architectural work from a 
public place. (Section 120.) 

Each of these exceptions per-
tain to particular classes of 
copyrighted works and have 
specific conditions that must 
be met. (Some read like the 
tax code.) And some limit oth-
er permissible activities. For 
example, Section 117, which 
permits adaptations of com-
puter software, requires that 
the copyright owner authorize 
any transfers of the adapta-
tions, contrary to the general 
“first sale” provisions of Sec-
tion 109. 

“Fair Use.” But Congress 
could not write every excep-

tion into the statutes, and even if it could, that 
would result in a law that was too confining. So, it 
put in a “safety valve” provision that provides a de-
fense to copyright infringement based on a court’s 
evaluation of four factors.5 But in setting down those 
factors, Congress noted that: 

Although the courts have considered and 
ruled upon the fair use doctrine over and 
over again, no real definition of the concept 
has ever emerged. Indeed, since the doctrine 
is an equitable rule of reason, no generally 
applicable definition is possible, and each 
case raising the question must be decided 
on its own facts. On the other hand, the 
courts have evolved a set of criteria which, 
though in no case definitive or determina-
tive, provide some gauge for balancing the 
equities. These criteria have been stated in 
various ways, but essentially they can all be 
reduced to the four standards which have 
been adopted in section 107.6 

The four factors, along with a short indication of 
their nature, are:

 • The purpose and character of the use, includ-
ing whether such use is of a commercial nature 
or is for nonprofit educational purposes. “The 
crux of the profit/nonprofit distinction is not 
whether the sole motive of the use is monetary 
gain but whether the user stands to profit from 
exploitation of the copyrighted material with-
out paying the customary price.”7 
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 • The nature of the copyrighted work. “In gen-
eral, fair use is more likely to be found in factual 
works than in fictional works.”8

 • The amount and substantiality of the portion 
used in relation to the copyrighted work as a 
whole. “There are no absolute rules as to how 
much of a copyrighted work may be copied and 
still be considered a fair use. In some instances, 
copying a work wholesale has been held to be fair 
use, while in other cases taking only a tiny por-
tion of the original work has been held unfair.”9

 • The effect of the use upon the potential market 
for or value of the copyrighted work. This has 
been characterized as “undoubtedly the single 
most important element of fair use.”10 

Each of the four factors listed above must be con-
sidered in determining fair use, but all four fac-
tors need not be met, nor must all four factors be 
weighted equally by the court. Often, the first two 
factors color the consideration of the others. 

GOING BEYOND “TRANSFORMATIVE” USE 

Originally, fair use was restricted to “productive” or 
“transformative” uses – those where a new work is 
created using a small portion of a previous work. In 
its last word on fair use, the Supreme Court noted 
the special nature of transformative works. 

The enquiry here may be guided by the 
examples given in the preamble to Section 
107, looking to whether the use is for criti-
cism, or comment, or news reporting, and 
the like. The central purpose of this inves-
tigation is to see, in Justice Story’s words, 
whether the new work merely “supersedes 
the objects” of the original creation, or in-
stead adds something new, with a further 
purpose or different character, altering the 
first with new expression, meaning, or mes-
sage; it asks, in other words, whether and 
to what extent the new work is “transfor-
mative.” Although such transformative use 
is not absolutely necessary for a finding of 
fair use, the goal of copyright, to promote 
science and the arts, is generally furthered 
by the creation of transformative works. 
Such works thus lie at the heart of the fair 
use doctrine’s guarantee of breathing space 
within the confines of copyright, and the 

more transformative the new work, the less 
will be the significance of other factors, like 
commercialism, that may weigh against a 
finding of fair use.11 

Economic Fair Use. Court decisions have started 
to find fair use when the entire work has been 
copied with little or no change, often based on an 
economic justification. In its BBeettaammaaxx decision,x decision,12 
the Supreme Court found that recording copy-
righted TV shows for playback shortly after they 
were broadcast was a fair use. The fundamental 
difference between the opinion and the dissent 
was whether a work had to be transformative for 
it to be a fair use or not. The Court found that the 
complete copying, without change, of a broadcast 
television program for playback soon after it was 
recorded was a fair use, even though it was not 
transformative, because there was little or no harm 
to the copyright owners.13 

In fact, the Court noted the district court’s deter-
mination that “It is not implausible that benefits 
could also accrue to plaintiffs, broadcasters, and ad-
vertisers, as the Betamax makes it possible for more 
persons to view their broadcasts.”14 But to avoid 
commercials with the Betamax recorder at issue, 
you had to either pause the recording or fast-for-
ward over the recorded commercial. Both required 
viewing the commercial, perhaps with more con-
centration than when watching live TV so that the 
start of the next program segment was not missed. 
Since fair use determinations are very fact-specific, 
it is not clear whether the BBetamaxetamax determination etamax determination 
would hold for a recorder that automatically skips 
commercials. Certainly, it could no longer be said 
that benefits would accrue to the advertisers who are 
paying for the programming but whose commer-
cials would not be seen. 

Fair Use Of Necessity. In addition to “transforma-
tive fair use” and “economic fair use,” there can 
be “fair use of necessity,” particularly for works in 
digital form. Intermediate copies are made when 
the work is read from a disk into the computer’s 
memory so that it can be executed or be used as 
data by an executing program. Other intermedi-
ate copies are made in buffers as the work is being 
sent and received on a network, and in the memory 
of the routers that are used to pass the informa-
tion along the network. The world of digital works 
encompasses countless intermediate copies as the 
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works are being seen, heard, or used. Congress 
recognized the need for making such copies when 
running a computer program,15 but not for digital 
works in general. Because those intermediate copies 
would violate the reproduction right,16 and because 
they are not addressed in a statutory permissible 
use, the only legal justification for such necessary 
copying is fair use. 

When faced with the need to create an intermediate 
copy through disassembly of a computer program 
so that unprotected aspects of the program could be 
studied, two appellate courts found that the techni-
cal necessity of making the copies supports a finding 
of fair use.17 

FAIR TODAY, UNFAIR TOMORROW 

But when fair use is based on economic consider-
ations, what is a fair use can change when the un-
derlying economic factors change. 

In Williams & Wilkins v. U.S.,18 the court found 
that the copying of medical articles by government 
libraries was a fair use, in part because of the diffi-
culty in paying royalties to copyright owners when-
ever a copy is made. The court doubted that a viable 
license system “can be created without legislation,” 
and Congress didn’t seem inclined to create a new 
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compulsory licensing scheme. But four years later, 
publishers and others established the Copyright 
Clearance Center19 to provide a convenient way for 
those copying journal articles to pay a royalty, either 
on a per-copy basis or under a blanket license. So 
when the question of copying of articles was before 
a court again, the copying was no longer a fair use. 

Though the publishers still have not estab-
lished a conventional market for the direct 
sale and distribution of individual articles, 
they have created, primarily through the 
CCC, a workable market for institutional 
users to obtain licenses for the right to pro-
duce their own copies of individual articles 
via photocopying. ... [I]t is not unsound 
to conclude that the right to seek payment 
for a particular use tends to become legally 
cognizable under the fourth fair use factor 
when the means for paying for such a use is 
made easier. This notion is not inherently 
troubling: it is sensible that a particular 
unauthorized use should be considered 
“more fair” when there is no ready market 
or means to pay for the use, while such an 
unauthorized use should be considered “less 
fair” when there is a ready market or means 
to pay for the use.20 

WhatWhat’’s “Fs “Fairair”?”? 

In other words, as 
transaction costs get 
lower and licensing 
becomes more conve-
nient, non-transforma-
tive fair uses shrink. 

Many people discuss-
ing the BBetamaxetamax deci-etamax deci-
sion forget the fact-
specific nature of fair 
use determinations, 
and read it as a general 
condoning of “time-
shifting,” the viewing 
of a television program 
some time after it 
was broadcast. That is 
clearly not the case.21 
Some even stretch the 
decision to claim a 
general right not only 



       
         

         
         

       

 

 

 

      
         

        
        
           

        
         
       

            
       

          
       

  

 

 

 

use because of the many cases coming from the mu-
sic and publishing industries in New York, noted: 

The Appellants have provided no support 
for their premise that fair use of DVD mov-
ies is constitutionally required to be made 
by copying the original work in its original 
format. Their examples 
of the fair uses that they 
believe others will be pre-
vented from making all 
involve copying in a digital 
format those portions of 
a DVD movie amenable 
to fair use, a copying that 
would enable the fair user 
to manipulate the digitally 
copied portions. One ex-
ample is that of a school 
child who wishes to copy 
images from a DVD movie 
to insert into the student’s 
documentary film. We 
know of no authority for 
the proposition that fair 
use, as protected by the 
Copyright Act, much less 

right Act (DMCA) anticircumvention provisions,23 
other proposed legislation, or digital rights manage-
ment systems as restricting or eliminating “fair use.” 
But they seldom identify the particular fair use of 
concern or indicate whether they are talking about 
transformative fair use, economic fair use, or fair use 

to “time-shift,” but also to “space-shift.” Each new 
technology or changes in the market require a new 
evaluation of whether a use remains fair. 

FAIR USE IS NOT CONVENIENT USE 

Many people concerned with “restrictions on fair 
use” confuse fair use with convenience. But as the 
Second Circuit, a leading court with respect for fair 

the Constitution, guaran-
tees copying by the opti-
mum method or in the identical format of 
the original. ... Fair use has never been held 
to be a guarantee of access to copyrighted 
material in order to copy it by the fair user’s 
preferred technique or in the format of the 
original.22 

Very few digital rights management systems pre-
vent transformative fair use of a work, such as 
including quotes from a work in a criticism, com-
ment, or news report. An authorized user can cer-
tainly read or watch the work (after all, that is the 
purpose for having the work) and can transcribe 
text from the work into the new, productive work, 
not much different from including something 

that you found in a library book. It may not be as 
convenient as pointing, clicking, and pasting, and 
it might not have the same quality as from digital 
copying, but that shouldn’t lessen its transformative 
or productive expression. 

ADDRESSING FAIR USE 

People still criticize the Digital Millennium Copy-

of necessity. Without knowing the nature of the fair 
use allegedly being hurt, it is impossible to assess 
whether their argument is valid or whether there are 
alternatives to lessen the impact of the restriction. 

Too often, such arguments are made instead to try 
to piggyback some activity that people will recog-
nize as improper, such as the copying of an entire 
movie, by arguing for something reasonable, like 
allowing a film critic to include snippets of a movie 
in a review. 

Change a Fair Use To a Permissible Use. In the 
last Congress, Rep. Lofgren’s H.R. 4536 proposed 
adding a new permissible use to the copyright stat-
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utes, addressing digital works much as Section 117 
addresses computer programs, as well as extend-
ing the “first sale” doctrine of Section 109 to cover 
digital works.24 There are problems with what she 
proposes,25 but at least it was a starting point in re-
moving technical necessities from fair use.26 

Her proposal shows the advantages of changing 
to a permissible use by requiring certain things to 
qualify for the exception. For example, her “digital 
first sale” required that the seller not retain a copy 
of the work after the sale, giving the public clear 
bounds on what is 
permissible and what 
isn’t, although it isn’t 
clear how that can be 
assured. 

This is far better than 
justifying such activity 
under fair use, since 
unintended conse-
quences can result 
from the interplay of 
fair use and the other 
exceptions in the copy-
right statutes. The 
Copyright Office has 
noted that because of 
the language of sec-
tions 107 and 109, 
“It appears that the 
language of the Copy-
right Act could lead 
a court to conclude 
that, by operation of 
section 109, copies of works made lawfully under 
the fair use doctrine may be freely distributed.”27 In 
other words, if a recording of a television program is 
made because it is a fair use time-shifting under the 
BBetamaxetamax decision, it might then be legally rented or etamax decision, it might then be legally rented or 
sold under the first sale rules. 

Or Change the Economics Of Use. For some 
uses, legislation may not be necessary, as we saw 
in the development of the Copyright Clearance 
Center, and how it addressed copying of journal 
articles by researchers. 

For example, the concern about a film critic not 
being able to copy scenes of a movie into a review, 

or instructor in a film class not being able to create 
a compilation disk of scenes for students, is often 
used to show of how the DMCA and the protection 
mechanism for DVDs blocks fair use.28 But these 
are more restrictions on convenience, not on com-
menting on a movie or showing it to students. And 
convenience is not a part of fair use analysis. 

To address such examples, as well as the parody or 
satirical movie trailers – such as “Brokeback to the 
Future” – that are clearly transformative uses of a 

minimal part of a movie, the movie industry might 
follow the Copyright Clearance Center example and 
establish an organization that would provide clips 
of movies that could be used for such purposes, at a 
nominal royalty or perhaps gratis in some instances. 

While this is not a solution that would have met the 
requirement of the Lofgren bill “to make publicly 
available the necessary means to make such nonin-
fringing use without additional cost or burden,” it 
may provide a more attractive solution because it 
can limit misuse. The clips could be digitally water-
marked so that any unauthorized copies could be 
traced back to their source. This would also prevent 
the assembling of a complete copy of a movie from 
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“fair use” snippets, since it would raise questions 
when there was a request for an uninteresting por-
tion of a movie. 

And it would make it much harder for a person 
to make a fair use argument for copying a movie 
or trafficking in a tool that decrypts movies, since 
there would now be a market solution for getting 
movie clips being circumvented by the purported 
“fair use.” 

CONCLUSION 

“Fair use” is a term tossed about in most copyright 
discussions today, but those using it seldom iden-
tify a particular use or indicate whether they are 
talking about transformative fair use, economic 
fair use, or fair use of necessity. Without knowing 
the nature of the fair use allegedly being hurt, it is 
impossible to assess whether their arguments are 
valid or whether there are alternatives to lessen the 
impact of the restrictions. 

Those concerned about copyright “fair use” need to 
say what they mean, or else no meaningful discus-
sion can take place and no solution to their con-
cerns can be found. 
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WILL CONGRESS CIRCUMVENT THE DMCA? 
 

By Richard A. Epstein 

One constant theme of the consumer rights movement is that 
firms should make full disclosure of the terms on which they 
sell their wares. That theme is central to understanding H.R. 
1201, the “Digital Media Consumers’ Rights Act of 2005.”  

The problem is that H.R. 1201 itself doesn’t engage in full 
disclosure when it claims to address “mislabeled copy-
protected music” and “other purposes.”  It turns out that those 
unnamed purposes are no small add-on, but could eviscerate 
the already inadequate protection that federal law provides 
against copyright piracy. 

PIRACY, PIRACY EVERYWHERE. 
As is well known today, copyright piracy is rampant. The 
source of the problem is easy to identify, but hard to solve. It  
is so cheap, and so tempting, to make copies of protected mu
sic that millions do it, with scarcely a tinge of guilt or regret. 
There is at present no effective remedy against these systematic 
violations, which probably amount to a healthy majority of all 
copies made today of copyrighted works. 

But there are two legal approaches to this problem that have 
had at least some role in stemming the piracy tide.  

THE ROLE OF SECONDARY LIABILITY. 
In copyright law there are the twin doctrines of secondary  
liability. One deals with deliberate inducement of copyright 
violation; the second tackles contributory infringement. Both 
doctrines start from the common premise that it is very costly 
for copyright owners to attack countless acts of copyright 
piracy on a case-by-case basis.  

The use of inducement and contribution in tandem generally 
allows the copyright holder some challenge to any third party 
whose activities either purposively induces or substantially   
contributes to mass copyright infringement.  

The unassailable logic behind these two doctrines is that one 
action against a key third party might stop multiple individual 
acts of infringement. The recent Grokster decision was, in the 
end, won on a purposive inducement theory when it was 
shown that Grokster had orchestrated huge peer-to-peer ex
changes to facilitate illegal copying from which it gained, indi
rectly, advertising revenues. 

IS THERE AN INTENT TO INFRINGE? 
Inducement, an intentional tort, is generally easy to defend. 
The contribution side of the equation is more difficult to deal 
with because there are all sorts of technologies that contribute 
to copyright infringement, for which this form of secondary 
liability looks inappropriate. 

This level of piracy could not take place without the Internet, 
and yet we don’t hold liable all companies that supply the 
equipment and services that make the Web hum. The simple 
explanation is that this blunderbuss approach would cut too 
deeply into legitimate activities.  

The Supreme Court, in its 1984 Betamax decision, set the 
initial balance strongly in favor of device producers when it 
held that Sony Corporation did not infringe with its Betamax 
technology so long as it was “capable of a substantial nonin
fringing use.”  There are genuine differences of opinion as to 
whether this test is a bit too forgiving to hardware producers or 
whether it has it about right. I have not heard anyone say that 
it is too tough on contributory infringers. 

In the Grokster situation, there is no reason to chase after any 
supplier or servers when the obvious target was Grokster, an 
intentional wrongdoer. So the law here is best understood as 
resting in an unhappy but not indefensible place. 

IS THERE DIRECT INFRINGEMENT? 
The second line of defense of copyrighted material is found in 
the 1998 Digital Millennium Copyright Act. Rather than 
punish acts of copyright infringement directly, the DMCA 
targets those individuals who take steps that “circumvent a 
technological measure that effectively controls access to a 
[copyrighted] work.” (Copyright Act, § 1201 (a)). It then 
backs up that provision with an additional prohibition that 
makes it illegal for any person to “manufacture, import . . . or 
otherwise traffic” in such technologies. (CA § 1201(a)). This 
one/two punch backstops the Copyright Law by making it 
illegal for anyone to take actions that either disable encryption 
devices, or provide equipment that allow others to do so.  

Other provisions of the DMCA create narrow exceptions such 
as the exception to allow reverse engineering to ensure interop



 

 
 

     

 
 

 

 

   

 
 

 
  

   

   

 

 
  

 

 
  

 

 

 

 

 

 
  

 
   

 

 

  

  

 
   

 

 

 

 

 

 

  

 
 

 
 

 

 
   

 
 

erability of software programs, though even this exception can 
be precluded by end user license agreements. 

WHY FIX WHAT ISN’T BROKEN? 
So if there isn’t much of a case for law reform in either of these 
two areas, why is the deceptively labeled Consumers’ Rights 
Act so troublesome? Hidden at the end of the bill are two short 
provisions that are intended to amend section 1201(c) of the 
Act. The first of these picks up in Subsection 1, by adding this 
caveat: “and it is not a violation of this section to circumvent a 
technological measure in order to obtain access to the work for 
purposes of making noninfringing use of the work.” 

The second change, which is added at the end of § 1201(c), 
reads in its entirety:  “(5) Except in instances of direct infringe
ment, it shall not be a violation of the Copyright Act to manu
facture or distribute a hardware or software product capable of 
substantial noninfringing uses.” 

BIG CHANGES FROM SMALL PRINT. 
At one level these two provisions look to be the soul of inno
cence. Who could possibly object to anyone who wants to gain 
greater access to copyright materials for the purposes of making 
suitable “noninfringing uses”?   

But means as well as ends matter in the constant struggle to 
deal with copyright piracy. In looking at the structural prob
lem, the key question is just how much noninfringing use is 
there relative to the torrent of illegal copying.  In answering this 
question, it’s not appropriate to look at the issue of interopera
bility, because that has already been dealt with first by the 
DMCA and second by the standard end user licenses. So it is 
not likely that there is much fair use to worry about. 

Once the first of these two provisions is in place, then someone 
can circumvent the device for the appropriate purpose. But 
unfortunately H.R. 1201 does not say one word about how the 
circumvention in question will be limited just to those cases. 
Nor does it indicate what penalties will be given to individuals 
who first circumvent for fair use and then proceed, as is likely 
to be the norm, to circumvent for all other purposes. So if 
equipment can be sold for good purposes, then it can be used for 
bad ones, and the DMCA has lost its teeth. It is not too much to 
say that this stealth provision, which is never referred to in the 
findings of the act could work  a comprehensive repeal of the 
DMCA. Much too much is lost, and very little is gained. 

New Subsection (5) fares no better, and indeed if anything it 
looks worse. As written, it says that manufacturing or distribut
ing a hardware or software product—what other kinds are 
there?—capable of a noninfringing use it is not a violation of 
the copyright. The only exception is in cases of direct infringe
ment, which is of course not what manufacturers and distribu
tors do anyhow. 

SO JUST WHAT DOES IT DO? 
If the section only means to say that actions for contributory 
infringement cannot be brought for devices capable of nonin
fringing uses, then it is just a statutory codification of the 

Betamax rule. Thus read, I would oppose it, because there is 
enough unhappiness with the rule that we should allow for 
some case law that contracts its scope in some future case. 

But in fact it looks as though this provision may have more 
bite, although one cannot be sure. Grokster was of course capa
ble of noninfringing uses, and yet it was shut down on the pur
posive inducement theory. New Subsection (5) purports to say 
that it is no violation of the Copyright Act period to distribute 
hardware or software that has that power.  

The purposive inducement theory is a Copyright Act theory, 
so it looks as though the decision would give the same protec
tion for purposive inducement that it gives for contributory 
infringement cases. If so, then Grokster is history. 

It is the worst form of lawmaking to insert as an addendum to 
an Act that looks as though it is directed at consumer fraud a 
provision that could overturn a unanimous decision of the  
Supreme Court. We need full legislative disclosure. 

CONCLUSION. 
Both provisions should be stripped from H.R. 1201 and pre
sented separately and debated on their own merits.  

Next, its sponsors ought to explain more clearly what this bill 
does and why it is needed. Once that is done, I don’t think 
that these provisions are likely to have much of a chance. The 
current case law under the DMCA and the Copyright Act is 
not ideal, but it is certainly more nuanced and sensible than 
this provision.  

The problem in this area is that we have too much piracy, not 
too much piracy prevention. Any reexamination of this issue 
should start from a clear knowledge of where the greatest dan
gers lie. If so, these two provisions should be allowed to die a 
quick and merciful death. 

Richard A. Epstein is the James Parker Hall Distinguished Service Professor 
of Law at the University of Chicago, and the Peter and Kirsten Bedford 
Senior Fellow, the Hoover Institution. He writes frequently on intellectual 
property issues generally, and for IPI. 
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EXECUTIVE SUMMARY -

Synopsis: “Piracy” of recorded music costs the U.S. sound recording industries billions of 
dollars in lost revenue and profits. These losses, however, represent only a fraction of the 
impact of recorded music piracy on the U.S. economy as a whole. Combining the latest 
data on worldwide piracy of recorded music with multipliers from a well established U.S. 
government model, this study concludes that recorded music piracy costs American work-
ers significant losses in jobs and earnings, and governments substantial lost tax revenue. 

There is little debate that U.S. sound recordings are “pirated” in vast numbers in the U.S. and in interna-
tional markets. Piracy of these works harms the intellectual property owner, who loses the revenue that 
would have been gained had the legitimate recording been purchased. These “direct” losses, however, rep-
resent only part of the story. Piracy also causes significant and measurable harm to the “upstream” suppliers 
and “downstream” purchasers who also would have benefited from the sale of legitimate, copyright protected 
sound recordings. Indeed, the harms that flow from pirate activities produce a cascading effect throughout 
the economy as a whole. These harms include lost output, lost earnings, lost jobs and lost tax revenues. 

In order to alert policy makers to the magnitude of these ripple effects, this paper estimates the true impact 
of piracy in the sound recording industry on the overall U.S. economy. Using the RIMS II mathematical 
model maintained by the U.S. Bureau of Economic Analysis (BEA), this study estimates the impact of pira-
cy in the sound recording business on the U.S. economy as a whole. The effects of music piracy on the U.S. 
economy are quantified in terms of lost economic output, jobs, employee earnings and tax revenue. 

The true cost of sound recording piracy far exceeds its impact on U.S. producers and distributors of sound re-
cordings. Piracy harms not only the owners of intellectual property but also U.S. consumers and taxpayers. 

Specifically, the analysis demonstrates that: 

a. 	As a consequence of global and U.S.-based piracy of sound recordings, the U.S. economy loses 
$12.5 billion in total output annually. Output includes revenue and related measures of eco-
nomic performance. 

b. 	As a result of sound recording piracy, the U.S. economy loses 71,060 jobs. Of this amount, 
26,860 jobs would have been added in the sound recording industry or in downstream retail in-
dustries, while 44,200 jobs would have been added in other U.S. industries. 

c. 	Because of sound recording piracy, U.S. workers lose $2.7 billion in earnings annually. Of this 
total, $1.1 billion would have been earned by workers in the sound recording industry or in 
downstream retail industries while $1.6 billion would have been earned by workers in other 
U.S. industries. 

d. As a consequence of piracy, U.S. federal, state and local governments lose a minimum of $422 
million in tax revenues annually. Of this amount, $291 million represents lost personal income 
taxes while $131 million is lost corporate income and production taxes. 

As policy makers turn their attention to the viability of the U.S. economy in the global marketplace, it 
seems obvious that the problem of music piracy should be afforded a high place on the policy agenda in 
coming years. 
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THE TRUE COST OF 

SOUND RECORDING PIRACY 

TO THE U.S. ECONOMY 

by Stephen E. Siwek 

INTRODUCTION 

Widespread piracy of copyright protected works through both physical and electronic media harms the 
companies that create and sell these products. Since many of these companies are U.S. firms, the harm of 
global piracy falls disproportionately on U.S. companies, their stockholders and employees, and on U.S. 
federal and state governments. 

The U.S. companies that are most directly affected by piracy have long sought to increase understanding 
of the scope of this problem and to encourage government-wide efforts to address this threat. However, 
until recently, there has been little reliable economic information available to U.S. policymakers to assist 
them in balancing the importance of enforcing intellectual property rights as against other priorities. In 
order to address this issue, in 2005, I published a study entitled Engines of Growth: Economic Contributions 
of the U.S. Intellectual Property Industries.1 In that study, I analyzed the contributions to the U.S. economy 
of the U.S. “IP industries” – industries that rely most heavily on copyright or patent protection to generate 
revenue, employ and compensate workers and contribute to real growth. The study found, among other 
things, that these IP industries are the most important growth drivers in the U.S. economy, contributing 
nearly 40% of the growth achieved by all U.S. private industry and nearly 60% of the growth of U.S. 
exportable products. It also found that the IP industries were responsible for one-fifth of the total U.S. 
private industry’s contribution to GDP and two-fifths of the contribution of U.S. exportable products and 
services to GDP. 

Subsequently, in September 2006, the Institute for Policy Innovation (IPI) published my new study 
entitled, “The True Cost of Motion Picture Piracy to the U.S. Economy.”2 In that study, (hereinafter, the 
“Motion Picture Piracy” study) I measured the true cost of motion picture piracy to the U.S. economy as a 
whole. I concluded that global piracy of motion pictures resulted in $20.5 billion annually in lost output 
among all U.S. industries, $5.5 billion annually in lost earnings for all U.S. workers and 141,030 U.S. jobs 
that would otherwise have been created. In addition, as a result of piracy, governments at the federal, state 
and local levels are deprived of at least $857 million in tax revenue each year. 

The MMoottiioonn PPiiccttuurree PPiirraaccyy study was an initial eff ort to measure the economic impact of motion picture y study was an initial effort to measure the economic impact of motion picture 
piracy on the U.S. economy as a whole. 

In the current study, the basic methodology and approach that was pioneered in the Motion Picture Piracy 
study will be applied to another industry—the U.S. Sound Recording industry. In this analysis, as in the 
motion picture study, estimates of sound recording industry losses to piracy will be used in conjunction 
with industry-specific multipliers from the U.S. Bureau of Economic Analysis to derive economy-wide 
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losses in output, employee earnings and jobs. In addition, these estimates, in conjunction with other data, 
will be used to derive estimates of the tax receipts that are lost as a result of sound recording piracy. 

The analysis of the impact of sound recording piracy that is presented here will also serve as an essential 
input in yet another upcoming IPI study that will consider the ccoommbbiinneedd eff ects of piracy in four separate d effects of piracy in four separate 
copyright-dependent industries. The industries to be included in this broader effort will include the U.S. 
sound recording industry as well as the U.S. motion picture, business and entertainment software and 
video games industries. 

I. BACKGROUND: MEASURING THE HARM CAUSED BY SOUND
 RECORDING PIRACY 

U.S. SOUND RECORDING INDUSTRIES 

In this study, the principal focus of analysis will be the U.S. Sound Recording Industries that are identified 
in the North American Industry Classification System as a four-digit industry group - NAICS 5122.3 This 
industry group “comprises establishments primarily engaged in 

• producing and distributing musical recordings, 
• in publishing music, -
• or in providing sound recording and related services.”4 -

NAICS 5122 is part of the broader Motion Picture and Sound Recording Industry sub sector (NAICS 
512) which is, in turn, part of the “Information” industry sector (NAICS 51). 

According to the U.S. Census Bureau, the “employer firms” in NAICS 5122 generated revenue of $18.7 
billion in 2005.5 This total represented an increase of $2.2 billion or 13.7% over 2004. In that year, 
(2004), the Census Bureau also found that the Sound Recording Industries had 25,101 paid employees in 
3,405 establishments.6 These employees received a total payroll of $1.965 billion. 

Within the four-digit Sound Recording Industries group, the largest five-digit NAICS industry is NAICS 
51222-integrated record production and distribution. In 2005, the NAICS 51222 industry reported 
revenues of $12.866 billion. Of this total, 87 percent or $11.242 billion was generated through the sale 
of recordings.7 In 2005, the NAICS 51222 industry reported total expenses of $11.122 billion. This total 
represented an increase of 24.6% or $2.194 billion over total expenses in 2004.8 Personnel costs alone rose 
from $1.631 billion in 2004 to $2.173 billion in 2005. 

U.S. SOUND RECORDING RETAIL TRADE 

The full impact of sound recording piracy is not limited to the U.S. companies that create and sell copy 
protected music products. In particular, U.S. retailers of compact disks face reduced sales and lower 
profits as a result of pirate activities that occur in the United States. The International Federation of the 
Phonograph Industry (IFPI) has reported that in 2005, U.S. sales of recorded music generated record 
company “trade” revenues of $7.012 billion.9 At the retail level, however, these same sales of recorded 
music in the U.S. cost consumers $12.270 billion. Clearly, in the U.S., recorded music piracy hurts both 
producers and retailers of recorded music. 

OUR INTERLOCKING ECONOMY 

In fact, the impact of music piracy flows throughout the U.S. economy. Piracy in one segment of the 
economy can affect other industries because the economy is an “interlocking” system. Changes in supply or 
demand in one industry can and do affect supply and demand in other industries. 
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A DECREASE IN PIRACY EXPANDS PRODUCTION

In this study, we estimate the gains to U.S. industries, to U.S. workers and to U.S. national, state and local 
governments that would occur absent piracy of recorded music. Th is analysis can be viewed either as an estimate of the 
damages sustained by the U.S. as a result of music piracy in the past year or as an estimate of the damages sustained by the U.S. as a result of music piracy in the past year or as an estimate of the damages gains that could be gains that could be gains
realized in the future if global piracy were substantially curtailed. 

Th is analysis begins with an assessment of the increased demand for legitimate U.S. music products that would be increased demand for legitimate U.S. music products that would be eased demand
observed throughout the world if piracy did not exist. Th e increased demand for U.S. recorded music is quantifi ed 
on a market-by-market basis using a variety of industry sources including the most recent IFPI report on the global 
recording industry.1 Th is increased demand is then adjusted to refl ect an assumed response, by former consumers of 
pirated works, to higher legitimate prices.  

From the supply side perspective, we assume that the market for the production and distribution of recorded music supply side perspective, we assume that the market for the production and distribution of recorded music supply side
would remain intensely competitive as it is today. We see little reason to assume, in the alternative that absent piracy, 
producers of recorded music would (or even could) cease to compete with each other. 

We also assume that with a larger potential market for legitimate music products, profi t seeking music producers 
and distributors could readily expand their development eff orts to market the music of new artists or to increase 
the development and marketing budgets for existing artists or both. Th e music industry does not face many of the 
production bottlenecks that might limit the ability of other industries to satisfy increased demand for their products. 
More importantly, music producers would likely seek to exploit the expansion of the market for legitimate U.S. sound 
recordings, not only by creating more recordings but also by increasing the audience appeal of each recording through 
the use of more expensive inputs. 

Indeed, as a general matter, we would expect profi t-seeking music producers to spend more on creative inputs the larger 
the potential market for the music. Higher quality inputs, in turn should increase the producer’s share of revenue from 
the market and increased share is more valuable in a larger market. Because of these considerations, music producers 
could (and as competitors, clearly would) attempt to meet the increased demand for legitimate U.S. recordings through 
a variety of strategies. Th ese strategies might involve the release of more recordings or more expensive recordings or 
both. Precisely because of this fl exibility, however, there is little reason to believe that supply side constraints would 
inhibit the U.S. sound recording industries from satisfying even a signifi cant increase in the demand for its products. 

1  International Federation of Phonographic Industry (IFPI), 2006 Global Recording Industry in Numbers.

 

For example, assume that personal watercraft suddenly become very popular and shortages develop. In this 
situation, the price of personal watercraft will rise and so will the profits of the manufacturers. However, in 
order to continue to earn these higher profits, the manufacturers will have to make more personal watercraft. 
In the process, they will buy, among other things, more waterproof seats from seat manufacturers. 

Of course, it doesn’t stop there. In order to produce more seats, the seat manufacturers will have to buy 
more plastic and more padding. And the plastic and padding manufacturers will have to buy more of the 
particular materials that they need. 

The cascade does not even end with the suppliers of personal watercraft manufacturers but continues 
downstream as well. The retail sellers of personal watercraft who buy from the manufacturers will also be 
able to earn more money by raising prices or by increasing volume. These kinds of interactions among 
industries are captured in input-output tables. Input-output tables measure the interrelationships that exist 
among different industries. With this information, one can estimate what impact a specific change in one 
industry will have on other industries. 

What is true for personal watercraft is equally true for recorded music. If the revenue generated by making 
and selling recorded music increases (In this case, not by higher demand but by a decrease in piracy), 
record companies will make more recordings, invest in higher quality, broader distribution or marketing, 
or some combination of these activities in order to capture more profits. (See sidebar “A Decrease In Piracy 
Expands Production”). 
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Figure 1: Impact of Piracy Throughout the Economy
 

FIGURE 1 IMPACT OF PIRACY THROUGHOUT THE ECONOMY 
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II. METHODOLOGY: PIRACY LOSS ESTIMATES FOR THE SOUND
 RECORDING INDUSTRY 

GLOBAL LOSSES FROM PHYSICAL PIRACY 

In the MMoottiioonn PPiiccttuurree PPiirraaccyy study, estimates of the global losses to the U.S. industry from motion y study, estimates of the global losses to the U.S. industry from motion 
picture piracy were available from the extensive piracy survey analysis conducted for the Motion Picture 
Association of America by L.E.K. Consulting. At this writing, no such comprehensive analysis of piracy 
exists for the recorded music industry. However, many of the underlying building blocks of such an 
analysis do exist in a variety of industry and trade publications. For this study, the most important of these 
sources was 22000066 GGlloobbaall RReeccoorrddiinngg IInndduussttrryy iinn NNuummbbeerrss which is published by the International Federation s which is published by the International Federation 
of the Phonogram Industry (IFPI). 

The IFPI report contains detailed, country-by-country information on actual sales of recorded music by 
year and as between physical and digital media. The report also establishes two separate measures of value 
for the recorded music that is sold in each country. These measures are record company “trade” value and 
the “retail” value paid by the consumer for the purchase of a music product. The IFPI report shows, by 
country, the number of physical units sold by medium (i.e. CD, DVD etc.) and the number of single 
units sold (i.e. songs) by physical and digital media. Finally, the IFPI report publishes an estimate of the 
physical piracy rate for each market analyzed.10 Country-by-country data from the IFPI 2006 report are 
reproduced in Appendix A. 

In this report, physical piracy refers to manufactured pirate CDs, copied CDs and manufactured or 
copied music video DVDs. The calculations used to derive worldwide losses from physical piracy of 
recorded music are shown in Table 1. The calculations begin with an estimate of the losses sustained by the 
worldwide recorded music industry from physical piracy. As set forth in Appendix A, the IFPI provides 
estimates of the physical piracy rates experienced in all major markets of the world. These calculations are 
used, in conjunction with legitimate sales quantities to derive the number of pirate units sold by market. 
As shown in Table A-3 of Appendix A, this quantity was 1.398 billion units in 2005. If these units could 
have been sold at the average retail price that prevailed in each market, the global industry would have 
earned an additional $6.460 billion (Table A-3). 
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f   Based on review of published articles on the eff ects of music downloading.
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SUBSTITUTION OF LEGITIMATE PRODUCT FOR PIRATE PRODUCT — PHYSICAL PIRACY 

However, unlike the calculations in Table A-3, in this analysis it is conservatively assumed that absent 
piracy, there would be a significant loss of pirate quantities as former consumers of those products would 
likely have to pay higher (legitimate) prices. Unfortunately, there is no precise measure of the degree 
to which consumers of pirated CD would continue to purchase those CDs at legitimate prices. In this 
analysis, we have reviewed results of several surveys of consumers of both pirated and legitimate CDs in 
different markets. We have also reviewed surveys of home video consumers in markets around the world. 
These surveys generally conclude that if counterfeit channels were not available, many buyers of counterfeit 
CDs would purchase CDs legally. While the degree to which these legitimate purchases would occur differs 
by market, it appears nevertheless, that such purchases would comprise a very significant fraction of the 
total number of pirated CDs now purchased. Indeed, the “substitution” rates cited by survey respondents 
range from approximately 40% to 70%.11 In this study, the weighted average substitution rate used for 
the physical piracy of recorded music is 65.7%. A calculation of the implied substitution rate for physical 
piracy is shown in Table 2. 

With a weighted average substitution rate of 65.7%, the estimated global loss from physical piracy falls 
from $6.460 billion (100% substitution at retail prices) to $4.068 billion. (See Table 1) This value must 

 (Part One)

TABLE 1 SOUND RECORDING INDUSTRY DIRECT LOSSES DUE TO PIRACY 

Sound Recording Industries: NAICS 512200 aa (Part One)a (Part One) 

Part One: Worldwide Losses of U.S. Sound Production/Distribution & Related Industries. 

Billions 
of U.S. 
Dollars 

Global Loss to U.S. Industry from Physical Piracy 

Estimated Global Losses at Trade Value b $4.068 $4.068 

Assumed Net Return to Vendor c 60.7% 

U.S. Share of Pirated Physical Works d 66% 

Estimated Physical Piracy Losses to U.S. Integrated Firms $1.630 

Global Loss to US Industry from Download Piracy 

Global Illegal Songs Downloaded (in millions) e 20,000 

Illegal Downloads of U.S. Repertiore (in millions) 13,200 

Lost Legitimate Unit Sales (in millions) (20%) f 2,640 

Unit P=$2.31 * Net Return g $1.403 

Estimated Download Piracy Losses to U.S. Integrated Firms $3.703 

Sub-Total Piracy Losses (Part One) $5.333 

aa  NAICS 512200 - Sound Recording Industries includes production, distribution, music publishing, recording, producing and promoting a NAICS 512200 - Sound Recording Industries includes production, distribution, music publishing, recording, producing and promoting 
of sound recordings.

b See Appendix A - IFPI Data, Table A-4. 
c EE
d

Equals world avquals world avquals world average trade price ($8.58) divided berage trade price ($8.58) divided by world avy world average rerage retail price ($14.13). Setail price ($14.13). See Aee Appendix A - IFPppendix A - IFPI DI Data,ata, TTable A-1, A-2.able A-1, A-2.
d Greater investment in U.S. product increases the likelhood that U.S. product will be pirated more frequently than domestic product. Add 

10% to assumed split of 60% U.S. product. 
e BB
f

Based on IFPased on IFPased on IFPI 2006 GI 2006 Global Rlobal Recorecording Iding Industrndustry in Ny in Numbers, page 9.umbers, page 9.
ff Based on review of published articles on the eff ects of music downloading.f Based on review of published articles on the effects of music downloading. 
gg For legitimate downloads (90%), sales at $0.99 per song. For legitimate CDs (10%), average retail price. See Table 2.g For legitimate downloads (90%), sales at $0.99 per song. For legitimate CDs (10%), average retail price. See Table 2. 
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TABLE 2 ASSUMPTIONS: SUBSTITUTION RATES AND PRICING 

Assumptions for the Substitution of Legitimate Physical Product for Pirated Physical Product. 

1. No. of pirated units at trade price. See Appendix A, Table A-4 

$4,068.15 divided bdivided byy 2.91 y 2.91 equals 1,398 

2. No. of pirated units at retail price if revenue is held constant. Table A-5 

$4,068.15 divided bdivided byy 4.43 y 4.43 equals 918 

3. Implied reduction in number of pirate units sold absent piracy 480 

4. Implied substitution rate for legitimate product 65.7% 

Assumptions for the Pricing of Legitimate On-Line and Physical Product that would Substitute for 
Pirate Downloads of Recorded Music. 

1. Average Price for a Legitimate Downloaded Song as per IFPI: 

Assume Legitimate World and U.S. on-line 
price of $0.99 per downloaded song. 

2. Average Retail Price for Legitimate CD as per IFPI: 

World Average Price $14.13 

U.S. Average Price $15.64 

3. Weighted Average “But-For” Price Absent Piracy a 

$0.99 

World Price U.S. Price 

Weight Sub-Total Weight Sub-Total 


Download 

$2.30 

90% $0.89 90% $0.89 

CD 10% $1.41 10% $1.56 

World Price U.S. Price $2.46 

aa  Absent piracy, experienced downloaders would be unlikely to purchase bundled CDs when they could legally download a Absent piracy, experienced downloaders would be unlikely to purchase bundled CDs when they could legally download 
individual songs. Assume 90% of download substitution purchases go to legitimate on-line music services. 

then be divided between the music retailer and the music producer. For this purpose, we again use the IFPI 
data to derive the weighted average world trade price ($8.58) and the weighted average world retail price 
($14.13).12 The ratio of the trade price average to the retail price (60.7%) is used for this purpose. (See 
Table 1) 

Finally, we must determine the share of piracy losses that represents U.S. recorded music. In its Special 
301 filings with the U.S. Trade Representative’s office, the U.S. industry develops an “estimate of the local 
pirate market that is classified international repertoire and takes, on average, 60% of this as U.S. repertoire. 
This figure is based on legitimate market repertoire data.”13 In this analysis, we increase this percentage 
by 10% (to 66%) to reflect the belief that greater investment in the development and marketing of U.S. 
product (relative to non-U.S. product) increases the likelihood that U.S. product will be pirate. 

Based on these assumptions, the total loss to U.S. sound recording producers from physical piracy is 
estimated as $1.630 billion. (See Table 1) 

GLOBAL LOSSES FROM DOWNLOAD PIRACY 

The U.S. recorded music industries sustain losses not only from physical piracy but also increasingly 
from illegal downloads of recorded music. Many of these songs are downloaded from peer-to-peer (P2P) 
networks whose users increasingly are responsible for recent declines in the number of legitimate CD 
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sales in the U.S. IFPI estimates that in 2005, 20 billion songs were illegally downloaded worldwide.14 In 
this report, the calculations used to derive the recorded music industries’ losses from download piracy are 
provided in Table 1. 

SUBSTITUTION OF LEGITIMATE PRODUCT FOR PIRATED PRODUCT — DOWNLOAD PIRACY 

As reported in Table 1, the calculation begins with the IFPI estimate of 20 billion illegal downloads 
worldwide. For reasons set forth above in connection with the physical piracy estimates, it is further 
assumed that 66% of all illegal downloads represent downloads of U.S. recorded music. It is then assumed 
that only 20% (1 in 5) of these downloaded songs would have been purchased legitimately if piracy did 
not exist.15 

For the 20% of downloaded U.S. songs that, absent piracy would be purchased legitimately, it is then 
necessary to derive the legitimate price that these consumers (who formerly downloaded recorded 
music illegally) would now pay. Since these consumers are all familiar with the Internet and capable of 
downloading computer files, it is reasonable to assume that most (but not all) of their substitution efforts 
would occur in the form of legal downloads from legitimate web sites. 

For these downloads, we assume a legitimate price of $0.99 per song. (See Table 2) We further assume that 
90% of these songs would ultimately be acquired through legitimate music downloads while the remaining 
10% of songs would be purchased on a legitimate CD.16 The weighted average legitimate price used for 
worldwide downloads of U.S. music is $2.30. (See Table 2) 

As shown in Table 1, the legitimate price of $2.30 times the net return to the record producer (60.72%) 
times the total estimated song substitutions (2.640 billion) yields total download piracy losses to U.S. firms 
of $3.703 billion. When combined with the physical piracy losses of $1.630 billion, the total piracy loss to 
the sound recording industries from global piracy equals $5.333 billion. (See Table 1) 

U.S. RETAIL LOSSES FROM SOUND RECORDING PIRACY 

As noted earlier, piracy losses to U.S. industries are not limited to the losses sustained by U.S. producers 
of recorded music. Recorded music is sold through a wide variety of retail distribution channels and U.S.-
based music piracy reduces those legitimate sales. Calculations in support of the piracy losses estimates for 
U.S. retail industries are provided in Table 3. 

The calculations in Table 3 follow on from the calculations provided in Tables 1 and 2. As shown in Table 
3, U.S. retail sales and profits are affected by both physical and download piracy. The physical piracy loss 
estimate begins with the U.S. losses from physical piracy that occur within the United States. As shown in 
Table 3, this value is $335 million as per IFPI. (See Table A-4, Appendix A). This value is then adjusted to 
reflect only the retail portion of these losses. The net U.S. retail loss from physical piracy is shown as $151 
million. (Table 3) 

The download piracy losses to U.S. retailers are calculated using an assumed value of 4.0 billion illegal 
downloaded songs in the U.S. in 2005. This value (based primarily on a review of confidential sources) 
implies that of the 20 billion illegal songs downloaded globally in 2005, some 20% or 4 billion were 
downloaded to U.S. consumers. 

Again assuming a 20% substitution rate, these 4 billion downloaded songs translate into 800 million lost 
legitimate sales. This figure is then adjusted for the weighted average price of legitimate purchases for 
download consumers and by the retail margin. These calculations lead to download piracy losses to U.S. 
retailers of $890 million and total U.S. retail losses (from both download and physical piracy) of $1.041 
billion. See Table 3. 
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TABLE 3 SOUND RECORDING RETAIL TRADE LOSSES DUE TO PIRACY 

U.S. Sound Recording Industries, Retail Trade: NAICS 44-45 a 

Part Two: U.S. Losses of U.S. Retail industries that sell or rent sound recording products. 

Billions 
of U.S. 

Losses to U.S. Retail Industires from U.S. piracy of Dollars 

Physical Sound Recording Products 

U.S. Losses in U.S. Market at Trade Value $0.335 

Assumed Net Return to U.S. Retail b 45.2% 

Total Losses to U.S. Retail Industries $0.151 

Downloaded Sound Recording Products 

Illegal Downloaded Songs in U.S. (millions) c 4,000 

Lost legitimate unit sales (millions) (20.0%) 800 

Unit P = $2.46 * (.452) $1.112 

Total Losses to U.S. Retail Industries $0.890 

Sub-Total Piracy Losses (Part Two) $1.041 

aa  NAICS 44-45 includes all industries engaged in retailing merchandise, generally without transformation, and rendering services to the sale a NAICS 44-45 includes all industries engaged in retailing merchandise, generally without transformation, and rendering services to the sale 
of merchandise. 

b Assumes US Retail Price of $15.64 and U.S. Trade Value Price of $8.57. See Appendix A. 
c In March 2007, NPD group reported 3.4 billion song downloads in the U.S. for 2005 and 6.0 billion song downloads in the U.S. for 

2006. However, in 2006, the total number of U.S. Households downloading via P2P networks increased by only 8% in 2006. If the 
number of illegal downloads per P2P household in 2006 had also applied to 2005, there would have been more than 4.6 billion illegal 
downloads in the U.S. in 2005. In this analysis we adopt a figure of 4.0 billion illegal songs downloaded in the U.S. in 2005. 

THE APPLICABLE RIMS II MULTIPLIERS — PRODUCTION 

The recording industry production and retail losses calculated above reveal only the direct impact of piracy 
on the sound recording industry and its retail trade. To derive and estimate additional losses throughout 
the economy, we use multipliers from the RIMS II model. 

The RIMS II model contains five types of multipliers for many U.S. industries. For each industry, there 
are three “Final Demand” multipliers for output, earnings, and employment and two “Direct- Effect” 
multipliers for “direct” earnings and employment. In this analysis, the Final Demand multipliers tell us the 
total effects of sound recording piracy on the output, earnings, and employment of all U.S. industries. The 
Direct Effects multipliers tell us the specific effects of piracy on the sound recording industries themselves. 
This analysis uses all five types of multipliers. 

The RIMS II model defines industries based on the North American Industry Classification System 
(NAICS), a classification system maintained by the U.S. Government that tracks increasing levels of 
specialty within each classification. As noted earlier in this report, the U.S. Sound Recording Industries are 
classified in NAICS 5122. 

A total of five multipliers were acquired from the Bureau of Economic Analysis for NAICS 5122. The 
three Final Demand multipliers are designed to estimate the changes in total economic output, total 
earnings (of workers), and total employment that result from a specified change in Final Demand. The two 
Direct Effect multipliers are used to derive the changes in earnings and employment levels only for workers 
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who are directly employed in the industry under study. In Table 4, all five multipliers are reported for the 
states of California, New York, Tennessee, Florida and Texas. A detailed discussion of the reasons for this 
determination is provided in Appendix B. 

TABLE 4 MULTIPLIERS FOR U.S. SOUND RECORDING INDUSTRIES 

Part One 

U.S. Sound Recording Industries: NAICS 512200 

Final Demand Multipliers for Primary States a 

Output: 

California 2.0156 

New York 1.8183 

Tennessee 1.9436 

Florida 1.7499 

Texas 1.9659 

Earnings: 

California 0.4250 

New York 0.3190 

Tennessee 0.3827 

Florida 0.3545 

Texas 0.3999 

Employment: 

California  9.6 

New York  6.7 

Tennessee 11.0 

Florida 10.3 

Texas  9.7 

Direct Effect Multipliers for Primary States a 

Earnings: 

California 2.9689 

New York 2.6418 

Tennessee 2.7321 

Florida 2.5628 

Texas 2.8671 

Employment: 

California 4.3948 

New York 3.6664 

Tennessee 3.0776 

Florida 2.9544 

Texas 4.4529 

aa  In the 2002 Census, California, New York, Tennessee, Florida and Texas collectively employed 74.3% a In the 2002 Census, California, New York, Tennessee, Florida and Texas collectively employed 74.3% 
of all workers in NAICS 512200. California employed 41.46% of this subtotal while the remaining 
four states employed the following shares; New York = 39.11%, Tennessee = 9.99%, Florida = 5.41%, 
and Texas with 4.02%. 
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THE APPLICABLE RIMS II MULTIPLIERS — RETAIL 

As noted previously, sound recording piracy affects other U.S. industries in addition to the industries that 
are classified in NAICS 5122. In particular, U.S. retailers of compact disks face reduced sales and lower 
profits as a result of piracy. However, the inter-industry relationships that affect these industries differ from 
the inter-industry relationships that exist in the sound recording industries. As a result, the multipliers 
that apply to the retailing of compact disks should also differ from the multipliers that were calculated for 
NAICS 5122. In this study, the economic effects of piracy on U.S. sound recording retailers are measured 
using multipliers for U.S. retail trade (NAICS 44-45). 

The five multipliers used in the retail calculations in this study are shown in Table 5. Multipliers are 
reported for eight states: California, New York, Texas, Ohio, Pennsylvania, Illinois, Florida, and New 
Jersey. In the U.S., the retail industries that sell compact disks to consumers are less geographically 
concentrated than the industries that produce sound recordings. In this study, it is assumed that the retail 
multipliers for these eight states appropriately and reasonably capture the economic relationships that exist 
for the U.S. sound recording retailing sector as a whole. 

More detailed information on the RIMS II multipliers used in this analysis may be found in Appendix B. 

TABLE 5 MULTIPLIERS FOR U.S. SOUND RECORDING INDUSTRIES 

Part Two 

U.S. Sound Recording Industries: Retail Trade NAICS 44-45 

Final Demand Multipliers for Primary States a 

States Output Earnings Employment 

California 2.2996 0.7244 24.4 

New York 2.0293 0.5820 19.9 

Texas 2.2242 0.6809 25.1 

Ohio 2.1855 0.6692 26.3 

Pennsylvania 2.1873 0.6562 25.0 

Illinois 2.3286 0.7077 25.3 

Florida 2.0600 0.6549 25.3 

New Jersey 2.1566 0.6280 21.0 

Direct Effect Multipliers for Primary States a 

States Earnings Employment 

California 2.1447 1.7520 

New York 1.8618 1.5392 

Texas 2.0205 1.7222 

Ohio 2.0312 1.6773 

Pennsylvania 2.0238 1.6387 

Illinois 2.1579 1.6914 

Florida 1.9406 1.6689 

New Jersey 2.0227 1.6420 

aa  In the 2002 Census the top eight states for establishments and employment in NAICS 45122 - Prere-a In the 2002 Census the top eight states for establishments and employment in NAICS 45122 - Prere-
corded Tape, Compact Disk and Record Stores, were responsible for 50% of the total establishments and 
employment in NAICS 45122 for the U.S. as a whole. 
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III. FINDINGS: THE IMPACT OF SOUND RECORDING PIRACY ON THE 
OVERALL ECONOMY 

TOTAL LOST OUTPUT, EMPLOYMENT AND EARNINGS 

To produce industry-specific estimates of the impacts of piracy on the U.S. economy, the estimated losses 
from piracy for the sound recording industry are combined with the appropriate multipliers. The three 
“Final Demand” estimates of the overall impact of piracy on the U.S. economy are reported in Table 6. 

As shown in Table 6, as a result of piracy, the sound recording industries have sustained a reduction in 
Final Demand for their products in the amount of $5.333 billion in 2005. Using the relevant industry 

TABLE 6 ECONOMIC IMPACTS OF INCREASED FINAL DEMAND FOR RECORDED MUSIC 

Part One: Absent Piracy, Final Demand in U.S. Sound Recording industries would increase. 

Allocation Final Demand Output Earnings Employment 
State Factor ($ Millions) ($ Millions) ($ Millions) (Number) 

$5,333.21 

California 0.4146 $4,456.79 $939.74 21,227 

New York 0.3911 $3,792.64 $665.38 13,975 

Tennessee 0.0999 $1,035.53 $203.90 5,861 

Florida 0.0541 $504.89 $102.28 2,972 

Texas 0.0402 $421.48 $85.74 2,080 

Sub-Total $10,211.33 $1,997.03 46,114 

Part Two: Absent Piracy, Final Demand in U.S. Sound Recording Retail would also increase. 

Allocation Final Demand Output Earnings Employment 
State Factor ($ Millions) ($ Millions) ($ Millions) (Number) 

$1,040.97 

California 0.2967 $710.25 $223.74 7,536 

New York 0.1607 $339.47 $97.36 3,329 

Texas 0.1471 $340.58 $104.26 3,843 

Ohio 0.0919 $209.08 $64.02 2,516 

Pennsylvania 0.0847 $192.85 $57.86 2,204 

Illinois 0.0837 $202.89 $61.66 2,204 

Florida 0.0798 $171.12 $54.40 2,102 

New Jersey 0.0554 $124.37 $36.22 1,211 

Sub-Total $2,290.61 $699.52 24,946 

Economic Impacts of Increased Final Demand for Sound Recordings 

Output Earnings Employment 
($ Millions) ($ Millions) (Number) 

$12,501.94 $2,696.55 71,060 
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multipliers, this loss is converted into an estimate of the total loss in U.S. output. This total loss figure is 
$10.211 billion. In addition, the “direct” loss sustained by retailers of U.S. sound recordings ($1.04 billion) 
would provide an additional $2.290 billion in total lost output to the U.S. economy. As a result, the full 
impact of sound recording piracy on U.S. output was an overall loss of $12.501 billion. 

TABLE 7 DIRECT EFFECTS OF INCREASED FINAL DEMAND FOR RECORDED MUSIC 

Part One: Absent piracy, the Direct Effects of increased Final Demand on U.S. Sound Recording industries 
would increase. 

State 

Total 
Employment 

(Number) 

Direct 
Employment 

(Number) 

Total 
Earnings 

($ Millions) 

Direct 
Earnings 

($ Millions) 

California 

New York 

Tennessee 

Florida 

Texas 

21,227 

13,975 

5,861 

2,972 

2,080 

4,830 

3,812 

1,904 

1,006 

467 

$939.74 

$665.38 

$203.90 

$102.28 

$85.74 

$316.53 

$251.86 

$74.63 

$39.91 

$29.90 

Sub-Total 12,019 $1,997.03 $712.84 

Part Two: Absent piracy, the Direct Effects of increased Final Demand on the U.S. Sound Recording 
industries would also increase. 

State 

Total 
Employment 

(Number) 

Direct 
Employment 

(Number) 

Total 
Earnings 

($ Millions) 

Direct 
Earnings 

($ Millions) 

California 

New York 

Texas 

7,536 

3,329 

3,843 

4,301 

2,163 

2,232 

$223.74 

$94.36 

$104.26 

$104.32 

$52.29 

$51.60 

Ohio 

Pennsylvania 

Illinois 

Florida 

New Jersey 

2,516 

2,204 

2,204 

2,102 

1,211 

1,500 

1,345 

1,303 

1,259 

738 

$64.02 

$57.86 

$61.66 

$54.40 

$36.22 

$31.52 

$28.59 

$28.57 

$28.03 

$17.91 

Sub-Total 14,841 $342.84

 Direct Effects of Increased Final Demand for Sound Recordings 

Total Direct Total Direct 
Employment Earnings 

(Number) ($ Millions) 

26,860 $1,055.67 
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Leads To 

Leads To 

With regard to lost earnings of U.S. workers, the comparable loss figures are $1.997 billion that stem from 
the losses sustained by the sound recording production and distribution industries and $699 million from 
the losses of retail sales of legitimate music CDs. Thus, the total loss in earnings to workers in 2005 was 
$2.697 billion. 

Finally, in terms of losses in employment that would have been created, the effects of piracy on the sound 
recording industries in NAICS 5122 cost the United States 46,114 jobs and the effects on U.S. retail 
distribution cost 24,946 jobs. Thus, the total loss in U.S. employment that has resulted from piracy of U.S. 
sound recordings in 2005 was 71,060 jobs. 

DIRECT LOST EMPLOYMENT AND EARNINGS 

As noted above, the RIMS II model also provides multipliers that measure the economic effects of a change 
in final demand solely on the industries that are directly affected by that change. Using these multipliers, 
as shown in Table 7, we estimate that the direct loss in employee earnings in the U.S. sound recording and 
retail industries that results from pirate activities is $1.056 billion. The direct loss in employment at these 
industries was 26,860 jobs. 

LOST TAX REVENUES 

In total, sound recording piracy costs government at all levels, conservatively $422 million annually. 

Tax multipliers are not provided in RIMS II. For the tax loss estimates presented in this study, the 
methodology previously used in the Motion Picture Piracy study was again applied to the sound 
recording industry. 

SOUND RECORDING PIRACY TAX EFFECTSFIGURE 2Figure 2: Sound Recording Piracy Tax Effects
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* Increased sound recording production could be of more recordings, more expensive recordings, or both. 
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As in the MMoottiioonn PPiiccttuurree PPiirraaccyy study, in this study, tax loss estimates are developed for three categories y study, in this study, tax loss estimates are developed for three categories 
of taxes. These are lost personal income taxes that would have been paid by sound recording industry 
employees, lost corporate income taxes and lost production and other business taxes. In Table 8A, we 
calculate the income taxes that would have been paid on the employee earnings that would have been 
paid absent piracy in sound recordings. As shown in Table 8A, these personal income taxes would have 
exceeded $113 million from sound recording employees alone and more than $291 million from the total 
employees directly and indirectly affected by sound recording piracy. 

TABLE 8A PERSONAL INCOME TAX LOSSES 

U.S. Sound Recording Industries: NAICS 5122 

I. Personal Income Taxes on Lost Employee Earnings: NAICS 5122 Only 

($ Billions) 
Assumed Tax 

Rate a 

NAICS 5121 
Personal Taxes 
($ Billions) 

Direct Employee Earnings Loss: NAICS 5122 $1.056 10.8% $0.114 

IA. Personal Income Taxes on Lost Employee Earnings: NAICS 5122 Plus All Input Industries 

($ Billions) 
Assumed Tax 

Rate a 

NAICS 5121 
Plus All Input 

Industries 
Personal Taxes 
($ Billions) 

Total Employee Earnings Loss: All Affected Industries $2.697 10.8% $0.291 

a See Appendix C, Table C-1.a See Appendix C, Table C-1.a

In Table 8B, we estimate other tax losses that result from pirate activities in the sound recording industry. 
For example, focusing only on corporate income taxes, we estimate that the sound recording industry alone 
would have generated additional taxes of $81 million each year. In addition, lost “production” taxes from 
the U.S. sound recording industry would have exceeded $50 million annually. 

It is important also to recognize that the tax loss estimates presented here do not encompass a full accounting 
of all tax losses attributable to piracy. The estimates for both corporate income tax losses and production tax 
losses reflect only the direct losses sustained by the sound recording industries themselves. The estimates do 
not include additional tax losses that would result from lower income and lower sales in those U.S. industries 
that supply inputs to the U.S. copyright industries. Thus the corporate income tax and production tax estimates 
do not include tax losses sustained at U.S. industries that are indirectly affected by piracy. 

CONCLUSION 

As set forth in this report, the U.S. sound recording industries are now sustaining approximately $5.33 
billion in losses as a result of global and U.S. piracy. In addition, U.S. retailers are losing another $1.04 
billion. These estimates suggest total “direct” losses to all U.S. industries from music piracy that exceed 
$6.37 billion. 

These direct losses then cascade through the rest of the U.S. economy and the losses of economic output, 
jobs and employee earnings “multiply.” 

Based on the analyses set forth in this paper, because of music piracy, the U.S. economy loses a total of 
$12.5 billion in economic output each year. 
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CORPORATE INCOME AND PRODUCTION TAX LOSSES

b

TABLE 8B 

U.S. Sound Recording Industries: NAICS 5122 

II. Corporate Income Taxes Lost: NAICS 5122 Only 

III. Taxes on Production Lost: NAICS 5122 Only 

Ratio of Taxes on Prod. to Employee Comp. 

aa See Appendix C, Table C-1.a SS
b

See Aee Aee Appendix C,ppendix C, TTable C-1.able C-1. 
b See Appendix C, Table C-2. 

Apply to Estimate of 
Direct Earnings Other GOS 
NAICS 5122 NAICS 5122 

($ Billions) ($ Billions) ($ Billions) 

Other GOS (Corporate) NAICS 512 $12.028 $0.550 

Employee Compensation NAICS 512 $23.100 $1.056 

Ratio of Other GOS to Employee Comp. 

Assumed Tax Rate a 14.8% 

Equals Estimated Corporate Income Tax Loss in NAICS 5122 $0.081 

Estimate of 
Apply to Taxes on 

Direct Earnings Production 
NAICS 5122 NAICS 5122 

($ Billions) ($ Billions) ($ Billions) 

TTaxes on Production NAICS 512Taxes on Production NAICS 512 b  $1.100 $0.550 

Employee Compensation NAICS 512 b $23.100 $1.056 

4.8% 

Equals Estimated Production Tax Loss in NAICS 5122 $0.050 

Furthermore, the U.S. economy also loses 71,060 jobs. Of this amount, 46,114 jobs are lost at the U.S. 
production level for sound recordings while 24,946 jobs are lost at the U.S. retail level. 

Because of global piracy in recorded music U.S. employees lose $2.7 billion in total earnings annually. Of 
this total, $2.0 billion is lost at the U.S. production level while $700 million is lost at the U.S. retail level. 

Finally, as a consequence of piracy in sound recordings, U.S. federal, state and local governments lose a 
minimum of $ 422 million in tax revenues annually. Of this amount, $291 million represents lost personal 
income taxes while $131 million is lost corporate income and production taxes. 
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APPENDIX A — IFPI REFERENCE DATA 

The International Federation of the Phonographic Industry (IFPI) is an international organization 
that represents the recording industry worldwide. Its membership comprises some 1,400 major and 
independent companies in more than 70 countries. It also has affiliated industry national groups in 48 
countries. 

The data shown in Tables A-1 through A-5 were obtained from an IFPI report entitled: 2006 Global 
Recording Industry in Number. 
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TABLE A-1 IFPI GLOBAL RECORDING INDUSTRY DATA - RETAIL VALUES OF LEGITIMATE UNITS 

Equals: 
Physical Units Physical 

Retail Value Less: at Retail Value Units Sold Retail Price 
Rank Country ($ Millions) Digital ($ Millions) (Millions) Per Unit 

1 USA $12,269.5 $636.0 $11,633.5 743.7 $15.64 

2 Japan $5,448.2 $277.5 $5,170.7 235.5 $21.96 

3 UK $3,446.0 $69.2 $3,376.8 182.0 $18.55 

4 Germany $2,210.6 $39.1 $2,171.5 133.7 $16.24 

France $1,990.0 $28.1 $1,961.9 112.2 $17.49 

6 Canada $731.9 $14.7 $717.2 56.8 $12.63 

7 Australia $674.4 $7.5 $666.9 41.8 $15.95 

8 Italy $669.3 $15.7 $653.6 33.4 $19.57 

9 Spain $555.1 $555.1 34.6 $16.04 

Brazil $394.2 $394.2 53.3 $7.40 

11 Mexico $411.6 $411.6 67.4 $6.11 

12 Netherlands $430.6 $4.9 $425.7 25.2 $16.89 

13 Switzerland $267.3 $267.3 16.4 $16.30 

14 Russia $387.6 $387.6 96.5 $4.02 

Belgium $329.4 $329.4 15.0 $21.96 

16 South Africa $254.4 $254.4 23.2 $10.97 

17 Sweden $240.4 $240.4 16.1 $14.93 

18 Austria $284.9 $284.9 11.2 $25.44 

19 Norway $252.6 $252.6 11.4 $22.16 

Denmark $180.1 $180.1 9.9 $18.19 

21 India $156.2 $156.2 103.6 $1.51 

22 Turkey $147.5 $147.5 27.2 $5.42 

23 Taiwan $109.1 $109.1 10.0 $10.91 

24 Ireland $149.0 $149.0 8.3 $17.95 

Finland $132.4 $132.4 7.8 $16.97 

26 Portugal $113.9 $113.9 8.3 $13.72 

27 China $119.7 $119.7 57.9 $2.07 

28 New Zealand $122.0 $122.0 7.2 $16.94 

29 South Korea $132.4 $11.8 $120.6 10.6 $11.38 

Thailand $106.3 $106.3 28.0 $3.80 

31 Hong Kong $79.4 $79.4 6.8 $11.68 

32 Greece $143.0 $143.0 7.4 $19.32 

33 Poland $99.7 $99.7 9.8 $10.17 

34 Argentina $108.2 $108.2 14.9 $7.26 

Indonesia $66.7 $66.7 30.1 $2.22 

36 Hungary $53.4 $53.4 5.3 $10.08 

37 Singapore $38.3 $38.3 4.8 $7.98 

38 Colombia $58.0 $58.0 7.2 $8.06 

39 Czech Republic $42.0 $42.0 3.6 $11.67 

Chile $38.8 $38.8 5.4 $7.19 

41 Malaysia $28.4 $28.4 4.3 $6.60 

42 Phillipines $24.8 $24.8 4.7 $5.28 

TOTAL $33,497.3 $1,104.5 $32,392.8 2,292.5 $14.13 
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TABLE A-2 IFPI GLOBAL RECORDING INDUSTRY DATA - TRADE VALUE OF LEGITIMATE UNITS 

Equals: 
Physical Units Physical 

Trade Value Less: at Trade Value Units Sold Sales Price 
Rank Country ($ Millions) Digital Sales ($ Millions) (Millions) Per Unit 

1 USA $7,011.9 $636.0 $6,375.9 743.7 $8.57 

2 Japan $3,718.4 $277.5 $3,440.9 235.5 $14.61 

3 UK $2,162.2 $69.2 $2,093.0 182.0 $11.50 

4 Germany $1,457.5 $39.1 $1,418.4 133.7 $10.61 

France $1,248.3 $28.1 $1,220.2 112.2 $10.88 

6 Canada $544.3 $14.7 $529.6 56.8 $9.32 

7 Australia $440.0 $7.5 $432.5 41.8 $10.35 

8 Italy $428.5 $15.7 $412.8 33.4 $12.36 

9 Spain $368.9 $368.9 34.6 $10.66 

Brazil $265.4 $265.4 53.3 $4.98 

11 Mexico $262.7 $262.7 67.4 $3.90 

12 Netherlands $246.3 $4.9 $241.4 25.2 $9.58 

13 Switzerland $205.9 $205.9 16.4 $12.55 

14 Russia $193.7 $193.7 96.5 $2.01 

Belgium $161.8 $161.8 15.0 $10.79 

16 South Africa $158.8 $158.8 23.2 $6.84 

17 Sweden $148.2 $148.2 16.1 $9.20 

18 Austria $138.7 $138.7 11.2 $12.38 

19 Norway $133.1 $133.1 11.4 $11.68 

Denmark $113.1 $113.1 9.9 $11.42 

21 India $111.6 $111.6 103.6 $1.08 

22 Turkey $105.3 $105.3 27.2 $3.87 

23 Taiwan $99.7 $99.7 10.0 $9.97 

24 Ireland $91.2 $91.2 8.3 $10.99 

Finland $81.2 $81.2 7.8 $10.41 

26 Portugal $81.1 $81.1 8.3 $9.77 

27 China $79.8 $79.8 57.9 $1.38 

28 New Zealand $77.5 $77.5 7.2 $10.76 

29 South Korea $77.4 $11.8 $65.6 10.6 $6.19 

Thailand $77.2 $77.2 28.0 $2.76 

31 Hong Kong $66.2 $66.2 6.8 $9.74 

32 Greece $65.1 $65.1 7.4 $8.80 

33 Poland $63.9 $63.9 9.8 $6.52 

34 Argentina $51.4 $51.4 14.9 $3.45 

Indonesia $50.2 $50.2 30.1 $1.67 

36 Hungary $33.4 $33.4 5.3 $6.30 

37 Singapore $33.1 $33.1 4.8 $6.90 

38 Colombia $27.0 $27.0 7.2 $3.75 

39 Czech Republic $24.8 $24.8 3.6 $6.89 

Chile $24.1 $24.1 5.4 $4.46 

41 Malaysia $23.1 $23.1 4.3 $5.37 

42 Phillipines $19.1 $19.1 4.7 $4.06 

TOTAL $20,771.1 $1,104.5 $19,666.6 2,292.5 $8.58 
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IFPI GLOBAL RECORDING INDUSTRY DATA - RETAIL VALUE OF PIRATE UNITS 

Legitimate Total Pirate Pirate Sales at 
Units Sold Retail Price IFPI Midpoint Physical Units b Units Sold c Retail Prices 
(Millions) Per Unit Piracy Rates a (Millions) (Millions) ($ Millions) 

743.7 $15.64 5% 782.8 39.1 $612.3 

235.5 $21.96 5% 247.9 12.4 $272.1 

182.0 $18.55 5% 191.6 9.6 $177.7 

133.7 $16.24 5% 104.7 7.0 $114.3 

112.2 $17.49 5% 118.1 5.9 $103.3 

56.8 $12.63 5% 59.8 3.0 $37.7 

41.8 $15.95 5% 44.0 2.2 $35.1 

33.4 $19.57 38% 53.9 20.5 $400.6 

34.6 $16.04 17% 41.7 7.1 $113.7 

53.3 $7.40 38% 86.0 32.7 $241.6 

67.4 $6.11 63% 179.7 112.3 $686.0 

25.2 $16.89 17% 30.4 5.2 $87.2 

16.4 $16.30 5% 17.3 0.9 $14.1 

96.5 $4.02 63% 257.3 160.8 $646.0 

15.0 $21.96 5% 15.8 0.8 $17.3 

23.2 $10.97 38% 37.4 14.2 $155.9 

16.1 $14.93 5% 16.9 0.8 $12.7 

11.2 $25.44 5% 11.8 0.6 $15.0 

11.4 $22.16 5% 12.0 0.6 $13.3 

9.9 $18.19 5% 10.4 0.5 $9.5 

103.6 $1.51 63% 276.3 172.7 $260.3 

27.2 $5.42 63% 72.5 45.3 $245.8 

10.0 $10.91 38% 16.1 6.1 $66.9 

8.3 $17.95 5% 8.7 0.4 $7.8 

7.8 $16.97 17% 9.4 1.6 $27.1 

8.3 $13.72 17% 10.0 1.7 $23.3 

57.9 $2.07 88% 482.5 424.6 $877.8 

7.2 $16.94 5% 7.6 0.4 $6.4 

10.6 $11.38 17% 12.8 2.2 $24.7 

28.0 $3.80 38% 45.2 17.2 $65.2 

6.8 $11.68 17% 8.2 1.4 $16.3 

7.4 $19.32 38% 11.9 4.5 $87.6 

9.8 $10.17 38% 15.8 6.0 $61.1 

14.9 $7.26 63% 39.8 24.9 $180.7 

30.1 $2.22 88% 250.8 220.7 $489.1 

5.3 $10.08 38% 8.5 3.2 $32.7 

4.8 $7.98 5% 5.1 0.3 $2.0 

7.2 $8.06 63% 19.2 12.0 $96.7 

3.6 $11.67 38% 5.8 2.2 $25.7 

5.4 $7.19 63% 14.4 9.0 $64.7 

4.3 $6.60 38% 6.9 2.6 $17.4 

4.7 $5.28 38% 7.6 2.9 $15.2 

2,292.5 3,690.7 1,398.2 $6,460.08 

Average Piracy Rate 38% 

aa Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.a Countries with PCountries with Piracy Rates > 50% divided into <75% and >75% sub-griracy Rates > 50% divided into <75% and >75% sub-groups.oups.

b Equals Legitimate Units Sold divided by (1 - piracy rate). 

c IFPI reports that in 2005, 1.2 million pirate CDs, or 37% of all CDs were purchased. 

b

TABLE A-3 

Country 

USA 

Japan 

UK 

Germany 

France 

Canada 

Australia 

Italy 

Spain 

Brazil 

Mexico 

Netherlands 

Switzerland 

Russia 

Belgium 

South Africa 

Sweden 

Austria 

Norway 

Denmark 

India 

Turkey 

Taiwan 

Ireland 

Finland 

Portugal 

China 

New Zealand 

South Korea 

Thailand 

Hong Kong 

Greece 

Poland 

Argentina 

Indonesia 

Hungary 

Singapore 

Colombia 

Czech Republic 

Chile 

Malaysia 

Phillipines 

b
Countries with P 

Institute for Policy Innovation: Policy Report #188 The True Cost of Sound Recording Piracy to the U.S. EconomyInstitute for Policy Innovation: Policy Report #188 The True Cost of Sound Recording Piracy to the U.S. Economy19 

http:6,460.08


b
iracy Rates > 50% divided into <75% and >75% sub-groups.

                                                

  

 

 Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.

   
        

   

    

 

 

IFPI GLOBAL RECORDING INDUSTRY DATA - PIRATE SALES AT TRADE PRICES 

Legitimate Total Pirate Pirate Sales in 
Units Sold Retail Price IFPI Midpoint Physical Units b Units Sold c Retail Prices 
(Millions) Per Unit Piracy Rates a (Millions) (Millions) ($ Millions) 

743.7 $8.57 5% 782.8 39.1 $335.6 

235.5 $14.61 5% 247.9 12.4 $181.1 

182.0 $11.50 5% 191.6 9.6 $110.2 

133.7 $10.61 5% 140.7 7.0 $74.7 

112.2 $10.88 5% 118.1 5.9 $64.2 

56.8 $9.32 5% 59.8 3.0 $27.9 

41.8 $10.35 5% 44.0 2.2 $22.8 

33.4 $12.36 38% 53.9 20.5 $253.0 

34.6 $10.66 17% 41.7 7.1 $75.6 

53.3 $4.98 38% 86.0 32.7 $162.7 

67.4 $3.90 63% 179.7 112.3 $437.8 

25.2 $9.58 17% 30.4 5.2 $49.4 

16.4 $12.55 5% 17.3 0.9 $10.8 

96.5 $2.01 63% 257.3 160.8 $322.8 

15.0 $10.79 5% 15.8 0.8 $8.5 

23.2 $6.84 38% 37.4 14.2 $97.3 

16.1 $9.20 5% 16.9 0.8 $7.8 

11.2 $12.38 5% 11.8 0.6 $7.3 

11.4 $11.68 5% 12.0 0.6 $7.0 

9.9 $11.42 5% 10.4 0.5 $6.0 

103.6 $1.08 63% 276.3 172.7 $186.0 

27.2 $3.87 63% 72.5 45.3 $175.5 

10.0 $9.97 38% 16.1 6.1 $61.1 

8.3 $10.99 5% 8.7 0.4 $4.8 

7.8 $10.41 17% 9.4 1.6 $16.6 

8.3 $9.77 17% 10.0 1.7 $16.6 

57.9 $1.38 88% 482.5 424.6 $585.2 

7.2 $10.76 5% 7.6 0.4 $4.1 

10.6 $6.19 17% 12.8 2.2 $13.4 

28.0 $2.76 38% 45.2 17.2 $47.3 

6.8 $9.74 17% 8.2 1.4 $13.6 

7.4 $8.80 38% 11.9 4.5 $39.9 

9.8 $6.52 38% 15.8 6.0 $39.2 

14.9 $3.45 63% 39.8 24.9 $85.8 

30.1 $1.67 88% 250.8 220.7 $368.1 

5.3 $6.30 38% 8.5 3.2 $20.5 

4.8 $6.90 5% 5.1 0.3 $1.7 

7.2 $3.75 63% 19.2 12.0 $45.0 

3.6 $6.89 38% 5.8 2.2 $15.2 

5.4 $4.46 63% 14.4 9.0 $40.2 

4.3 $5.37 38% 6.9 2.6 $14.2 

4.7 $4.06 38% 7.6 2.9 $11.7 

2,292.5 3,690.7 1,398.2 $4,068.15 

Average Piracy Rate 38% 

aa Countries with Piracy Rates > 50% divided into <75% and >75% sub-groups.a Countries with PCountries with Piracy Rates > 50% divided into <75% and >75% sub-griracy Rates > 50% divided into <75% and >75% sub-groups.oups.

b Equals Legitimate Units Sold divided by (1 - piracy rate). 

c IFPI reports that in 2005, 1.2 million pirate CDs, or 37% of all CDs were purchased. 

b

TABLE A-4 

Country 

USA 

Japan 

UK 

Germany 

France 

Canada 

Australia 

Italy 

Spain 

Brazil 

Mexico 

Netherlands 

Switzerland 

Russia 

Belgium 

South Africa 

Sweden 

Austria 

Norway 

Denmark 

India 

Turkey 

Taiwan 

Ireland 

Finland 

Portugal 

China 

New Zealand 

South Korea 

Thailand 

Hong Kong 

Greece 

Poland 

Argentina 

Indonesia 

Hungary 

Singapore 

Colombia 

Czech Republic 

Chile 

Malaysia 

Phillipines 

b
Countries with P 
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TABLE A-5 IFPI GLOBAL RECORDING INDUSTRY DATA - IMPLIED SUBSTITUTION RATES 

Pirate Sales at Implied 

Country 
Trade Value 
($ Millions) Retail Prices 

Substitute 
Units a 

Original 
Pirate Units 

Substitution 
Rate b 

USA $335.6 $15.64 21.5 39.14 54.8% 

Japan $181.1 $21.96 8.2 12.39 66.5% 

UK $110.2 $18.55 5.9 9.58 62.0% 

Germany $74.7 $16.24 4.6 7.04 65.3% 

France $64.2 $17.49 3.7 5.91 62.2% 

Canada $27.9 $12.63 2.2 2.99 73.8% 

Australia $22.8 $15.95 1.4 2.20 64.9% 

Italy $253.0 $19.57 12.9 20.47 63.2% 

Spain $75.6 $16.04 4.7 7.09 66.5% 

Brazil $162.7 $7.40 22.0 32.67 67.3% 

Mexico $437.8 $6.11 71.7 112.33 63.8% 

Netherlands $49.4 $16.89 2.9 5.16 56.7% 

Switzerland $10.8 $16.30 0.7 0.86 77.0% 

Russia $322.8 $4.02 80.4 160.83 50.0% 

Belgium $8.5 $21.96 0.4 0.79 49.1% 

South Africa $97.3 $10.97 8.9 14.22 62.4% 

Sweden $7.8 $14.93 0.5 0.85 61.6% 

Austria $7.3 $25.44 0.3 0.59 48.7% 

Norway $7.0 $22.16 0.3 0.60 52.7% 

Denmark $6.0 $18.19 0.3 0.52 62.8% 

India $186.0 $1.51 123.4 172.67 71.4% 

Turkey $175.5 $5.42 32.4 45.33 71.4% 

Taiwan $61.1 $10.91 5.6 6.13 91.4% 

Ireland $4.8 $17.95 0.3 0.44 61.2% 

Finland $16.6 $16.97 1.0 1.60 61.3% 

Portugal $16.6 $13.72 1.2 1.70 71.2% 

China $585.2 $2.07 283.1 424.60 66.7% 

New Zealand $4.1 $16.94 0.2 0.38 63.5% 

South Korea $13.4 $11.38 1.2 2.17 54.4% 

Thailand $47.3 $3.80 12.5 17.16 72.6% 

Hong Kong $13.6 $11.68 1.2 1.39 83.4% 

Greece $39.9 $19.32 2.1 4.54 45.5% 

Poland $39.2 $10.17 3.8 6.01 64.1% 

Argentina $85.8 $7.26 11.8 24.89 47.5% 

Indonesia $368.1 $2.22 166.1 220.73 75.3% 

Hungary $20.5 $10.08 2.0 3.25 62.5% 

Singapore $1.7 $7.98 0.2 0.25 86.4% 

Colombia $45.0 $8.06 5.6 12.00 46.6% 

Czech Republic $15.2 $11.67 1.3 2.21 59.0% 

Chile $40.2 $7.19 5.6 9.00 62.1% 

Malaysia $14.2 $6.60 2.1 2.64 81.3% 

Phillipines $11.7 $5.28 2.2 2.88 77.0% 

TOTAL $4,068.2 918.4 1,398.2 65.7% 

a Substitute Units = Trade Value/Retail Price -
b Country-specific studies put substitution rate between 45% and 75%. -
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APPENDIX B — SOUND RECORDING INDUSTRY MULTIPLIERS 

The estimates in this report are based on an analytical framework known as an iinnppuutt--oouuttppuutt (I-O) table. t (I-O) table. 
For every industry in the economy, an I-O table shows the distribution of the inputs purchased and the 
outputs sold. Using this framework, the U.S. Bureau of Economic Analysis (BEA) has developed a method 
for estimating I-O multipliers. Using multipliers, it is possible to measure not only the direct effects of piracy 
(i.e. the lost 1st round of output) but also the indirect effects (i.e. the lost 2nd and subsequent rounds of 
output) as piracy reduces the need for inputs from factor suppliers in other industries. In addition, the BEA 
multipliers also consider the “induced” economic effects that arise from the piracy-driven loss in labor income 
that is borne by workers in the legitimate industries and which results in a consequent decrease in household 
consumption. 

In this analysis, the multipliers used to estimate the full effects of sound recording piracy were derived using 
BEA’s Regional Input-Output Modeling System or (RIMS II). The RIMS II model produces industry-specific 
“final demand” multipliers for output (in dollars), employment (in numbers of employees) and earnings of 
those employees (in dollars). The RIMS II model also provides industry-specific “direct effects” multipliers for 
employment and earnings. The actual multipliers that were used in this analysis are shown in Table 4 (U.S. 
Sound Recording Industries – NAICS 512200) and in Table 5 (U.S. Sound Recording Industries: Retail 
Trade – NAICS 44-45). 

DEFINING REGIONS BY INDUSTRY 

The RIMS II model produces industry-specific final demand and direct effects multipliers. However, the 
RIMS II model is fundamentally a regional model that estimates multipliers within a pre-defined geographic 
area. Thus, for example, an analyst might be tasked with estimating the economic effects of building a new 
sports stadium within a given metropolitan region. In this example, the analyst would first pre-specify the 
relevant metropolitan region for which the RIMS II model should be calibrated. Subsequently the analyst 
would select the relevant industry multipliers to be derived within that region. The pre-specification of a 
region directly effects the RIMS II multipliers because, all else equal, the smaller the region, the greater the 
chance that that necessary inputs will be obtained from outside the region. When inputs are obtained from 
outside of the pre-specified region in RIMS II, they may no longer “count” as in-region effects of the initial 
change in final demand. Thus, with a narrowly defined area, the indirect economic effects of a given change 
in final demand might be too low. 

This study differs from the more typical RIMS II analysis in that the economic effects of sound recording 
piracy are generally not focused on one or a few small geographic areas. For example, according to the U.S. 
Census Bureau, in 2002, the U.S. Sound Recording Industries (NAICS 5122) employed workers in 43 
different states. For this reason, further analyses were conducted of the state-by-state employment patterns in 
the U.S. Sound Recording Industries. 

MULTIPLIERS FOR U.S. SOUND RECORDING PRODUCTION/DISTRIBUTION 

A review of the sound recording industry’s employment levels on a state-by-state basis revealed that in 2002 
only five states: California, New York, Tennessee, Florida and Texas employed 74.3% of all U.S. workers 
in NAICS 5122. Forty-one percent of the workers in this subset were located in California while 39.1% 
were employed in New York. The remaining three states employed the following shares: Tennessee – 10.0%; 
Florida – 5.4% and Texas – 4.0%. 

In certain instances, sound recording industry centers may specialize in particular music genres. The sound 
recording industry in Tennessee, for example, has long been associated with country music while sound 
recording centers in Florida and Texas increasingly emphasize Spanish language music. In this analysis, 
it is assumed that absent piracy, legitimate sound production would increase in those geographic regions 
that already specialize in the production of sound recordings. However, if piracy were eliminated, other 
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regions that already specialize in particular music genres would also see growth in their production of sound 
recordings in those genres. For these reasons, the final multipliers used to analyze the sound recording 
production and distribution industries in NAICS 5122 include multipliers for both the major production 
states of California and New York and for the states of Tennessee, Florida and Texas where the sound 
recording industries are both smaller and more genre-specific. 

Five categories of multiplier were acquired from the Bureau of Economic Analysis in order to analyze the 
effects of piracy in NAICS 5122. The three Final Demand multipliers related to output, earnings (of workers) 
and employment. The two Direct Effect multipliers also related to earnings (of workers) and employment. 
These multipliers were specific to both NAICS 5122 and to the states of California and New York. As noted 
above, the actual multipliers that were used in the analysis of NAICS 51122 are shown in Table 4. 

MULTIPLIERS FOR U.S. SOUND RECORDING RETAIL TRADE 

As noted previously, sound recording piracy affects other U.S. industries in addition to the industries that 
are classified in NAICS 5122. In particular, U.S. retailers of music CDs and of legitimate downloads face 
reduced sales and lower profits as a result of pirate activities that occur in the United States. However, the 
inter-industry relationships that affect these industries differ from the inter-industry relationships that exist 
in the sound recording industry itself. As a result, the multipliers that apply to the retailing of recorded music 
should also differ from the multipliers that were calculated for NAICS 5122. In this study, the economic 
affects of piracy on U.S. sound recording retailers are measured using multipliers for U.S. retail trade (NAICS 
44-45). 

In this study, the five multipliers used to assess the effects of music piracy on U.S. retailers were obtained for 
eight U.S. states. These states were: California, New York, Texas, Ohio, Pennsylvania, Illinois, Florida and 
New Jersey. In the US, the industries that sell music CDs directly to consumers are far less geographically 
concentrated than the industries that produce and distribute sound recordings. Nevertheless, all states are 
not equal even with regard to CD sales and. In 2002, the U.S. Census Bureau calculated state-by-state figures 
for the number of U.S. establishments and paid employees in NAICS 45122 – Prerecorded Tape, Compact 
Disk and Record Stores. For both establishments and employment, eight states were responsible for 49.1% 
of the U.S. totals within this industry.17 Those states were the eight states shown in Table 5. In this study, it 
is assumed that the retail industry multipliers for these eight states appropriately and reasonably capture the 
economic relationships that exist for the U.S. sound recording retail sector as a whole. 
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APPENDIX C — REFERENCES FOR TAX CALCULATIONS 

The principal calculations that support the estimates of lost taxes that are set forth in this report are reported 
in the text at Tables 8A and 8B. Those calculations reflect the application of estimated tax rates to the 
employee earnings loss estimates that were derived elsewhere in this report. This Appendix provides the 
supporting calculations that were used to determine the appropriate tax rates for use in these estimates. 

Table C-1 provides the calculations used to determine the average tax rates to be applied to the employee 
compensation and corporate profits that are lost as a result of sound recording piracy. These calculations 
rely on U.S. National Accounts data. For personal income taxes, the total amount of personal current taxes 
reported for the economy is divided by total U.S. Personal Income. These calculations suggest an average 
personal income tax rate of 10.8%. 

In Table C-1, for corporate income taxes, the total amount of U.S. taxes on corporate income is divided by 
both corporate profits and “U.S. Other Gross Operating Surplus” or “GOS.” This calculation is required 
because national estimates of corporate profits are not, to our knowledge, broken out by specific industries. 
By contrast, the Bureau of Economic Analysis does provide data on Other GOS figures for individual 
industries. This derived tax rate is then applied to the Other GOS values reported for NAICS 512, the U.S. 
Motion Picture and Sound Recording Industries combined. Subsequently, (in Table 8B) these calculations 
are then adjusted to reflect tax payments solely from sound recording industry firms. 

The supporting calculations that reflect the Other GOS values for NAICS 512 are reported in Table C-2. 
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TABLE C-1 SUPPORTING CALCULATIONS FOR PRODUCTION TAXES 

I. Tax Rates on Personal Income: 

U.S. Disposable Personal Income 

Plus 

Equals 

Personal Current Taxes 

U.S. Personal Income 

Less 

Compensation of Employees 

Proprietors’ Income 

Rental Income 

Personal Income Receipts/Assets 

Personal Current Transfers 

Contrib. Govern. Social Insurance 

Equals U.S. Personal Income 

2004 
($ Billions) 

$6,687.6 

$889.6 

$134.2 

$1,396.5 

$1,427.5 

$(822.2) 

2004 
($ Billions) 

$8,664.2 

$1,049.1 

$9,713.3 

$9,713.2 $9,713.2 

Pers. Cur. Tax/Pers. Income 10.8% 

II. Tax Rates on Corporate Income: 

2004 
($ Billions) 

U.S. Corporate Profits with Adjustments $1,161.5 

Taxes on Corporate Income $271.1 

Corporate Income Taxes/Corporate Profits 23.3% 

U.S. Other GOS (Corporate)  $1,822.9 

TTaxes on Corporate IncomeTaxes on Corporate Income $271.1 

Corporate Income Taxes/U.S. other GOS (Corporate) 14.9% 

Source: U.S. Department of Commerce, Bureau of Economic Analysis. 
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TABLE C-2 SUPPORTING CALCULATIONS FOR PRODUCTION TAXES 

U.S. Economy 
As a Whole 
($ Billions) 

NAICS 512 a 

Movies and 
Records 

($ Millions) 

Output: $21,346.0 $94,100.0 

Equals Value Added: $11,734.3 $47,300.0 

Employee Compensation 

Taxes on Production + 
Imports less Subsidies 

Gross Operating Surplus $4,231.5 

$6,693.4 

$809.4 

$23,100.0 

$23,100.0 

$1,100.0 

Plus Intermediate Inputs $9,611.8 $46,800.0 

Tax on Prod./Employee Compensation 12.1% 4.8% 

Gross Operating Surplus: $4,231.5 $23,130.0 

Current Surplus Gov. Enterprises $(3.0) — 

Consumption of Fixed Capital $461.9 — 

Business Current Transfer Payment $91.1 $149.0 

Other GOS (Corporate) a $1,822.9 $12,028.0 

Other GOS (Non-Corporate) $1,858.6 $10,953.0 

Sub-Total $4,231.5 $23,130.0 

Corporate Income Tax ($271.1 B)/Other GOS (Corp.) 14.9% 

aa  Other GOS (Corporate) includes corporate profi ts before tax plus corporate net interest and miscel-a Other GOS (Corporate) includes corporate profits before tax plus corporate net interest and miscel-
laneous payments and adjustments. 

Source: U.S. Department of Commerce, Bureau of Economic Analysis. 
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ENDNOTES 

1. 	 http://nbcumv.com/corporate/Engines_of_Growth.pdf 
2. 	 Siwek, Stephen, E., The True Cost of Motion Picture Piracy to the U.S. Economy, Institute for Policy Innovation, Policy Report 186, September 2006. 
3. 	 In the RIMS II model, the U.S. Bureau of Economic Analysis does not publish multipliers for sound recording industries at the five digit or six digit levels. 
4. 	 See Executive Office of the President, Office of Management and Budget, North American Industry Classification System: United States 2002, National Technical 

Information Service and Bernan, a Division of The Klaus Organization Ltd., page 662. 
5. 	 U.S. Census Bureau, 2005 Service Annual Survey, Table 3.0.1. 
6. 	 U.S. Census Bureau, Statistics of U.S. Businesses: 2004, U.S., Sound recording industries. 
7. 	 U.S. Census Bureau, 2005 Service Annual Survey, Table 3.2.5. 
8. 	 U.S. Census Bureau, 2005 Service Annual Survey, Table 3.2.5. 
9. 	 IFPI, 2006 Global Recording Industry in Numbers, page 26. 
10. The piracy rate (or level) is measured as a percentage of total (legitimate and pirate) unit sales. 
11. For example in U.K., 45% of counterfeit CD purchasers would “definitely” purchase legitimate titles if counterfeit CDs were unavailable while 69% of 

counterfeit CD purchasers would “definitely” or “probably have bought” such titles. See: BPI Market Information, No. 274, August 25, 2006, page 4. 
12. Table A-1, A-2. 
13. See International Intellectual Property Alliance, 2006 Special 301: Methodology, page 5. 
14. IFPI, 2006 Global Industry in Numbers, “The key figures in 2005,” page 9. 
15. A number of academic studies have attempted to estimate the impact that file sharing has had on sound recording sales. The specific estimate of 20% is taken 

from Pietz, M. and Waelbroeck, P., The Effect of Internet Piracy on Music Sales: Cross Section Evidence, Review of Economic Research on Copyright Issues, 2004, 
vol. 1(2), pp 78. 

16. Based on confidential survey data, it appears that many consumers of pirated sound recordings also purchase significant quantities of legitimate sound 
recordings. 

17. 3,431 out of 6,987 establishments and 30,742 out of 62,647 employees in NAICS 45122 were located in the eight states listed above. 
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EXECUTIVE SUMMARY
 


Synopsis: Motion picture piracy costs the film industry billions of dollars in lost revenue, 
but this is only a fraction of its impact on the total U.S. economy. Combining the lat
est data on worldwide movie piracy with multipliers from a respected U.S. government 
model, this study concludes that motion picture piracy costs American workers signifi
cant losses in jobs and earnings, and costs governments enormous lost tax revenue. 

It is obvious that copyright piracy and counterfeiting harm the intellectual property owner, who loses the 
revenue that would have been gained had the legitimate product been purchased. But that is only part of the 
story.  Piracy and counterfeiting also cause significant and measurable harm to the overall economy, directly 
affecting upstream suppliers and downstream purchasers, with a cascading effect that includes lost output, 
lost earnings, lost jobs, and lost tax revenues.  

In order to inform policymakers of the true magnitude of piracy’s ripple effect, this paper estimates the 
impact of piracy in one industry—the motion picture industry—on the overall U.S. economy. Using the 
RIMS II mathematical model maintained by the U.S. Bureau of Economic Analysis (BEA), this analysis 
estimates the impact of motion picture piracy on economic output, jobs, personal income, and tax revenues. 
It is the first of a series of papers that will provide a comprehensive estimate of the overall impact of piracy 
and counterfeiting. 

This study utilizes, as a starting point, the lost revenue figures from a recent and comprehensive world
wide consumer research study conducted by LEK Consulting and released in May 2006 by the Motion 
Picture Association of America (MPAA). According to the LEK study, MPAA studios lost $6.1 billion to 
piracy in 2005. 

Applying the RIMS II tool to the LEK loss figures reveals that the true cost of movie piracy to the U.S. 
economy is far more than $6.1 billion.  Instead, the comprehensive estimate of losses reveals that: 

• 	 Motion picture piracy now results in total lost output among all U.S. industries of $20.5 
billion annually. Output includes revenue and related measures of economic performance. 

• 	 Motion picture piracy costs U.S. workers $5.5 billion annually in lost earnings. Of this 
amount, $1.9 billion would have been earned by workers in the motion picture industries 
while $3.6 billion would have been earned by workers in other U.S. industries. 

• 	 Motion picture piracy costs jobs. Absent piracy, 141,030 new jobs would have been added 
to the U.S. economy.  Of this total, 46,597 jobs would have been created in the motion 
picture industries while 94,433 jobs would have been added in other industries. 

• 	 Motion picture piracy costs governments at all levels $837 million in lost tax revenue. Ab
sent piracy, an additional $147 million in corporate income taxes from motion picture 
corporations, $91 million in other taxes on motion picture production or sales, and $599 
million in personal income taxes from employees would have been paid annually to fed
eral, state and local governments. 

The true cost of motion picture piracy far exceeds its impact on the movie producers themselves, and harms 
not only the owners of the intellectual property but also all U.S. consumers and taxpayers. As policymakers 
seek to maintain the health and vitality of the U.S. economy and preserve our global competitiveness, it is 
imperative that government and industry work together to combat this growing problem. 
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THE TRUE COST OF 

MOTION PICTURE PIRACY 

TO THE U.S. ECONOMY 

by Stephen E. Siwek 

INTRODUCTION 

It is well-known that rampant piracy and counterfeiting of desirable products such as movies, recorded 
music, software, pharmaceuticals, and name-brand and designer consumer goods harm the bottom lines of 
the companies that produce these products. Because of the innovative and creative nature of our economy, 
U.S. companies are particularly vulnerable. 

Companies work diligently to protect their products, employing civil enforcement, utilizing technology, 
and forming industry coalitions—as companies have in the U.S. through the United States Chamber of 
Commerce’s Coalition Against Counterfeiting and Piracy (CACP)—to increase understanding of the 
scope of the problem and drive greater government-wide efforts to address this threat. Ultimately, however, 
given the global nature of the problem and its criminal character, government must play a crucial role in 
combating piracy and counterfeiting, and insisting on the enforcement of intellectual property rights as 
part of agreements with our trading partners. 

Unfortunately, there has been little reliable economic information available to U.S. policymakers to 
assist them in balancing the importance of enforcing intellectual property rights against other priorities. 
To begin to address that problem, I published last year Engines of Growth: Economic Contributions of the 
U.S. Intellectual Property Industries,1  which examined the contributions to the U.S. economy of the “IP 
industries”—industries that rely most heavily on copyright or patent protection to generate revenue, 
employ and compensate workers, and contribute to growth. The study found, among other things, that 
these IP industries are the most important growth drivers in the U.S. economy, contributing nearly 40% 
of the growth achieved by all U.S. private industry and nearly 60% of the growth of U.S. exportable 
products. It also found that the IP industries are responsible for one-fifth of the total U.S. private industry’s 
contribution to GDP and two-fifths of the contribution of U.S. exportable products and services to GDP. 

But if the IP industries are worth protecting because of their contributions to the U.S. economy, 
policymakers still need sound information on the impact of piracy and counterfeiting on the U.S. 
economy to enable them to gauge the appropriate level of resources to deploy against the problem. 
To be sure, many industries cite statistics on piracy or counterfeiting losses specific to them, and some 
overall estimates of losses due to piracy and counterfeiting periodically surface in the media. But there is 
noticeably little data that reliably estimates the total economic impact piracy and counterfeiting have on the 
U.S. economy—including the impact on tax revenue, job creation, and economic output. 

This study is a first step in this direction. It concentrates solely on movie piracy, taking as its starting point 
a recent comprehensive analysis that found that the major U.S. movie companies lost $6.1 billion in 2005 
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to piracy. Using methodology developed and maintained by the U.S. government, this study finds that the 
movie companies’ $6.1 billion loss translates into total lost output among all industries of $20.5 billion 
annually. It also finds that lost earnings for all U.S. workers amounts to $5.5 billion annually, and 141,030 
jobs that would otherwise have been created are lost. In addition, as a result of piracy, governments at the 
federal, state, and local levels are deprived of $837 million in tax revenues each year. 

In the coming months, we will conduct additional analyses on other industries affected by counterfeiting 
and piracy, using similar methods to estimate the effects of piracy and counterfeiting in those industries on 
the U.S. economy. When the series of studies is completed, policymakers will have a much clearer picture 
of the true cost of piracy and counterfeiting to the U.S. economy. 

This study, focused solely on the effects of piracy from one industry, suggests that the economic toll taken 
by copyright piracy and counterfeiting as a whole is enormous, and harms not only the owners of the 
intellectual property but all U.S. consumers and taxpayers. As policymakers seek to maintain the health 
and vitality of the U.S. economy and preserve our global competitiveness, the importance of recognizing 
the real costs of piracy and counterfeiting cannot be overstated. 

I. BACKGROUND: MEASURING THE HARM CAUSED BY MOTION
 PICTURE PIRACY 

Because popular motion pictures are expensive to produce but cost almost nothing to illegally reproduce, 
they are a favorite target for pirates. Within days of their theatrical release—and in rare cases even before— 
most movies are available through DVDs sold on the street or by downloading illegally over the Internet. 

In order to provide an accurate and detailed assessment of the film industry’s worldwide losses due to 
piracy, in 2004 the Motion Picture Association of America (MPAA) commissioned a study by LEK 
Consulting, Inc. This study, based on extensive consumer surveys, determined what revenues the 
movie companies would have earned if pirated products had not been available. The result is the most 
comprehensive look at film piracy to date, capturing losses due to both Internet and hard goods piracy, the 
cost of piracy to domestic and worldwide industries, and the profile of the typical pirate in various markets. 
Th e findings from the LEK study are found in Appendix C. 

The LEK study determined that the losses sustained from piracy to U.S. MPAA member companies in 
2005 amounted to approximately $6.076 billion.2  But that fi gure reflects only the direct losses to the 
major motion picture studios themselves, and does not shed light on the overall effect of motion picture 
piracy on the U.S. economy. 

OUR INTERLOCKING ECONOMY 

In order to understand how piracy in one segment of the economy can affect other industries, we must 
remember that the economy is an “interlocking” system. Changes in supply or demand in one industry can 
and do affect supply and demand in other industries. 

For example, assume that personal watercraft, like Jet-Skis®, suddenly become very popular and 
shortages develop. In this situation, the price of personal watercraft will rise and so will the profits 
of the manufacturers. However, in order to continue to earn these higher profits, the manufacturers 
will have to make more personal watercraft. In the process, they will buy more waterproof seats from 
seat manufacturers. 

Of course, it doesn’t stop there. In order to produce more seats, the seat manufacturers will have to buy 
more plastic and more padding. And the plastic and padding manufacturers will have to buy more of the 
particular materials that they need. 

The cascade does not end with the suppliers to personal watercraft manufacturers, but continues 
downstream as well. The retail sellers of personal watercraft who buy from the manufacturers will also 

Institute for Policy Innovation: Policy Report #186  2 The True Cost of Motion Picture Piracy to the U.S. Economy 



                        

 
 

 

 

 

 
 

 
 

 
  

 

 
 

 
    

 

 
    

   

 
 

 
  

 

 

     

   

be able to earn more money by raising prices or increasing volume. In their wake, specialty stores that 
customize personal watercraft or sell parts also stand to benefi t. 

These kinds of interactions among industries are captured in input-output tables. Input-output tables 
measure the interrelationships that exist among different industries. With this information, one can then 
estimate what impact a specific change in one industry will have on other industries. 

What is true for personal watercraft is equally true for motion pictures. If the revenue generated by 
making motion pictures increases (in this case, not by higher demand but by a decrease in piracy), movie 
companies will make more movies, invest in higher quality, broader distribution or more marketing, or 
some combination of these activities in order to capture more profits. [See Sidebar “A Decrease In Piracy 
Expands Production”] 

A DECREASE IN PIRACY EXPANDS PRODUCTION 

The LEK study estimated the losses sustained by the U.S. motion picture industry as a result of global piracy. In this study, we 
estimate the gains to U.S. industries, to U.S. workers and to U.S. national, state and local governments that would occur absent 
those piracy losses. This analysis can be viewed either as an estimate of the damages sustained by the U.S. as a result of piracy in 
the past year or as an estimate of the gains that could be realized in the future if global piracy were substantially curtailed. 

One way to characterize the LEK study is that it measures the increased demand for legitimate U.S. film products that would 
be observed throughout the world if piracy did not exist. The increased demand for U.S. motion pictures is quantifi ed on 
a market-by-market basis in the LEK study and valued at the legitimate prices now in effect for motion pictures in each 
geographic market. The LEK study provides ample proof that sufficient demand for legitimate U.S. films now exists to justify 
the expansion in motion picture production and employment that is quantified subsequently in this study. 

From the supply side perspective, we assume that the market for legitimate motion picture production and distribution would 
remain intensely competitive as it is today. We see little reason to assume the alternative:  that absent piracy, motion picture 
producers would (or even could) cease to compete with each other. 

We also assume that with a larger potential market for legitimate fi lms, profi t-seeking film producers could readily expand 
their production schedules to offer additional films or more expensive films or both. The motion picture industry does not 
face many of the production bottlenecks that might limit the ability of other industries to satisfy increased demand for their 
products.1  More importantly, motion picture producers would likely seek to exploit the expansion of the market for legitimate 
U.S. films, not only by creating more films but also by increasing the audience appeal of each film through the use of more 
marketing, for example. 

Indeed, as a general matter, we would expect profit-seeking producers to spend more on creative inputs the larger the 
potential market for the film. Higher quality inputs, in turn should increase the production’s share of revenue from the 
market and increased share is more valuable in a larger market.2 Because of these considerations, motion picture producers 
could (and as competitors, clearly would) attempt to meet the increased demand for legitimate U.S. films through a 
variety of strategies. These strategies might involve the production of more films or , investment in higher quality, broader 
distribution or more marketing, or some combination of these activities . Precisely because of this flexibility, however, there 
is little reason to believe that supply side constraints would inhibit the U.S. motion picture industry from satisfying even a 
significant increase in the demand for its products. 

1		 For example, the motion picture industry could expand its production efforts to other locations and could commit to use less well known 
actors, directors, writers and special eff ects fi rms. 

2		 Wildman, S., and Siwek, S., International Trade in Films and Television Programs, Ballinger Publishing co., 1988. Pages 68-70. 

As more movies are made, or more is invested in making, marketing and distributing movies, the people 
and companies that supply movies will make more money. These include, for example, ad agencies, who 
sell more copy to newspapers and television promoting the films, and the newspapers and television 
stations that attract the increased revenue. 

Th e benefi ts flow downstream as well. Video retailers, for example, will sell and rent more titles. Movie 
theaters will sell more tickets and more popcorn. Corn growers earn more profits, and can buy more farm 
equipment. And so on. 
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Put in economic terms, as motion picture output increases, so too would the output (sales of products 
and services) produced by these industries that supply motion pictures. As the output of these suppliers 
increases, so too would the output of other industries that supply the suppliers. 

In sum, motion picture piracy affects not only the movie studios, but all the various businesses that supply 
the industry or buy from the industry, and the people who work in those businesses. Thus, the impact of 
movie piracy extends well beyond movie stars, all the way to the teenager selling popcorn and candy at the 
theater, the company that markets the candy, the farmer that grows the corn, and the workers that pick the 
farmer’s crop. 

A visual depiction of the process is contained in Figure 1. 

FIGURE 1 
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IMPACT OF PIRACY THROUGHOUT THE ECONOMY 

THE RIMS II MODEL 

The U.S. government has developed a widely accepted mathematical model, known as the Regional Input-
Output Modeling System (or “RIMS II”), that enables analysis of how increased revenue generated by 
movies would affect all other aspects of the economy.3  The RIMS II model is maintained by the U.S. 
Bureau of Economic Analysis, and is designed to measure the impact that a specific change in the output of 
one industry will have on all other industries. It uses input-output multipliers to enable measuring both the 
direct and indirect effects of lost revenue, as well as the loss in labor income. [See Section II and Appendix A 
for a more detailed description of the actual multipliers used in this analysis.] 

To obtain a comprehensive estimate of the total impact of film piracy on the U.S. economy, this paper uses 
the MPAA research together with the relevant RIMS II multipliers for the appropriate localities. Section II 
provides the detailed methodology employed to obtain the findings announced in Section III. Overall, the 
paper looks in some depth at U.S. movie theater owners, and mass market retailers who sell or rent home 
video cassettes and DVDs: the most visible and direct downstream victims of movie piracy who would have 
enjoyed higher revenue but for piracy. It also considers lost earnings to employees, as well as the loss of jobs 
that are not created because of piracy losses. Using financial accounts for the U.S. as a whole and industry-
specific information, it estimates the tax losses to governments at all levels. Finally, with all these elements 
taken into account, it estimates the total impact on the U.S. economy. 
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II. METHODOLOGY: PIRACY LOSSES TO MOTION PICTURE PRODUCTION,
DISTRIBUTION, AND EXHIBITION 

The study by LEK is the most comprehensive look at film piracy to date, capturing losses due to both 
Internet and hard goods piracy, the cost of piracy to domestic and worldwide industries, and the profi le 
of the typical pirate in various markets. Th e findings from the LEK study are presented in this paper in 
Appendix C. 

However, for the reasons explained above, the LEK fi gure of $6.1 billion in lost revenue does not provide 
a full picture of the effects of movie piracy. In particular, it does not include losses sustained directly 
by “downstream” industries like motion picture theatrical exhibitors or the video industry legitimately 
selling or renting U.S. motion pictures to consumers.4   In addition, the LEK fi gures do not include 
all of the secondary and tertiary losses sustained by the many U.S. industries that would have supplied 
inputs directly to the motion picture industry, the industry’s direct suppliers, or to the suppliers of those 
direct suppliers. 

PRODUCTION LOSSES 

Th e first step in the analysis is to quantify the direct losses to the motion picture industry in terms of 
production, distribution, and exhibition.  

As shown in Table 1, the LEK study determined that in 2005, MPAA member companies worldwide lost 
$6.076 billion in sales as a result of pirate activities. Of this total, U.S. market losses amounted to $1.311 
billion while non-U.S. market losses sustained by U.S. companies totaled $4.765 billion.5 

TABLE 1 MOTION PICTURE INDUSTRY DIRECT LOSSES DUE TO PIRACY, 2005 

U.S. Motion Picture/Video Industries: NAICS 512100 * 

Part One: Worldwide Losses of U.S. Production/Distribution Industries Plus U.S. Losses to U.S. Th eatrical Exhibition 
Industries. 

Billions of U.S. 
Dollars 

Global Piracy Losses to U.S. MPAA Production/Distribution: $6.076 

U.S. Piracy Loss to U.S. Exhibition 

U.S. Consumer Spending Loss (Th eatrical) $0.670 

Est. U.S. Consumer Loss to MPAA Memco $0.630 

Less: U.S. Prod./Dist. Loss (Th eatrical) $0.253 

Equals: Net U.S. Exhibition Loss (Th eatrical) $0.377 $0.377 

Sub-total Piracy Losses (Part One) $6.453 

* NAICS 512100 - Motion Picture and Video Industries includes production, distribution, theatrical exhibition and post-production. 
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Significantly, the losses sustained by MPAA member companies do not reflect sales at the retail (consumer) 
level. In the motion picture industry, the major producer/distributors typically share gross retail revenues 
with theatrical exhibitors (theater owners), home video retailers, and others. This is part of the reason that 
retail losses resulting from pirate activities are much higher than losses to the movie studios alone. In its 
study, LEK estimated that the worldwide consumer spending loss to the motion picture industry worldwide 
resulting from all motion picture piracy in 2005 was $18.186 billion. In the U.S. alone, lost consumer 
spending amounted to $2.724 billion.6 

THEATRICAL EXHIBITION LOSSES 

The LEK study reports that, of the total consumer spending loss reported for the U.S. market ($2.724 
billion), approximately $670 million represented theatrical revenues lost to piracy (Table 1). The study also 
estimates that about $630 million of the $670 million represented theatrical revenues for MPAA member 
films in the U.S. that were lost to piracy.7  However, this figure of $630 million represents lost value to both 
U.S. theatrical exhibitors and to MPAA producer/distributors. Since these losses to the MPAA producer/ 
distributors have already been captured in the global piracy loss estimate of $6.076 billion, it is necessary to 
extract the remaining lost U.S. theatrical margin from the overall U.S. exhibition loss of $630 million. 

As reflected in Table 1, the MPAA study reports that approximately $253 million of the $630 million lost 
U.S. theatrical revenues to MPAA members has already been counted as part of the global piracy losses to 
the same companies.8   As a result, the remaining U.S. piracy loss at the exhibition level can be estimated at 
$377 million ($630 million less $253 million). As shown in Table 1, this figure, when combined with the 
global loss figure to U.S. producer/distributors of $6.076 billion, yields total piracy losses to the motion 
picture and theatrical exhibition industries of $6.453 billion. 

HOME VIDEO DISTRIBUTION LOSSES 

As noted, retailers that sell or rent motion pictures and videos directly to consumers also sustain lost profi ts 
as a direct consequence of the actions of pirates. 

As shown in Table 2,9  the LEK study estimated that the total U.S. consumer loss sustained by fi rms that 
sell or rent MPAA produced cassettes, DVDs, or other home video products was $1.932 billion in 2005. 
Of this amount, approximately $1.058 billion represented MPAA member company revenue losses that 
have already been counted within the global MPAA member loss estimate of $6.076 billion. As a result, 
the net losses to U.S. retailers of MPAA member cassettes, DVDs, and other home video products were 
$874 million in 2005. 

To summarize, based on the best and most recent data available, we have determined that worldwide motion 
picture piracy causes a loss of $6.453 billion to the U.S. motion picture production, distribution, and 
exhibition industries, and a loss of $874 million to U.S. retail industries. These numbers comprise some (but 
not all) of the inputs necessary to determine the total cost of motion picture piracy on the U.S. economy. 

THE APPLICABLE RIMS II MULTIPLIERS 

Even the direct losses computed above reveal only a portion of the impact of motion picture piracy on 
the U.S. economy. Other losses must also be derived and estimated using the multipliers from the RIMS 
II model. 

The RIMS II model contains five types of multipliers for many U.S. industries. For each industry, there are 
three “Final Demand” multipliers for output, earnings, and employment and two “Direct-Eff ect” multipliers 
for “direct” earnings and employment. The Final Demand multipliers tell us the total effects of movie piracy 
on the output, earnings, and employment of all U.S. industries. Th e Direct Effects multipliers tell us the 
specifi c effects on the motion picture industry. Our analysis uses all five types of multipliers. 
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TABLE 2 MOVIE RETAIL TRADE LOSSES DUE TO PIRACY, 2005 

U.S. Motion Picture/Video Industries, Retail Trade: NAICS 44-45 * 

Part Two: U.S. Losses of U.S. Retail Industries that Sell or Rent Motion Pictures/Video Products. 

Billions of U.S. 
U.S. Piracy Losses to U.S. Retail industries Dollars 

U.S. MPAA U.S. MPAA Net U.S. 
Consumer 

Loss Less Memco 
Loss Equals MPAA 

Retail 
Loss 

Rental $0.522 $0.172 $0.350 

Sell-Th rough $1.116 $0.724 $0.392 

PPV/VOD $0.294 $0.162 $0.132 

Total $1.932 $1.058 $0.874 $0.874 

Sub-Total Piracy Losses (Part Two) $0.874



* NAICS 44-45 includes all industries engaged in retailing merchandise, generally without transformation, and rendering services to the 
sale of merchandise. 

The RIMS II model defines industries based on the North American Industry Classifi cation System 
(NAICS), a classification system maintained by the U.S. Government that contains increasing level of 
specialty within each classifi cation. The U.S. Motion Picture and Video Industries are classified in NAICS 
5121, and include the production and exhibition of motion pictures. 

A total of five multipliers were acquired from the Bureau of Economic Analysis for NAICS 5121.  Th ese 
were the three Final Demand multipliers related to output, earnings (of workers), and employment and the 
two Direct Effect multipliers also related to earnings (of workers) and employment. Because the majority of 
people directly employed in motion picture production are employed in California and New York, all fi ve 
multipliers are reported for the states of California and New York. A detailed discussion of the reasons for 
this determination is found in Appendix A.10 

Different multipliers were chosen to apply to the retailing of motion picture cassettes and DVDs.  
That is because in the U.S., the industries that distribute cassettes and DVDs to consumers are far less 
geographically concentrated than the industries that produce motion pictures. In order to obtain a 
representative data sample for retail movie distribution, we used multipliers for eight states: California, 
New York, Texas, Ohio, Pennsylvania, Illinois, Florida, and New Jersey.11   In this study, it is assumed that 
the retail industry multipliers for these eight states appropriately and reasonably capture the economic 
relationships that exist for the U.S. motion picture retailing sector as a whole. 

More detailed information on the RIMS II multipliers used in this analysis may be found in Appendix A. 
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III. FINDINGS: THE IMPACT OF MOTION PICTURE PIRACY ON THE
 OVERALL ECONOMY 

As detailed below, using the LEK results and the appropriate RIMS II multipliers, we have determined that 
motion picture and video piracy exact a heavy toll not only on the U.S. motion picture industry, but the 
overall U.S. economy as well.  Movie piracy causes $20.5 billion annually in total lost output among all 
industries, $5.5 billion annually in lost earnings for all U.S. workers and 141,030 jobs that would otherwise 
have been created. In addition, as a result of piracy, governments at the federal, state, and local levels are 
deprived of $837 million in tax revenues each year. 

Figure 2, entitled Motion Picture Piracy Impacts by Sector, summarizes the findings described in detail below. 

FIGURE 2 MOTION PICTURE PIRACY IMPACTS BY SECTOR 

U.S. motion picture 
production and 

distribution firms 

U.S. theatrical 
exhibition firms 

Global Piracy Loss U.S. Piracy Loss 

I. Piracy Loss 

II. Resulting Impacts 
A. Lost Output of U.S. Industries 

B. Lost U.S. Employment 

C. Lost Earnings of U.S. Workers 

$6.076 billion $0.377 billion 

$6.453 billion 

$18.562 billion $1.923 billion 

120,085 Jobs 20,945 Jobs 

$4,954.73 billion $0.587 billion 

U.S. video rental 
and retail firms 

U.S. Piracy Loss 

$0.874 billion 

$0.874 billion 

Total 

= $7.327 billion 

= $20.484 billion 

= 141,030 Jobs 

= $5,421.1 billion 

TOTAL LOST OUTPUT, EMPLOYMENT, AND EARNINGS FROM MOVIE PIRACY 

To produce industry-specific estimates of the impacts of piracy on the U.S. economy, the motion picture 
industry’s estimated losses from piracy are combined with the appropriate multipliers. The three “Final 
Demand” estimates of the overall impact of piracy on U.S. industries are reported in Table 3. 

As shown in Table 3, as a result of piracy, the motion picture and theatrical exhibition industries have lost 
direct output (sales) of $6.452 billion in 2005. Using the relevant industry multipliers, this “direct” loss is 
converted into an estimate of the total loss in U.S. output. This total loss figure was $18.56 billion.12  In 
addition, the “direct” loss sustained by U.S. motion picture retailers ($874 million) would add an additional 
$1.923 billion to the total loss in U.S. output. As a result, the full impact of motion picture piracy on U.S. 
output in 2005 was an overall loss of $20.5 billion. 

With regard to lost earnings for U.S. workers, the comparable loss figures are $4.954 billion that stem 
from the losses sustained by the motion picture production and theatrical distribution industries and $587 
million from the losses of retail distributors of cassettes and DVDs. Thus, the total loss in earnings to 
workers in 2005 was $5.5 billion. 

Finally, in terms of losses in employment that would have been created, the effects of piracy on the motion 
picture industries in NAICS 5121 cost the United States 120,085 jobs and the effects on U.S. retail 
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distribution cost 20,945 additional job losses. Thus, that total loss in U.S. employment that has resulted 
from piracy of U.S. motion pictures in 2005 was 141,030 jobs. (See Table 3). 

DIRECT LOST EMPLOYMENT AND EARNINGS 

Through the methodology explained below, we have determined that the direct loss in employee 
earnings to the motion picture and retail distribution industries was $1.903 billion. The direct loss in 
employment resulting from piracy in the motion picture production and retail distribution industries 
was 46,597 workers in 2005. 

TABLE 3 COST OF MOVIE PIRACY IN OUTPUT, EARNINGS AND EMPLOYMENT 

Part One: Absent Piracy, Final Demand in U.S. Production/Distribution Industries and in U.S. Th eatrical Exhibition 
Industries Would Increase. 

Allocation Final Demand Output Earnings Employment 
State Factor ($ Millions) ($ Millions) ($ Millions) (Number) 

$6,452.91 

California 0.8131 $15,424.72 $4,219.52 102,838 

Texas 0.1869 $3,135.97 $735.21 17,246 

Sub-total 

Part Two: Absent piracy, Final Demand in U.S. Motion Picture and Video Retail Would Also Increase. 

Allocation Final Demand Output Earnings Employment 
State Factor ($ Millions) ($ Millions) ($ Millions) (Number) 

$874.03 

California 0.2967 $596.34 $187.86 6,328 

New York 0.1607 $285.03 $81.75 2,795 

Texas 0.1471 $285.97 $87.54 3,227 

Ohio 0.0919 $175.55 $53.75 2,113 

Pennsylvania 0.0847 $161.93 $48.58 1,851 

Illinois 0.0837 $170.35 $51.77 1,851 

Florida 0.0798 $143.68 $45.68 1,765 

New Jersey 0.0554 $104.43 $30.41 1,017 

Sub-total 

Economic Impacts of Increased Final Demand for Motion Pictures and Videos 

Output Earnings Employment 
($ Millions) ($ Millions) (Number) 

$18,560.69 $4,954.73 120,085 

$1,923.27 $587.34 20,945 

$20,483.96 $5,542.07 141,030 
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The RIMS II model also generates Direct Effects multipliers that can be used to derive the lost earnings 
and employment effects in those industries that are directly affected by the assumed change in Final 
Demand, in this case, the U.S. motion picture and retail distribution industries. 

As shown in Table 4, the total loss in employee earnings for the motion picture and retail distribution 
industries was $1.903 billion. This value is only 34.3 percent of the total losses in employee earnings 
($5.5 billion) reported previously. Th us, about two-thirds of the total lost earnings to U.S. workers that result 
from motion picture piracy can be attributed to workers in industries other than the motion picture production 
and retail industries. 

TABLE 4 MOVIE INDUSTRY DIRECT LOSSES TO EMPLOYMENT AND EARNINGS, 2005 

Part One: Absent Piracy, the Direct Effects of Increased Final Demand on U.S. Production/Distribution Industries and on 
U.S. Theatrical Exhibition Industries Would Increase. 

Total Direct Total Direct 
Employment Employment Earnings Earnings 

State (Number) (Number) ($ Millions) ($ Millions) 

California 102,838 28,587 $4,219.52 $1,352.85 


Texas 17,246 5,549 $735.21 $262.35 


Sub-total 34,136 $4,954.73 $1,615.19 

Part Two: Absent Piracy, the Direct Effects of Increased Final Demand on the U.S. Motion Picture and Video Retail 
Industries Would Also Increase. 

Total Direct Total Direct 
Employment Employment Earnings Earnings 

State (Number) (Number) ($ Millions) ($ Millions) 

California 6,328 3,612 $187.86 $87.59 

New York 2,795 1,816 $81.75 $43.91 

Texas 3,227 1,874 $87.54 $43.33 

Ohio 2,113 1,259 $53.75 $26.46 

Pennsylvania 1,851 1,129 $48.58 $24.00 

Illinois 1,851 1,094 $51.77 $23.99 

Florida 1,765 1,057 $45.68 $23.54 

New Jersey 1,017 619 $30.41 $15.03 

Sub-total 12,461 $287.86 

Direct Effects of Increased Final Demand for Motion Pictures and Videos 

Total Direct Total Direct 
Employment Earnings 

(Number) ($ Millions) 

46,597 $1,903.05 
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Also, as reported in Table 4, the direct loss in employment resulting from piracy in the motion picture 
production and retail distribution industries was 46,597 workers in 2005. This total is only 33 percent of 
the total lost employment from piracy (141,030) reported above. As with earnings, approximately two-
thirds of the U.S. employment that is lost as a consequence of motion picture piracy occurs in industries other 
than the motion picture production and retail industries. 

MOTION PICTURE PIRACY: LOST TAX REVENUES 

In total, motion picture piracy costs governments at all levels, conservatively, $837 million in lost tax 
revenue annually. 

The RIMS II model cannot be used to generate multipliers for the tax payments that would have been made 
by employees and corporations if motion picture piracy had been reduced. For this reason, the analysis 
of the tax effects of piracy losses in this study makes use of financial accounts for the U.S. as a whole and 
of industry-specific information on components of the value added by the motion picture industry. Th e 
techniques for analyzing tax losses are described in Appendix B. 

In the motion picture industry, the economic consequences of piracy are not limited to companies and 
workers. Piracy also reduces the taxes that would otherwise be paid by U.S. corporations and U.S. citizens. 
The tax effects of piracy result from changes in corporate output, corporate income and in the taxable 
income of U.S. workers. See Figure 3. 

FIGURE 3 MOTION PICTURE PIRACY TAX EFFECTS 

Leads To 

Increased 
income taxes 

paid by motion 
picture 

employees 

Increased 
motion picture 
employment 
and earnings 

Increased 
motion picture 

production* 
required to earn 

new revenue 

Lead
s To 

Leads To Increased 
purchases of 
goods and 

services from 
other industries 

Increased 
employment 
and earnings 

in other 
industries 

Increased 
purchases of 
goods and 

services from 
2 level industries nd 

Lead
s To 

Leads To 

Leads To 

Increased 
income taxes 

paid by 
employees in 

other industries 

Not Estimated: 

Corporate taxes 
paid by other 

industries 

Not Estimated: 

Corporate taxes 
paid by 2 level 

industries 

nd 

Leads To 

Leads To 

* Increase production could be of more films, more expensive films, or both. 

Corporation 
income taxes 

paid by motion 
picture firms 

Production taxes 
paid by motion 

picture firms 

In this analysis, it is generally assumed that the U.S. average tax rates calculated by reference to the national 
accounts can also apply to the industry-by-industry data that are shown in Table 5. 
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DIRECT TAX LOSSES: U.S. MOTION PICTURE INDUSTRY, 2005 

U.S. Motion Picture and Video Industries: NAICS 5121

    Personal Income Tax Losses

        I. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Only 

NAICS 
5121 

Assumed Personal Taxes 
($ Billions) Tax Rate* ($ Billions) 

Direct Employee Earnings Loss NAICS 5121 $1.903 10.8% $0.206

        IA. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Plus All Input Industries 

NAICS 5121 
Plus All Input 

Industries 

Assumed Personal Taxes 
($ Billions) Tax Rate* ($ Billions) 

Total Employee Earnings Loss: All Aff ected Industries $5.542 10.8% $0.599 

*See Tax 1.0 Worksheet

    Corporate Income and Production Tax Losses

        II. Corporate Income Taxes Lost: NAICS 5121 Only 

Apply to Direct Estimate of 
Earnings Other GOS 

NAICS 5121 NAICS 5121 
($ Billions) ($ Billions) ($ Billions) 

Other GOS (Corporate) NAICS 512 $12.028 $0.991 

Employee Compensation NAICS 512 $23.100 $1.903 

Ratio of Other GOS to Employ Comp. 52.1% 

Assumed 14.8% 
Tax Rate* 

Equals Estimated Corporate Income Tax Loss in NAICS 5121 $0.147

        III. Taxes on Production Lost: NAICS 5121 Only 

Apply to Direct Estimate of 
Earnings Other GOS 

NAICS 5121 NAICS 5121 
($ Billions) ($ Billions) ($ Billions) 

Taxes on Production NAICS 512** $1.100 $0.091 

Employee Compensation NAICS 512** $23.100 $1.903 

Ratio of Taxes on Prod. to Employ Comp. 4.8% 

Equals Estimated Production Tax Loss in NAICS 5121 $0.091 

*See Tax 1.0 Worksheet 
** See Direct Tax Losses: NAIC 512 Worksheet 

TABLE 5 
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In Table 5, the various national and industry specific tax rates described in Appendix B are applied to 
the Motion Picture industry. The direct loss in Motion Picture and Video employee earnings reported in 
Table 5 is $1.903 billion. But taking into account all input industries to the motion picture industry, the 
value for total employee earnings in all U.S. industries that are lost as result of motion picture piracy was 
$5.542 billion. 

As shown in Table 5, the total direct tax losses attributable to motion picture industry piracy in 2005 
were $206 million in personal income taxes, $147 million in corporate income taxes and $91 million in 
taxes on production. However, as also shown in Table 3, the personal income tax losses that result from 
piracy for employees in the movie industry and in all movie input industries combined is $600 million per 
year. In total, motion picture piracy costs governments at all levels, conservatively, $837 million in lost 
tax revenue annually. 

CONCLUSION 

Motion picture and video piracy exact a heavy toll not only on the U.S. motion picture industry, but the 
overall U.S. economy as well: $20.5 billion annually in total lost output among all industries, $5.5 billion 
annually in lost earnings for all U.S. workers and 141,030 jobs that would otherwise have been created 
are lost. In addition, as a result of piracy, governments at the federal, state, and local levels are deprived of 
$837 million in tax revenues each year. 

Th ese figures suggest that the true costs of copyright piracy are enormous, and harm not only the owners of 
the intellectual property but all U.S. consumers and taxpayers. As policymakers seek to maintain the health 
and vitality of the U.S. economy and preserve our global competitiveness, it is imperative that government 
and industry work together to help combat this growing problem. It is no longer acceptable to consider 
counterfeiting and piracy just another cost of doing business. 
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APPENDIX A—MOTION PICTURE INDUSTRY MULTIPLIERS 

The estimates in this report are based on an analytical framework known as an input-output (“I-O”) table. 
For every industry in the economy, an I-O table shows the distribution of the inputs purchased and the 
outputs sold. Using this framework, the U.S. Bureau of Economic Analysis (BEA) has developed a method 
for estimating I-O multipliers. Using multipliers, it is possible to measure not only the direct effects of piracy 
(i.e., the lost 1st round of output) but also the indirect effects (i.e., the lost 2nd and subsequent rounds 
of output) as piracy reduces the need for inputs from factor suppliers in other industries. In addition, the 
BEA’s multipliers also consider the “induced” economic effects that arise from the piracy-driven loss in labor 
income that is borne by workers in the legitimate industries and which results in a consequent decrease in 
household consumption. 

In this analysis, the multipliers used to estimate the full effects of motion picture piracy were derived using 
the BEA’s Regional Input-Output Modeling System or (“RIMS II”). The RIMS II model produces industry
specifi c “final demand” multipliers for output (in dollars), employment (in numbers of employees) and 
earnings of those employees (in dollars). The RIMS II model also provides industry-specific “direct eff ects” 
multipliers for employment and earnings. 

DEFINING REGIONS BY INDUSTRY 

The RIMS II model produces industry-specifi c final demand and direct effects multipliers. However, the 
RIMS II model is fundamentally a regional model that estimates multipliers within a pre-defi ned geographic 
area. Thus, for example, an analyst might be given the task of estimating the economic effects of building a 
new sports stadium within a given metropolitan region. In this example, the analyst would fi rst pre-specify 
the relevant metropolitan region for which the RIMS II model should be calibrated. Subsequently the 
analyst would select the relevant industry multipliers to be derived within that region. Th e pre-specifi cation 
of a region directly affects the RIMS II multipliers because, all else equal, the smaller the region, the greater 
the chance that that necessary inputs will be obtained from outside the region. When inputs are obtained 
from outside the pre-specified region in RIMS II, they may no longer “count” as in-region effects of the 
initial change in final demand. Thus, with a narrowly defined area, the indirect economic effects of a given 
change in final demand might be too low. 

This study differs from the more typical RIMS II analysis in that the economic effects of motion picture 
piracy are clearly not focused on one or a few small geographic areas. According to the latest Economic 
Census., in 2002 the U.S. Motion Picture and Video Industries (NAICS 5121) employed workers in 44 
different states. While the California motion picture industry did employ the largest share of these workers, 
the state’s industry still employed less than half (40.9 percent) of all employees in NAICS 5121. Moreover, 
the California movie industry is not even fully centered in the Los Angeles metropolitan area. Th e same 
economic census reported that in 2002, there were 10,191 workers employed in NAICS 5121 in the San 
Jose-San Francisco-Oakland, Calif., Combined Statistical Area.  The annual payroll for these workers in 
2002 was $659 million. If this study had only attempted to measure the economic effects of movie piracy in 
the Los-Angeles Metropolitan Region, it would have ignored 59 percent of the industry’s employees who do 
not work in California and well over 10,000 industry employees who do not work in Los Angeles. 

MULTIPLIERS FOR THE NAICS 5121 INDUSTRIES 

In view of these considerations, a decision was made to acquire statewide RIMS II multipliers for estimating 
the total costs of motion picture piracy for the U.S. economy. However, in view of the particular signifi cance 
of the state of California for the U.S. Motion Picture and Video Industries, a further analysis was conducted 
to determine the appropriate state or states for which these multipliers should be applied. A review of the 
motion picture industry’s employment levels on a state-by-state basis revealed that in 2002 only two states — 
California and New York—employed 50.3 percent of all U.S. workers in NAICS 5121. In addition, for the 
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six-digit NAICS 512111, the Motion Picture and Video production industries, the states of California and 
New York employed 73.4 percent of all employees. For these reasons, the final multipliers used to analyze 
the motion picture and video industries in NAICS 5121 were multipliers for California and New York. (See 
Multiplier 1.0 Movies). 

TABLE A Multiplier 1.0 Movies
 


U.S. Motion Picture/Video Industries: NAICS 512100 

Final Demand Multipliers for Primary States* 

Output: 

California 2.9398 

New York 2.6002 

Earnings: 

California 0.8042 

New York 0.6096 

Employment: 

California 19.6 

New York 14.3 

Direct Eff ect Multipliers for Primary States* 

Earnings: 

California 3.1190 

New York 2.8024 

Employment: 

California 3.5974 

New York 3.1080 

* In the 2002 Census, California and New York collectively employed 50.3% of all employees in NAICS 512100. 
California employed 81.31% of this subtotal while New York employed 18.69%. California and New York also employed 
73.4% of all employees in NAICS 512111, which is Motion Picture and Video Production. 

As shown in Multiplier 1.0 Movies, a total of five multipliers were acquired from the Bureau of Economic 
Analysis for NAICS 5121. The three Final Demand multipliers related to output, earnings (of workers) and 
employment. The two Direct Effect multipliers also related to earnings (of workers) and employment. In 
Multiplier 1.0 Movies, the five multipliers are reported for the states of California and New York. 

MULTIPLIERS FOR U.S. RETAILERS OF HOME VIDEO PRODUCTS 

As noted previously, motion picture piracy affects other U.S. industries in addition to the industries that 
are classified in NAICS 5121. In particular, U.S. retailers of video cassettes and DVDs face reduced sales 
and lower profits as a result of pirate activities that occur in the United States. However, the inter-industry 
relationships that affect these industries differ from the inter-industry relationships that exist in the motion 
picture industry. As a result, the multipliers that apply to the retailing of motion picture cassettes and DVDs 
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should also differ from the multipliers that were calculated for NAICS 5121. In this study, the economic 
effects of piracy on U.S. motion picture retailers are measured Using multipliers for U.S. retail trade 
(NAICS 44-45). These multipliers are provided in Multiplier 1.1 Movies. 

TABLE B Multiplier 1.1 Movies
 


U.S. Motion Picture/Video Industries: Retail Trade NAICS 44-45 

Final Demand Multipliers for Primary States* 

States Output Earnings Employment 

California 2.2996 0.7244 24.4 

New York 2.0293 0.5820 19.9 

Texas 2.2242 0.6809 25.1 

Ohio 2.1855 0.6692 26.3 

Pennsylvania 2.1873 0.6562 25.0 

Illinois 2.3286 0.7077 25.3 

Florida 2.0600 0.6549 25.3 

New Jersey 2.1566 0.6280 21.0 

Direct Eff ect Multipliers for Primary States* 

States Earnings Employment 

California 2.1477 1.7520 

New York 1.8618 1.5392 

Texas 2.0205 1.7222 

Ohio 2.0312 1.6773 

Pennsylvania 2.0238 1.6387 

Illinois 2.1579 1.6914 

Florida 1.9406 1.6689 

New Jersey 2.0227 1.6420 

* In the 2002 Census, the top eight states for establishments and employment in NAICS 45122—Prerecorded Tape, 
Compact Disk and Record Stores, were responsible for 50% of the total establishments and employment in NAICS 
45122 for the U.S. as a whole. 

Th e five multipliers reported in Multiplier 1.1 Movies are each shown for eight states: California, New 
York, Texas, Ohio, Pennsylvania, Illinois, Florida and New Jersey. In the U.S., the industries that distribute 
cassettes and DVDs to consumers are far less geographically concentrated than the industries that produce 
motion pictures. For example, Blockbuster, Inc. operated 5,696 stores in the United States in 2005. Th ese 
stores were located in all 50 states, the District of Columbia and the U.S. territories of Guam, Puerto Rico 
and the Virgin Islands. 

Nevertheless, all states are not equal even with regard to home video sales and rental services. In 2002 
the U.S. Census Bureau calculated state-by-state figures for the number of U.S. establishments and paid 
employees in NAICS 45122 – Prerecorded Tape, Compact Disk and Record Stores. For both establishments 
and employment, eight states were responsible for 49.1 percent of the U.S. totals within this industry. 
Those states were the eight states shown in Multiplier 1.1 Movies. In this study, it is assumed that the retail 
industry multipliers for these eight states appropriately and reasonably capture the economic relationships 
that exist for the U.S. motion picture retailing sector as a whole. 
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APPENDIX B—DETERMINING TAX LOSSES 

Within the financial accounts of the United States, one can readily identify the taxes paid in aggregate by 
U.S. resident individuals and U.S. corporations as a whole. For example, in 2004 personal (“current”) taxes 
paid by U.S. residents totaled $1,049.1 billion. As shown in the table labeled Tax 1.0 Income, these taxes 
amounted to 10.8 percent of total Disposable Personal Income for the same year. While the Disposable 
Income of U.S. residents was derived from many sources, it is assumed in this analysis that all forms of 
personal income were in effect taxed at the same average rate. Under this assumption, the U.S. average 
personal tax rate in 2004 was 10.8 percent. 

The data in the Tax 1.0 Income table also show two separate calculations of the corporate income tax rate 
paid by U.S. corporations to federal, state and local tax authorities in 2004. In 2004 total corporate income 
taxes were $271.1 billion. Dividing this figure by total corporate profits, as adjusted, of $1,161.5 billion 
yields an average corporate tax rate of 23.3 percent.  

Unfortunately, in the U.S. accounts, corporate profits by industry are not to our knowledge reported by 
any of the U.S. statistical agencies in the same format shown here. The Bureau of Economic Analysis does 
report industry data on Gross Operating Surplus (GOS) by industry in its calculations of value added by 
industry. Within these data, GOS by industry can in turn be divided into five underlying categories. Th e 
categories include “Other GOS,” which can be defined as corporate profits before tax plus net interest and 
miscellaneous payments and adjustments. While this measure is broader than U.S. corporate profits, it does 
provide an approximate measure of corporate profits that is recorded on an industry-by-industry basis. 

TABLE C Tax 1.0 Income
 


Tax Rates on Personal Income: 

2004 

Add Back: 

US Disposable Personal Income 

Personal Current Taxes 

($ Billions) 

Equals US Personal Income 

Less 

Compensation of Employees 

Proprietors’ Income 

Rental Income 

Personal Income Receipts/Assets 

Personal Current Transfers 

Contrib. Govern. Social Insurance 

$6,687.6 

$889.6 

$134.2 

$1,396.5 

$1,427.5 

($822.2) 

Equals: US Personal Income $9,713.2 

Pers. Cur. Tax/Pers. Income 

Tax Rates on Corporate Income: 

2004 
($ Billions) 

2004 
($ Billions) 

$8,664.2 US Corporate Profits w Adjusts. $1,161.5 

$1,049.1 

$9,713.3 

Taxes on Corporate Income 

Corp. Inc. Taxes/Corp. Profi ts 

$271.1 

23.3% 

US Other GOS (Corporate) $1,822.9 

Taxes on Corporate Income $271.1 

Corp. Inc. Taxes/US Other GOS (Corp.) 14.9% 

Taxes on Production: 

$9,713.2 

10.8% 
Taxes on U.S. Production and Imports

     less Subsidies. 

2004 
($ Billions) 

$809.4 

In addition to corporate income tax, U.S. businesses pay a variety of other taxes on their production or sales. 
In the U.S. accounts, these taxes are recorded as taxes on U.S. Production and Imports less Subsidies. In 
2004 U.S. firms paid $809.4 billion in such taxes. 
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TAX 2.0 

U.S. Motion Picture and Video Industries: NAICS 5121

    Personal Income Tax Losses

        I. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Only 

NAICS 
5121 

Assumed Personal Taxes 
($ Billions) Tax Rate* ($ Billions) 

Direct Employee Earnings Loss NAICS 5121 $1.903 10.8% $0.206

        IA. Personal Income Taxes on Lost Employee Earnings: NAICS 5121 Plus All Input Industries 

NAICS 5121 
Plus All Input 

Industries 

Assumed Personal Taxes 
($ Billions) Tax Rate* ($ Billions) 

Total Employee Earnings Loss: All Aff ected Industries $5.542 10.8% $0.599 

*See Tax 1.0 Worksheet

    Corporate Income and Production Tax Losses

        II. Corporate Income Taxes Lost: NAICS 5121 Only 

Apply to Direct Estimate of 
Earnings Other GOS 

NAICS 5121 NAICS 5121 
($ Billions) ($ Billions) ($ Billions) 

Other GOS (Corporate) NAICS 512 $12.028 $0.991 

Employee Compensation NAICS 512 $23.100 $1.903 

Ratio of Other GOS to Employ Comp. 52.1% 

Assumed 14.8% 
Tax Rate* 

Equals Estimated Corporate Income Tax Loss in NAICS 5121 $0.147

        III. Taxes on Production Lost: NAICS 5121 Only 

Apply to Direct Estimate of 
Earnings Other GOS 

NAICS 5121 NAICS 5121 
($ Billions) ($ Billions) ($ Billions) 

Taxes on Production NAICS 512** $1.100 $0.091 

Employee Compensation NAICS 512** $23.100 $1.903 

Ratio of Taxes on Prod. to Employ Comp. 4.8% 

Equals Estimated Production Tax Loss in NAICS 5121 $0.091 

*See Tax 1.0 Worksheet 
** See Direct Tax Losses: NAIC 512 Worksheet 

TABLE D 
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In Tax 2.0, we first show the methodology used to estimate the personal income taxes that would have been 
paid by U.S. employees on their increased earnings if there had been no motion picture piracy. Th e table 
shows the estimation of tax losses on both the direct earnings of motion picture employees and on the total 
earnings of all affected employees. In both cases, the assumed average personal tax rate of 10.8% is applied 
to the industry earnings derived from the RIMS II model. As shown in Table 2, lost personal income taxes 
for motion picture industry employees alone were $0.205 billion. For all industry employees, lost personal 
income taxes were $0.599 billion. 

In Tax 2.0, we also provide the methodologies used to measure the corporate income taxes and taxes on 
production that would have been paid by the U.S. motion picture industry absent piracy. In the corporate 
tax calculations, we first calculate the ratio of “Other” Gross Operating Surplus (“OGOS”) to Employee 
Compensation for NAICS 512, a broader industry measure than that of the U.S. motion picture industry 
(NAICS 5121). In 2004, this ratio was 52.1%. Applying this ratio to the lost motion picture earnings 
estimate of $0.991 billion yields lost corporate income taxes in the amount of $0.147 billion. 

Similarly, with regard to taxes on production, we first derive the ratio of production taxes to employee 
compensation in the broader industry category of NAICS 512. Using this ratio, we then estimate these taxes 
as $0.091 billion. 
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Overview 

• Piracy is the biggest threat to the U.S. motion picture industry. 

• In 2004, the MPAA commissioned a study to provide an accurate and 
detailed assessment of the film industry's worldwide losses to piracy and 
the demographic profile ofthose engaging in piracy. 

• The survey results are the most comprehensive picture of film piracy to 
date, capturing 

(a) losses due to both internet and hard goods piracy, 
(b) the cost of piracy to domestic and worldwide industries, and 
(c) the profile of the typical pirate in various markets . 

• 

APPENDIX C—CONCLUSIONS OF THE LEK STUDY
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Major Findings 

• 

• 

• 

• 

• 

• 

The major U.S motion picture studios lost $6.1 billion in 2005 to piracy 
worldwide. 

80 percent of those losses resulted from piracy overseas , 20 percent from 
piracy in the U.S. 

62 percent of the $6.1 bill ion loss result from piracy of hard goods such as 
DVDs, 38 percent from intemet piracy. 

Piracy rates· are highest in China (90 percent), Russia (79 percent) and 
Thailand (79 percent) . 

The worldwide motion picture industry, including fore ign and domestic 
producers, distributors, theaters, video stores and pay-per-view operators, 
lost $18.2 billion in 2005 as a result of piracy. 

The typical pirate is age 16-24 and male. 44 percent of MPAA company 
losses in the U.S. are attributable to college students. 

"i. The Cost of Movie Piracy 
• SeE! p age a for definition 01 piracy ra tes. 

Losses to MPAA Member Companies 
The major U.S. motion picture studios lost $6.1 bi llion to piracy in 2005. $4.8 billion. or 80 percent. 
resulted from piracy in other countries and $1 .3 bil lion. or 20 percent, resulted from losses in the U.S. 

$3.8 billion was lost to hard goods piracy, defined as obtaining movies by either purchasing or acquiring an 
illegally produced VHS/DVDN CD Ihrough a commercial source, or making ittegal copies for oneself or 
receiving from a personal source (friend or family) an illegal copy of a legitimate VHS/DVDIVCD. 

$2.3 billion was lost to internet piracy, defined as obtaining movies by either downloading them from the 
Internet w;thout paying or acquiring hard copies of illegally downloaded movies from friends or family. 

MPAA Member Company Revenue Loss by Source of Piracy· 

$2,306 

$1 ,859 

'.- . 

Internet Piracy 

$3,769 

$2,906 

$864 

Hard Goods Piracy 

• Internat ional 

. us 

'AN figlles throut;Itoli shown in SU.S. Millions 

~ 
.. 

~ ... ~ 

--,;..,.~ & The Cost of Movie Piracy 
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Where is the piracy rate highest? 
China , Russia and Thailand have the highest piracy rates' . By comparison, the piracy rate in 
the U.S. is 7 percent. 

Percent of Potential Market Lost to Piracy ' 

90% 
79% 79% 76% 

65% 61% 
54% 

32% 29% 25% 

China Russia Thailand Hungary Poland Mf;txico Taiwan Spain India Italy 

'PlrltCy rates are dettwKJfrom MPAA meml»( compa"y IegitJrollfe r9vemltl p/u$ esrlmatedr&lI8ilU8' /o$t to piracy In each mtM'ket. They are 8 
sf&lic snapshot d the perceriage of ltre poterti81 market that if lost due 1'0 pfracy The piracyrste i$ based on elti$linQ market ciilra and cbes- not 
fncorporote growth;( pkBc)l did not 8X/sl. 

"i. The Cost of Movie Piracy 

Dollars lost in international markets 
The markets where the dollars lost are highest are Mexico, UK and France. These mature 
markets return greater income to the U.S. motion picture industry than still developing 
markets such as China and Russia . Restricted access to the China market in particular limits 
potential legitimate revenues as well. 

MPAA Member Company Revenue Loss 

$483 
$406 

$322 
$266 $253 $244 $216 

$161 $157 $149 

Mexico UK France Russti Spain China Japan Italy Gennany Thailand 

"i. The Cost of Movie Piracy 
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Piracy in China and Russia 
• China and Russia have the highest piracy rates of all countries surveyed -

90 percent and 79 percent, respectively. 

• The study indicates that the U.S. motion picture dollar losses in those 
markets are smaller than losses in Mexico and the UK. Why? 

The U.S. motion picture industry's access to China is severely limited. China 
limits the number of foreign films allowed in theaters each year to 20, and 
imposes a number of restrictions on the distribution of home video products. By 
contrast, pirates operate unfettered and outside the law. 

Mexico and the UK are free markets resulting in higher revenue for the U.S. 
motion picture industry. 

"i. The Cost of Movie Piracy 

Piracy's cost beyond the U.S. film industry 
Piracy cost the worldwide motion picture industry an estimated $18.2 billion in 2005. This 
includes producers, distributors, theaters, video stores and pay-per-view providers in the U.S. 
and around the world. 

~ 
.. 

~ ... ~ 

--,;..,.~ & 

Worldwide Motion Picture Industry Losses 

$11 ,071 

$7,114 

$9,265 

$6,197 

', ' ; $1,806 

Internet Piracy Hard Goods Piracy 

The Cost of Movie Piracy 

• 

• International 

. us 
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Dollar Losses - MPAA and International 
Piracy is not just detrimental to major U.S. studios. Local and non-MPAA member 
companies' in other countries (including producers, distributors, theaters, video stores and 
pay-per-view providers) suffer from piracy as well. Losses to other film industries were 
highest due to piracy in China, France and Japan. 

Combined worldwide industry losses due to piracy are highest in China, France and Mexico. 

$2,689 
Motion Picture Consumer Spending Loss 

$1 ,547 
Non-MPAA Member Company 

$2,124 • MPAA Member Company 
$1 ,114 $1 ,007 S901 

$742 $670 

$367 $192 
$491 $465 $442 

111 .. ill $194 lim um 
China France Mexico UK Russia Japan Spain Gennany Thailand Italy 

. Non-MPAA member ccmpaniQs include ~ filmmaker.! ... a gillfHl country. For example, the $2. 1 bUOOn loss as-lima/a in CfIDa for non-MPAA 
member companies includes bsses 10 ClJifJese nlmm8kef$ In China as weN as losses to French filmmake,-, in C/tina. 

~ & I'i. The Cost of Movie Piracy 

Pirate Profile 
The typical worldwide pirate is 16-24 years old , male and lives in an urban area. 

40-49 
18% 

27% 

~ 
.. 

~ ... ~ 
--,;..,.~ & 

Age Groups 

25-29 
17% 

16-24 
39% 

Geography 

Rural 

The Cost of Movie Piracy 

• 

Female 
44% 

Urban 

Gender 
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Downloader Pirate Profile 
The 16-24 age group is particularly high in the category of internet piracy, representing 58 
percent of illegal downloaders across the 22 directly researched countries'. It is even higher 
in the US, where the same age range represents 71 percent of downloaders. 44 percent of 
MPAA company losses in the U.S. are attributable to college students. 

Age Groups of Active 
Down loaders - Worldwide 

30·39 

15% 

40-49 
9% 16-24 

"i. The Cost of Movie Piracy 

Methodology 

Age Groups of Active 
Downloaders - U.S. 

30-39 40-49 
6% 11% 

16-24 
71 % 

25-29 
11 % 

• See page 13 tw expliloalion of direc lly 
researched cou"" ies. 

• LEK is an international strategy consulting firrn . 

• The study was conducted over 18 months. LEK surveyed 20,600 movie 
consurners in 22 countries using focus groups and telephone, internet and 
in-person interviews. 

• Those surveyed were rnovie watchers, Those who have dropped out of the 
market for movies were not included in the study. 

• Data from the 22 directly research countries was extrapolated to 42 
additional countries using a regression model developed in conjunction with 
UCLA and based on country-specific characteristics to complete the 
worldwide piracy picture. 

• The study's piracy loss calculation is based on the nurnber of legitimate 
rnovies - movie tickets, legitimate DVDs - consumers would have purchased 
if pirated versions were not available . 

"i. The Cost of Movie Piracy 
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Methodology - 22 Directly Surveyed Countries 

• Australia • Korea 
• Brazil • Mexico 
• Canada • Netherlands 

• China • Poland 
• France • Russia 
• Germany • Spain 

• Hong Kong • Sweden 
• Hungary • Taiwan 
• India • Thailand 
• Italy • UK 
• Japan • United States 
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ENDNOTES 

1.	   http://nbcumv.com/corporate/Engines_of_Growth.pdf 
2.	   See LEK Final Loss Estimates. 
3.	   http://bea.gov/bea/regional/rims/ 
4.	 	Blockbuster, Inc., for instance, operated 5,696 U.S. stores providing in-home rental and retail movie entertainment to U.S. consumers in 2005. Blockbuster 

Inc., U.S. SEC Form 10-K, for the year ending 12/31/05, page 1.  Absent piracy, the additional profits on motion picture sales and rental revenues that would 
have been earned by Blockbuster and by other U.S. retailers constitute additional losses to the U.S. economy.  Note, however, that this additional loss is limited 
to the lost margin that the retail outlet would have been earned on the sale. The “cost” of the sale has already been counted among the sales lost by the motion 
picture producers. 

5.	   See LEK Final Loss Estimates. 
6.	   See LEK Final Loss Estimates. 
7.	 	The remaining $40 million in U.S. theatrical losses were sustained by non-MPAA and foreign film producers and by their U.S. exhibitors. 
8.	 	The MPAA study reports that in the U.S., MPA member companies lost a total of $1.311 billion in 2005. Of this total, $253 million reflected theatrical losses 

while nearly $900 million were lost home video sales and rentals. 
9.	 	This study focuses only on the piracy losses of U.S. firms. As a result, it does not measure losses of non-U.S. film producer/distributors, non-U.S. theatrical ex

hibitors or non-U.S. retailers of home video products. 
10.  Note that, while the BEA does publish industry multipliers for the U.S. as a whole, this analysis conservatively makes no use of these U.S. multipliers. Had they 

been used, the output and employment effects shown in this study would have been even higher than what we report. 
11.  3,431 out of 6,987 establishments and 30,742 out of 62,647 employees in NAICS 45122 were located in the eight states listed above. 
12.  Note the total loss in final demand is allocated among the listed states on the basis of each state’s industry employment. 
13.  U.S. Department of Commerce, U.S. Census Bureau, 2002 Economic Census: Information-San Jose-San Francisco-Oakland, CA, Combined Statistical Area. 

Information Sector, NAICS 5121. 
14. U.S. SEC, Form 10-K, for the fiscal year ended December 31, 2005, Blockbuster, Inc., pages 10-11. 
15.  3,431 out of 6,987 establishments and 30,742 out of 62,647 employees in NAICS 45122 were located in the eight states listed above. 
16.  In these figures, corporate profits have been adjusted to reflect changes in inventory valuation and capital consumption. 
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EXECUTIVE SUMMARY -

Synopsis: Using a well-established U.S. government model and the latest copyright piracy 
figures, this study concludes that, each year, copyright piracy from motion pictures, sound 
recordings, business and entertainment software and video games costs the U.S. economy 
$58.0 billion in total output, costs American workers 373,375 jobs and $16.3 billion in 
earnings, and costs federal, state, and local governments $2.6 billion in tax revenue. 

It is well established that U.S. copyright-protected works are pirated in vast numbers in the U.S. and in in-
ternational markets throughout the world. This wide-spread theft clearly harms intellectual property (IP) 
owners, who are denied the revenues they would have earned had their legitimate products been purchased. 
Such direct losses from copyright piracy damage not only large companies, but small firms too: for example, 
in 2004, approximately 84% of all firms in the motion picture and video industries and 60% of all software 
publishing firms employed fewer than ten workers.1 

However, these direct losses to copyright owners represent only part of the story. Piracy also causes signifi-
cant and measurable harm to both the upstream suppliers and downstream distributors who would also have 
benefited from the sale of legitimate copyright products. Indeed, the harms that flow from piracy produce a 
cascading effect throughout the economy as a whole. 

In order to determine the magnitude of these ripple effects, this paper assesses the harmful impact of the 
piracy of U.S. produced copyright products on the overall U.S. economy. To accomplish this, data were 
gathered that reflected the piracy losses incurred in 2005 by four of the major U.S. copyright industries: mo-
tion pictures, sound recordings, business software and entertainment software/video games. In 2005, piracy 
conservatively cost these U.S. industries collectively at least $25.6 billion in lost revenue. 

Beyond the cost to the copyright industries, this lost revenue translates into lost production of legitimate 
copyright products, which in turn means lost wages and lost purchases of upstream products and services 
throughout the U.S. economy. Using the RIMS II mathematical model maintained by the U.S. Bureau of 
Economic Analysis (BEA), this study measures the lost economic output, jobs and employee earnings that 
are the economic consequences of copyright piracy. 

Applying the model to the combined copyright industry loss figures reveals the true magnitude of the im-
pact of copyright piracy on the U.S. economy. Because of that piracy: 

• The U.S. economy loses $58.0 billion in total output annually. Output includes revenue and re-
lated measures of gross economic performance. 

• The U.S. economy loses 373,375 jobs. Of this amount, 123,814 jobs would have been added in 
the copyright industries or in downstream retail industries, while 249,561 jobs would have been 
added in other U.S. industries in support of the copyright industries.2 

• American workers lose $16.3 billion in earnings annually. Of this total, $7.2 billion would have 
been earned by workers in the copyright industries or in their downstream retail industries while 
$9.1 billion would have been earned by workers in other U.S. industries. 

• Federal, state and local governments lose at least $2.6 billion in tax revenues annually. Of this 
amount, $1.8 billion represents lost personal income taxes while $0.8 billion is lost corporate in-
come and production taxes. 

As these numbers show, the true cost of copyright piracy cannot properly be measured by its impact on the 
U.S. producers of copyright-protected works alone. Piracy harms not only the owners of intellectual proper-
ty but also U.S. consumers, workers, and taxpayers. As policymakers turn their attention to the competitive-
ness of the U.S. economy in the global marketplace, it is clear that the problem of copyright piracy should 
be afforded a prominent place on the policy agenda. 
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THE TRUE COST OF 

COPYRIGHT PIRACY 

TO THE U.S. ECONOMY 

by Stephen E. Siwek 

INTRODUCTION 

Widespread piracy of motion pictures, recorded music, software, and electronic games harms the companies 
that design, create and sell these products. Since many of these are American companies, the harm of global 
copyright piracy falls disproportionately on U.S. industry, its stockholders and employees, and on federal, 
state and local governments that lose tax revenue due to piracy. 

The U.S. companies most directly affected by piracy have long sought to increase understanding of the 
scope of this problem, and to encourage government-wide efforts to address this threat. However, until 
recently, there has been little reliable economic information available to U.S. policymakers to assist them 
in balancing the importance of enforcing intellectual property rights as against other priorities. In order 
to address this issue, in 2005, a study entitled Engines of Growth: Economic Contributions of the U.S. 
Intellectual Property Industries was published. 3 That study analyzed the contributions to the U.S. economy 
of the U.S. “IP industries” – industries that rely most heavily on copyright or patent protection to generate 
revenue, employ and compensate workers and contribute to real growth. The study found, among other 
things, that these IP industries are the most important growth drivers in the U.S. economy, contributing 
nearly 40% of the growth achieved by all U.S. private industry and nearly 60% of the growth of U.S. 
exportable products. It also found that the IP industries were responsible for one-fifth of the total U.S. 
private industry’s contribution to GDP and two-fifths of the contribution of U.S. exportable products and 
services to GDP. 

To build on these data, in September 2006, the Institute for Policy Innovation (IPI) published The True 
Cost of Motion Picture Piracy to the U.S. Economy (the Motion Picture Piracy study).4 Subsequently, in August 
2007, IPI published ThThee TTrrue Cost of Sound Rue Cost of Sound Recorecording Pding Piriracy to the U.S. Eacy to the U.S. Economyconomy (the conomy (the Sound Recording Piracy 
study). Both of those studies measured the economic impact of pirate activities in a single industry on the 
U.S. economy as a whole. 

Expanding on the analyses used in the MMotion Potion Picturicture Pe Piriracyacy study and the acy study and the Sound RSound Recorecording Pding Piriracyacy study, this acy study, this 
study measures the combinedcombined eff ects of pirate activities on a group of U.S. industries that, like the motion combined effects of pirate activities on a group of U.S. industries that, like the motion 
picture and sound recording industries, rely heavily on the effective enforcement of copyright. 

I. THE COPYRIGHT INDUSTRIES 

This study measures the costs of piracy for four of the “core” copyright products: motion pictures, sound 
recordings, packaged software, and video games. The study measures these costs at both the production and 
at the downstream, retailer level. In addition, through the use of industry-specific “multipliers,” the study 
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quantifies the additional costs of piracy on the upstream industries that supply the copyright producers and 
on the suppliers to those suppliers through the U.S. economy as a whole. 

Because this study focuses only on four copyright industries, it provides an incomplete picture of the overall 
costs of copyright piracy to the U.S. economy. The copyright industries in the United States that are 
affected by piracy represent a much larger number of companies and employees, including photographers, 
songwriters, magazine and book publishers, and other creators. A fuller description of the copyright 
industries can be found through the website of the Copyright Alliance, www.copyrightalliance.org. 

U.S. MOTION PICTURE AND VIDEO INDUSTRY 

The U.S. motion picture and video industry, classified as NAICS 5121in U.S. government statistical reports 
called the North American Industry Classification System (NAICS),5 includes motion picture and video 
production, motion picture and video exhibition, postproduction services and “other” motion picture and 
video industries. In 2005, the industry had estimated revenue of $73.4 billion.6 

U.S. SOUND RECORDING INDUSTRY 

The U.S. sound recording industry (NAICS 5122) includes establishments primarily engaged in producing 
and distributing musical recordings, publishing music, providing sound recording services and “other” 
sound recording industries. According to the U.S. Census Bureau, the employer firms in the U.S. sound 
recording industry generated revenue of $18.7 billion in 2005.7 

U.S. SOFTWARE PUBLISHING INDUSTRY 

The U.S. software publishing industry (NAICS 5112) comprises establishments engaged in computer 
software publishing or in both software publishing and reproduction. These companies “carry out operations 
necessary for producing and distributing computer software, such as designing, providing documentation, 
assisting in installation, and providing support services to software purchasers.”8 In 2005, employer firms in 
the U.S. software publishing industry had revenues of $119.6 billion.9 

U.S. ENTERTAINMENT SOFTWARE AND VIDEO GAME INDUSTRY 

The NAICS codes do not show the U.S. entertainment software and video game industry under a separate 
classification. Within the NAICS framework, the entertainment software industry remains part of the U.S. 
software publishing industry described above. Industry sources report that in 2005, U.S. retail sales of video 
game software was $7.0 billion, rising to $7.4 billion in 2006.10 

FOREIGN SALES OF THE U.S. COPYRIGHT INDUSTRIES 

The copyright industries rely significantly on sales in both the U.S. and foreign markets. In 2005, the 
recorded music, motion picture, packaged software and book and periodicals industries achieved combined 
foreign sales of $110 billion.11 Just as in the U.S., sales of pirated products in foreign markets reduce the 
legitimate sales that would have occurred in those markets. Moreover, copyright piracy in foreign markets 
directly harms American-based production of these products. 

The products that are created and sold by the U.S. copyright industries consist largely, but not entirely, 
of what economists call a “public good.”12 A “pure” public good “is one whose cost of production is 
independent of the number of people who consume it; more precisely, one person’s consumption of such 
a good does not reduce the quantity available to other people.”13 Since production costs are fixed with 
respect to the number of people who consume the product, cost per user or per viewer declines as market or 
audience size increases. As firms in the copyright industries compete, they are inevitably driven to expand 
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the size of their markets and thereby reduce their costs per user. For this reason, all of the U.S. copyright 
industries have long sought and achieved significant expansion into foreign markets. 

Since revenues for the U.S. copyright industries are now generated from both U.S. and foreign markets, 
the copyright industries reasonably expect that such revenues will continue to flow in the future. Thus, the 
budgeting process for copyright products tends to approve new product budgets that maximize profits across 
all markets. For this reason, copyright piracy in any marin any marketket will aff ect the total sales and profi ts earned by ket will affect the total sales and profits earned by 
the U.S.-based producers of these products. In this study, the worldwide piracy losses of U.S. producers and 
distributors of copyright products are used to assess the impact of piracy on U.S. production of copyright 
products. (See Sidebar “A Decrease in Piracy Expands Production”). 

U.S. RETAIL INDUSTRY 

Copyright piracy affects more than the companies that produce and distribute copyrighted products. 
Legitimate retailers, such as Blockbuster, Best Buy, Wal-Mart, and Circuit City, sell DVDs, CDs, packaged 
software and video games under licenses with the manufacturers of these products. When consumers obtain 
pirated versions of these products, profits also decline for the legitimate retailers who would, absent piracy, 
have made these sales. Unlike U.S. producers of copyright products, U.S.-based retailers are not generally 
affected by foreign piracy. They are, however, affected by U.S.-based copyright piracy. This study measures 
the costs of U.S.-based copyright piracy to the U.S. retail industry and to its upstream supplier industries. 

II. THE INTERDEPENDENT ECONOMY 

The economic impact of copyright piracy is not limited to the companies that design, create and sell 
copyright protected works. The impact of piracy flows throughout the U.S. economy. Piracy in one segment 
of the economy can affect other industries because the economy is an interdependent system. Changes in 
supply or demand in one industry can and do affect supply and demand in other industries. 

For example, assume that hybrid vehicles suddenly became very popular and shortages develop. In this 
situation, the price of hybrid vehicles will rise and so will the profits of the manufacturers. However, in order 
to continue to earn these higher profits, the manufacturers will have to make more hybrid vehicles. In the 
process, they will buy, among other things, more parts from parts manufacturers. 

Of course, the process doesn’t stop there. In order to produce more parts, the parts manufacturers will have 
to buy more materials from their suppliers. And those suppliers will have to buy more of the particular 
materials that they need. 

Moreover, the cascade does not end with the hybrid vehicle manufacturers. It continues downstream as well. 
The retail sellers of hybrid vehicles who buy from the manufacturers will also be able to earn more money by 
raising prices or by increasing volume. 

What is true for hybrid vehicles is equally true for the copyright products discussed here. If the 
revenue generated by making and selling these products increases (in this case, not by higher demand 
but by a decrease in piracy), the companies that create and distribute these products will create more 
of them. They may also invest in higher quality products, broader distribution or marketing, or some 
combination of all of these activities in order to maximize their profits (See Sidebar “A Decrease in 
Piracy Expands Production”). 

As more copyright products are created, and more funds are invested in developing, testing, marketing 
and distributing such products, the people and the companies that serve as suppliers to the copyright 
industries will also benefit. The “output” of these companies will also increase. Moreover, as the output 
of these suppliers increases, so too, in turn, will the output produced by the other industries that supply 
the suppliers. 
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Th ese kinds of interactions among industries are captured in input-output tables. Input-output tables 
measure the interrelationships that exist among diff erent industries. With this information, one can estimate 
what impact a specifi c change in one industry will have on other industries. 

A visual depiction of the process is outlined in Figure 1. 
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A DECREASE IN COPYRIGHT PIRACY EXPANDS PRODUCTION

In this study, we estimate the gains to U.S. industries, to U.S. workers and to federal, state and local government that would 
occur absent piracy of copyright protected products. Th is analysis can be viewed either as an estimate of the damages sustained 
by the U.S. as a result of copyright piracy in the past year or as an estimate of the gains that could be realized in the future if 
global piracy were substantially curtailed. 

Th is analysis begins with an assessment of the increased demand for legitimate American products that would be observed 
throughout the world if piracy did not exist. Th e increased demand for U.S. copyright products is quantifi ed on a market
by market basis using a variety of industry sources. Th is increased demand is then adjusted to refl ect an assumed response by 
former consumers of pirated works to higher legitimate prices.  

From the supply side perspective, we assume that the market for the production and distribution of legitimate copyright 
products would remain intensely competitive as it is today. We see little reason to assume that absent piracy, producers of 
copyright products would (or even could) cease to compete with each other. 

We also assume that with a larger potential market for legitimate copyright products, profi t seeking developers, publishers 
and producers could readily expand their development eff orts to market the creations of new developers or to increase the 
development and marketing budgets for existing developers or both. Th e copyright industries do not face many of the 
production bottlenecks that might limit the ability of other industries to satisfy increased demand for their products. More 
importantly, copyright producers would likely seek to exploit the expansion of the market for legitimate U.S. copyright 
products, not only by creating more products but also by increasing the audience appeal of each product through the use of 
more expensive inputs. 

Indeed, as a general matter, we would expect profi t seeking copyright producers to spend more on creative inputs the larger 
the potential market for the product. Higher quality inputs, in turn should increase the producer’s share of revenue from the 
market and increased share is more valuable in a larger market. Because of these considerations, copyright producers could 
(and as competitors, clearly would) attempt to meet the increased demand for legitimate U.S. copyright products through a 
variety of strategies. Th ese strategies might involve the release of more products (i.e., titles) or more expensive products or both. 
Precisely because of this fl exibility, however, there is little reason to believe that supply side constraints would inhibit the U.S. 
copyright industries from satisfying even a signifi cant increase in the demand for its products.

FIGURE 1 IMPACT OF PIRACY THROUGHOUT THE ECONOMY
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Figure 1: Impact of Piracy Throughout the Economy 



                                               

    

 

 
  

  
  

  

 

 
  

  
 

 

 
 

                 
                

                
    

   
 

  

  

 
  

 

 

 
 

 

III. PIRACY LOSS ESTIMATES FOR THE COPYRIGHT INDUSTRIES: DATA AND 
METHODOLOGY 

This Section discusses how this study derived piracy loss estimates for each of the four industries examined: 
motion pictures, sound recording, software, and videogames. 

THE MOTION PICTURE INDUSTRY 

For the motion picture industry, loss figures produced by a major consumer research study conducted by the 
firm of LEK Consulting were utilized. The LEK research revealed that the member studios of the Motion 
Picture Association of America (MPAA) lost $6.1 billion to movie piracy in 2005.14  These figures were also 
used in the Motion Picture Piracy study, and the loss estimates from that report remain sufficiently timely 
and detailed to be included again here. 

THE SOUND RECORDING, SOFTWARE PUBLISHING AND VIDEO GAME INDUSTRIES 

Other copyright industries analyzed in this report did not have an exact analogy to the LEK study. 
Accordingly, additional data were collected and evaluated from and about each of these industries. 

The principal sources used to estimate piracy losses for this report included the following: 

1. Internal estimates of piracy losses compiled by each of the copyright industries. 
2. Confidential estimates of piracy losses developed by others on behalf of individual 


copyright industries. 

3. Piracy loss estimates from “Special 301” filings with the USTR. 
4. Sales data by country and physical piracy rates for recorded music from the Recording 

Industry Association of America (RIAA) and the International Federation of the 
Phonographic Industry (IFPI). 

5. Piracy rates and piracy losses by country for packaged software from the Business Software 
Alliance (BSA) and International Data Group (IDC). 

6. National and trade press articles and press releases. 
7. Academic journals. 

Each of the copyright industries that were studied in this report was able to provide certain internal 
statistics on piracy losses. Some of these statistics were confidential estimates that cannot be reported 
directly in this study. Other piracy loss statistics are developed and published by industry trade associations 
and are widely distributed. 

A major source of relevant information was the annual piracy loss estimates that are filed with the office of 
the United States Trade Representative (USTR). These estimates are compiled for all the major copyright 
industries and placed into the public record each year in support of the industries’ Special 301 filings. The 
Special 301 piracy loss estimates for 2005 are shown, by region, in Table 1. As reported in Table 1, the 
combined losses estimated by all four copyright industries for all regions were nearly $17 billion. 

The Section 301 loss figures, however, understate the true extent of piracy losses, because they do not 
include piracy estimates for such major markets as the United States, the United Kingdom, France, 
Germany, and Australia. Thus, a more accurate accounting of piracy losses sustained by the U.S. copyright 
industries that includes those countries omitted by the Section 301 figures is reflected in a number of 
industry-specific studies that are publicly available. For example, in the recorded music industry, the 
International Federation of Phonographic Industry (IFPI) found that in 2005, an estimated 1.2 billion 
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TABLE 1 USTR “SPECIAL 301” PIRACY LOSS ESTIMATES FOR COPYRIGHT 

INDUSTRIES - 2005 a 

Loss Estimates for Selected Countries Only b 

Piracy Loss Piracy Loss Piracy Loss Piracy Loss 
Asia/Pacific Europe/The CIS The Americas MMiiddddllee EEaasstt/Africat/Africa 

U.S. Industry ($ Millions) ($ Millions) ($ Millions) ($ Millions) 

Motion Pictures $593.0 $1,014.0 $1,120.0 $186.0 


Recorded Music $710.8 $773.9 $1,133.3 $86.7 


Business Software $3,476.0 $3,086.4 $1,493.0 $583.0 


Entertainment Software $1,357.6 $1,021.1 $258.5 $15.6 


Sub-Total $6,137.4 $5,895.4 $4,004.8 $871.3 

Total Losses All Regions $16,908.9 

aa Source: a Source: International Intellectual Property Alliance, USTR 2007 “Special 310” Decisions, May 1, 2007.
b These estimates do not include losses incurred in the United States, United Kingdom, France, Germany, Australia and a number 

of other countries. 

pirate CDs were purchased and that, even at reduced pirate prices, the worldwide pirated CD market 
could be valued at $4.5 billion.15 IFPI also reports piracy rates for the physical16 piracy of recorded music in 
individual countries. These piracy rates reflect the number of pirate units sold divided by the total (pirate 
and legitimate) units sold. 

Piracy rates by country are similarly available for the packaged software industry in the annual piracy reports 
that are published jointly by the Business Software Alliance (BSA) and the International Data Group (IDC). 
Piracy rates by country for the recorded music and packaged software industries are provided in Table 2. 
While these data show variations across countries as between the two products, the weighted-average global 
piracy rate for both industries remained in a range of 35-37%. 

CONSERVATIVE ADJUSTMENTS TO INDUSTRY ESTIMATES 

While the copyright industries that were examined individually develop and publish estimates of the losses 
they sustain from pirate activities, the methodologies they use and assumptions they rest on are different. 
This study does not attempt to impose a judgment as to which methodologies and assumptions produce the 
most accurate count of piracy loss. As with any economic study, each methodology and set of underlying 
assumptions provides some insight into the scope of the problem; each has its strengths and weaknesses, its 
proponents and detractors. 

At the same time, a decision to simply combine the results of four disparate sets of industry loss figures with 
no effort to identify and adjust even the most glaring inconsistencies among those figures would be unlikely 
to yield an accurate result. Such a procedure would have applied diverse and admittedly inconsistent piracy 
loss estimates to a consistent set of industry multipliers. Accordingly, in this study a series of conservative 
adjustments were made in order to increase the internal consistency of the loss estimates that were used for 
each of the copyright industries that were analyzed. These adjustments were conservative in that they tended 
to reduce the final piracy loss estimates (and thus the economic cost estimates) that were generated in the 
analysis. These adjustments are discussed below. 

Institute for Policy Innovation: Policy Report #189 The True Cost of Copyright Piracy to the U.S. EconomyInstitute for Policy Innovation: Policy Report #189 The True Cost of Copyright Piracy to the U.S. Economy6 

http:billion.15


                                               

   

 

 

  foreign markets for  of the 
 

   
 unit sales that would have been made absent 

 

 

    
  

 IFPI, 2006 
 

  
  

  

 

TABLE 2 PIRACY RATES FOR RECORDED MUSIC AND PACKAGED SOFTWARE 

BY COUNTRY AND WORLDWIDE - 2005 

Mid-Point Piracy Rates 
Recorded Music a Piracy Rates 

Country (Physical Piracy Only) Packaged Software b 

United States 5% 21% 

China 88% 86% 

France 5% 47% 

Germany 5% 27% 

United Kingdom 5% 27% 

Russia 63% 83% 

Japan 5% 28% 

Italy 38% 53% 

Canada 5% 33% 

Brazil 38% 64% 

Spain 17% 46% 

Netherlands 17% 30% 

Mexico 63% 65% 

S. Korea 17% 46% 

Worldwide 37% 35% 

aa IFPI, 2006 a IFPI, 2006 Global Recording Industry in Numbers, rates taken from individual country pages.
b BSA and IDC, Third Annual BSA and IDC Global Software Piracy Study, May 2006, pages 12-13. 

The principal differences between the ways different copyright industries approach the daunting problem of 
measuring piracy losses include: 

1. Omission of Geographic Markets. Some industries have not measured piracy losses in every 
geographic market in which they operate. For these industries to have loss estimates 
that are consistent with those of other industries, the missing geographic markets 
should be identified and, where possible, analyzed to measure the piracy losses that were 
not previously counted. However, the adjusted loss estimates developed in this report 
conservatively do not include piracy loss figures for allall foreign markets for all foreign markets for allall of the all of the 
copyright industries that were studied. The inclusion of piracy losses experienced in these 
additional markets would have increased the piracy cost estimates that were ultimately 
produced in this study. 

2. Inconsistent Estimates of Units Sold Absent Piracy. The industries’ estimates differ as to 
how they measure the quantity of legitimatelegitimate unit sales that would have been made absent legitimate unit sales that would have been made absent 
piracy. Some industries assume that, absent piracy, consumers of pirated products would 
substitute legitimate purchases for all or nearly all of the pirate purchases that they now 
make. By contrast, other industries assume that, absent piracy, consumers would purchase 
fewer products than they now consume, because they would not substitute legitimate 
products for all the pirated products. While the number of substitute units need not be 
identical in each copyright industry, an effort has been made in this study to impose a 
consistent set of assumptions regarding product substitution across the four industries that 
are analyzed in this report. Again, this report has taken a conservative approach, and not 
assumed that each pirated product served to deprive the industry of a legitimate sale. Had 
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this “one-to-one” ratio been maintained in any of the copyright industries, the resulting 
piracy cost estimates would have been higher than the figures reported here. 

3. Inconsistent Estimates of Price. Some industries measure the quantity of pirated units 
in a market and value that quantity at the pirated price: that is, the price at which the 
pirated goods were actually sold.17 Other industries value the quantity of pirated units at 
the legitimate price: the price at which authorized products are sold in the market. For 
this study, since a one-to-one ratio between pirated goods and legitimate goods was not 
assumed, it is acceptable to multiply the quantity of legitimate products that would have 
been sold absent piracy by the legitimate price that prevailed in that market in 2005. The 
product of this calculation represents the sales that were lost as a result of copyright piracy. 

4. Inconsistent Estimates of U.S. Share of Losses from Piracy. The market share of legitimate 
U.S. copyright products in any given country can and often does vary significantly. As a 
very general rule, the market share of U.S. copyright products is very high in the United 
States, somewhat lower in Western Europe and considerably lower in many (but not all) 
Asian countries. Moreover, the share of all pirated products that are pirate versions of U.S. 
products can also differ from the U.S. share of legitimate products. In each of their piracy 
loss studies, the copyright industries address the issue of U.S. share in ways that differ 
from one industry to the next. 

This report attempts to impose some standardization on this issue by comparing each industry’s assumptions 
and/or calculations of the U.S. industry’s share of pirated product to the assumptions and/or calculations 
made in the other copyright industry reports for the same foreign market. For example, in the LEK study 
of motion picture piracy, the MPAA member-companies’ losses from piracy in Mexico was estimated at 
$954 million.18 This value was approximately 85.6% of the total consumer spending loss from all movie 
piracy in Mexico (that is, including piracy of films made by non-MPAA members). Thus, at least for pirated 
movies in Mexico, the U.S. industry’s share of total losses is very high. Based on the LEK results, one would 
expect, all else equal, that another copyright industry’s share of total piracy losses in Mexico would also 
be substantial. For example, another copyright industry could have detailed piracy loss estimates for their 
product in Mexico in which the U.S. share of losses (in that product) was very low, and such discrepancies 
in the same market would have triggered further analysis and review. In the course of preparing this report, 
such inconsistencies were considered and where appropriate, adjustments to the figures were made. 

PIRACY LOSS ESTIMATES FOR U.S. COPYRIGHT INDUSTRIES 

After gathering data and making appropriate adjustments so that the loss estimates would be roughly 
comparable in their methods and assumptions, the estimated piracy losses for the four copyright industries 
and for the U.S. retail sector were combined. The combined losses used in this study are reported in Table 3. 

As shown in Table 3, the piracy losses sustained by the four U.S. copyright industries that design, produce 
and distribute copyright products were estimated at $23.074 billion in 2005. The losses from copyright 
piracy that are borne by the U.S. retail industry were estimated at $2.549 billion. Thus, the total losses to 
U.S. producers and retailers from copyright piracy were $25.623 billion. 

This study does not break down the combined industry loss figures into its component parts. One reason for 
that determination was that the underlying loss estimates for each industry were based, at least in part, on 
confidential information. These data would likely have been revealed if the loss estimates for each industry 
were reported separately. Nevertheless, based even on the publicly available data, it can readily be seen that 
the estimate of piracy loss affecting the U.S. economy is extremely conservative. As shown in Table 1, the 
copyright industries’ piracy losses, as reported to the USTR, were nearly $17 billion -- even though those 
estimates omitted losses in numerous major markets including the United States, the United Kingdom, 
France, Germany and Australia. 
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TABLE 3 PIRACY LOSS ESTIMATES FOR U.S. COPYRIGHT INDUSTRIES a 

1. Piracy Losses 

($ Billions) 

that harm U.S. industries that design produce or distrib-
ute products that rely fundamentally on global copyright 
protection and indirectly by other U.S. input industries. 

$23.074 

plus 

2. Piracy Losses 

that harm U.S. retail industries that sell or rent products 
that rely fundamentally on U.S. copyright protection and 
indirectly by other U.S. input industries. 

$2.549 

equals 

3. Total Piracy Losses 

$25.623 

aa  Th e U.S. copyright industries analyzed in this study include the motion picture and video industries, the a The U.S. copyright industries analyzed in this study include the motion picture and video industries, the 
sound recording industries, the software publishing industries and the entertainment software and video 
game industries. 

Moreover, reporting the loss estimates as a lump sum avoided having to arbitrarily choose to which industry 
category certain products belong. For example, PC games can be considered both software and videogames. 
Reporting software and videogames separately would have required putting them into one category 
or another in order not to double count. By reporting only the combined loss results for all copyright 
industries, potential inaccuracies like this can be avoided. 

IV. INDUSTRY MULTIPLIERS 

INPUT-OUTPUT TABLES AND MULTIPLIERS 

As noted above, assessing the total cost of copyright piracy for the U.S. economy involves looking at how 
piracy-induced changes in one industry affect other industries throughout the U.S. economy. This study 
relies on an analytical framework known as an input-outputinput-output (I-O) table for this purpose. For every industry input-output (I-O) table for this purpose. For every industry 
in the economy, an I-O table shows the distribution of the inputs purchased and the outputs sold. Using 
this framework, the U.S. Department of Commerce’s Bureau of Economic Analysis (BEA) has developed 
a method for estimating I-O multipliers. Using multipliers, it is possible to measure not only the direct 
effects of piracy (that is, the lost 1st round of output) but also the indirect effects (that is, the lost 2nd and 
subsequent rounds of output) as piracy reduces the need for the legitimate industry to purchase inputs 
from factor suppliers in other industries. In addition, the BEA’s multipliers also take into consideration the 
“induced” economic effects that arise from the piracy-driven loss in labor income that is borne by workers in 
the legitimate industries and which results in a consequent decrease in household consumption. 

In this analysis, the multipliers used to estimate the full effects of copyright piracy were derived using the 
BEA’s Regional Input-Output Modeling System or “RIMS II.” The RIMS II model produces industry-
specific “final demand” multipliers for output (in dollars), employment (in numbers of employees) and 
earnings of those employees (in dollars). The RIMS II model also provides industry-specific “direct effects” 
multipliers for employment and earnings. 
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COMBINED AVERAGE MULTIPLIERS 

In this analysis, separate RIMS II multipliers were used for each of the four sectors to estimate the effects of 
piracy. In addition, each industry-specific multiplier was constructed as a weighted average of multipliers 
across states where industry production was most concentrated. All of these multipliers are reported in 
Appendix A. However, by mathematical process, we were able to represent the combined effects of all these 
calculations as one value. The “combined” average multipliers that are used in this study to measure the 
costs of copyright piracy to the U.S. economy are reported in Table 4. 

TABLE 4 WEIGHTED AVERAGE MULTIPLIERS USED TO MEASURE 

OUTPUT, EMPLOYMENT AND EARNINGS LOST DUE TO 

COPYRIGHT PIRACY a 

1. Lost Output Multiplier 

The weighted average multiplier used to measure the loss 
in total U.S. output that results from the global piracy of 
U.S. copyright protected works. 

2.2713 

2. Lost Employment Multiplier 

The weighted average multiplier used to measure the loss 
in total U.S. employment that results from the global 
piracy of U.S. copyright protected works. 

14.572 

3. Lost Earnings Multiplier 

The weighted average multiplier used to measure the 
loss in total U.S. employee earnings that results from the 
global piracy of U.S. copyright protected works. 

0.6354 

aa  Each multiplier is the weighted average of the production and retail industry multipliers used for each a Each multiplier is the weighted average of the production and retail industry multipliers used for each 
of the copyright industries studied. Each industry multiplier in turn reflects the weighted average of the 
state multipliers used to derive the national multiplier. 

As shown in Table 4, the combined weighted average output multiplier calculated by this study was 2.2713. 
This means that every dollar lost to copyright piracy by the U.S. copyright industries results in a total loss 
of output of $2.27. Similarly, the combined weighted average employment multiplier used in this report 
was 14.572. This means that for every $1,000,000 lost to copyright piracy, the U.S. economy loses 14.572 
jobs. Finally, as reported in Table 4, the combined weighted average earearningsnings multiplier was 0.6354. Th is nings multiplier was 0.6354. This 
multiplier reflects that every dollar lost to copyright piracy by the U.S. copyright industries results in a loss 
of $0.6353 in the earnings of U.S. workers. 

V. TAX LOSSES 

The RIMS II modeling system does not yield a loss of tax revenues. Yet the loss of tax receipts that results 
from copyright piracy represents another significant cost of piracy to the U.S. economy. For the tax loss 
estimates presented in this study, the methodology previously used in the MMotion Potion Picturicture Pe Piriracyacy and acy and Sound 
Recording Piracy studies was applied to each of the copyright industries considered here. As in the previous 
studies, the tax loss estimates are developed for three categories of taxes. These are: (i) lost personal income 
taxes that would have been paid by copyright industry employees, (ii) lost corporate income taxes of 
copyright industry companies and (iii) lost production and other business taxes. The details that underlie 
each of these tax calculations are provided in Appendix B. 
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The tax loss estimates presented in this study do notnot encompass a full accounting of all tax losses attributable not encompass a full accounting of all tax losses attributable 
to piracy (See Figure 2). The estimates for both corporate income tax losses and production tax losses 
reflect only the direct losses sustained by the copyright industries themselves. The estimates do not include 
additional tax losses that would result from decreased income and lower sales in those U.S. industries 
that supply inputs to the U.S. copyright industries, because that data cannot be derived from the RIMS 
II model.19 Accordingly, the corporate income tax and production tax estimates presented in this report 
conservatively exclude tax losses sustained at U.S. industries that are indirectly affected by piracy. 
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Figure 2: Motion Picture Piracy Tax Effects 

* Increased production of copyright products could include the creation of more products, more expensive products, or both. 

VI. FINDINGS 

LOST U.S. OUTPUT 

As noted above, this report estimates that, in 2005, the U.S. motion picture, sound recording, packaged 
software and entertainment software industries sustained combined piracy losses of at least $23.549 billion 
(See Table 3). In addition, the U.S. retail industry lost another $2.459 billion. Applying the appropriate 
multipliers as set out above, the report concludes that as a consequence of global and U.S.-based piracy of 
copyright products, the U.S. economy loses $$5588..00 bbiilllliioonn iinn ttoottaall oouuttppuutt each year. Of this total, $52.4 t each year. Of this total, $52.4 
billion is output lost at the U.S. production level while $5.6 billion reflects output lost at the U.S. retail 
level (See Table 5).
Piracy Tax Effects - Figure 2
LOST U.S. JOBS 

The losses sustained by the U.S. copyright industries also translate into lost American jobs. Using other 
industry-specific “multipliers” from the U.S. Bureau of Economic Analysis, it is estimated that in 2005, the 
U.S. economy lost approximately 373,375 jobs in total as a result of copyright piracy both in the U.S. and 
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TABLE 5 U.S. COPYRIGHT INDUSTRIES: U.S. OUTPUT LOST AS A 

RESULT OF COPYRIGHT PIRACY 

1. Output that is Lost 

($ Billions) 

directly by U.S. industries that design produce or distrib-
uuttee products that rely fundamentally on global copyright e products that rely fundamentally on global copyright 
protection and indirectly by other U.S. input industries. 

$52.407 

plus 

2. Output that is Lost 

directly by U.S. retail industries that sell or rent products 
that rely fundamentally on U.S. copyright protection and 
indirectly by other U.S. input industries. 

$5.611 

equals 

3. Total Lost Output a 

$58.018 

aa Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a Estimates reflect losses at industries that directly or indirectly produce or sell copyright protected products. 

abroad. Of these lost jobs, approximately 312,052 jobs were lost at the U.S. production level in the creation, 
manufacture and distribution of copyright-protected works while 61,323 jobs were lost at the U.S. retail 
sales level (See Table 6). 

TABLE 6 U.S. COPYRIGHT INDUSTRIES: U.S. EMPLOYMENT LOST AS A 

RESULT OF COPYRIGHT PIRACY 

1. Emplomploymentyment that yment that is Lost 

(Jobs) 

directly at U.S. industries that design produce or distrib-
ute products that rely fundamentally on global copyright 
protection and indirectly at other U.S. input industries. 

312,052 

plus 

2. EEmplomploymentyment that is Lostyment that is Lost 

directly at U.S. retail industries that sell or rent products 
that rely fundamentally on U.S. copyright protection and 
indirectly at other U.S. input industries. 

61,323 

equals 

3. Total Lost Employment a 

373,375 

aa Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a Estimates reflect losses at industries that directly or indirectly produce or sell copyright protected products. 
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The estimates of lost employment shown in Table 6 include both the dirdirectect employment losses sustained by ect employment losses sustained by 
producers and retailers of copyright products and the indirect employment losses experienced at other U.S. 
industries that depend on copyright producers and retailers. Of the total job loss of 373,375 reported above, 
123,814 jobs were lost at establishments that dirdirectlyectly produce or sell copyright products. Th e remaining ectly produce or sell copyright products. The remaining 
249,561 jobs were lost at other non-copyright U.S. industries that are indirindirectlyectly harmed by global piracy in ectly harmed by global piracy in 
copyright products.20 

LOST EARNINGS OF U.S. WORKERS 

Using additional multipliers from the U.S. BEA, it is estimated that, because of copyright piracy, U.S. 
employees lose $16.3 billion in total earnings annually. Of this total, $14.6 billion are earnings lost at the 
U.S. production level for the creation and manufacture of legitimate copyright products, while $1.7 billion 
are earnings lost at the U.S. retail level (Table 7). 

TABLE 7 U.S. COPYRIGHT INDUSTRIES: U.S. EARNINGS LOST 

AS A RESULT OF COPYRIGHT PIRACY 

1. Employee Earnings that are Lost 

($ Billions) 

directly at U.S. industries that design, produce or distrib-
uuttee products that rely fundamentally on global copyright e products that rely fundamentally on global copyright 
protection and indirectly by other U.S. input industries. 

$14.565 

plus 

2. Employee Earnings that are Lost 

directly at U.S. retail industries that sell or rent products 
that rely fundamentally on U.S. copyright protection and 
indirectly by other U.S. input industries. 

$1.716 

equals 

3. Total Lost Employee Earnings a 

$16.281 

aa Estimates refl ect losses at industries that directly or indirectly produce or sell copyright protected products.a Estimates reflect losses at industries that directly or indirectly produce or sell copyright protected products. 

As with the employment estimates provided in Table 6, the lost earnings calculations shown in Table 7 
include both the dirdirectect earnings losses sustained by workers at fi rms that produce and sell copyright products ect earnings losses sustained by workers at firms that produce and sell copyright products 
and the indirect earnings losses experienced by workers at other U.S. industries that depend on copyright 
producers and retailers. Of the total earnings loss of $16.281 billion reported above, $7.164 billion were lost 
by workers at establishments that dirdirectlyectly produce or sell copyright products. Th e remaining $9.117 billion ectly produce or sell copyright products. The remaining $9.117 billion 
in earnings were lost by workers at other non-copyright U.S. industries that are indirindirectlyectly harmed by global ectly harmed by global 
piracy in copyright products. 

LOST TAX REVENUES 

The harm of copyright piracy extends to governments at the federal, state and local level, which lose 
significant revenue as a result of copyright piracy in the U.S. and overseas. This study estimates that 
governments lose a minimum of $2.6 billion in tax revenues annually. Of this amount, $1.8 billion 
represents lost personal income taxes while $0.8 billion is lost corporate income and production taxes 
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(See Table 8). These numbers surely underestimate actual losses because the corporate income tax and 
production tax loss estimates do not include estimated income and production tax losses at the upstream 
supplier level of the economy. The tax losses that were estimated in this study are shown in Table 8. 

TABLE 8 U.S. COPYRIGHT INDUSTRIES: TAXES LOST AS A RESULT OF 

COPYRIGHT PIRACY a 

1. Employee Personal Income Taxes Lost 

($ Billions) 

Reflects income taxes lost as a result of lost employee 
earnings in the direct copyright industries and in the 
indirect industries that are also harmed by piracy. 

$1.759 

plus 

2. Corporate Income Taxes Lost 

Reflects corporate income taxes lost as a result of lost 
corporate profits in the ddiirreecctt copyright industries only.t copyright industries only. 

$0.557 

plus 

3. Production and Other Taxes Lost 

Reflects production and other taxes lost as a result of 
lower sales in the dirdirectect copyright industries only.ect copyright industries only. 

$0.263 

equals 

4. Total Taxes Lost 

$2.579 

aa  Lost taxes include federal, state and local taxes. Lost corporate income tax and production tax estimates do a Lost taxes include federal, state and local taxes. Lost corporate income tax and production tax estimates do 
not include tax losses at industries that are indirectly affected by copyright piracy. 

CONCLUSION 

Copyright piracy harms a broad segment of the U.S. economy that extends far beyond the U.S. companies 
that distribute copyright protected works. Because of piracy, American writers, artists, designers, actors, 
software and video game developers and musicians are denied compensation for the fruits of their creative 
efforts. And, since the products that embody these efforts are highly valued by consumers the world over, 
this loss in compensation to the American creative community is increasingly significant, even as measured 
against the U.S. economy as a whole. 

Moreover, the economic damage caused by global copyright piracy also extends to the up-stream 
industries in the U.S. that directly aanndd iinnddiirreeccttllyy supply inputs to the U.S. motion picture, recorded y supply inputs to the U.S. motion picture, recorded 
music, packaged software and entertainment software industries. Since the industries in the U.S. 
economy are interdependent, losses from copyright piracy extend through the U.S. economy as a whole. 
In this study, the total costs to the U.S. economy of copyright piracy are estimated to exceed $58 billion 
in lost output, 373,375 lost jobs, $16 billion in lost employee earnings and more than $2.6 billion in lost 
tax revenues. These estimates underscore the true magnitude of the copyright piracy problem to the U.S. 
economy as a whole. 
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APPENDIX A — MULTIPLIERS FOR THE COPYRIGHT INDUSTRIES 

In the RIMS II model, the U.S. Bureau of Economic Analysis estimates five different industry and region-
specific multipliers. These five multipliers are 1) total output, 2) total employee earnings, 3) total number of 
employees, 4) direct employee earnings and 5) direct number of employees. The first three “Final Demand” 
multipliers measure the economic impacts that result from an initial change in the output delivered to final 
users. The fourth and fifth “Direct Effects” multipliers measure the subset of those earnings and employment 
effects for the industry that was directly affected by the initial change. In the model, each of these five 
multipliers is calculated for a specific industry (as defined by a NAICS code). In addition, the model must 
be preset for a region or state. In this study, individual statesstates are used as the relevant regions to be analyzed states are used as the relevant regions to be analyzed 
for each copyright industry under study. 

In RIMS II, it is important to consider the “region” to be analyzed in the model because the region 
defines the geographic boundary within which an “input” from another industry will be counted in the 
computation of each multiplier. Recall that multipliers rely on “input-output” tables that report how 
individual U.S. industries purchase and supply goods and services to other individual U.S. industries. If 
a supplying industry is located in the region to be studied, the “inputs” provided by that industry will be 
counted in the development of the multiplier for that region. If the supplying industry is not located in the 
region to be studied, the “inputs” provided by that industry will not be counted in the development of the 
multiplier for that region. 

This concept is easiest to see in the case of imports. If a U.S. industry purchases Import X from a non-U.S. 
supplier, the RIMS II model assumes that the upstream products needed to produce Import X would, like 

TABLE A-1 FINAL DEMAND MULTIPLIERS FOR MOTION PICTURE AND SOUND 

RECORDING INDUSTRIES 

U.S. Motion Picture Industries
 
NAICS 512100
 

Output 

California 

New York 

Earnings 

California 

New York 

Employment 

California 

New York 

2.9398 

2.6002 

0.8042 

0.6096 

19.6 

14.3 

U.S. Sound Recording Industries
 
NAICS 512200
 

Output 

California 2.0156 

New York 1.8183 

Tennessee 1.9436 

Florida 1.7499 

Texas 1.9659 

Earnings 

California 0.4250 

New York 0.3190 

Tennessee 0.3827 

Florida 0.3545 

Texas 0.3999 

Employment 

California 9.6 

New York 6.7 

Tennessee 11.0 

Florida 10.3 

Texas 9.7 
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TABLE A-2 DIRECT EFFECTS MULTIPLIERS FOR MOTION PICTURE AND SOUND 

RECORDING INDUSTRIES 

U.S. Motion Picture Industries 
NAICS 512100 

U.S. Sound Recording Industries 
NAICS 512200 

Earnings Earnings 

California 3.1190 California 2.9689 

New York 2.8024 New York 2.6418 

Tennessee 2.7321 

Florida 2.5628 

Texas 2.8671 

Employment Employment 

California 3.5974 California 4.3948 

New York 3.1080 New York 3.6664 

Tennessee 3.0776 

Florida 2.9544 

Texas 4.4529 

Import X, also have been manufactured by non-U.S. upstream suppliers. Since the additional inputs needed 
to manufacture Import X are not made in the United States, the model does not attempt to measure the 
effects of those additional inputs on the U.S. economy. 

This basic concept also applies in the case of total U.S., U.S. county, state and U.S. local area multipliers. All 
else equal, total U.S. multipliers are higher than U.S. state multipliers and U.S. state multipliers are, in turn, 
larger than U.S. local area multipliers. In the motion picture industry for example, the output multipliers 
estimated by BEA for the states of California and New York were 2.9398 and 2.6002 respectively. By 
contrast, the total U.S. output multiplier for the motion picture industry was 3.5552. 

In this study only state multipliers are used. The decision to use only state specified multipliers in this 
study means that the results are inherently conservative. Had total U.S. multipliers been used, the estimates 
of piracy effects on the U.S. copyright industries would have been considerably higher than the figures 
reported here. 

MULTIPLIERS FOR THE MOTION PICTURE AND SOUND RECORDING INDUSTRIES 

The products that are created and produced by the U.S. copyright industries are soldsold throughout the United sold throughout the United 
States. Through their distribution and sales activities, the copyright industries thus produce real economic 
vvalue in evalue in everery U.S. state. Iy U.S. state. In terms ofn terms of productionn terms of production activities however, the U.S. copyright industries are more 
prominent in some states than in others. 

In the U.S. motion picture industry, for example, two states – California and New York – employed 50.3% 
of all U.S. workers in NAICS 5121.21 In addition, for the six-digit NAICS 512111, the motion picture and 
video production industry, the states of California and New York employed 73.4% of all employees.22 For 
these reasons, the final demand multipliers used to analyze the motion picture industries in NAICS 5121 
were multipliers for California and New York (See Table A-1). 

In terms of production activities, however, the U.S. sound recording industries were similarly focused 
on only a few states. As shown in Table A-1, the final demand multipliers used to estimate the costs of 
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sound recording piracy were specific to five states including California and New York. Three other states 
– Tennessee, Florida and Texas – also supported fairly sizeable employment levels in the sound recording 
industry. Based on discussions with industry representatives, the employment levels in these states also 
reflect the traditional importance of these states to specific types of music. The direct effects multipliers that 
were used in this study for the U.S. motion picture and sound recording industries are shown in Table A-2. 

MULTIPLIERS FOR THE U.S. SOFTWARE AND ENTERTAINMENT SOFTWARE INDUSTRIES 

As for the motion picture and sound recording industries, centers of production were identified for which 
software industry multipliers would be appropriate. For the software publishing industry, five states – 
California, Washington, Texas, Massachusetts and New York – collectively employed 56% of all workers in 
NAICS 5112. Final demand multipliers for these five states are reported in Table A-3. 

TABLE A-3 FINAL DEMAND MULTIPLIERS FOR U.S. SOFTWARE AND ENTERTAINMENT 

SOFTWARE INDUSTRIES 

U.S. Packaged Software and Entertainment Software/Video Games Industries 
NAICS 511200 

Output California 2.1819 

Washington 1.9819 

Texas 2.1760 

Massachusetts 1.9778 -
New York 1.8151 -

Earnings	 California 0.7141 -
Washington 0.6479 -
Texas 0.7003 -
Massachusetts 0.6239 -
New York 0.5187 -

Employment	 California 13.6 

Washington 12.5 

Texas 14.7 

Massachusetts 11.2 

New York 9.1 

As noted in the text of this report, U.S. government statistics for the entertainment software and video 
games industry are generally not published on a separated basis. As a result, the software publishing industry 
final demand multipliers reported in Table A-3 above are also appropriate for the entertainment software 
and video games subset of that industry. 

Similarly, direct effects multipliers for the U.S. software publishing industry in the five states of California, 
Washington, Texas, Massachusetts and New York are provided in Table A-4. The same multipliers were 
used to measure economic impacts of piracy on the U.S. entertainment software and video games industry 
as well. 
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TABLE A-4 DIRECT EFFECTS MULTIPLIERS FOR U.S. SOFTWARE PUBLISHING AND 

ENTERTAINMENT SOFTWARE 

U.S. Packaged Software and Entertainment Software/Video Games Industries 
NAICS 511200 

Earnings California 1.9748 

Washington 1.7955 

Texas 1.9511 

Massachusetts 1.8200 

New York 1.7269 

Employment	 California 3.7470 -
Washington 3.4718 -
Texas 3.5399 -
Massachusetts 3.1535 -
New York 2.9421 -

APPENDIX B — DETERMINING TAX LOSSES 


The RIMS II model cannot be used to generate multipliers for the tax payments that would have been made 
by employees and corporations if copyright piracy were reduced. For this reason, the analysis of the tax 
effects of piracy losses in this study makes use of financial accounts for the U.S. as a whole and of industry 
specific information on the components of the value added that would increase if copyright piracy were 
significantly curtailed or eliminated. 

PERSONAL AND CORPORATE INCOME TAXES 

Within the financial accounts of the United States, one can readily identify the taxes paid in aggregate by U.S. 
resident individuals and U.S. corporations as a whole. For example, in 2004, personal (current) taxes paid by 
U.S. residents totaled $1,049.1 billion. As shown in Table B-1, these taxes amounted to 10.8% of the total 
U.S. disposable personal income for the same year. While U.S. disposable personal income was derived from 
many sources, it is assumed in this analysis that all forms of personal income were in effect taxed at the same 
average rate. Under this assumption, the U.S. average personal tax rate in 2004 was 10.8%. 

In this report, the personal income taxes that are lost as a result of copyright piracy are derived by applying 
the assumed personal tax rate of 10.8% to the total (direct and indirect) lost employee earnings that were 
estimated using the appropriate RIMS II multipliers. As shown in the text of this report at Table 2, those 
lost earnings were $16.281 billion. Assuming a 10.8% personal income tax rate, these lost earnings result in 
lost personal income taxes of $1.759 billion. 

The data in Table B-1 also show two separate calculations of the corporate income tax rate paid by U.S. 
corporations to federal, state and local tax authorities in 2004. In 2004, total corporate income taxes were 
$271.1 billion. Dividing this figure by total U.S. corporate profits as adjusted of $1,161.5 billion yields an 
average corporate tax rate of 23.3%.23 

Unfortunately, in the U.S. accounts, corporate profits by industry are not to our knowledge reported by any 
of the U.S. statistical agencies in the same format as shown above. The U.S. Bureau of Economic Analysis 
does report industry data on Gross Operating Surplus (GOS) by industry in its calculations of value 
added by industry. Using these data, GOS by industry can be divided into five underlying categories. The 
categories include “Other GOS” which can be defined as corporate profits before tax plus net interest and 
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TABLE B-1 TAX RATES ON PERSONAL AND CORPORATE INCOME 

Tax Rates on Personal Income 

2004 
($ Billions) 

U.S. Disposable Personal Income 

2004 
($ Billions) 

$8,664.2 

Add Back Personal Current Taxes $1,049.1 

Equals U.S. Personal Income $9,713.3 

Less 

Compensation of Employees 

Proprietors’ Income 

Rental Income 

Personal Income Receipts/Assets 

Personal Current Transfers 

Contrib. Govern. Social Insurance 

$6,687.6 

$889.6 

$134.2 

$1,396.5 

$1,427.5 

$(822.2) 

Equals U.S. Personal Income $9,713.2 $9,713.2 

Pers. Cur. Tax/Pers. Income 10.8% 

Tax Rates on Corporate Income 

2004 
($ Billions) 

U.S. Corporate Profits w Adjusts. $1,161.5 

Taxes on Corporate Income $271.1 

Corp. Inc. Taxes/Corp. Profits 23.3% 

U.S. Other GOS (Corporate) $1,822.9 

Taxes on Corporate Income $271.1 

Corp. Inc. Taxes/U.S. Other GOS (Corp.) 14.9% 

Taxes on Production 

Taxes on U.S. Production and Imports 
less Subsidies 

2004 
($ Billions) 

$809.4 

miscellaneous payments and adjustments. While this measure is broader than U.S. corporate profits, it does 
provide an approximate measure of corporate profits on an industry-by-industry basis. 

In Table B-1, U.S. corporate income taxes are also divided by “Other GOS” for corporations, an amount 
reported as $1,822 billion in 2004. This calculation yields a corporate tax rate on Other GOS of 14.9%. 

PRODUCTION TAXES AND GROSS OPERATING SURPLUS 

The major components of U.S. value added and value added for the industry sectors classified under NAICS 
512 (motion pictures and recorded music) and NAICS 511 (all publishing including software) are shown 
in Table B-2. The three components are employee compensation, taxes on production and imports less 
subsidies and gross operating surplus. As shown in Table B-2, for these broad industry sectors, production 
taxes can be divided by employee compensation in order to derive industry-specific factors for the taxes. In 
Table B-2, production tax factors are derived for NAICS 512 and 511. These tax factors are subsequently 
used to estimate the production taxes lost for each of the four copyright industries that are analyzed in this 
report. For each industry, the production tax factor is applied only to the direct employee compensation 
that was lost as a consequence of piracy. The production tax factor is not applied to the indirindirectect employee ect employee 
compensation that was also lost because the RIMS II model does not provide a breakdown of that lost 
compensation for each industry affected. For this reason, the production tax estimate derived in this report 
should be regarded as a conservative measure of the minimum production tax losses that can be attributable 
to copyright piracy. 

As shown in Table 5 in the text, the estimated direct industry earnings lost to copyright piracy were $7.164 
billion. The production tax factors for the industry sectors shown in Table B-2 (4.7% and 2.9%) were 
applied to the lost direct earnings for each copyright industry in order to derive an overall estimate of lost 
production taxes of $263 million (See Table 4). 
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TABLE B-2 FACTORS FOR PRODUCTION TAX AND GROSS OPERATING SURPLUS 

NAICS 512 NAICS 511 
as a Whole Movies and All Publishing 

Records 
($ Billions) ($ Millions) ($ Millions) 

Output $21,346.0 $94,100.0 $254,900.0 

equals Value Added $11,734.3 $47,300.0 $125,300.0 

Employee Compensation -
Taxes on Productions + -
Imports less Subsidies -

Gross Operating Surplus -

plus Intermediate Inputs $9,611.8 $46,800.0 $129,600.0 

Tax on Prod./Employee Compensation 12.1% 4.7% 2.9% 

Gross Operating Surplus $4,231.5 $23,130.0 $52,189.0 

Current Surplus Gov. Enterprises $(3.0) $ — $ — 

Consumption of Fixed Capital $461.9 $ — $ — 

Business Current Transfer Payment 

Other GOS (Corporate) a 

Other GOS (Non-Corporate) $1,858.6 $10,953.0 $13,698.0 

Sub-Total $4,231.5 $23,130.0 $52,189.0 

Other GOS (Corporate)/Employee Comp. 27.2% 52.1% 53.0% 

$6,693.4 $23,094.0 $71,042.0 

$809.4 $1089.0 $2,085.0 

$4,231.5 $23,130.0 $52,188.0 

$91.1 $149.0 $868.0 

$1,822.9 $12,028.0 $37,623.0 

aa Other GOS (Corporate) includes corporate profi ts before tax plus corporate net interest and miscellaneous payments and adjustments.a Other GOS (Corporate) includes corporate profits before tax plus corporate net interest and miscellaneous payments and adjustments. 

Source: U.S. Bureau of Economic Analysis, Gross Domestic Product by Industry, Release data: April 27, 2006. 

In Table B-2, industry sector data is also reported for gross operating surplus. Recall that in this analysis, 
the corporate tax rate previously calculated in Table B-1 was measured as a tax on gross operating surplus. 
In Table B-2, the gross operating surplus is reported by industry sector. The ratio of “Other” GOS 
(Corporate)” to employee compensation is also calculated for each of the two industry sectors. This ratio 
is then applied to the lost employee earnings calculated for each of the four copyright industries that 
are analyzed in this report. The application of these sector-specific ratios to each of the four copyright 
industries yields estimates of the gross operating surplus earned by each of the four industries. The 
corporate tax factor estimated in Table B-1 is then applied to the estimated gross operating surplus for 
each industry in order to derive corporate income taxes lost through piracy. As shown in the text in Table 
4, these lost corporate income taxes were $557 million. Note that, like the production tax estimate, the 
corporate income tax calculation was applied only to the direct industries affected by piracy. For this 
reason, this estimate should also be regarded as a minimum value for the corporate income taxes lost as a 
consequence of global copyright piracy. 
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ENDNOTES 

1. 	 See U.S. Census Bureau, SSttaattiissttiiccss ooff UU..SS.. BBuussiinneesssseess –– 22000044, for NAICS 5121- Motion Pictures and Video Industries and NAICS 5112 – Software 4, for NAICS 5121- Motion Pictures and Video Industries and NAICS 5112 – Software 
Publishing Industry. 

2. 	 “Other” industries here mean the U.S. industries that supply intermediate goods and services directly to the U.S. copyright industries and the U.S. industries 
that directly and indirectly supply these supplier industries. 

3. 	 http://nbcumv.com/corporate/Engines_of_Growth.pdf 
4. 	 Siwek, Stephen, E., The True Cost of Motion Picture Piracy to the U.S. Economy, Institute for Policy Innovation, Policy Report 186, September 2006,

 http://www.ipi.org 
5. 	 The North American Industry Classification System (NAICS) is used by U.S. statistical agencies such as the Census Bureau and the U.S. Bureau of Economic 

Analysis to classify industrial sectors, groups and industries. 
6. 	 U.S. Census Bureau, Estimated Revenue for Employer Firms: 2004 through 2005, Table 3.0.1. 
7. 	 U.S. Census Bureau, 2005 Service Annual Survey, Table 3.0.1. 
8. 	 U.S. Office of Management and Budget, North American Industry Classification System, United States, 2002, 511210 Software Publishers. 
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12. In most copyright products, the content provided to consumers is a public good but the mechanism of delivery is frequently in the form of a private good like 

a CD or DVD. 
13. Owen, Bruce M.; Wildman, Steven, S., Video Economics, Harvard University Press, 1992, page 23. 
14. See Siwek, Stephen, E., The True Cost of Motion Picture Piracy to the U.S. Economy, Institute for Policy Innovation, Policy Report 186, September 2006, 

Appendix C. 
15. IFPI, 2006 Global Recording Industry in Numbers, August 2006, page 9. 
16. In recorded music, physical piracy is the unauthorized sale or consumption of protected music on a physical medium such as compact disk. Physical piracy can 

be distinguished from “download” piracy in which protected music is transferred using virtual media such as an MP3 computer file. 
17. For example, as noted earlier in this report, IFPI estimated that in 2005, the value of the worldwide market for pirate CDs was $4.5 billion at pirate prices. 
18. Siwek, Stephen E., The True Cost of Motion Picture Piracy to the U.S. Economy, Institute for Policy Innovation, Policy Report 186, September 2006, Appendix 

C – Conclusions of the LEK Study, page 24. 
19. In the RIMS II model, the multipliers used to derive changes in output and employment for the supplier industries that are affected indirectly by piracy are 

not identified on an industry-by-industry basis. For this reason, supplier industry values for employee compensation, gross operating surplus and taxes on 
production are not available. As a result, the tax effects that would result from changes in these supplier industry values cannot be measured using RIMS II. 

20. NOTE: The RIMS II Model produces separate industry-specific multipliers that can be used to estimate employment and earnings effects in the “direct” 
industries under study. 

21. Siwek, Stephen E., The True Cost of Motion Picture Piracy to the U.S. Economy, Institute for Policy Innovation, Policy Report 186, September 2006, page 14. 
22. Id. Pages 14-15. 
23. In these figures, corporate profits have been adjusted to reflect changes in inventory valuation and capital consumption. 
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