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Abstract

The doctrine of fair use allows limited copying of creativenks based on
the rationale that copyright holders would consent to sweasuf bargaining were
possible. This paper develops a formal model of fair use ieféort to derive
the efficient legal standard for applying the doctrine. Tradel interprets copies
and originals as differentiated products and defines farassa threshold sepa-
rating permissible copying from infringement. The anadylighlights the role
of technology in shaping the efficient standard. Discussioseveral key cases
illustrates the applicability of the model.
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An Economic Model of Fair Use

|. Introduction

Copyright protection gives authors, artists, aochposers an incentive to create
original works by giving them exclusive control ovke right to make copies. While this
right overcomes the appropriability problem assteciavith intellectual property (owing
to its public good nature), it also creates a dito arising from the copyright holder’s
monopoly power. The limited duration of copyrighlg®one way that the law seeks to
balance these offsetting effects (Landes and Pp2@68: Chapter 8). Another is by
application of the fair use doctrine. Originalist&blished by the Copyright Act, fair use
allows unauthorized copying for limited purposée Icriticism, scholarship, news
reporting, and education based on the rationatectiygyright holders would consent to
such uses if bargaining were possible. In thissgtihe allowed uses pass a “market test”
for efficiency and should be permitted, subjedthi® constraint that they do not
substantially impair the copyright holder’s incemtito create the work in the first place.
According to this argument, fair use is justifiegdthe presence of transaction costs that
prevent completion of otherwise beneficial bargdiesveen the creator of copyrighted
material and potential users (Gordon, 1982).

Scholars nevertheless continue to disagree abeutdient to which intellectual
property should be granted any special legal ptiotec For example, those urging

limited protection (i.e., a permissive fair usenstard) argue that authors can appropriate

! Depoorter and Parisi (2002) argue that, everaifdaction costs were zero, the market might sillir
cases where prospective users need to acquiregsgomifrom multiple copyright holders in order to
produce a derivative work. Here, the market fail(and hence the justification for fair use) is sbecalled
“anti-commons” problem.



the benefits from unauthorized copying indirecligher by charging higher prices for
those originals that are more likely to be copi@ss(iming they can price discriminate)
(Liebowitz (1985Y or by charging an initial price for the originhkt captures the
present value of all future benefits from copyihBoldrin and Levine, 2002). Others
caution, however, that these responses represetiaspases and hence may not be the
best guide for a general policy, especially infdee of ever-improving technologies for
duplication (Adelstein and Peretz, 1985; Klein,nan and Murphy, 2002).

The doctrine of fair use is clearly at the centeths debate for it defines the
threshold between legal copying and infringemddéspite this importance, however,
there have been few attempts to model it formallwo exceptions are the papers by
Novos and Waldman (1984) and Landes and Posne®)19&vos and Waldman (1984)
develop a model in which a monopolist producesalgbat consumers can either
purchase, or borrow and copy. Copies are identiictde original, but the cost of
copying exceeds the firm’s marginal production cast is also increasing in the degree
of copyright protection. Because consumers vaithéir costs of copying, in equilibrium
they sort themselves out according to which opocheaper. It follows that increases in
the stringency of copyright protection (e.g., &#tr fair use standard) induce more
consumers to purchase the good than to copy i¢ alithors investigate the welfare
effects of such a change, but they do not derigentblfare maximizing level of

protection, nor do they examine how it should respim changes in the technology of

copying.

2 The example Liebowitz uses is the case of joypnalishers who charge a higher price for institugio
purchasers. The fact that improvements in photgiogptechnology have apparently not harmed
publishers supports his argument.



In a similar model, Landes and Posner (198&)stgate the optimal level of
copyright protection, and then apply their restdtsarious aspects of copyright law. A
key result is that some amount of unauthorized capyas permitted under fair use, is
optimal.

The current paper significantly extends both os&éhmodels by deriving an
explicit standard for fair use in the context ahadel of differentiated products.
Specifically, we treat the original work and copassdifferent varieties lying on a
continuum and assume that consumers vary in théiations of these varieties. This is
an important innovation because it captures themnahat copies are not always perfect
substitutes for the original, either in terms oélifty or extent. In this context, fair use
emerges naturally as a threshold separating pehteisopying from infringement. The
optimal threshold can then be derived by balanthegsocial benefits of the use against
the cost to the copyright holder. We argue thahsumodel is useful as a guide for
interpreting past court rulings on fair use, butrenonportantly, for anticipating how
changes in the technology of duplication will affedure rulings.

Il. TheModé

The model will highlight both the differential irosts between originals and
copies, and the fact that copies are generallpedect substitutes for the original,
depending on the quality and extent of the coplye Gost differential is a supply-side
issue that relates to the copying technology. has technology improves, the marginal
cost of producing a copy approaches that of thegrail. For example, photocopies of a

book are cheaper to produce than are handwritteiegoand downloading music from

% In this sense, the analysis is related to thesalitee on the optimal breadth of a patent. Seeexample,
Klemperer (1990).



the internet is easier than recording it off th&i@a This technological aspect of the
copyright issue can be isolated by treating thgial and copies as homogeneous goods
(perfect substitutes) but with different marginasts of production.

Such a model, however, ignores the demand-side redating to the nature or
content of the work itself, apart from its costpobduction. For example, at what point
does a parody of a copyrighted work become infrimget? To examine cases of this
sort, we suppose that there is some underlyingdgtat comes in different varieties or
versions. At one extreme is the original work, iltiopies of differing quality or extent
lie along a continuum. Some consumers will pldeetighest value on the original in its
entirety, while others will be satisfied with inier quality copies or with portions of the
original. Consider, for example, a specializedlierk. Practitioners in the field will
likely attach the highest value to the publishezhfplete) version of the book, while
students and those with a more limited interest beagatisfied with a photocopy of
pertinent parts of it.

To capture this aspect of the problem, considaradity indexz that ranges from
zero to one. Put the originalatl, the highest quality level, and copies of lesgality
(or extent) at correspondingly lower valuezofNow suppose that consumers attach a
marginal valud to quality up to a maximuin<1, after which they receive no further
benefit from increments in® Thus, consuméts gross benefit from consuming one unit

of the good as a function of its qualiys given by

* Posner (1992, p. 71) argues that infringementscatien the parody takes “so large a fraction...ef th
copyrighted work as to make [it] a substitute foattwork.” This aspect of fair use can only betaegd by
a model of differentiated products.



Ui(z) = ) 1)

This function is shown graphically in Figure 1. \A&sume that all consumers have the
same marginal benefit of qualitly,but that they differ in their maximum desired lifya
denotedz. For example, those who require the publishedigerof the textbook have

Zz =1, while those who are satisfied with copies otaia chapters or pages hav&l.

To capture this variation across consumersz le¢ distributed uniformly on the unit
interval.

Assume initially that only the original is availabthat is, copying is not possible
or feasible. Consumers must therefore purchaserthmal or not consume the good at
all. Since the original is locatedztl, any consumer who purchases it receives gross
benefits oftz. If the price i9, the consumer will purchase the originatat> p, or if
z>plt. Given the uniform distribution af , the demand for the original is therefore
1-p/t, which is downward sloping ip. The author/producer, acting as a monopolist, wil
therefore choose the price to maximize profit, gitg

= (p—c)(1-p/t), (2)
which yields the monopoly price

pum = (t+c)/2. 3)
It follows that the threshold between consumersrardconsumers is

zv = (t+C)/ 2t (4)

® This is obviously an extreme assumption. Moreegelty, consumers would have a declining marginal
benefit of quality beyond their ideal threshold.e Whake this sharper assumption primarily for sinigli



(That is, consumers azzy purchase the original while those oz, do not.) Note that
zv is strictly between zero and ond3c, which we assume is true. Substituting (3) into

(2) and simplifying yields the maximized value obfit:

_(t-9?
Moy =g 5)

Finally, we assume that, exceeds the fixed coktof producing the original so that the
author finds it profitable to create it in the fidace. That isyy—K > 0.
A. The Impact of Copying

Now suppose that it is technologically possibledonsumers to make copies of
the original and that it is legal to do so. (Entfycompeting firms, however, remains
illegal.) Specifically, suppose that consumers ganduce a copy of qualityat a cost
cz, wherec® is the (fixed) unit cost. An exact copy of thgmal would therefore cost
¢’ (givenz=1). We assume thaf>c, or that the author has an absolute cost advantage
producing the original. This might reflect scat®meomies, expertise, or experience on
the part of the author/producer. (Presumably,évan, technological improvements will
causec® ¢ over time, as we discuss below.) We also asshate®kt, for otherwise
copying would never be beneficial for consumers.

We begin by asking what quality level of the g@odonsumer would self-
produce if copying were the only option. The pasblfor consumerris to choose to

maximizeU;(z)-c‘z. As Figure 2 shows, the solution to this probigithbe Z for any

consumei. That is, consumers will always copy up to, butleyond, their maximum
desired quality.
Now consider the choice between copying and pwsinfgahe original. We have

just seen that for an arbitrary consumer, the aaebts from making the optimal copy



are (—c°) z, while the net benefits to that same consumer fsanchasing the original at
pricep aretz—p. Thus, the consumer will purchase the originazifp>(t—c°) z, or if
Z>p/c®. It follows that when copying is possible, dem#mdthe original is 1p/c®.° The
author’s profit therefore becomes

= (p—c)(1-p/c), (6)
which, when maximized, yields the optimal price

pe= (c°+c)/2. (7)
The threshold separating purchase and copyingvisgiven by

z. =(c®+c)/2c’, (8)
while maximized profits are

_ (Cc _C)Z

4c’ ©)

C

It is easy to verify that that<pwm, Z>zm andz.<zy givent>c®. Thus, as expected,
copying reduces the demand for the original as asethe author’s variable profit.
Further, differentiating (9) shows thatis increasing irc®, implying that ag® falls (i.e.,
as the technology of copying improves), the autheariable profit decreases because
more consumers find it desirable to self-produeegbod. (This assumes no
corresponding decreaseadn)

An immediate implication is that improvements apyging technology will
eliminate the author’s incentive to create theioagif z. falls belowK. Of course, this
is the economic rationale for legal protection @pyright. At the same time, however,

copying by consumers who would not have purchasedtiginal anyway is non-

® Note that this specification assumes that thefeopiers and the set of purchasers are mutuadiusive
(i.e., copiers never purchase the original). Waxréhis assumption in Section IV.



harmful to the author and confers a social bendiitis represents the basis for the fair
use limitation on the author’s copyright accordiogsordon’s (1982) standard. Below,
we derive the optimal extent of fair use in thesprece of this trade-off. First, however,
we need to examine in detail how a fair use linotagffects the profit-maximizing
behavior of the author.

B. Fair Use

Fair use represents a limit on the author’s cgbyrby allowing some copying.
We capture this formally by definirgy as the upper bound on allowable copying. That
IS, z<zr is fair use, bur=z- is not. This is consistent with the interpretatad z as an
index of how close the copy is to the original.r Emample, fair use allows “partial
copies” (book excerpts or limited photocopying personal use) but does not allow
nearly complete copies. In terms of the modet,dae protects the author’'s monopoly
power over the ranged,1], but forces him to share the market with capi@rer the
range [0ze]. Given this characterization of fair use, wefiexamine the optimal pricing
policy of the monopolist as a functionzf Later, we derive the socially optimal extent
of fair use.

Clearly, forz- < zy, the author will adopt the monopoly pricing stptelerived
above since only non-harmful copying is allowed.n&$ed, fair use has no effect on the
behavior of the author in this range. This chanbewever, ag- is raised abovay, for
now, potential copiers overlap with potential pwasérs of the original. Since the author
retains monopoly power over the range1], it is initially optimal for him to set the
price so that all consumers in this range just firtesirable to continue purchasing the

original, while all those who can legally make aspdo so. The profit-maximizing price



under this strategy is set to extract the entirplas from the marginal purchaser. That
IS, pr=tzF, Wherep>pw givenz=>zy. The resulting demand for the original iog/t and
the variable profit is
7(z¢) = (Pr—C)(1-pe/t)

= —c)(1-z). (10)
Differentiating (10) shows thatr/0z-<0 givenz->zy. That is, the author’s profits are
falling as the fair use standard increases (isemare extensive copying is allowed) in
the range where the standard is binding. (Eveughdhe price is rising, profit falls
because demand is falling faster.)

As ze increases and profits fall further below the urstcained monopoly level, a
point may be reached where the author no longdsfihprofitable to set the price equal
to pr. Instead, he may lower the price in order tcaattsome consumers who can legally
make copies. If such a point is reachedzeul, fair use ceases to be a binding
constraint, and the optimal price, as derived apisy&. The switch point occurs when
7(z=)= m., which is shown graphically by pointin Figure 3. The corresponding price of
the original over the various ranges is shown guFe 4.

To summarize, the imposition of a fair use staddaeates three ranges, as
determined by the author’s profit-maximizing resgenin the first range, defined by
z-11[0,zv], the author sets the monopoly prmgand earns maximum profits. Fair use
copying in this range is non-harmful to the authod therefore poses no threat to his
incentive to create the work (given our assumptinat the unconstrained monopoly
profit exceed¥). In the second range, defined#¥l[zy,z], the fair use limit is binding,

causing the price to increase abpveand profits to fall. Allowable copying in this rg@



is harmful to the author and will result in nonattien of the work if variable profit falls
belowK. Finally, in the third range, defined i J[z’1], the fair use limit is sufficiently
permissive that it ceases to be a binding constridiere, the author lowers the price of
the original and competes directly with copiers.

In this final range (if it exists), the author'sofits are no longer affected by
increases izg, thus placing a lower bound on profit (given tiopying technology as
embodied irc®). Thus, if variable profits in this case, givend, exceed, legal
prohibition of copying is not needed to induce ti@raof the work’ Even in this case,
however, copyright protection would be needed &vent entry of competinigyms that
would enjoy the same technological advantagesliiesauthor has over mere copiers (as
captured by the fact thakc®).

[I1. Welfareanalysis

The preceding analysis characterizes the monajsadigtimal reaction to
different levels of legally allowable copying. tms section, we consider the socially
optimal level of fair use, taking this reactiongagen. As a benchmark, we first derive
the efficient dividing point between copying andghase of the origin&l. Denoting this

dividing point byz*, we write social welfare as

W:]:(t—c°)‘zdz+j'(ﬁ—c)o‘z. (11)

" We show in the next section, however, that itégat optimal to raise the fair use standard tqpthiat
where this case becomes relevant.

8 It is worth emphasizing that some copying is éfit, despite the author’s cost advantage, beazfibe
assumption that the author offers only one variétihe original az=1, while some consumers prefetl.
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In this expression, the first term is consumersphis from copying, while the second is
the sum of the producer’s profit and consumerslsigrfrom production and sale of the
original. Maximizing (11) with respect &¥ yields the optimal threshold

z* =c/c* (12)
wherez*<1 givenc®c. Note that this point occurs where the total odgiroducing a
copy of qualityz*, c°z*, equals the cost of producing the origimal, Thus, the optimal
division between copying and consumption of thginal minimizes the cost of
production. This is true because the benefitoasamption are equal for the two
options (given maximization of benefits by copi€rs)

Generally, this first-best outcome will not be i@slable, however, because of the
monopoly power granted to the author. As a resplimal fair use will maximize social
welfare subject to the constraints that (i) théhausets his price to maximize profit, and
(ii) the author’'s maximized profit must cover hisefd cost of creation. To derive this
constrained welfare maximum, we need to consideethases.

Case one: z*<g. In this case, the first-best optimum is notiatible because
the monopolist, by raising the price above margoosits, overly limits the market for
purchase. As a result;*=2zy in order to maximize the consumer surplus fromyaaogp
The outcome in this case is second-best in theedbas there is too much copying. That
is, consumers in the range*Jzy] would be more efficiently served by purchasingnir
the author at the competitive pripec than by making copies, but monopoly pricing by
the author makes copying cheaper. (That is, canstfi) is binding.) Extending fair use

up tozy is therefore welfare-enhancing while not beingfat to the author.

® This result therefore reflects the nature of pesiees as defined in (1).

11



Case two:z*>zy, and the author’s variable profit evaluatedraiz* is at least as
large as his fixed cost of creatidf, In this case, the optimal level of fair useqs=z*,
and the first-best outcome is achieved. Althougiying in this range is harmful to the
author, it does not reduce profit enough to deteatwon.

Case three: z*>g, but the author’s variable profit at is less thafK. In this
case, fair use should be set such tifat)=K. As a result,zy<zg*<z*. Fair use falls
short of the first best in this case because thetcaint that the author’s profit must cover
K (constraint (ii)) is now binding.

We conclude this section by asking how changélsanmarginal cost of copying,
¢, affect the optimal fair use standard. Specifjgdow shouldz* vary in response to
technological changes that lower the cost of capwwer time? It turns out that the
above cases, in sequence, describe the optimalgssign as® decreases.

Recall that the relevant range fifris betweert (the point at which copying
becomes beneficial) aradthe author’s cost of producing copies of theioaf). Figure
5 graphszy andz* over this range and also shows the resultingnagitiair use standard,
z=* (the darkened segments). Moving from right tib ile the graph, note that for high
values ofc%, zy>z*, as in case one, implying that=zy. Copying is excessive in this
range, but the author’s profits are unaffected bsedhe fair use standard is not binding.
As a result, no infringement claims should occlis.c® continues to fall, however?
rises until it intersectgy atc;® in Figure 5, at which point case two becomes sgievin
this rangez*=z*, and the division between copying and purchagkeobriginal is
efficient (first-best). However, because the t&e constraint is binding, the author’s

profits are falling (andg* is rising) asc® decreases. Thus, although variable profits

12



remain strictly greater thaf over this range, copyright holders may nevertlsetegk
legal protection of their monopoly by challengingauthorized uses.

Finally, when variable profits rea¢ty the author’s fixed cost, case three becomes
operative. (This occurs wheh<c,® in Figure 5.) Since profits can fall no furtherthgut
impeding the incentive to create, the fair usedaiath must remain fixed regardless of
any additional decreasesdh Thus, in the range wheeec®<c,’, z=*<z*, and there is too
little copying from a social perspectiv®.Nevertheless, copying is very threatening to
copyright holders in this range because they ategovering their costs of creation.
Thus, vigorous legal action is likely to preventther increases in-*.

As a final point, we note that it is never omirto raise the fair use standard to
the point where it ceases to be a binding congtrdin see why, recall that when fair use
is not binding, the author sets the price of thgioal atp. and copying occurs up
(as defined in (8)). As Figure 5 shows, howexerz=* throughout the relevant rangé.
Thus, setting the fair use standard high enougtlléav unconstrained copying would
result in too much copying for all valuesdsf
V. Extension: The Case where Copying Stimulates Demand

To this point, we have assumed that copying cdy lmanharmful to authors by
crowding out demand for the original, but in soraseas, copying may actually stimulate
demand. For example, air play or file sharing abpyrighted song may induce listeners

to buy the album, and excerpts in a book review oase readers to buy the book. In

2By “too little copying” we mean that it would beone efficient in a static sense for consumers to be
allowed to make copies over this range. In a beoadnse, of course, such copying would be harimful
incentives and hence is not socially desirable.

1 To prove this, note that >z* for c>c from (8) and (12), ang. >z, for c°<t from (4) and (12).

13



this section, we extend the model to account fisrpgbssibility and suggest how it affects
the preceding conclusions regarding fair tfse.

The simplest way to allow a spillover from copytegdemand for the original is
to assume that a fixed fractiarof copiers also end up purchasing the originaé<a.*®
Thus, if all consumers in the interval 46, make copies (as we have assumed), then the
spillover demand for the original é&=. Assuming initially thagzr<zy (i.e., there is no
overlap of copiers and purchasers), the overallasehfor the original becomes
1-p/t+aze.** The resulting profit for the author is

m= (p—c)(1-p/ttazr), (13)

which, when maximized, yields the key expressions:

puv = (t+c+atz)/2 14
_ 2

o= LZCtaZ)” C;th) (15)

Zy = (t+c+ atze)/2t. (16)

(The corresponding expressions in Section Il aegispcases of this more general
formulation.)

Note that, in contrast to the case wher8, all values here are increasing in the
fair use standard, reflecting the beneficial impEatopying. In particular, profits are
increasing irgg, suggesting that authors should actually favoleast initially, a more
permissive fair use standard. Further, the fadtalhss increasing irz: implies that

copiers and purchasers may never overlap oveetaeant range, in which case authors

12 Oberholzer and Strumpf (2004) provide evidencéhermagnitude of this effect for downloaded music.
Using data from 2002, they find a small and stiatidlly insignificant effect of downloads on albues
over the period studied.

3t is conceivable that copying could also causegative spillover effect on sales of the origiriadt is,
a<0. The results in this section easily generalizthat case.

14



would never seek legal protection of their copytiglh, however, the spillover effect is
weak (i.e., ifa is small), then increasesapwill eventually cause it to exceeg.’® Even
in that case, however, a more permissive fair tesgdard has offsetting effects on the
author’s profit-® On one hand, profits will fall witg= due to the crowding out effect, but
on the other, profits will rise with- due to the spillover demand from new copiers.
Eventually, however, the crowding out effect wiirdinate, but it will be delayed
relative to the case where there is no spillovidrus, authors will tolerate a much more
permissive fair use standard compared to the caseew=0. The difference in the
author’s response, however, is quantitative raten qualitative.

Finally, in order to properly specify the welfatenttion in this case we would
need to add more structure to the model. (In@algr, we would need to say something
about which copiers choose to purchase the origindlwhy.) It seems clear, however,
that the existence of beneficial spillovers wouddige the optimal fair use standard to be
everywhere higher compared to the case whebe'’ Nevertheless, we expect that our
basic conclusions from Sections Il and Il wouldheen qualitatively valid.

V. Application of the Model to Copyright Law

The law of fair use is based on Section 107 of@bpyright Act, which codified
for the first time the factors determining fair usehese factors are: (a) the purpose and
character of the use, including whether such uséeemmercial nature or is for
nonprofit educational purposes; (b) the naturdnefdopyrighted work; (c) the amount

and substantiality of the material used in relatmthe copyrighted work as a whole; and

* We assume for simplicity thatdoes not depend qn

% This is true becausi/oz-=al2<1.

18 Profits in this case are given b{z:)=(tz—c)(1—(1-e)z), which reduces to expression (10) whe.
In particular, bottzy, andz* would shift up in Figure 5.

15



(d) the effect of the use on a copyright owner'teptial market for and value of his
work.?® Factor (a), the extent to which the use in qoess commercial, and factor (d),
the effect of the use on the value of the copyrighe both concerned with the role of
copyright protection in promoting creation of origl works*® Further, since factor (b),
the nature of the copyrighted work, has been inédeol by courts to afford greater
protection to “creative” work€’ it also relates to this aspect of fair use. Talkgether,
these factors represent the legal counterpartetadithor’s profit constraint in the model.

Factor (c) concerns the extent to which the ugpigstion resembles the original
work--uses that are closer to the original are li&s$y to be judged as fair. This factor is
captured in the model by the indexwvhich measures the “proximity” of the copy to the
original. Consistent with the law, the model defirfair use in terms of an optimally
chosen threshold fa

The first important infringement case to apply thésctors wadVilliams &
Wilkins Co. v. United StatgSwhich was a claim by a publisher of medical jolsrihat
the unauthorized photocopying and disseminatigowhal articles by government
libraries was an infringement of its copyright. el¢purt found for the defendant, ruling
that the use was fair. In reaching this result,ctrt emphasized the value of the copies
in promoting scientific advancement rather thancimmmercial use, and the limited
number of copies made. Further, it noted thapthmtiffs offered little evidence of
adverse financial effects. These conclusions stggat the use in question was welfare-

enhancing, while causing no harm to copyright hdd€&he court’s finding of fair use is

17 U.s.C. § 107,

' Though Landes and Posner (2003, p. 115) pointhaatfactor (d) fails to distinguish between ugest t
reduce the value of a copyrighted work by critiegit (e.g., a negative book review or a parody) ases
that truly infringe on it.

16



therefore consistent with the efficient standardescribed by case two (or possibly even
case one) of the model.

A decade later, the Supreme Court re-examinedaih@d$e standard i8ony
Corp. v. Universal City Studig which alleged “contributory infringement” by the
manufacturer of home video equipment that permitteglithorized recording of
copyrighted television programs. In reversing arlier appeals court decision against
Sony, the Court held that the use in question wmdEcause it provided a clear benefit
to consumers (the ability to “time-shift” programajas non-commercial in nature, and
imposed little if any harm on copyright holdéfsAgain, the use met the economic
standard for fair use as prescribed by case tvibeomodel.

Williams & Wilking and toa lesser exterony involved technologies where
most uses were judged to be fair in the senselwrening welfare without substantially
harming the copyright holder’s interests. Givers flegal standard, Klein, Lerner, and
Murphy (2002) question why plaintiffs and the codigagreed about the fair use
standard, resulting in the unsuccessful legal ehgks’* One explanation is that one or
both of the parties erred in estimating the haiwmfa given use. Another, favored by
the authors (and consistent with case two of thdat)pis that some technologies allow

both welfare-enhancing and harmful uses. Thusyragipt holders reasonably file suit to

20 A&M Records, Inc. v. Napster, Ind.14 F.Supp. 896, 913 (2000).

21487 F.2d 1345 (1973).

22104 S.Ct. 774 (1984).

% However, Landes and Posner (2003, p. 118) argueithactuality copyright holders are probably
harmed by video recording because advertisers plgyfor viewers who are likely to watch commercjals
and recording a program makes it easier for viewefast-forward through the commercials.” Thigdo
not invalidate our interpretation of t®nycase as long as the harm is not sufficient toraetation of the
copyrighted work.

4 According to the economic literature on litigatiorials should only occur when the parties tospdie
disagree about the likely outcome of trial (Coaed Rubinfeld, 1989) or if there is asymmetric
information (Bebchuk, 1984).
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protect their economic interests, but the coureésak broader view and judges as fair
those uses that enhance social welfare.

The court agreed with the plaintiffs about the tee standard, however, in the
recent case oh&M Records, Inc. v. Napster, IAt. The case concerned an internet
service that allowed consumers to download andest@pyrighted music free of charge.
In finding against fair use, the court noted tla& topies were identical to the originals,
and, in contrast to the previous cases, were pilyrfar commercial rather than private
use. Further, it found that the copying adversdiigcted the economic interests of
plaintiffs in at least two ways: by directly redngithe demand for their products, and by
creating a barrier to entry into the market foridigdownloading of musié® The court
therefore found the use to be an infringement efglaintiffs’ copyright.

In contrast to the earlier caséigpsterfalls into case three of the model, where
technological advancement permits uses that, vloissibly welfare-enhancing, are so
damaging to the copyright holder’s profit as to ampncentives to create the original.
Indeed, the progression frowdilliams & Wilkinsto Napstershows how technological
change continually challenges the courts to renégte optimal fair use standard. In the
early cases, technology was the limiting factorppting only uses that were beneficial
while imposing little harm on copyright holdershélcheapest way to get the original
was simply to buy it. Efficiency clearly dictatduht the uses in question be judged fair.
However, continued improvements in technology hageeased the threat to the value of

the copyright--and hence the incentive to creatgral works--ultimately forcing the

%114 F.Supp. 2d 896 (2000).
%114 F.Supp. 2d 896, 913 (2000).
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court to set a limit on fair use. In mirroringgtprogression, the ranges implied by the
model reflect the evolutionary trend in fair udeghtion.

The preceding cases, while illustrative, are naessarily reflective of the
broader population of fair use cases. Nimmer (2003wever, has surveyed all of the
fair use cases decided from 1994 to 2002 in anteffadentify the underlying criteria
employed by courts. In 24 of the 60 cases thdagdd use was judged to be “fair”
(40%), while in 36 it was judged to be “unfair” @J). Nimmer further broke down the
cases according to the four factors that statytdefine fair use. Specifically, for each
case he determined whether the court’s decisionddlie use in question to be fair or
unfair in terms of each of the factors. His resalte summarized in Table 1.

Note that the percentages of overall agreement ithe percentage of times that
the outcome for each factor agrees with the outcointiee case) range from 42% to 57%,
none of which is significantly different from .50 & statistical sensé. However, when
we break the cases down by fair and unfair useseong more of a pattern emerges.
Specifically, in cases where the court finds fae,ut judges factor (a) fair 71% of the
time, and factor (d) fair 83% of the time (compate®% and 46% for factors (b) and
(c), respectively). In contrast, when it finds ainfuse, it judges factors (b) and (c) unfair
64% of the time (compared to 44% and 28% for facfa) and (d), respectively). These
results suggest that when courts find fair use thag to support their decision by
referring to the purpose and character of the ehgld use, and the effect on the
plaintiff's profits; whereas when they find unfaise, they tend to look at the nature of

the copyrighted work, and the extent to which ised by the defendant.
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There may be some rhyme or reason to this comeldtom a judicial
perspectivé® but it does not reveal any obvious economic logite problem is that
there is at best a rough correspondence betwedauhéctors defining fair use from a
legal perspective, and a proper economic analysisas developed in this paper.
V1. Conclusion

The analysis in this paper has highlighted the aflfair use in achieving an
optimal balance between the incentive effects pfydght protection on one hand, and
the distortions arising from the copyright holdaerisnopoly power on the other. By
employing a differentiated product model, we werkedo develop a threshold test for
fair use that balances the benefits of wider usariginal works against the possible
disincentive for authors to create the works inftfet place. More importantly, the
model underscores the role of technology in shafhiegptimal fair use standard. As the
Napstercase illustrates, the emergence of technologagrmit both fair and
infringing uses heightens the need for the coudeimeate the optimal scope for fair use.

The model in this paper offers an economic framé&vior performing this task.

2" Nimmer's data apparently represent all fair ussesaver the period 1994-2002. Thus, the use of
statistical analysis of the data is only justifidie can interpret the cases as a random samphesof
population of fair use cases over some larger tiorezon.

% Though Nimmer (2003) can discern none, given bigtusion that “courts tend to make a judgment that
the ultimate disposition is fair use or unfair used then align the four factors to fit that resdtbest they
can” (p. 281).
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Tablel
Percent Agreement of Four Factors with Case Outsome

Factor Agrees with Agrees with Agrees
Fair Use  Unfair Use Overall

(@) 71% 44 55
(b) g+ 64* 42
() 46 64* 57
(d) 83+ 28 50

**Significantly different from .50 at the 5% lev@wo-tailed test).
*Significantly different from .50 at the 10% lev@lvo-tailed test).

Source: Calculations by the authors using data fkammer (2003)
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Figure 2. Consumatis optimal copy.
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Figure 3. Author’s profit as a function of therfase standards.
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Figure 5. Optimal fair use standard in each ofttinee cases.
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