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 case study

Spotify
Spotify has turned around the declining music sales market almost singlehandedly, but 
Phil Waterhouse argues that it is doomed to failure unless it can improve its profitability

The dot-com crash of 2000–01 was infamous for companies 
being overvalued and over-hyped. In the early days of the 
internet, nobody had quite worked out how to successfully 

monetise websites and the services they provided. Websites such 
as Lastminute.com were the darlings of the media, offering 
customers the opportunity to book vastly discounted rooms in 
hotels with spare capacity. At its peak, the company was valued at 
over £750 million. While the business still exists and is proving to 
be a profitable e-commerce venture, the lack of barriers to entry, 
and the presence other sites such as Laterooms.com offering a 
similar service, mean the valuation of the firm has decreased 
significantly.

The growth of digital music has revolutionised the industry 
and caused the near demise of high street retailers such as 
HMV. However, the sector’s biggest success story, Spotify, is 
potentially facing the same issues as other online-only businesses. 
Fundamentally, the business is just not making enough money 
to justify its current valuation. The same criticism was levelled at 
Amazon for many years, yet now Amazon is ranked only behind 
Google, Microsoft and Apple as the largest company in the world 
in terms of market capitalisation.

The big question is whether Spotify can navigate the same 
treacherous path taken by Amazon and convince investors that 
the long-term profitability of the company can match that of 
its largest rivals. As with any business case, there are as many 
convincing arguments for as there are against. Analysing all 
arguments and deciding where you stand is a fundamental skill 
for any A-level business student.

Spotify’s successes
If you were to believe company cofounder Daniel Ek, Spotify 
has already revolutionised the way we listen to music, and his 
arguments are compelling. The firm launched into a marketplace 
where the global sales of music were in a 15-year decline. 
However, thanks to Spotify, the last 3 years have seen considerable 
growth, with more than 70 million people worldwide paying 

Spotify an average of about £4 a month to access the ever-growing 
35 million-plus songs and personalised playlists and podcasts.

This is a serious treasure chest for the company, and with 
monthly revenues of over £280 million, it is hard to disagree 
with the current valuation of over £15 billion. Spotify has learned 
the lessons of previous digital music sites such as Napster and 
Grooveshark by working out a way to monetise the business. A 
free version of Spotify is available, but comes with the nuisance 
of adverts. Many customers (30%) go for the premium option, 
which avoids the adverts and allows the user to access their own 
individual playlists whenever they choose. 

The area where Spotify has enjoyed the most success is in 
relation to the interaction it has with its users and the ability to 
follow certain channels and discover new music based on what 
you have listened to previously. This was originally Pandora’s 
unique selling point (USP), but that company struggled with 
issues of copyright and legal challenges to the service.

Spotify’s ‘Today’s Top Hits’ playlist is a selection of the most 
listened-to songs on Spotify and has become the de facto new 
top  40 for the industry. The ‘Discover Weekly’ playlist can 
make stars out of relatively unknown recording artists. Dermot 
Kennedy has gone from playing on the streets of Dublin to 
a global star almost directly from appearing on over 500,000 
personalised playlists.

Spotify’s challenges
The size and scale of Spotify has put it at number one within the 
industry in terms of streaming, but it is up against some major 
players in terms of the traditional music giants of Sony, Universal 
and Warner, who are having to come to terms with the new model 
of accessing music as representatives of the major recording artists. 

Profitability
Spotify is seeking to raise further funds in a rather unique way. 
Rather than issue shares in the company publicly on the stock 
market, the company is instead allowing initial investors to sell 
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their shares directly to the public if they so wish. Given the sheer 
scale and success that Spotify has achieved thus far, it would seem 
absurd that any of the investors would do this. However, they are 
probably tempted by a simple and compelling argument: Spotify 
has yet to make any profit.

The reason that Spotify has struggled to make any profit is 
that despite its revenue streams, its costs are more than 75% of 
what it earns. This is because, while it has been criticised for the 
royalties that it pays the major artists, the music rights holders 
still demand a large cut for offering their music to the streaming 
site. Competitors such as Apple can afford to pay these fees and 
run at a loss, as it can earn significant profits from its devices to 
more than counteract the loss it makes in having iTunes available 
to users. Spotify does not have that luxury, and therefore, for now, 
it is at the mercy of the major labels. It can also be held to ransom 
by some major artists, such as Jay-Z, who don’t allow their songs 
to be made available, as they don’t like that the site still offers 
a free service.

No economies of scale
Spotify has been likened to Netflix in the way that it has 
successfully exploited a subscription service route to market and 
could potentially dominate a whole sector. However, while Netflix 
adds users and increases revenue with each additional subscriber, 

To what extent is price the most important element of the marketing 
mix for all businesses? (20 marks)
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it does not add to its costs. For Spotify, the more users that stream 
music, the more it must pay in royalty fees. Whereas traditional 
businesses benefit from economies of scale and lowering unit 
costs as they grow, Spotify does not have that luxury, as it pays the 
major record labels a fixed percentage on each stream.

Unless the company can negotiate a more beneficial deal 
with the main labels, it looks likely that it will continue to 
haemorrhage money. The ability to negotiate a deal is one of 
the key issues facing the company, but while it could be argued 
that the labels need to keep Spotify on side, the power base lies 
with the labels themselves. If just one of them was to withdraw 
its artists then Spotify would be likely to suffer more, with users 
unsatisfied that they can’t access all the music that they desire.

Can Spotify survive?
The fate of Spotify is arguably in the balance right now. One 
possible solution is to try and diversify away from just streaming 
and look at other ways to make its services profitable. It has 
managed to secure a strong and loyal user base, and while this 
is good in terms of revenue generation, the underlying cost 
structure of the business model is ultimately flawed unless it can 
renegotiate or extend the services that it offers.

Experts are divided about the likely fate of Spotify in the 
coming years, and it will be determined by the strategy that Ek 
looks to implement going forward. However, it is worth noting 
that Amazon faced similar criticism: it really struggled to make 
any profit for the first 10 years of operation, and was being 
written off. Amazon successfully turned it around, but it needed 
to move beyond books to do so. Unless Spotify moves beyond 
music, it might not be so lucky.

Phil Waterhouse is joint editor of Business Review and head of 
business and economics at Bedford School.
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