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[LIQUID AUDIO LOGO]
NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
SEPTEMBER 10, 2002

TO THE STOCKHOLDERS:

NOTICE IS HEREBY GIVEN that the Annual Meeting of Stockholders of Liquid
Audio, Inc., a Delaware corporation, will be held on Thursday, September 26,
2002 at 10:00 a.m., local time, at Hotel Sofitel, 223 Twin Dolphin Drive,
Redwood City, California 94065, for the following purposes:

1. To elect two (2) Class III directors for a term of three (3) years
or until their successors are duly elected and qualified;

2. To ratify the appointment by our Board of Directors of
PricewaterhouseCoopers LLP as our independent accountants for the fiscal
year ending December 31, 2002; and

3. 1If properly presented at the Annual Meeting, to vote on three
proposals of a stockholder of Liquid Audio:

- To amend Liquid Audio's By-laws to expand the size of the Board of
Directors;

- To amend Liquid Audio's By-laws to authorize only stockholders to fill
newly created directorships; and



Edgar Filing: LIQUID AUDIO INC - Form DEFC14A
— Contingent on approval of the above two proposals, to elect four (4)
additional nominees to the Board of Directors.

4. To transact such other business as may properly come before the
meeting or any adjournment thereof.

The foregoing items of business are more fully described in the Proxy
Statement accompanying this Notice.

Only stockholders of record at the close of business on August 12, 2002 are
entitled to notice of and to vote at the Annual Meeting.

By order of the Board of Directors of
Liquid Audio, Inc.

ROBERT G. FLYNN
Secretary

Redwood City, California

September 10, 2002
THIS ANNUAL MEETING IS OF PARTICULAR IMPORTANCE TO ALL STOCKHOLDERS OF LIQUID
AUDIO IN LIGHT OF THE ATTEMPT BY THE MM COMPANIES, INC. GROUP TO TAKE CONTROL OF
YOUR BOARD OF DIRECTORS WITH A SLATE OF DIRECTOR NOMINEES DOMINATED BY THEIR
AFFILIATES. WHETHER OR NOT YOU EXPECT TO ATTEND, YOU ARE REQUESTED TO VOTE YOUR
SHARES BY SIGNING, DATING AND RETURNING THE ENCLOSED GREEN FORM OF PROXY IN THE
ENVELOPE PROVIDED, WHICH IS POSTAGE PAID IF MAILED IN THE UNITED STATES.
THE BOARD OF DIRECTORS ALSO URGES YOU NOT TO SIGN ANY PROXY CARDS SENT TO YOU BY
THE MM COMPANIES, INC. GROUP. EVEN IF YOU HAVE PREVIOUSLY SIGNED THE WHITE PROXY
CARD SENT TO YOU BY THE MM COMPANIES, INC. GROUP, YOU CAN REVOKE IT BY SIGNING,
DATING AND MAILING THE ENCLOSED GREEN PROXY CARD IN THE ENVELOPE PROVIDED.

[LIQUID AUDIO LOGO]

800 CHESAPEAKE DRIVE

REDWOOD CITY, CALIFORNIA 94063
TEL: (650) 549-2000

PROXY STATEMENT
FOR 2002 ANNUAL MEETING OF STOCKHOLDERS
INFORMATION CONCERNING SOLICITATION AND VOTING
GENERAL

The enclosed proxy is solicited on behalf of the board of directors (the

"Board") of Liquid Audio, Inc., a Delaware corporation (the "Company" or "Liquid
Audio"), for use at our Annual Meeting of Stockholders to be held on Thursday,
September 26, 2002 at 10:00 a.m., or at any adjournment thereof (the "Annual
Meeting"), for the purposes set forth herein and in the accompanying Notice of

Annual Meeting of Stockholders. Our Annual Meeting will be held at Hotel
Sofitel, 223 Twin Dolphin Drive, Redwood City, California 94065. The telephone
number at that location is (650) 598-9000.



Edgar Filing: LIQUID AUDIO INC - Form DEFC14A

These proxy solicitation materials and the Annual Report on Form 10-K for
the year ended December 31, 2001, including financial statements, were first
mailed on or about September 10, 2002 to all stockholders entitled to vote at
the Annual Meeting.

WE SHALL PROVIDE WITHOUT CHARGE TO EACH STOCKHOLDER SOLICITED BY THESE
PROXY SOLICITATION MATERIALS A COPY OF THE ANNUAL REPORT ON FORM 10-K TOGETHER
WITH THE FINANCIAL STATEMENTS AND FINANCIAL STATEMENT SCHEDULES REQUIRED TO BE
FILED WITH THE ANNUAL REPORT UPON REQUEST OF THE STOCKHOLDER MADE IN WRITING TO
LIQUID AUDIO, INC., 800 CHESAPEAKE DRIVE, REDWOOD CITY, CALIFORNIA 94063, ATTN:
SECRETARY.

PURPOSE OF THE MEETING

At the Annual Meeting, stockholders will consider and vote upon the
election of two (2) Class III directors to hold office for three (3) years. THE
BOARD HAS NOMINATED GERALD W. KEARBY AND RAYMOND A. DOIG (TOGETHER, THE "LIQUID
NOMINEES") TO SERVE AS CLASS III DIRECTORS.

As you may know, MM Companies, Inc., a Delaware corporation ("MMC",
formerly musicmaker.com, Inc.), Jewelcor Management, Inc., a Nevada corporation,
Barington Companies Equity Partners, L.P., a Delaware limited partnership,
Ramius Securities, LLC, a Delaware limited liability company, and Domrose Sons
Partnership, a New York partnership (collectively, the "MMC group"), have
commenced a proxy solicitation to take control of your Board by nominating their
own two (2) Class III directors, proposing to increase the size of the Board
from seven (7) to eleven (11), authorizing stockholders only to fill Board
vacancies and newly created directorships and electing, contingent on their
other proposals being approved, four (4) additional nominees to serve as
directors

YOUR BOARD STRONGLY URGES YOU NOT TO RETURN ANY WHITE PROXY CARD SENT TO
YOU BY THE MMC GROUP. THE BEST WAY TO SUPPORT THE LIQUID NOMINEES AND THE
BOARD'S DETERMINATIONS IS TO VOTE "FOR" THE LIQUID NOMINEES ON THE GREEN PROXY
CARD.

WHY YOU SHOULD VOTE FOR THE LIQUID NOMINEES

The Board has unanimously concluded that the MMC proposals are not in the
best interests of Liquid Audio and its stockholders. ACCORDINGLY, THE BOARD
UNANIMOUSLY RECOMMENDS A VOTE "FOR" THE LIQUID NOMINEES. Set forth below are the
principal reasons to vote "FOR" the Liquid Nominees.

— The current Board has created a merger transaction that gives
stockholders the opportunity to participate in Liquid Audio's $30 million
self-tender offer.

- Liquid Audio's current slate of directors, Raymond A. Doig and Gerald W.
Kearby, should be re-elected to the Board. Their collective experience in
the entertainment and technology industries makes them best suited to
realize the strategic and financial worth of the Company's assets in
order to maximize long-term stockholder value. Mr. Doig offers a wealth
of experience in the entertainment field having served as president of
20th Century Fox and on the board of directors of many well-established
companies such as Coca-Cola Bottling of the Midwest and Act III Theaters.
Mr. Kearby has an intimate understanding of Liquid Audio's technology and
operations having served as Chairman of the Board, CEO and President
since the Company's inception in 1996. Mr. Doig and Mr. Kearby have been
active in providing corporate guidance and are the best candidates to
represent Ligquid Audio's stockholders.
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— Under the current Board, Liquid Audio has created and implemented a
concrete plan to effectively reduce operating expenses and enhance
stockholder value. Liquid Audio has aggressively reduced its operating
expenses from $13.4 million in the first quarter of 2001 to $5.6 million
in the second quarter of 2002, and reduced the net loss per share from
$0.50 per share in the first quarter of 2001 to $0.25 per share in the
second quarter of 2002. This was well in advance of the general market
downturn and represents management's strong desire to conserve its cash
in preparation of a longer-term growth horizon for digital entertainment.
Liquid Audio signed key distribution deals with four out of the five
major record labels, including Universal, the largest record company in
the world. In addition, Liquid Audio teamed with EMI to launch the
industry's first full-ownership, digital music subscription service.
These recent developments are signs of momentum that offer some evidence
of the long-term viability of the digital music industry.

GIVEN THESE REASONS, YOUR BOARD STRONGLY RECOMMENDS THAT YOU SUPPORT THE
LIQUID NOMINEES, WHO THE BOARD BELIEVES ARE HIGHLY QUALIFIED, BY VOTING "FOR"
THE LIQUID NOMINEES ON THE ENCLOSED GREEN PROXY CARD.

YOUR BOARD URGES YOU NOT TO RETURN ANY WHITE PROXY CARD SENT TO YOU BY THE
MMC GROUP. THE BEST WAY TO SUPPORT THE LIQUID NOMINEES AND THE BOARD'S
DETERMINATIONS IS TO VOTE "FOR" THE LIQUID NOMINEES ON THE GREEN PROXY CARD.

YOUR VOTE IS IMPORTANT, REGARDLESS OF HOW MANY SHARES YOU OWN. PLEASE SIGN
AND DATE THE ACCOMPANYING GREEN PROXY CARD AND MAIL IT IN THE ENCLOSED
SELF-ADDRESSED ENVELOPE AS PROMPTLY AS POSSIBLE, WHETHER OR NOT YOU EXPECT TO
ATTEND THE ANNUAL MEETING.

RECORD DATE; OUTSTANDING SHARES

Stockholders of record at the close of business on August 12, 2002 are
entitled to notice of and to vote at the Annual Meeting. We have one series of
voting shares outstanding, designated common stock, $0.001 par value. As of
August 12, 2002, 22,745,624 shares of our common stock were issued and
outstanding. Each holder of shares of common stock is entitled to one (1) vote
on each proposal presented in this Proxy Statement for each share of stock held.
The closing price of our common stock on September 9, 2002, as reported by
Nasdaqg, was $2.40 per share.

QUORUM; ABSTENTIONS; BROKER NON-VOTES

A majority of the shares of Liquid Audio common stock issued and
outstanding on the record date, present in person or represented by proxy,
constitutes the required quorum for the transaction of business at the Annual
Meeting. Abstentions and broker non-votes each will be included in determining
the number of shares present and voting at the Annual Meeting for the purpose of
determining the presence of a quorum.

On the record date for the Annual Meeting, directors and executive officers
of Liquid Audio and their affiliates held approximately 1,994,302 shares of
Liquid Audio common stock representing approximately 8.8% of all outstanding
shares of Liquid Audio common stock.

Shares abstaining from the vote on the proposal to elect two (2) Class III
directors and broker non-votes will not be counted for any purpose in



Edgar Filing: LIQUID AUDIO INC - Form DEFC14A

determining whether this proposal has been approved. However, shares abstaining
from the vote on the proposal to ratify PricewaterhouseCoopers, LLP
("PricewaterhouseCoopers") as Liquid Audio's independent accountants for the
fiscal year ending December 31, 2002 will be counted toward the tabulation of
votes cast on this proposal and will have the same effect as negative votes,
while broker non-votes will not be counted for any purpose in determining
whether this proposal has been approved. Shares abstaining from the vote and
broker non-votes on the MMC proposals will have the same effect as negative
votes.

If your shares are held in the name of a broker, only your broker can
execute a proxy and vote your shares and only after receiving your specific
instructions. PLEASE SIGN, DATE AND PROMPTLY MAIL THE GREEN PROXY CARD IN THE
ENVELOPE PROVIDED BY YOUR BROKER. Remember, your shares cannot be voted unless
you return a signed and executed proxy card to your broker. However, please be
advised that broker non-votes with respect to any matter to be voted on at the
Annual Meeting will not be voted but will be counted as present to determine
whether there is a quorum for voting purposes on such matters at the Annual
Meeting. Broker non-votes occur when a broker, bank or other nominee holding
shares for a beneficial owner does not vote on a particular proposal because the
nominee does not have discretionary voting power for that particular proposal
and has not received instructions from the beneficial owner. Under applicable
rules of conduct, brokers do not have discretionary authority over any proposal
to be presented at the Annual Meeting when the matter to be voted upon is being
opposed by management or subject to a contest.

VOTING PROCEDURES

WHETHER OR NOT YOU PLAN TO ATTEND THE ANNUAL MEETING, YOU ARE URGED TO VOTE
BY SUBMITTING THE GREEN PROXY CARD. When proxies are properly dated, executed
and returned, the shares represented by such proxies will be voted at the Annual
Meeting in accordance with the instructions of the stockholder. If no specific
instructions are given, the shares will be voted (i) FOR the election of the
nominees for directors set forth herein; (ii) FOR the ratification of
PricewaterhouseCoopers as our independent accountants for the fiscal year ending
December 31, 2002; and (iii) AGAINST any proposal made by the MMC group as may
properly come before the Annual Meeting or any adjournment thereof.

Any stockholder giving a proxy may revoke it at any time prior to voting at
the Annual Meeting by filing with the Secretary of Liquid Audio a duly executed
revocation, by submitting a later-dated proxy with respect to the same shares or
by attending the Annual Meeting and voting in person (although attendance at the
Annual Meeting will not in and of itself constitute a revocation of your proxy).

A stockholder may, with respect to the election of directors, (i) vote for
the election of the Liquid Nominees, (ii) withhold authority to vote for both of
the Liquid Nominees or (iii) withhold authority to vote for any of the Liquid
Nominees by so indicating in the appropriate space on the GREEN proxy.
Stockholders who have received the MMC group's proxy statement or who attend the
Annual Meeting will also have each of the foregoing options in respect of the
MMC nominees. Liquid Audio's By-laws provide that at each meeting of
stockholders at which a quorum is present, directors shall be elected by a
plurality of votes cast by stockholders holding shares entitled to vote in the
election at a meeting. The two nominees receiving the highest vote totals will
be elected as directors of Liquid Audio.

Consequently, votes that are withheld in the election of directors and
broker non-votes will not be taken into account for purposes of determining the
outcome of the election. THE ONLY WAY TO VOTE BY PROXY "FOR" THE LIQUID NOMINEES
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IS TO COMPLETE AND RETURN THE GREEN PROXY CARD. IN THAT EVENT, THE BOARD URGES
YOU NOT TO SIGN OR RETURN ANY WHITE PROXY CARD SENT TO YOU BY THE MMC GROUP.
WITHHOLDING AUTHORITY TO VOTE FOR THE MMC NOMINEES ON THE WHITE MMC GROUP PROXY
CARD IS NOT THE SAME AS VOTING "FOR" THE LIQUID NOMINEES.

With respect to the MMC proposals, a stockholder may vote for or against
such matters or abstain from voting. Pursuant to the Company's By-laws, each MMC
proposal relating to a By-law amendment will be approved if the votes cast
favoring a proposal represent at least 66 2/3% of the shares outstanding as of
August 12, 2002, the record date for the Annual Meeting. Assuming the approval
of the By-law amendment, the proposal to elect the four (4) nominees of the MMC
group to fill the new Board positions will be approved if the votes cast
favoring the proposal represent more than 50% of the shares outstanding as of
August 12, 2002, the record date for the Annual Meeting. An abstention or broker
non-vote on any MMC proposal will be treated as a vote against such MMC
proposal. ACCORDINGLY, IF YOU ARE OPPOSED TO THE MMC PROPOSALS, YOU SHOULD NOT
SIGN OR RETURN ANY WHITE PROXY CARD SENT TO YOU BY THE MMC GROUP.

TRANSACTION WITH ALLIANCE
GENERAL TERMS

On June 13, 2002, Liquid Audio and privately-held Alliance Entertainment
Corp. ("Alliance"), one of the largest home entertainment product distribution,
fulfillment and infrastructure companies in the U.S., announced that they had
signed the Agreement and Plan of Merger dated June 12, 2002 (the "Merger
Agreement") by and among Liquid Audio, Alliance and April Acquisition Corp.
("Merger Sub"). Under the original terms of the Merger Agreement, the
stockholders of Alliance would have received approximately 46.2 million newly
issued shares of Liquid Audio common stock and would have owned approximately
67% of the new company's outstanding shares and 33% would have been held by
Liquid Audio stockholders. AEC Associates LLC, a limited liability company
controlled by The Yucaipa Companies, is Alliance's controlling shareholder and
had entered into a voting agreement to vote in favor of the merger. On July 15,
2002, Liquid Audio and Alliance announced that they had modified certain terms
of their previously announced Merger Agreement. Pursuant to the Merger
Agreement, at the completion of the merger Merger Sub will be merged with and
into Alliance, and Alliance will continue as the surviving corporation of the
merger and a wholly-owned subsidiary of Liquid Audio. Upon completion of the
merger, each outstanding share of Alliance common stock will be converted into
the right to receive a number of shares of Liquid Audio stock which will result
in the former stockholders of Alliance holding 74% of the outstanding voting
power of the combined organization after the merger, without giving effect to
any then outstanding options or warrants. After converting all outstanding
Alliance options and warrants, the options and warrants that would be
exercisable at $2.40 or less (so-called "in the money" options and warrants)
would result in pre-merger Liquid Audio stockholders being diluted in their
ownership of the combined organization by 1.150%.

Liquid Audio and Alliance expect to complete the merger when all of the
conditions to completion of the merger contained in the Merger Agreement have
been satisfied or waived. Liquid Audio and Alliance are working toward
satisfying the conditions to the merger, and hope to complete the merger as soon
as practicable following the special stockholders meeting that will be called in
order to vote on the issuance of Liquid Audio stock in the merger.

In connection with the merger, Liquid Audio will make an offer to purchase
10,000,000 shares of its common stock at a purchase price of $3.00 per share. If
more than 10 million shares of Liquid Audio common stock are tendered, Liquid
Audio will purchase 10 million shares of its common stock on a pro rata basis
from those stockholders tendering shares. If all Liquid Audio stockholders
(other than the two management stockholders, Gerald W. Kearby and Robert G.
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Flynn, who have committed not to tender their holdings of

1,506,600 shares of Liquid Audio common stock unless the tender offer is
undersubscribed) were to tender their shares in the tender offer, approximately
21,239,024 shares of Liquid Audio common stock will have been tendered and only
10 million shares will be accepted in the tender offer. In such case, each
tendering stockholder would effectively receive a prorated cash amount of $1.42
per share and would retain its ownership of shares of Liquid Audio common stock
not accepted in the tender offer. Liquid Audio stockholders will continue to
hold the Liquid Audio stock that they currently own and do not tender or that is
not purchased to proration. After the merger, these shares will represent 26% of
the voting power in the combined organization. If the issuance of shares of
Liquid Audio stock in the merger is not approved and the other conditions to the
merger are not capable of being satisfied, then the tender offer will not be
consummated and the stockholders of Liquid Audio will continue to own their
shares of common stock and will not receive cash in the tender offer.

COMBINED BUSINESS

The combined organization will evaluate the evolving digital media needs of
its trading partners and will incorporate Liquid Audio's digital media
technology and capabilities into Alliance's portfolio of business solutions.
Alliance's existing physical entertainment distribution business will serve as a
platform for continued revenue and cash flow growth.

The combined organization expects to integrate the existing Liquid Audio
technology into Alliance's portfolio of business solutions in a manner
consistent with maintaining Alliance's stand-alone revenue and cash flow growth
trajectory. The combined organization expects to immediately and significantly
reduce its cost structure and continue to rationalize such cost structure over
time. For instance, in addition to Liquid Audio's July 2002 workforce reduction
of thirty-two employees, Liquid Audio intends to eliminate an additional
thirty-four positions in September and October. The aggregate annualized direct
cost savings of all such reductions is expected to be approximately $7,660,000.
These workforce reductions focus upon the areas of Liquid Audio's business that
are not dedicated to the development of digital music distribution technology.

Upon completion of the merger, the board of directors of Liquid Audio is
expected to be comprised of nine individuals, 1/3 of whom will be designated by
Liquid Audio and 2/3 of whom will be designated by Alliance. The Board has
designated Raymond A. Doig, Robert G. Flynn and Gerald W. Kearby to serve on the
post-merger board of directors as the designees of Liquid Audio as provided for
in the Merger Agreement. All other current directors have agreed to resign from
the Board. We cannot be certain that the nominees recommended for election by
the Board, Gerald W. Kearby and Raymond A. Doig, will be elected at the Annual
Meeting. If nominees other than Gerald W. Kearby and Raymond A. Doig are
elected, then the Board has determined that such directors, unless they resign
from the Board would replace Raymond A. Doig and Gerald W. Kearby as the
designees of Liquid Audio on the board of directors of the combined
organization.

POTENTIAL RISKS OF THE MERGER
There are risks associated with the merger including the following:
— The capital stock of Alliance is privately held and is not traded in any
public market. The lack of a public market makes it extremely difficult

to determine the fair market value of Alliance's capital stock. Since the
percentage of Liquid Audio equity to be received by Alliance stockholders
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was determined based on negotiations between the parties, it is possible
that either the Liquid Audio or the Alliance stockholders will receive
consideration in the merger that is below the fair market value of the
common stock they currently hold.

Until the completion of the merger, with limited exceptions, Liquid Audio
is prohibited from initiating or engaging in discussions with a third
party regarding specified types of extraordinary transactions, such as a
merger, business combination or sale of a material amount of assets or
capital stock. In addition, Ligquid Audio agreed to pay a termination fee
of up to $3 million to Alliance in specific circumstances. These
provisions of the Merger Agreement could discourage other companies from
trying to acquire Liquid Audio even though those other companies might be
willing to offer greater value to Liquid Audio stockholders than Alliance
has offered in the merger agreement.

5

Some of Liquid Audio's officers and directors have conflicts of interest
that may influence their decision to support or approve the merger.
Gerald W. Kearby, president, chief executive officer and director of
Liquid Audio, and Robert G. Flynn, senior vice president of business
development, secretary and director of Liquid Audio, have interests in
the merger that are different from your interests. In connection with the
execution of the original Merger Agreement in June 2002, Messrs. Kearby
and Flynn each entered into employment agreements with Alliance. These
agreements will become effective upon the consummation of the merger.
Pursuant to these agreements, each of Mr. Kearby and Mr. Flynn will have
a three (3) year term of employment. In addition, each of Mr. Kearby and
Mr. Flynn will receive a retention payment of $750,000, in the aggregate,
to be paid over a two (2) year period and a payment of $750,000, in the
aggregate, to be paid over a three (3) year period as compensation for an
agreement not to compete. Each of Mr. Kearby and Mr. Flynn may also be
eligible for discretionary bonuses granted by the combined organization's
board of directors or by its compensation committee. SEE "EXECUTIVE
COMPENSATION —-—- CHANGE OF CONTROL ARRANGEMENTS.

Other officers of Liquid Audio also may have conflicts of interest that
may influence them to support or approve the merger. In addition to the
foregoing employment agreements, Liquid Audio has agreed to pay severance
to each of Mr. Leon Rishniw, Vice President of Engineering, Mr. Richard W.
Wingate, Senior Vice President of Content Development and Label Relations,
Mr. H. Thomas Blanco, Vice President of Human Resources, and Mr. Michael
R. Bolcerek, Senior Vice President and Chief Financial Officer, in the
event that his employment with Liquid Audio is terminated without cause or
he is constructively terminated. Liquid Audio has agreed to pay six
months' salary for each of Messrs. Wingate, Blanco and Bolcerek, which
amounts $115,000, $87,500 and $87,500, respectively. In the case of Leon
Rishniw, Liquid Audio has agreed to pay $170,000, which is one year's
salary. SEE "EXECUTIVE COMPENSATION —-- CHANGE OF CONTROL ARRANGEMENTS.

Mr. Bolcerek's employment agreement provides that 25% of the unvested
options to purchase Liquid Audio stock held by Mr. Bolcerek will vest upon
consummation of a change of control, as defined in the employment
agreement, and an additional 12.5% of his unvested options to purchase
Liquid Audio stock will vest in the event he is terminated or
constructively terminated due to a change of control. Pursuant to the
terms of such employment agreement, the merger will constitute a change of
control that would result in an acceleration of the vesting of options to
purchase an aggregate of 50,000 shares of Liquid Audio common stock at an
exercise price of $1.84 per share.
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— The Nasdag staff has determined that the proposed merger would constitute
a "reverse merger" under National Association of Securities Dealers Rule
4330 (f) . Following the announcement of the merger in June 2002, Liquid
Audio received correspondence from the Nasdag staff indicating that the
staff believed that the merger might result in a change of control that
would require Liquid Audio to submit an initial listing application
following the consummation of the merger and, at the time of the
application, meet all of the criteria applicable to a company initially
requesting inclusion in The Nasdag National Market. On August 15, 2002,
Liquid Audio received correspondence from the Nasdag staff stating that
the staff had determined that the merger would indeed result in a change
of control requiring Liquid Audio to satisfy the requirements for initial
inclusion on The Nasdag National Market and that Liquid Audio does not
satisfy the minimum bid requirements of the initial listing criteria.
Liquid Audio has appealed the determination of the Staff and at the
hearing for such appeal intends to present a plan pursuant to which a
reverse split of the Liquid Audio common stock would be effected
following the merger in order to meet the minimum bid price requirement
and satisfy the criteria for initial inclusion on the Nasdaqg National
Market. If the Nasdaq appeal board does not accept such a proposal or
otherwise denies Liquid Audio's appeal and Liquid Audio does not meet
these requirements upon completion of the merger, Liquid Audio common
stock will be delisted from The Nasdag National Market following the
completion of the merger. If Liquid Audio is delisted from The Nasdaqg
National Market System, it may be allowed to transfer its securities from
The Nasdag National Market to The Nasdag SmallCap Market.

Any of the foregoing may adversely impact Liquid Audio's stock price, as
well as its liquidity and the ability of Liquid Audio's stockholders to
purchase and sell Liquid Audio's shares in an orderly manner, or at all.
Furthermore, a delisting of Liquid Audio's shares could damage Liquid
Audio's general business reputation and impair its ability to raise
additional funds. Any of the foregoing events could have a material
adverse effect on Liquid Audio's business, financial condition and
operating results.

— Upon completion of the merger, the combined organization's largest
stockholder, AEC Associates, LLC, will beneficially own approximately 57%
of the combined organization's outstanding voting power. As a result,
this stockholder will be able to exercise effective control over all
matters requiring stockholder approval.

— The combined organization will retain Liquid Audio's charter documents,
which contain provisions that may have the effect of delaying or
preventing a change of control or changes in the combined organization's
management, including a third-party takeover, acquisition or merger.
These provisions could limit the price that investors might be willing to
pay in the future for shares of the combined organization's common stock.

ADDITIONAL INFORMATION

Stockholders will have the opportunity to vote whether to approve the
issuance of Liquid Audio stock in the merger at a special meeting to be held on
a later date. Providing a proxy in connection with this Annual Meeting will have
no impact on your ability to vote separately in that special meeting, for which
proxies will be separately solicited.

Liquid Audio has filed a Registration Statement on Form S-4 in connection

10
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with the merger and plans to file a Tender Offer Statement on Schedule TO in
connection with the offer. INVESTORS AND STOCKHOLDERS OF LIQUID AUDIO ARE URGED
TO READ THE REGISTRATION STATEMENT AND THE TENDER OFFER STATEMENT CAREFULLY WHEN
IT IS AVAILABLE. THE REGISTRATION STATEMENT CONTAINS IMPORTANT INFORMATION ABOUT
THE COMPANIES, THE MERGER AND RELATED MATTERS. Investors and stockholders will
be able to obtain free copies of these documents through the web site maintained
by the Securities and Exchange Commission ("SEC") at http://www.sec.gov. Free
copies of the Registration Statement and these other documents may also be
obtained from Liquid Audio by directing a request through the Liquid Audio web
site at http://www.liquidaudio.com or by mail to Liquid Audio, Inc., Attention:
Investor Relations.

THIS PROXY STATEMENT DOES NOT CONSTITUTE A SOLICITATION OF PROXIES FOR ANY
MEETING OF STOCKHOLDERS OF LIQUID AUDIO WITH RESPECT TO THE MERGER WITH ALLIANCE
OR ANY OFFER TO SELL OR SOLICITATION OF OFFERS TO BUY SHARES OR OTHER
SECURITIES. ANY SUCH SOLICITATION WILL BE MADE ONLY PURSUANT TO SEPARATE PROXY
MATERIALS PURSUANT TO THE REQUIREMENTS OF THE SECURITIES EXCHANGE ACT OF 1934,

AS AMENDED (THE "EXCHANGE ACT"), ANY SUCH OFFER TO SELL WILL BE MADE ONLY
THROUGH A REGISTRATION STATEMENT AND PROSPECTUS PURSUANT TO THE REQUIREMENTS OF
THE SECURITIES ACT OF 1933, AS AMENDED (THE "SECURITIES ACT"), AND ANY SUCH

OFFER TO BUY WILL BE MADE ONLY THROUGH A TENDER OFFER STATEMENT PURSUANT TO THE
REQUIREMENTS OF THE EXCHANGE ACT.

PROPOSAL ONE
ELECTION OF DIRECTORS
GENERAL

We have a classified Board of seven (7) members divided into three (3)
classes with overlapping three-year terms. Each director serves in office until
his or her respective successor is duly elected and qualified or until his or
her earlier death or resignation. Any additional directorships resulting from an
increase in the number of directors will be distributed among the three (3)
classes so that, as nearly as possible, each class will consist of an equal
number of directors.

NOMINEES FOR CLASS III DIRECTOR

Two (2) Class III directors are to be elected at the Annual Meeting for a
three-year term ending in 2005. OUR BOARD HAS NOMINATED GERALD W. KEARBY AND
RAYMOND A. DOIG FOR RE-ELECTION AS CLASS III DIRECTORS. The proxy holders may
not vote the proxies for a greater number of persons than the number of nominees
named. Unless otherwise instructed, the persons named in the enclosed proxy will
vote proxies received by them for the re-election of Mr. Kearby and Mr. Doig.
Messrs. Kearby and Doig have consented to being named in this Proxy Statement
and to serve if elected; however, in the event that either nominee or both are
unable to or decline to serve as a director at the time of the Annual Meeting,
proxies will be voted for a substitute nominee designated by