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WRITTEN REBUTTAL TESTIMONY OF CHARLES CIONGOLI
Background and Qualifications

I am Executive Vice President and Chief Financial Officer for Universal Music Group
Noﬁh America (“UMG”), a position I have held since 2003. I am responsible for the financial
activities of UMG’s North American operations, which include nine United States record label
groups, as well as music publishing, selling, and distribution operations. In my capacity as
Executive Vice President and Chief Financial Officer, I have knowledge of and regularly review
the finances of both UMG’s U.S. record label and the music publishing operations of Universal
Music Publishing Group (“Universal Publishing”).

I was previously Senior Vice President of Finance for UMG. Prior to that, I was
employed as Vice President of Finance for MCA Records, and also served as Vice President and
Group Controller for both MCA Records and MCA Music Publishing. Ibegan my employment
with MCA in 1990 as the Group Controller for the MCA Music Entertainment Group, which
became UMG in 1996. Prior to joining MCA in 1990, I was a Senior Manager with the
international accounting and consulting firm Price Waterhouse, where for ten years I provided a
variety of audit, accounting and special services for Mergers and Acquisitions.

I received a Bachelor’s degree in Finance and Auditing from California State University
at Northridge. I am a Certified Public Accountant (CPA) in the State of California, and I am a
member of the American Institute of Certified Public Accountants and the California State

Society of CPAs.
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Universal Music Group and Universal Music Publishing

UMG is the largest record company in the world with over a 31% share of the domestic
recorded music market in 2006. It consists of numerous acclaimed and popular record labels,
including Motown Records, Universal Records, Geffen Records, Interscope Records, MCA
Naéhville, Island Records, and Def Jam Music Records.

Universal Publishing recently completed the acquisition of BMG Music Publishing
which, as a result, has made Universal Publishing the largest publishing operation in the United
States and the world, with a combined U.S. market share of approximately 20-24%.

Overview

I am submitting this testimony to provide the Copyright Royalty Judges with information
concerning the sound recording and music publishing businesses, which operate separately at
UMG but which each report their finances through me.' As part of this testimony, I am
providing comparative financial data on UMG’s U.S. record label and Universal Publishing’s
music publishing operations. For purposes of this comparison, I have excluded all BMG Music
Publishing financial data, as it is not applicable for 2006 and prior years. To assist the Judges, I
have attached copies of UMG’s Consolidated U.S. Record Label Income Statements for 1999
through 2006 (SX Ex. 213 RR) and Universal Publishing’s U.S. Music Publishing Income
Statement (SX Ex. 214 RR) as exhibits to this written testimony. I have reviewed these
documents in preparing this testimony, and I regularly review such materials in the ordinary

course of my professional responsibilities.

!'T understand that in Docket No. 2006-1 CRB DSTRA and Docket No. 2005-5 CRB DTNSRA,
XM Satellite Radio Inc., Sirius Satellite Radio Inc. and MTV Networks (collectively, “the
Services”) have proposed benchmarks based on the royalty rates for musical works paid to
performance rights organizations such as ASCAP, BMI and SESAC. I submit this testimony to
rebut the Services’ testimony proposing those benchmarks.
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As discussed in more detail below, there are fundamental differences between the sound
recording and music publishing businesses. They play very different roles in the sale of music
and also vary greatly in terms of the magnitude of the investments required and the level of risk
associated with those investments.

There is little consumer market for musical works by themselves (e.g., as sheet music).
The actual products that consumers buy and to which they listen are sound recordings, and
musical works are one component of sound recordings. The sound recording is created,
marketed, and distributed by the record company. While music publishers earn royalties from
the sale of sound recordings (e.g., on CD and as digital downloads and mastertones) and music
videos, they invest very little. Although they do have to pay advances against royalties to
songwriters (or their publishing designees), music publishers are able, to a large degree, to ride
the coattails of the record companies. Unlike record companies, music publishers do not incur
significant recording, marketing, promotion, sales, distribution, creative services, video, new
technology, or personnel costs. Rather, it is the record companies that expend enormous sums to
create and promote their products to consumers. The publishers are the beneficiaries of the
record companies’ work and investment.

It is therefore unsurprising that the risks and rewards -- and the levels of compensation --
for sound recordings and musical works differ greatly in markets where music is disseminated. I
have frequently heard the sound recording business described as being like the stock market --
high risk, high reward -- and the music publishing business described as being like the bond
market -- low risk, consistent but lower returns. I agree with that characterization.

The sound recording business is risky and speculative. A record company invests large

sums of money before a final product is created. Once created, the record company must then
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undertake great expense and effort to market and promote the sound recordings, with the hope
that it can earn back its substantial upfront investment. In reality, the vast majority of sound
recordings are not profitable for record companies; for each record that earns a profit for a record
company, there are approximately nine others that do not.

The music publishing business, by contrast, is much less risky. Unlike the sound
recording business, the music publishing business is not fundamentally about creating a product.
To a certain extent, then, the music publishing business resembles a bank. When music
publishers invest in the acquisition of catalogs of musical works, their decision to invest is based
on the catalog’s proven value. In general, the music publisher knows what the catalog has
earned in the past, and is investing in an income stream for the future based on past performance,
primarily from sales of CDs or downloads and performances on over-the-air broadcasts, and use
in motion pictures and television advertising. Music publishers may also invest in musical works
that do not have a proven track record, but generally do so only where a record company
previously has signed the recording artist/songwriter to a recording agreement and has made
clear that it will be spending significant sums to develop, promote, and market sound recordings
by that recording artist/songwriter, all of which will help to ensure revenue from those musical
works. Thus, a music publisher will give a significant advance to a new singer-songwriter only
if it knows that a record company is going to spend far greater sums to promote that artist.

For all of these reasons, the music publishing business is materially different in character
from the sound recording business.

Comparison of Investment, Risks, and Operations of Sound Recording and Music
Publishing Businesses

As I discuss below, UMG’s record label operations are characterized by a greater level of

investment and risk than Universal Publishing’s music publishing operations. Record labels
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engage in a very risky business that requires substantial expenditures for recording costs,
overhead, marketing, promoting, manufacturing and distributing sound recordings. For most
sound recordings, the majority of the costs are incurred before a single unit is sold. By contrast,
the publishing business involves less risk and less cost. Universal Publishing spends little or
nothing to create, market, promote, manufacture and distribute copyrighted musical works.
Moreover, the music publishing business benefits from the record company’s marketing,
promotion and other efforts, which help generate mechanical royalties and public performance
royalties that publishers and songwriters receive. Further, when a record company makes a
sound recording a hit, music publishers are able to garner significant license fees for
synchronization uses of the sound recording. The greater costs and upfront investments make
the recorded music business less profitable and much riskier than the music publishing business.
These differences in investment characteristics also reflect one of the reasons for the greater
return generally provided to sound recording copyright owners than musical works copyright
owners.

Before I discuss the different types of investment, [ must note that the distinct and
interrelated finance and accounting concepts of costs, expenses, investments and cash
expenditures are often conflated in general discussion. For present purposes, the technical
distinctions among those terms are not instructive. Accordingly, my testimony uses the term
“cost” broadly to give the Judges an instructive sense of the financial scope of UMG’s and
Universal Publishing’s businesses.

A. Artist and Repertoire (“A&R”) Investment
The creation or acquisition of copyrighted works that generate income requires both the

recorded music and music publishing operations to incur expenses in acquiring the services of
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artists and songwriters. Record companies and music publishers both pay advances, which they
hope to recoup from future earnings. Despite these apparent similarities, however, expenditures
on A&R are vastly different in the sound recording and music publishing businesses. Record
company investments in A&R include all of the work that goes into finding and developing
talented artists and bringing the product (i.e., the sound recording with its underlying musical
work) to market, including paying for advances and recording costs. Record companies advance
large amounts of money to artists and pay for all of the recording, producing, mixing, mastering
and other expenses involved in creating a sound recording. Some expenditures are not
recoupable at all because with a large percentage of artists, record companies never recoup the
given advance.

In contrast, music publishers spend little to create the product that is sold to consumers.
They do provide advances to songwriters, but those advances are generally smaller and are
wholly recoupable by the publishers. Moreover, music publishers often pay advances to
songwriters who already have revenue in the pipeline either from sales of proven catalog tracks
or recently released albums that have sold but for which royalties have not yet been paid.
Overall, then, the risk of investment falls almost completely on the record company.

The dramatic difference in the two businesses can be seen by looking at the data
regarding their investment in A&R. Gross A&R expenditures for UMG’s record labels and
Universal Publishing show that the sound recording business requires a significantly greater
investment (and thus a significantly greater return to make it profitable) than the music
publishing business. In 2006, UMG’s record labels had gross A&R expenditures of |

. [» marked contrast, Universal Publishing’s gross A&R expenditures were | |

I for the same time period.
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On UMG’s income statements for both the record label and music publishing operations,
we report a line item for total A&R costs. This line item reflects net A&R investment and
therefore refers to the amount of unrecouped advances and recording costs to artists and
songwriters paid or expensed in the relevant period. As shown in SX Ex. 213 RR and SX Ex.
214 RR, the net A&R expense for UMG’s record labels in 2006 vastly exceeded Universal
Publishing’s net A&R expense for the same time period. As shown in Figure 1 below, UMG’s
record labels had net A&R expense of [-], or [-] of our labels’ FY 2006 total net

revenue. The comparable data for our music publishing operations are a net positive of

[—] of net revenue for FY 2006.

Note that these figures do not include overhead -- i.e., the cost of personnel to engage in
A&R activities. The A&R staffs of record companies are much larger than those of music
publishers and significantly more expensive. These A&R overhead expenses are included in the

“overhead” category discussed below.
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B. Marketing Costs

UMG’s record labels market and promote their new albums and artists to consumers in
order to achieve sales. The investment in marketing includes the cost of music videos, print
advertisements, television advertisements, point of purchase advertising materials, co-op
advertising, radio advertising, Internet advertising, promotional merchandise, and a host of other
expenses. Most of these marketing costs are incurred up front, before the record company is able
to generate any revenue from the music that is being marketed. These expenditures -- if
successful -- benefit both record companies and music publishers, who each earn revenues when
a particular artist, song, or album becomes popular.

By contrast, Universal Publishing generally does not have to undertake much in the way
of marketing efforts. It simply relies on the record company to do the bulk of the marketing.
Accordingly, the marketing costs incurred by the recorded music businesses are substantially
higher than the marketing costs incurred by the music publishing operations. As SX Ex. 213 RR
demonstrates, in FY 2006, UMG record labels spent a total of [—] of their
total net sales, on marketing. Universal Publishing, on the other hand, does not even have a
separate line item for marketing. If, however, one totaled all of the publicity, promotion, and
travel and entertainment expenses, it would total [_] of its total publishing

income in FY 2006. See SX Ex. 214 RR. Figure 2 below shows the comparison.
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Once again, none of these figures includes overhead, discussed below, which is vastly
greater in the recorded music business because of the personnel required to conduct all of the
marketing and other promotional activities that form no part of the music publishing business.

C. Overhead

UMG"’s record labels have much larger overhead expenses than Universal Publishing
because, as I have discussed above, the labels must undertake many more activities. Overhead
expenses include, for example, salary and benefits, office space, supplies, utilities, office
equipment, furniture, and travel and entertainment costs. The extent of these costs is largely
driven by the number of personnel involved in an operation. Because UMG’s recorded music
operations have a greater need for personnel than Universal Publishing, UMG incurs greater
overhead expenses. UMG requires personnel to do all of the work in finding, developing,
promoting, and marketing sound recordings -- work from which music publishers benefit without

cost. As SX Ex. 213 RR shows, UMG’s record labels had overhead expenses (excluding
9
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overhead for selling and distribution, discussed below) in FY 2006 of ||| | | | | |RNEEEGEG]
of net sales. By comparison, Universal Publishing had overhead costs of [||| | | | | | N

of total revenues for FY 2006. See SX Ex. 214 RR.

D. Manufacturing and Distribution Costs

UMG’s record labels also must pay significant manufacturing costs in order to produce
the physical product that is sold to the customer. Manufacturing costs are incurred before sales
are made to customers, and with no guarantee that they will be recovered from sales. In FY
2006, UMG’s record labels incurred [ ||| | | | | il in manufacturing and inventory related
costs. See SX Ex. 213 RR. Another substantial expense incurred by UMG’s record labels is the
cost of distributing their sound recordings to retailers and consumers. In FY 2006, UMG’s
record labels spent [—] on distribution and selling expenses (including overhead). See

SX Ex. 213 RR.

10
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The transition to more digital distribution of sound recordings does not mean that record
companies’ manufacturing and distribution costs have disappeared. Rather, record companies
must maintain two separate (and expensive) chains of distribution -- incurring all of the costs of
digitizing sound recordings, collecting and updating metadata, building and operating systems
for distribution, and actually distributing digital versions of sound recordings to retailers and
other outlets. These costs include the investment in IT for system development, the cost of labor
related to the housing of data and other digital assets, and other expenditures. In addition, record
companies must maintain all of the relationships with the ever-growing number of outlets selling
digital and mobile music in various forms. All of these expenses are encompassed within
distribution expenses or overhead expenses. All told, UMG’s manufacturing and distribution
costs for 2006 were [-] of net sales. See Figure 4.

Music publishers, in most cases, need not undertake any of these activities because they
are not providing a product directly to retailers or consumers. Universal Publishing earns
revenue from licensing its musical works. It does not manufacture physical products and thus
incurs no manufacturing costs at all. Universal Publishing therefore has no budget line item for
this cost category and takes none of the risks associated with producing a physical product.
Similarly, Universal Publishing does not incur distribution costs and thus has no line item for

those costs, nor does it incur separate expenses for digital and mobile activities.

11
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Conclusion

As the foregoing discussion and data make clear, the character of the sound recording
business is markedly different from the music publishing business. UMG’s record labels incur
much greater cost in creating sound recordings than Universal Publishing incurs in creating
musical works. Music publishers, including Universal Music Publishing Group, benefit from the
creation of sound recordings by record companies and earn revenues from the efforts of record
companies without having to engage in the same type of investments. At the same time, there is
substantially more risk associated with UMG’s recorded music operations than with Universal

Publishing’s music publishing operations.
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I declare under penalty of perjury that the foregoing testimony is true and correct to the

best of my knowledge and belief.

Charles Clongoh

Date: July 24, 2007
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Exhibits Sponsored by Charles Ciongoli

Restricted exhibits, which are identified by the suffix "RR," are not included
in the Public Version of SoundExchange's Rebuttal Case

ExhibitNo. © . |Description

SX Exhibit 213 RR Universal Music Group US Only Income Statement, 1999-2006 Actuals
SX Exhibit 214 RR Universal Music Publishing Group, US - Publishing, Full Year Historical
Results and Historial Overhead Expense, 1999-2006
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Rebuttal Testimony of Mark Eisenberg

I previously filed written direct testimony discussing the factors that SONY BMG
considers when licensing its sound recordings for exploitation on an array of digital platforms
and the various rates SONY BMG receives when doing so. My background was provided with
my written direct testimony.

I have reviewed the public versions of the written direct statements of the economists of
XM Satellite Radio, Inc. (“XM?”) and Sirius Satellite Radio, Inc. (“Sirius”) (collectively, “the
Services”) who use as a benchmark, and argue that the royalty rate for sound recordings should
be derived from, the royalty rate for musical works paid to performance rights organizations such
as ASCAP, BMI and SESAC.! The musical works benchmark, however, has no logical
application to the exploitation of sound recordings by the Services. As discussed below, the
relative economic values (i.e., compensation) attaching to the musical works and master
recordings distributed to end-users as music products and services are routinely asymmetrical.
Indeed, as this Court itself recognized in its recent webcasting decision, in all cases in which
end-users enjoy master recordings in a manner similar to the entertainment experience within a
DMCA-licensed radio service, the sound recording copyright owners are compensated at
significantly higher levels than musical works copyright owners.” This disproportionate
allocation of the economic pie reflects a variety of considerations, including the significantly
greater levels of investment and risk that sound recording copyright owners take in discovering
and developing talent and in creating, marketing and promoting artists and their music to the

general public.

"I note that in Docket No. 2006-1 CRB DSTRA, XM and Sirius similarly rely on the same type of musical works benchmark. 1
include those services in my definition of “Services” in this written statement.

% See Determination of Rates and Terms of Digital Performance Right in Sound Recordings and Ephemeral Recordings, Docket
No. 2005-1 CRB DTRA (Mar. 2, 2007} (“Webcasting Determination”).
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I. The Distinct Markets for Sound Recordings and Musical Works

The fundamental hypothesis underlying the Services’ use of a musical works benchmark
is that sound recordings and musical compositions share the same economic value in the
marketplace and that, for a given service, the licenses, fees, and rates for sound recordings are or
should be no more than the licenses, fees, and rates for musical compositions. That tired
hypothesis is directly contrary to my experience and is contradicted by historical fact. It was
flatly rejected by the Judges in the Webcasting Determination, and should be similarly rejected
here.

As I stated in my written direct testimony, I oversee the negotiation of all of SONY
BMG'’s licensing of sound recordings for distribution in all forms over digital platforms,
including the Internet. I oversee these negotiations whether the recordings are distributed by (i)
performance or permanent reproduction such as interactive, or “on-demand,” and non-
interactive streaming; (i1) audiovisual works (i.e., music videos) or audio-only works (i.e., sound
recordings), and/or (iii) by full-length, complete sound recordings (e.g., tracks and albums) or
fractional excerpts (e.g., ringtones and mastertones). SONY BMG grants extensive catalog
rights encompassing substantial portions of its commercial music archive and encompassing
these myriad formats and functionalities.

In each instance — across all of the differentiated business models, product configurations
and consumer experiences — music distributors must clear separate, independent rights to the
master recording and the underlying musical composition, respectively. However, in none of
these markets does musical works copyright owners receive compensation equal to that of sound
recording copyright owners. Nor, to my knowledge, do musical works copyright owners

themselves, in their direct negotiations, posit that a musical works rate should be equal to or on
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par with the compensation received by sound recording copyright owners with respect to
digitally-delivered audio products and services. Indeed, in the pending proceeding before this
Court to determine mechanical royalties, Docket No. 2006-3 CRB DPRA, the music publishers
themselves have proposed musical works royalties for various digital services that, while much
higﬁer than I believe appropriate, are nonetheless a fraction of the compensation received by
sound recording copyright owners with respect to the very same services.

To my knowledge, the Services have never tendered an offer to music publishers which
proposes paying equivalent rates to music publishers for the reproduction, distribution and/or
public performance made in the course of digital audio transmissions. That is simply because the
market values for sound recordings and musical works are different — and the Services
themselves have economically benefited from this marketplace distinction.

Moreover, regardless of what piece of the pie music publishers might seek in their
negotiations with digital distributors, SONY BMG negotiates economic terms with digital
retailers and distributors based upon SONY BMG’s own valuation of the use of its sound
recordings in conjunction with the benefits and enjoyment accorded service providers and end-
users. SONY BMG does not predicate its economic valuation upon what the music publishers
might negotiate. From my perspective, as an executive charged with negotiating rates and
developing sound business models for our music across newly emerging distribution platforms,
such as the Internet and mobile networks, the publishers’ level of compensation from digital
music services is of little consequence to me. The only time such a reference might be made
would be in instances when a distributor is looking to suppress our economic participation by
claiming that the distributor had already committed its “pot of monies,” otherwise allocable for

all “licensing,” to other copyright holders, such as musical works owners and/or other labels. In

)
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my experience, however, rates requested or received by music publishers from others are
irrelevant to my task of establishing a fair economic return for our company’s level of
investment and risk in our artists and in our recorded music business. Our objective is to obtain
a fair market rate without regard to what the publishers receive from digital music services.

IL. | Comparing the Markets For Sound Recordings and Musical Works

As I discuss above, there is no basis whatsoever for using negotiations by ASCAP, BMI,
and SESAC as a benchmark for determining the Services’ rates that should be paid to copyright
owners of sound recordings. The two markets are simply distinct.

My written direct testimony described the levels of compensation that sound recording
copyright owners receive in many of these markets. For purposes of illustration below, I have
collected information relating to the rates that music publishers receive for those very same
exploitations, relying on a variety of publicly available information, as well as proprietary
information from SONY BMG and my personal experiences negotiating with digital music
services and music publishers. In every case, the sound recording copyright owner receives
substantially more than the musical works copyright owner — hands down. Moreover, “most
favored nations” clauses, which equate the amounts received by sound recording copyright
owners to musical works copyright owners, do not exist in these licensing and distribution
scenarios. One need only look at the actual rates that sound recording copyright owners and
musical works copyright owners are paid in catalog digital distribution agreements to appreciate

the marked distinctions. Indeed, they are not even close:
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Service Sound Recording Publishing Rate Rough Multiple (Sound
Rate (in SONY BMG recording
agreements) rate/publishing rate)
Wireless Full-
Length Audio $.091 per track® I IR
Downloads
(Portable)
Digital
Downloads $.091 per track® 1

Mastertones and
Ringtones

ey [y
a—1
"

There are some caveats with respect to some of the markets discussed above. Record
labels and distributors set the wholesale rates for sound recordings sold to end-users as digital
downloads via individual, bilateral voluntary negotiations (though in essence, the theoretical
“free market” rates for sound recordings are compromised to a large degree by the deleterious
effects of online piracy), whereas the royalty rates for musical works in digital downloads are

statutory rates (and new such rates will be set by the Judges). Nonetheless, the ([

3 In my written direct testimony in this proceeding, I testified that the current rate that SONY BMG receives for wireless full-
length audio downloads is {-] per track. At the hearing, however, I testified that SONY BMG was in the process of
renegotiating some of its contracts for wireless full-length audio downloads. Since then, SONY BMG has amended its wireless
full-length audio download agreement with Verizon. In addition to other changes, we lowered the per track rate for wireless full-
length audio downloads to [-]. See SX Ex. 254 RR. Similarly, we are currently operating under the terms of a draft
amendment with Sprint Spectrum in which we have reduced the per track rate for wireless full-length audio downloads to
[-]. See SX Ex. 253 RR. The rates in our contracts with other providers remain at [-} per track. I am submitting with
this testimony a number of agreements showing the range of sound recording performance rates across the range of digital
services. See SX Ex. 253 RR - SX Ex. 254 RR; SX Ex. 256 RR - SX Ex. 258 RR.

¢ Statutory Rate set by the Copyright Office and to be set by the Judges.

* This multiple reflects my having backed out $.091 from the indicated sound recording rate, which is a gross number that
includes the rate owed to the publishers.

¢ Statutory Rate set by the Copyright Office and to be set by the Judges.

’ This multiple reflects my having backed out $.091 from the indicated sound recording rate, which is a gross number that
includes the rate owed to the publishers.

¥ Based on SONY BMG’s own agreements and published reports.

° This multiple reflects my having backed out $.091 from the indicated sound recording rate, which is a gross number that
includes the rate owed to the publishers.
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difference is a reflection of the significantly greater value of sound recordings and the investment
of sound recording copyright owners. Indeed, in many cases, record companies pay less than the
statutory rate for mechanical licenses, showing that the current rate is actually above a free
market rate.

Even in markets where the musical works rates have not yet been determined, the
aspirational rates being sought by the publishers still do not reflect the 1:1 ratio assumed by the

Services. Some of these are set forth in the following chart.

Service Sound Recording Aspirational Rough Multiple (Sound
Rate (in SONY BMG | Publishing Rate recording
agreements) rate/publishing rate)
Preprogrammed 5.1% of revenue for
Music Videos 1 performance'’; plus
additional fees for
synch rights under [-]
negotiation

6.5% of revenue for
On-Demand (| | ocrformance'’; plus
Music Videos additional fees for

synch rights under [-]
negotiation

With respect to music videos, the rates incorporated in the chart above reflect aspirational
fees sought by the performance rights societies and do not include the synchronization right, for

which negotiations with the publishers are still pending. Once those are determined and added

in, they will lower somewhat the ratios that I have provided above. [ EGcGcKcINING

10 Rased on ASCAP Internet Music License Agreements, available at htip://www.ascap com/weblicense (last visited July 20,
2007).
d
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-
|

The royalty regimes for other closely analogous services largely defy comparison
altogether. For noninteractive webcasting, for example, this Court recently set a per-play sound
recérding performance royalty of $0.0011 in 2007, going up to $0.0019 in 2010. The PROs, by
contrast, publicly seek a rate of 5.1% of reveune, unconnected to the number of perforlrnances.12
Although the per-play sound recording rate certainly would translate to a revenue share for
webcasters that is multpiles higher than 5.1%, the exact ratio could vary significantly among
webcasters, thus making comparisons as the Services attempt to do here extremely difficult.

Similarly, for interactive streaming services, SONY BMG receives i ]
|
-]. The PROs, by contrast, publicly seek a rate of 6.5% of reveune, unconnected to the
number of performances. 13 At the same time, the publishers have proposed a complex
mechanical royalty rate regime of the greater of 12.5% of revenue; “$.00275 per use or $0.00053
per minute of playing time or fraction thereof”; or “27.5 percent of the total content costs paid
for mechanical rights to musical compositions and rights to sound recordings.”'* Here again, the
differences in the structres of the regimes renders it difficult to make the type of comparison that
the Services are attempting. In any event, even the aspirational rates sought by the publishers for
interactive streaming appear to be significantly lower than the prevailing rates that SONY BMG

receives for sound recording performances.

2.

P 1.

" These numbers represent what the publishers have sought in their rate proposal in the mechanicals proceeding in this Court in
In the Matter of mechanical and Digital Phonorecord Delivery Rate Adjusiment Proceeding, Docket No. 2006-3 CRB DPRA.
The aspirational rates thus represent an unrealistic upper bound.

7
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At bottom, music publishers themselves do not argue that they should receive parity in
compensation with sound recording copyright owners. Music publishers — in negotiations or in
other contexts, such as legislative lobbying and even in their advocacy in ratemaking
proceedings before the Judges — do not advance the equivalency theory that the Services claim
here. In other words, the Services here are making an argument about the value of musical
works that even the music publishers themselves do not make.

The overall point is not that there is a particular economic “ratio” between the rates
payable to sound recording copyright owners relative to musical work copyright owners. Rather,
it is simply that the two markets operate completely distinct from one another. While the
musical work copyright owners may ride the coattails of the sound recording copyright owners’
success (if any), they do so at a much lower level of economic participation.

Of course, none of this is new to the Judges. As the Judges conclusively held in their
Webcasting Decision, “contrary to . . . expectations that the prices paid for the rights in each
respective market dealing with similar rights should be the same, substantial empirical evidence
shows that sound recording rights are paid multiple times the amounts paid for musical works
rights in the markets for ring tones, digital downloads, music videos and clip samples.” See
Webcasting Determination at 40. 1 am not aware of any changes in the relevant marketplaces
which would lend credibility to the Services’ attempt to resuscitate this rejected benchmark here.
III.  The Example of Ringtones

Ringtones provide a useful example of why the musical works benchmark is inapt. The
ringtone market is a market that 1) music publishers tout as an example of the value of their
content, and 2) record companies believe reflects a market in which publishers have extracted

above-market rates for a variety of reasons. As I explained in my written direct testimony,
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ringtones are excerpts of music that play exclusively on cell phones and serves as a substitute for
a traditional “ringer” or “pager.” While there are several types of musical ringtones available in
the marketplace, at a basic level, ringtones can be categorized into 2 general groupings: a) poly-
or monophonic ringtones, which consist of electronic “synthesizer-like” versions of musical
WOI;kS that do not incorporate the original sound recording, and b) mastertones, which consist of
an excerpt of a label’s master recording (together with the underlying musical work). A
distributor of a mono- or polyphonic ringtone need only license the underlying musical work,
whereas a distributor of a mastertone must obtain clearances for both the underlying musical
work and the original sound recording.

The market for ringtones has substantially developed with the rapid deployment of cell
phone handsets capable of playing different kinds of music. The earliest cell phones could not
play music at all. Thereafter, “first generation” versions of music-enabled cell phones were
introduced that could play mono- and then polyphonic sounds like ringtones, but not multi-track,
fully-mixed recordings or even excerpted tracks like mastertones. In response to the heightened
demand for high quality digital music products, cell phone manufacturers and carrier networks
began moving as quickly as possible to incorporate full music functionality into their handsets
and wireless data networks. At present, all mobile carriers in the U.S. now offer mastertones to
their subscribers. Moreover, in the coming years, including during this license period, virtually
all cell phones and carrier networks will feature sound recordings, both as mastertone or
ringback excerpts and as full-length masters delivered in the form of downloads and streams.

Since mono- and polyphonic ringtones were developed years before the advent of more
progressive technologies enabling the wireless delivery of master recordings, music publishers

negotiated their licenses with mobile distributors with respect to musical compositions first,





Public Version

before sound recording copyright holders even had a product to sell. Publishers were thus
successful in extracting relatively high prices for their copyrights because the cell phone carriers
had only one (rather than two) copyright owners to pay for the synthesizer-like instrumental
versions of songs incorporated as mono and polyphonic ringtone products. Typically,
pubiishers received approximately 10% of the retail selling price of a polyphonic ringtone. In
the infancy of that market, polyphonic ringtones often sold for $1.99. With the subsequent
introduction of mastertones which incorporated the actual “hit” sound recording, the retail value
of mono and polyphonic ringtones dropped off significantly.

In fact, once cell phones designed to play mastertones arrived on the market, consumers
demonstrated their heightened interest in such a premium product by paying higher prices for
mastertones — often $2.99 or higher per excerpted master. For mastertones, publishers receive
.|
I oV cvcr, in contrast to the publishers, SONY BMG receives I |
Y | - v bich is
significantly more than the music publishing rate. Out of the {-] that SONY BMG receives,
the publishers recevie only [-].

Indeed, to accelerate the mastertone clearance process for mobile carriers and to ensure a
steady flow of “hit” product releases in a timely manner, SONY BMG itself entered into direct

licenses with music publishers for mastertones. Under these license agreements, the distributor

pays SONY BVG (I
I (s, publishers receive just [l of the monies

allocated to the copyright holders in respect of a mastertone (which is [.] of what SONY BMG

receives). While SONY BMG continues to believe that even this rate demanded by the
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publishers is disproportionately high when viewed in the context of allocations of risk and
investment (and the traditional splits between record companies and publishers), we acquiesced
thereto on an interim, non-precedential basis, in order to avoid staying out of the marketplace
altogether while pirated substitutes overtook the market, in a manner similar to what the industry
ha(i regrettably experienced in the online world.

The ringtone paradigm — while disproportionately valuing the musical composition in
relation to the sound recording, due to the historical anomaly of polyphonic ringtones —
nevertheless refutes the “value parity” proposition that the Services advance. The Services argue
that, because one needs licenses for both copyrights, they should be valued the same. In reality,
however, they are valued very differently, and the only product consumers are interested in is the
sound recording.

IV.  The Substitutional Impact of the Services

The Services repeatedly make the argument that their exploitation of our sound
recordings increases or promotes sales of CDs and digital downloads. In turn, they argue that
this proposed promotional effect warrants a decreased sound recording performance royalty. In
the context of their proposed musical works benchmark, they take this argument further and
contend that the supposed promotional effect justifies a sound recording royalty that is lower
even than the musical works royalty. This argument is wrong for several reasons.

As an initial matter, the Services concede that if satellite radio were promotional, the
promotional effect would benefit the musical works copyright holders as well as the sound
recording copyright holders. They claim, however, that the economic return from each
incremental sale of a sound recording due to satellite radio benefits the sound recording

copyright holder more than it does the musical works copyright holder because the sound
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recording copyright holder makes more money from the sale of a CD or a digital download than

does the owner of the copyright in the corresponding musical work. That the sound recording

' copyright owner makes more money than the owner of the musical work copyright from each

sale of a CD or digital download merely makes my point from above — that the sound recording
cop&*ri ght is worth more than the musical work copyright. As a relative matter, however, the
alleged benefit touted by the Services to the owner of each right is the same — for every
incremental sale, the owner of each right would earn the rate or margin to which it is entitled.

More importantly, however, my experience in the industry is consistent with other
evidence that I understand that SoundExchange simultaneously is submitting which shows that
subscribing to satellite radio, in fact, results in a significant and measurable net substitution
effect — that is, subscribing to satellite radio actually causes subscribers to purchase fewer CDs.
The significance of this substitutional effect cannot be overstated.

Sony BMG’s gross margin on the sale of a top-line priced CD is [-], before taking
into account costs such as recording costs, A&R, marketing, overhead, and unrecouped artist
advances. That figure represents the net sale price of a top-line CD of [-], less average
variable costs of sale of [-]. The gross margin of [-] is a number of which I remain
keenly aware, as it is critical to my work in negotiating license agreements with digital service
providers. As I have testified, where the service of a given digital licensee has the potential to
substitute for — i.e., to decrease — CD sales, SONY BMG demands a higher rate from the service.

The reason for this should be obvious. SONY BMG depends on its margin to pay for
things such as recording costs, A&R, marketing, overhead, and unrecouped artist advances. Lost
CD sales that result from a particular service’s substitutional effect thus are an economic loss for

SONY BMG. Accordingly, if a potential licensee’s service would result in a net loss of some
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number of CDs per subscriber, SONY BMG knows that it needs to recover at least the value of
those lost CDs through the rate just to break even. And because SONY BMG is not in the
business of licensing its content just to break even, we would demand — on fop of that break even
sum — the normal licensee fee to which we would be entitled in the marketplace absent a
sub‘stitution effect. We could never allow the loss that would result from a known substitution
effect to result in SONY BMG receiving, at the end of the day (i.e., subtracting out the loss due
to the substitution effect), anything less than the market rate that SONY BMG otherwise would

be able to obtain.
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I declare under penalty of perjury that the foregoing testimony is true and correct to the

best of my knowledge and belief.

Max@Exsenber

Date: July 24, 2007
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Exhibits Sponsored by Mark Eisenberg

Restricted exhibits, which are identified by the suffix "RR," are not included
in the Public Version of SoundExchange's Rebuttal Case

ExhibitNo. ~ [Descriptic
SX Exhibit 253 RR Amendment No. 3 to Sony BMG Digital Download Sales Agreement with

. Sprint Spectrum L.P. (Mar. 25, 2007)

SX Exhibit 254 RR Amendment No. 4 to the Nov. 5, 2004 letter agreement between Verizon and
Sony BMG (Apr. 27, 2007)

SX Exhibit 256 RR Ringtones agreement between Sony BMG and Alltel Communications, Inc.
(SE 0000617 et seq.) (Nov. 7, 2006)

SX Exhibit 257 RR Ringtones agreement between Sony BMG and Helio LLC (SE 0001138 et
seq.) (Dec. 22, 2006)

SX Exhibit 258 RR Video license agreement between Sony BMG and Yahoo! Inc. (SE 0005328
et seq.) (June 16, 2005)
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o Before the
COPYRIGHT ROYALTY JUDGES

Washington, D.C.

)
In the Matter of )

)
Digital Performance Right in Sound ) Docket No. 2005-5 CRB DTNSRA
Recordings and Ephemeral Recordings )
For a New Subscription Service )

)

INTRODUCTORY MEMORANDUM TO THE WRITTEN REBUTTAL CASE OF
SOUNDEXCHANGE, INC.

SoundExchange, Inc. (“SoundExchange”), through its undersigned counsel, respectfully
submits this Introductory Memorandum to its written rebuttal case in accordance with 37 C.F.R.
§ 351.4 and § 351.11. This Memorandum will describe the contents of SoundExchange’s written

e rebuttal case and briefly summarize the testimony of its witnesses.

CONTENTS OF SOUNDEXCHANGE'S WRITTEN REBUTTAL CASE

Volume 1 contains: (A) this Introductory Memorandum; (B) SoundExchange’s Amended
Rate Proposal; (C) an Index of SoundExchange's Written Rebuttal Testimony; (D) an Index of
the Exhibits to SoundExchange's Written Rebuttal Testimony; (E) the Declaration and Rule 11
Certification of Michael DeSanctis, attaching a redaction log, as required by Section 10 of the
Protective Order in this proceeding; and (F) a Certificate of Service. Volume 1 also contains the
written rebuttal testimony of SoundExchange's four witnesses, and the exhibits to
SoundExchange's rebuttal case. Exhibits with the suffix “RR” (“Rebuttal Restricted”) have been
marked as Restricted pursuant to the Protective Order, and exhibits with the suffix “RP”

(“Rebuttal Public”) do not contain Restricted information.





£ Volume 2 contains the written rebuttal testimony and exhibits, oral rebuttal testimony,
oral rebuttal cross-examination testimony, and exhibits admitted on rebuttal cross-examination of
SoundExchange witness Michael Pelcovits from Docket No. 2005-1 CRB DTRA, which
SoundExchange is designating in this proceeding pursuant to 37 C.F.R. § 351.4(b)(2).

Pursuant to 37 C.F.R. § 350.4(a), § 351.4, and the Copyright Royalty Board’s Orders
dated August 18, 2006 and September 28, 2006, SoundExchange is filing an original, five
copies, and an electronic copy of the materials in Volumes 1 - 5. SoundExchange will also file
public versions of its written rebuttal case pursuant to the terms of the Protective Order.

SUMMARY OF THE WRITTEN TESTIMONY OF SOUNDEXCHANGE’S REBUTTAL
WITNESSES

SoundExchange’s written rebuttal case includes the written testimony of the following
expert and fact witnesses.
‘ A. Expert Witnesses

Michael Pelcovits, Ph.D., submitted testimony in SoundExchange’s direct case, and

submits rebuttal testimony to address claims made by Dr. Tasneem Chipty on behalf of XM
Satellite Radio Inc. (“XM”), Sirius Satellite Radio Inc. (“Sirius”) and MTV Networks
(“MTVN?”) (collectively, “the Services™). Dr. Pelcovits testifies that the Services’ benchmarks
based on musical works rates and the 2003 Pre-existing Subscription Services (“PSS”) rate for
the performance of sound recordings are poor benchmarks because, among other things, they are
not market rates. Finally, Dr. Pelcovits provides testimony in support of SoundExchange’s
amended rate proposal, which responds to information contained in the Service’s direct case
about the structure of the market and their arrangements with the satellite and cable television

providers.





B. Fact Witnesses

Mark Eisenberg is Senior Vice President, Business and Legal Affairs, Global Digital

Business Group, at SONY BMG Music Entertainment (“SONY BMG”). In response to the
Services’ use of the musical works rate as a benchmark, Mr. Eisenberg explains the completely
different markets and market structure of sound recordings and musical works. He provides
market data concerning the higher rates that sound recording copyright owners receive, when
compared to musical works copyright owners, in every market where blanket licenses for those
two distinct goods are negotiated. In every case, sound recording copyrights are valued several
times more highly than the musical works copyright, or the royalty structures in the different
markets are so different that they defy meaningful comparison. Mr. Eisenberg also discusses the
gross margin that Sony BMG makes on CD sales and the way in which that margin affects the

license rates for a service that is known to substitute for CD sales.

p—

Charles Ciongoli is Senior Vice President, Finance, for Universal Music Group, Inc.

(“UMG?) and has knowledge of the finances of both UMG’s U.S. record label and music
publishing operations. He rebuts the Services’ proposed musical works benchmark. His
testimony discusses the fundamental differences between the sound recording and music
publishing businesses that render attempts to equate the two inapt. Whereas record companies
engage in the vast majority of investment in finding and developing talent and creating,
marketing, and distributing copyrighted sound recordings -- from which both record companies
and musical publishers benefit -- music publishers engage in little such investment. Using actual
financial data, he shows that UMG’s record label operations involve much greater levels of
investment and risk than Universal Publishing’s music publishing operations. This market

structure explains, in part, why in virtually every market sound recording copyright owners





o receive significantly greater compensation than musical works copyright owners. As Mr.
Ciongoli testifies, that fact reflects the relative roles of the two copyright owners in the
distribution of music. Record companies take the major risks, make the vast majority of the
investment, and commensurately receive higher royalty rates. By contrast, music publishers ride
on the coattails of record companies and earn lower royalty rates to offset their much lower
costs.

Barrie L. Kessler is Chief Operating Officer of SoundExchange. Her testimony responds

to the proposed terms submitted by the Services. She testifies that with regard to late fees,
confidentiality, and audits and verification of payments, SoundExchange proposes that the Court
adopt terms that are substantially similar to the terms adopted in Docket No. 2005-1 CRB
DTRA. She explains that consistency of terms across licenses will make SoundExchange’s
administration the Services’ compliance with the licenses simpler and more efficient. Ms.
Kessler also explains that obtaining census reporting is critical to the accurate collection and
distribution of royalties, and that under the statutory license the Services’ should be required to

report all sound recordings played on all channels.





Respectfully submitted,

Thomas J Perrelli (DC Bar 438929)
Mark D. Schneider (DC Bar 385989)
Michael B. DeSanctis (DC Bar 460961)
Jared O. Freedman (DC Bar 469679)
JENNER & BLOCK LLP

601 Thirteenth Street, N.W.
Washington, D.C. 20005

(v) 202.639-6000

(f) 202.639-6066
dhandzo@jenner.com
tperrelli@jenner.com
mschneider@jenner.com
mdesanctis@jenner.com
jfreedman@jenner.com

Counsel for SoundExchange, Inc.
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BEFORE THE
- COPYRIGHT ROYALTY JUDGES
Washington, D.C.

In the Matter of

Digital Performance Right In Sound Docket No. 2005-5 CRB DTNSRA
Recordings and Ephemeral Recordings
For a New Subscription Service

. T e N

AMENDED RATE PROPOSAL OF SOUNDEXCHANGE, INC.

Pursuant to 37 C.F.R. § 351.4(a)(3), SoundExchange, Inc. ("SoundExchange"),
through its undersigned counsel, hereby proposes the following rates for (1) the digital
audio transmission of sound recordings (“the Digital Audio Service”) by new subscription
services for transmission by a satellite or cable television service to its residential customers
("New Television Services" or "Services") that will be operating under the statutory licenses
set forth in 17 U.S.C. § 114(d)(2)(C), pursuant to 17 U.S.C. § 114(H)(2)(c); (5)(8); and (2)
the making of ephemeral phonorecords necessary to facilitate transmissions by the New
Television Services, 17 U.S.C. § 112(e), during the period January 1, 2006 through
December 31, 2010.

The Services shall not include any services provided by these or any other companies
to the extent that the activity of such companies falls within the statutory definition set out
in 17 U.S.C. § 114(j)(10) or (11), or are set in other rate proceedings. Pursuant to 37 C.F.R.
§ 351.4(a)(3), SoundExchange reserves the right to alter or amend its rate proposal prior to

or at the time of submission of findings and conclusions if warranted by the record.





L ROYALTY RATES

Each New Television Service shall pay a monthly fee ("Royalty") (to cover both the
17 U.S.C. § 114(d)(2) performance license and the § 112(e) license for making ephemeral
copies) as follows:

1) The Royalty Amount. For each month, the Royalty shall equal the greater of:

(1) 30% of all revenue paid or payable to the New Television Services from a
satellite or cable television service for distribution of the Digital Audio Service to the
satellite or cable television service's residential customers; or

(i1) a per month charge for each residential customer who subscribes to the
underlying cable or satellite television service and receives the Digital Audio Service, as
follows:

2006: $.071 (retroactive to the inception of the service)
2007: $.078
2008: $.086
2009: $.095
2010: $1.05

2) Subscriber. For purposes of the calculation of the royalty amount set out in
(1) above, a "residential customer who subscribes to the underlying cable or satellite
television service and receives the Digital Audio Service means a residential customer
who subscribes for all or for any part of the month, or to whom the Digital Audio Service is
otherwise delivered without a fee (e.g., during a free trial period).

3) CPI Increases. Each year of the license period, beginning on January 1,

2008, the per month charges set out above shall increase according to the percent change

in the CPI-U from November 1 of the year two years prior to the year in which payments





are to be made to November 1 of the year prior to the year in which payments are to be
made. For example, in January 2008 the rate shall be adjusted based on the percentage
increase in the CPI-U from November 1, 2006 through November 1, 2007.

4) Allocation of Royalty Payments. To the extent that more than one digital

audio service is providing digital audio services to the same underlying cable or satellite
television service, the New Television Services subject to this statutory license will pay a
proportionate share established by a ratio of the number of channels the New Television
Service is offering divided by the total number of channels of digital audio services offered on
the underlying cable or satellite television service.

5) Ephemeral Fees. With respect to each of the rates specified above, the royalty

payable under 17 U.S.C. § 112(e) for the making of ephemeral copies used solely by the New
Television Service to facilitate transmissions for which it pays royalties shall be deemed to be
S included within, and to comprise 8.8% of, such royalty payments.

6) Minimum Annual Fee. There shall be a recoupable but non-refundable

minimum annual fee for each eligible New Television Service during the year of
$100,000.00. The annual minimum fee shall be due by January 31st of each year; provided,
however, that if a service does not make any transmissions during January but thereafter
commences transmissions, then the minimum annual fee shall be due by the last day of the
month in which the service commences making transmissions under the statutory license.
II. TERMS

SoundExchange proposes terms as described in the written direct and rebuttal
statements of Barrie Kessler, including many of the terms adopted by this Court in Docket

No. 2005-1 CRB DTRA, and implemented at 37 C.F.R § 380. Sound Exchange will seek





to stipulate to as many terms as possible with XM, Sirius and MTVN and, in any event,
will submit a complete set of proposed terms. Pursuant to Section 351.4(a)(3),
SoundExchange reserves the right to propose alternative or additional terms prior to or at
the time of submission of findings and conclusions if warranted by the record.

Respectfully submitted,

David A. Handzo ( l{” Bar 384023)
Thomas J. Perrelli (DC Bar 438929)
Mark D. Schneider (DC Bar 385989)
Michael B. DeSanctis (DC Bar 460961)
Jared O. Freedman (DC Bar 469679)
JENNER & BLOCK LLP

601 Thirteenth Street, N.W.
Washington, D.C. 20005

(tel.) 202-639-6000

(fax) 202-639-6066
dhandzo@jenner.com
tperrelli@jenner.com
mschneider@jenner.com
mdesanctis@jenner.com
ifreedman@)jenner.com

Counsel for SoundExchange, Inc.

Dated: July 24, 2007





Index of Witness Statements

Tab | Witness Title

1 Michael Pelcovits Principal, Microeconomic Consulting & Research
Associates, Inc.

2 Mark Eisenberg Senior Vice President, Business and Legal Affairs, Global
Digital Business Group, Sony BMG Music Entertainment

3 Charles Ciongoli Executive Vice President and Chief Financial Officer,
Universal Music Group North America

4 Barrie Kessler Chief Operating Officer, SoundExchange, Inc.






Index of SoundExchange Exhibits

Restricted exhibits, which are identified by the suffix "RR," are not included
in the Public Version of SoundExchange's Rebuttal Case

Exhibit Sponsored By | Descrip
SX Exhibit 201 RR |Pelcovits MTVN agreement with Everest Connections, LLC
1SX Exhibit 202 RR |Pelcovits MTVN agreement with Grande Communications

Networks, Inc.

SX Exhibit 213 RR |Ciongoli Universal Music Group US Only Income Statement,
1999-2006 Actuals

SX Exhibit 214 RR |Ciongoli Universal Music Publishing Group, US - Publishing,
Full Year Historical Results and Historial Overhead
Expense, 1999-2006

SX Exhibit 253 RR  |Eisenberg Amendment No. 3 to Sony BMG Digital Download
Sales Agreement with Sprint Spectrum L.P. (Mar. 25,
2007)

SX Exhibit 254 RR |Eisenberg Amendment No. 4 to the Nov. 5, 2004 letter agreement
between Verizon and Sony BMG (Apr. 27, 2007)

SX Exhibit 256 RR [Eisenberg Ringtones agreement between Sony BMG and Alltel
Communications, Inc. (SE 0000617 et seq.) (Nov. 7,
2006)

SX Exhibit 257 RR |Eisenberg Ringtones agreement between Sony BMG and Helio
LLC (SE 0001138 et seq.) (Dec. 22, 2006)

SX Exhibit 258 RR |Eisenberg Video license agreement between Sony BMG and

Yahoo! Inc. (SE 0005328 et seq.) (June 16, 2005)
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Before the
COPYRIGHT ROYALTY JUDGES

Washington, D.C.

)
In the Matter of )

)
DIGITAL PERFORMANCE RIGHT IN ) Docket No. 2005-5 CRB DTNSRA
SOUND RECORDINGS AND )
EPHEMERAL RECORDINGS FOR A )
NEW SUBSCRIPTION SERVICE )

)

DECLARATION AND RULE 11 CERTIFICATION
OF MICHAEL B. DESANCTIS

I am counsel for SoundExchange, Inc. (“SoundExchange”) in Docket Nos. 2006-1 CRB
DSTRA and 2005-5 CRB DTNSRA, and respectfully submit this declaration and
certification pursuant to Rule 350.4(e)(1) per the terms of the Protective Order issued
December 20, 2006 (“‘Order”).

1. I have reviewed the written rebuttal statement, designated testimony, and exhibits
submitted by SoundExchange in this proceeding.

2. I have also reviewed the definitions and terms provided in the Order.

3, As I discuss below, and after consultation with my clients, portions of
SoundExchange’s written rebuttal testimony, exhibits, and designated testimony contain
information that is “Protected Material” as defined by the Order.

4. Such Protected Material includes, but is not limited to testimony and exhibits
involving (a) contracts, contractual terms or contract strategy that are proprietary, not
available to the public, commercially sensitive and, at times, are subject to express

confidentiality provisions with third parties; and (b) highly confidential business information,





financial projections, financial data, and competitive strategy that are proprietary, not
available to the public, and commercially sensitive.

5. If this commercial or financial information were to become public, it would
provide an unfair competitive advantage to the witnesses’ competitors and entities with
whom they do business (some, but certainly not all, of whom are parties to this proceeding).
Public disclosure of this information would place SoundExchange and those it represents at a
significant commercial disadvantage and would seriously jeopardize their business interests.

6. SoundExchange also has submitted designated testimony from Docket No. 2005-1
CRB DTRA from economist Michael Pelcovits. This testimony and the accompanying
exhibits include detailed discussion of commercial and financial information related to digital
license agreements entered into by SoundExchange members, and detailed discussion of
SoundExchange’s confidential business practices. This testimony and accompanying
exhibits were and remain Restricted in Docket No. 2005-1, and include information that is
proprietary, not known to the public, and commercially sensitive.

7. The commercial and financial information in the exhibits and designated
testimony is proprietary, not known to the public, and commercially sensitive. It must be
treated as “Protected Material” in order to prevent certain business and competitive harm that
would result from the disclosure of such information while, at the same time, enabling
SoundExchange to provide the Copyright Royalty Board with the most complete record
possible on which to base its determination in this proceeding.

Pursuant to 28 U.S.C. § 1746 and 37 C.F.R. § 350.4(e)(1), I hereby declare under the

penalty of perjury that, to the best of my knowledge, information and belief, the foregoing is true

and correct.

[





Dated: July 24, 2007

Mwhael B. DeSanctls (f)(ﬁ?ar Ko. 460961)
JENNER & BLOCK LLP

601 Thirteenth Street, N.W.

Suite 1200 South

Washington, DC 20005

Tele: (202) 639-6000

Fax: (202) 639-6066
mdesanctis@jenner.com

Counsel for SoundFExchange, Inc.
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COPYRIGHT ROYALTY JUDGES

Washington, DC

)
In the Matter of )

)
DIGITAL PERFORMANCE RIGHTIN ) Docket No. 2005-5 CRB DTNSRA
SOUND RECORDINGS AND )
EPHEMERAL RECORDINGS FOR A )
NEW SUBSCRIPTION SERVICE )

)

SOUNDEXCHANGE REDACTION LOG FOR WRITTEN REBUTTAL STATEMENT,
EXHIBITS, AND DESIGNATED TESTIMONY

SoundExchange Written Direct Statement and Exhibits Redaction Log

Witness Pages, Exhibits Description

Ciongoli, Charles Page 6, last paragraph; Page 7, | Restricted financial
first paragraph; Page 7, Figure | information concerning UMG
1; Page 8, second full record label expenditures and
paragraph; Page 9, Figure 2; Universal Music Publishing
Page 10, first paragraph Group expenditures

(carried over from page 9);
Page 10, Figure 3; Page 10,
last paragraph; Page 11, first
paragraph; Page 12, Figure 4

SX Exhibit 213 RR, SX Restricted financial

Exhibit 214 RR information concerning UMG
Record Labels’ and Universal
Music Publishing Group’s
income and expenses

Eisenberg, Mark Page 5, table; Page 5, note 3; Restricted financial
page 6, first paragraph (carried | information concerning
over from page 5); Page 6, _confidential agreements






table; Page 6, last paragraph
(carried over onto page 7);
Page 7, second full paragraph,;
page 10, last full paragraph;
Page 11, first paragraph
(carried over from page 10).

Page 12, last paragraph

SX Exhibit 253 RR, SX
Exhibit 254 RR, SX Exhibit
256 RR, SX Exhibit 257 RR,
SX Exhibit 258 RR

between SONY BMG and
digital services and between
music publishers and these
same services.

Restricted financial
information concerning Sony
BMG’s gross margins and
costs associated with the sales
of CDs.

Restricted commercial and
financial information in
agreements between Sony
BMG and digital services for
use of sound recordings

Pelcovits, Michael

All restricted information in
this testimony is information
marked as Restricted by the
Services pursuant to the
Protective Order in this
proceeding

SoundExchange Designated Testimony Redaction Log

Witness

Pages, Exhibits

Description

Pelcovits, Michael

Designated prior written
testimony:

Page 4, table

Page 6, first full paragraph,
last paragraph

Restricted information on fees
that SONY BMG gets for its

sound recordings and musical
works in other digital markets.

Restricted information
concerning the current fee the
SDARS pay for sound

| recordings






Page 14, first paragraph,
second sentence and last
sentence carried over onto
page 15

Page 15, last paragraph, first
sentence

Page 28, last paragraph,
carried over onto page 29.

Designated exhibits to prior
written testimony:

SX Exhibit 001 RR, SX
Exhibit 002 RR, SX Exhibit
003 RR, SX Exhibit 004 RR,
SX Exhibit 005 RR, SX
Exhibit 006 RR, SX Exhibit
007 RR, SX Exhibit 008 RR,
SX Exhibit 008 RR, SX
Exhibit 010 RR, SX Exhibit
011 RR, SX Exhibit 012 RR,
SX Exhibit 013 RR, SX
Exhibit 014 RR, SX Exhibit
015 RR, SX Exhibit 016 RR,
SX Exhibit 017 RR

SX Exhibit 026 RR

Restricted commercially
sensitive financial information
on sources of
SoundExchange’s revenues

Restricted information
concerning the terms of
agreements from the four
major record companies for
use of their sound recordings.

Restricted information
concerning the rates the record
labels receive in agreements
for use of their sound
recordings.

Restricted commercial and
financial information
contained in agreements
between different labels and
services for use of sound
recordings

Information restricted by a
Webcaster under the
Protective Order in effect in
Docket No. 2005-1 CRB
DTRA. (Also submitted by
XM in 2006-1: XMCRB
00033076)

Certain information
designated as Restricted by
other parties in Docket No.






2005-1 CRB DTRA was
redacted pursuant to the terms
of the Protective Order in that
proceeding.






CERTIFICATE OF SERVICE

I, Albert Peterson, hereby certify that a copy of the public version of the foregoing filing has
been served this 27th day of July, 2007 by hand delivery to the following persons:

R. Bruce Rich

WEIL, GOTSHAL & MANGES LLP
767 5th Ave.

New York, New York 10153

(P) 212/310-8170

(F)212/310-8007
r.bruce.rich@weil.com

Counsel for XM Satellite Radio, Inc.

Bruce G. Joseph

Karyn K. Ablin
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Rebuttal Testimony of BARRIE KESSLER

I INTRODUCTION

I am submitting this rebuttal testimony to respond to some of the terms proposals that
XM and Sirius (the “Services”) submitted in connection with their direct case in this proceeding.
SoundExchange believes that stringent terms are necessary to ensure timely payment and
accurate reporting by licensees and, in turn, timely and accurate distributions to performers and
copyright owners. In this proceeding, XM and Sirius have proposed terms that are, on the whole,
less strict than the terms adopted by the Copyright Royalty Judges in Docket No. 2005-1 CRB
DTRA, and that would undermine the fair and efficient administration of the statutory license.

As set forth in greater detail below, SoundExchange proposes the adoption of many of
the same terms in this proceeding as the Judges adopted in Docket No. 2005-1, subject to the
revisions described below, with regard to late fees, confidentiality, and audits and verification of
payments. Although the Judges did not rule in SoundExchange’s favor on all of the terms issues
raised in Docket No. 2005-1 CRB DTRA, the Judges clearly recognized many of
SoundExchange’s concerns and the terms adopted in that case represent an important step
forward. We of course will not be able to fully assess the effectiveness of those terms until we
have experience receiving reports of use, statements of account and payments under the new
terms. Nonetheless, we also recognize the value in having consistency of terms across licenses.
This is particularly true in this proceeding where the licensees (XM and Sirius) are subject to
multiple statutory licenses. We believe that consistency among the terms regulations of the
various licenses will make SoundExchange’s administration of the statutory licenses and the
Services’ compliance with the licenses simpler and more efficient. For example, it will create

administrative ease for all involved parties if the Services are subject to the same late fees for





their SDARS services as they are for their webcasting services and their digital audio services
offered over satellite television.

SoundExchange has concerns about some of the recordkeeping proposals that the
Services have made in this proceeding, and, as explained below, proposes terms that will ensure
the fair and accurate collection and distribution of royalties.

Finally, I am aware of the Judges’ preference that the parties to this proceeding submit
stipulated terms for as many (or all) of the terms issues as possible. SoundExchange will work
with XM, Sirius and MTV to reach agreement on terms issues and, in the event that the parties
are able to stipulate to some or all of the terms, will submit stipulated terms on or before the date
the proceeding is finally submitted to the Judges for decision.

IL. TERMS ISSUES

A. Late Fees

The Services propose late fees of 0.50% per month for a licensee’s failure to make
payment. See XM and Sirius Rates and Terms Proposal § 26_.3(c).! The Services, however,
offer no evidence in support of this proposal. SoundExchange now proposes that the Court adopt
the same late fee -- 1.5% per month -- as it adopted in Docket No. 2005-1 CRB DTRA and as set
forth in 37 CFR § 380.4(e). As the Court explained in its Final Determination of Rates and
Terms in that proceeding, the “best evidence” in the record, including marketplace agreements
entered into by various services in that proceeding, supported a rate of 1.5%. See id. at 89-91.

Late fees are critical to SoundExchange’s mission of collecting and distributing royalty

payments in a timely manner. Absent an infringement action, late fees are the only remedy

! XM and Sirius have submitted Proposed Rates and Terms that are substantially identical and
that use parallel numbering for the sections and subsections. I thus cite to them in this testimony
as “XM and Sirius Rates and Terms Proposal” for ease of reference, except in footnote 2 where I
discuss a difference between the two proposals.





available to combat late payments by licensees. When licensees do not pay on time, performers
and copyright owners are deprived of revenue to which they are entitled. Nor do late fees
impose any burden on licensees who pay timely -- they are of course only assessed against
untimely payments.

The Services’ terms proposal omits reference to late fees for untimely submission of
statements of account. In Docket No. 2005-1 CRB DTRA, this Court adopted late fees for
statements of account, observing that “timely submission of a statement of account is critical to
the quick and efficient distribution of royalties,” and that regulations implementing other
statutory licenses require the payment of late fees for failure to submit timely statements of
account with royalty payments. See Final Determination of Rates and Terms, Docket No. 2005-
1 CRB DTRA, at 92. For the same reasons, and for the reasons I set forth in my written direct
statement in Docket No. 2005-1 CRB DTRA (which was designated in this proceeding and
admitted into evidence as SX Trial Exhibit 7A), SoundExchange in this proceeding proposes late
fees of 1.5% for late statements of account. See 37 CFR § 380.4(¢).

The Services’ terms proposal also fails to mention late fees for the untimely submission
of reports of use. As a threshold matter, timely, accurate and complete reporting is essential to
SoundExchange’s ability to distribute royalties. Although many services operating under
statutory licenses have not been submitting reports of use, SoundExchange’s experience with
those that have is that licensees’ reporting is often inaccurate or incomplete.

SoundExchange has substantial experience with widespread inaccuracy in reporting by
licensees. This is true with respect to, among other things, release dates of sound recordings
played provided as part of reports of use. Licensees often do not report any release date at all or

report a release date that is obviously false, e.g., reporting a pre-1972 release data for albums





T
AN

released by artists who were born or formed bands after 1972 or reporting a 1971 release date for
a huge percentage of the sound recordings that they play.

Although the Court did not adopt late fees for untimely reports of use in Docket No.
2005-1 CRB DTRA, SoundExchange believes that late fees of 1.5% per month are appropriate
here as well. The basis for this request is the same as the basis for the request for late fees on the
untimely submission of statements of account. When reports of use are submitted late or are
inaccurate or incomplete in material ways when submitted, it delays SoundExchange’s ability to
process and pay royalties to performers and copyright owners. Late fees are a necessary
incentive to ensure that licensees submit reports of use in a timely fashion.

B. Confidentiality

The Services propose that statements of account and information pertaining to statements
of account should be treated as confidential information and that access to the information should
be limited to (i) SoundExchange’s employees, agents, consultants and independent contractors
engaged in collecting and distributing royalties who are not also employees or officers of sound
recording copyright owners or performers, and (ii) independent auditors who are not employees
or officers of sound recording copyright owners or performers. See XM and Sirius Rates and
Terms Proposal, § 26_.5(d).

SoundExchange believes that the Services seek to limit access to information in
statements of account to too narrow a group of people. SoundExchange proposes that the Court
adopt the same confidentiality provisions that it adopted in Docket No. 2005-1 CRB DTRA and
as set forth in 37 CFR § 380.5, which would allow copyright owners and performers, and their
agents (as well as attorneys, consultants and authorized agents in future proceedings), to review

confidential information included in and pertaining to statements of account, subject to





appropriate confidentiality agreements. As discussed in this Court’s Final Determination of
Rates and Terms in Docket No. 2005-1 CRB DTRA, at 95, and in my written direct statement in
that proceeding (which has been admitted into evidence in this proceeding as SX Trial Exhibit
7A, at 30-35), access to this information is necessary for copyright owners and performers to
make informed judgments about whether licensees are complying with their statutory obligations
and making accurate payments and in making auditing and enforcement decisions. Copyright
infringement actions are extremely expensive and resource intensive to bring. As such,
SoundExchange and its members must make enforcement decisions with an eye to the amount of
royalties at stake in a particular action.

C. Audits and Verification of Payments

The Services propose that SoundExchange should be allowed to conduct audits “no more
than once every three (3) years, and no more than once in any given year,” and that an audit of
any year may be conducted only once. See XM and Sirius Rates and Terms Proposal, § 26 _.4(a).
The precise meaning of this proposal is unclear. SoundExchange proposes that the Court adopt
the same audit and verification provisions that it adopted in Docket No. 2005-1 CRB DTRA and
as set forth in 37 CFR § 380.6. In particular, these verification provisions make clear that a
licensee must maintain its books and records for the three calendar years prior to the current
year.

D. Notice and Recordkeeping

As I discussed in my written direct statement in this proceeding, SoundExchange requests
census reporting of each sound recording played on each channel by the Services. See Kessler
WDT at 3-4. See also SX Trial Ex. 7A, at 25 (Kessler designated written direct statement from

Docket No. 2005-1 CRB DTRA). The Services propose that their reports of use “shall include a





Licensee’s intended or actual playlist for each channel and each day of the reported month,
except that no reporting requirement shall apply to channels reasonably classified as news, talk
or sports.” See XM and Sirius Rates and Terms Proposal, § 26_.6(d).

This proposed provision raises two issues. First, although the Services’ proposal does not
use the phrase “census reporting,” SoundExchange interprets it to mean census reporting. It thus
appears that the parties are in agreement on this issue. Census reporting is important to
SoundExchange because accurate data is critical to the integrity of SoundExchange’s collection
and distribution of royalties.

Second, SoundExchange opposes the Services’ proposal not to report sound recordings
played on “channels reasonably classified as news, talk or sports.” Nothing in the statutory
license suggests that licensees are entitled not to report the use of sound recordings, including
music, comedy or spoken word simply because they play those recordings on so-called non-
music or news, talk or sports channels. See 17 U.S.C. § 114(f). Section 114(f)(4)(A) provides
that copyright owners are entitled to “receive reasonable notice of the use of their sound
recordings.” The statute does not carve out exceptions for the use of sound recordings on news,
talk or sports channels, and the Court should make clear that XM and Sirius are required to
report all performances of sound recordings, regardless of the channels on which they are played.
Absent complete and accurate reporting of sound recordings played on all of the XM’s and
Sirius’s channels, SoundExchange cannot provide copyright owners and performers with
accurate payments for the use of their sound recordings.

The Services propose that they should not be required to report sound recordings played
on the SDARS that are included in programming provided to them by third parties. See XM and

Sirius Rates and Terms Proposal, § 26 _.6(d)(2). This proposal is contrary to the statutory





requirement that the SDARS provide notice to copyright owners of the sound recordings they
use. 17 U.S.C. § 114(H)(4)(A). SoundExchange cannot provide copyright owners and
performers with accurate payments for the use of their sound recordings if the Services fail to
provide reports of use for the sound recordings they play, regardless of whether as part of
original programming or programming provided by third parties.”> To the extent that sound
recordings are used in programs provided by third parties, the Services can simply and easily
pass the obligation to identify such recordings on to the third party provider.

E. Paid or Payable

SoundExchange is also proposing that royalties be based on revenues paid or payable to
the licensees. We are specifically requesting royalties based upon “payable” revenues because
licensees should not be able to avoid their royalty obligation merely through a failure, deliberate
or otherwise, to collect revenues. Our performers and copyright owners should not be denied
fair compensation for their works simply because a licensee failed to collect revenues for some
other business purpose. We therefore believe revenues “payable” to licensees should be included
in the definition of revenue.
III. CONCLUSION

SoundExchange believes that the terms adopted by this Court in Docket No. 2005-1 CRB
DTRA represent an important step in the right direction, and hopes that those terms will result in
more timely and accurate reporting. While SoundExchange has not had enough experience with

the new terms to evaluate how effective they will be, we nonetheless favor adopting many of the

% In addition, XM (but not Sirius), proposes not to provide certain label, catalog, International
Standard Recording Code (ISRC), copyright owner and release year information for certain
albums “during the period beginning on June 1, 2004, and ending on May 31, 2005.” The
inclusion of this proposal appears misplaced. The referenced time period is of course long since
passed, and this Court is setting rates and terms for the time period 2007-2012, not 2004 or 2005.
See XM Rates and Terms Proposal, § 26 _.6(d)(1)(F), (G), (H), (I) & (L).
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same terms with some minor changes (as discussed above) in the interest of consistency across
licenses and administrative efficiency and ease for SoundExchange and licensees alike.

Prior to the final submission of this case to the Judges for their determination, we will
seek to work with XM, Sirius and MTYV to stipulate to as many terms issues as possible. Where
we reach agreement, we will submit stipulated terms, and SoundExchange will in any event

submit a complete set of proposed terms.
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Rebuttal Testimonv of Michael Pelcovits

[ am a Principal with Microeconomic Consulting & Research Associates, Inc.
(“MiCRA™). Ipreviously provided a written direct statement in this proceeding and my
background and qualifications as an expert are included with that testimony. 1 provide this
statement to respond to a number of points made by XM Satellite Radio Inc. (“XM™), Sirius
Satellite Radio Inc. (“Sirius™), and MTV Networks (“MTVN”) (collectively, “the
Services”) through Dr. Tasneem Chipty and Michael Bloom.

The Services present two very different rate proposals. XM and Sirius have jointly
proposed only a per-subscriber rate of $0.001235 per subscriber per month. By contrast,
MTVN has not proposed a rate at all. Rather, it has proposed only a cap or upper bound of
“no more than 5 - 7.25% of revenue” attributable to the service. Both proposals, however,
are based on or derived from the same two purported “benchmarks.” The first is the
payments made by the Services and others to ASCAP, BMI, and SESAC for musical works
rights. The second is the sound recording performance rate arrived at in 2003 for the pre-
existing subscription services (“PSS”). Neither of these benchmarks is suitable for
purposes of establishing a royalty fee for the sound recording performance right at issue in
this proceeding. I will explain my reasons for this conclusion in the following two sections
of this rebuttal testimony. Following that discussion, I will address certain changes to
SoundExchange’s rate proposal and to the analysis in my written direct testimony that |

have made in response to the Services’ direct cases.
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1. Musical Works Benchmark

Through their economic expert Dr. Chipty, XM and Sirius propose three different
benchmarks, all of which are rates derived from royalty payments made to the performance
rights organizations (“PROs”). They are: the combined rate that Sirius pays for musical
works to ASCAP, BMI and SESAC'; a derived combined rate that Music Choice would pay
for musical works to ASCAP, BMI and SESAC that is extrapolated from a rate recently set
for Music Choice and BMI?; and a derived combined rate that Music Choice would pay for
musical works to ASCAP, BMI and SESAC that is extrapolated from a rate for Music
Choice and BMI set in 2001.> Dr. Chipty reasons that sound recordings and musical works
have the same or similar values and states that she is “aware of no evidence that there is a
difference in the value of these rights across an entire library of songs.” Similarly, she
argues that the sellers of the two rights are in the same position because “the only relevant
costs” associated with the two rights is the same (zero).® She implies that marketplace
transactions between the buyers and sellers of the two performance rights would yield
similar royalties. Indeed, Dr. Chipty argues that the PRO payment should serve as an upper
bound for the sound recording performance right, as a result of a combination of market-

based and 801(b) factors.

; Written Direct Testimony of Tasneem Chipty (“Chipty WDT”), 94 32-33.

1d., 4 34.
* Id., 99 35-38. Oddly, Dr. Chipty identifies this third benchmark as the 1998 rate of 6.5% set by the CARP
and the Librarian at which the PSS would pay SoundExchange for performances of sound recordings. /d., 9
35-36. Yet, she does not actually propose a benchmark of 6.5%. Rather, she proposes a benchmark of
[-]% which she explains as a derived total of what Music Choice was at that time paying ASCAP, BMI
and SESAC for musical works. Id., 99 36-38 & n.46. As Dr. Chipty herself explains, her [[JJl}% benchmark
actually has nothing to do with any rate for the performance of sound recordings. /d., 99 37-38.
“1d., 929.
*1d, 9 30.
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For its part, MTVN proposes 5% as the lower bound of its proposed rate range, based
on what it understands to be the current musical works performance rate available to it from
the PROs.’

The Court should reject use of the musical works benchmark in this case for the
same reasons that it rejected this benchmark in the webcasting case. In the webcasting
case, the Court found that “substantial empirical evidence shows that sound recording
rights are paid multiple times the amounts paid for musical works rights ... " The Court
also rejected Dr. Jaffe’s (the webcasters’ expert) reliance on sunk cost as a justification for
using the musical works benchmark. Finally, the Court found that “there is ample
empirical evidence to controvert Dr. Jaffe’s premise that the market for sound recordings
and the market for musical works are necessarily ecpuivalent.”8

Dr. Chipty (and certainly Mr. Bloom, who offers no analysis at all) fails to
account for or explain the abundant evidence from the marketplace that the two different
rights are valued differently. Indeed, Dr. Chipty claims to be aware of no such evidence.
As I explained in the webcasting case and as Mr. Eisenberg explains in his rebuttal
testimony here, however, that evidence is compelling. Sound recording copyright holders
receive royalties several times greater than the royalties paid to musical works copyright
holders. This relationship between the values of the two different rights is a fundamental

aspect of the market that cannot be ignored or explained away as an anomaly or artifact.

Simply put, Dr. Chipty is demonstrably wrong.

¢ See Written Direct Testimony of Michael Bloom (“Bloom WDT”), 4 12.

" Docket No. 2005-1, Digital Performance Right in Sound Recordings & Ephemeral Recordings (“Webcasting
1), 72 Fed. Reg. 24,087, 24,094 (May 1, 2007).

8 Id. at 24,095.

Lol
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Dr. Chipty first argues that the relevant cost in a negotiation for sound recordings or
musical works both would be zero or near zero.” To get there, she claims that costs
incurred by the recording companies and by the publisher going forward may provide an
upper bound, but largely are irrelevant because the record companies would make the same
fecordings going forward regardless of whether they ultimately negotiated licenses with the
Services.'?

This argument is entirely unsupportable. The rates set in this proceeding will be
applied through 2010. For any new sound recordings created between the time the rate is
set and 2010, the record companies will incur incremental costs -- that is, costs that are not
already sunk. Because the record industry earns the majority of its revenues from recently
released albums,'" it is reasonable to expect that much of the music played by the Services
after this rate is established will be newly-created sound recordings. The Court, therefore,
is setting a rate that will affect how much the record companies earn for the use by the
Services of new sound recordings for which costs are not yet sunk.

In turn, Dr. Chipty contends that, even if the creative costs of sound recordings and
musical works are not sunk, they remain irrelevant to a willing-buyer-willing-seller
negotiation because the record companies would make the same investment in the same
future sound recordings, regardless of whether they were licensed to the Services. The

economic reasoning behind this argument is flawed. A business will not be indifferent

economically about how much revenue it can earn from a service (and how much of its

9 Chipty WDT, 9 30.

5,912,

' According to information released by Nielsen SoundScan and Nielsen BDS, more than half of all sound
recordings sold in the U.S. are “current” or new releases, i.e., sound recordings released in the last two years.
See Business Wire, Music Industry Report, New Radio Star, available at http://newradiostar.comy/
NEWS/MUSICINDUSTRYREPORT2003 . htm (last visited Sept. 27, 2006).
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costs it can recover), simply because the business might be able to recover its costs through
other -- competing -- revenue streams. Rather, a rational business will consider each
opportunity to increase revenues and cover a portion of its costs as worthwhile in its own
right. So long as the business does not have to incur a transaction cost that offsets the
5eneﬁt of charging what would otherwise be a profit-maximizing price, it will attempt to do
sO.

With respect to the sale of sound recordings for use by the Services, it is nonsensical
to say that the copyright owners would not insist on recovering a portion of their costs
through all potential licensees. Indeed, this is especially true here, because the record
companies understand that the market for the sales of physical products such as CDs -- long
their primary source of revenue -- is steadily eroding, and the digital distribution of music
through the Services and other digital distribution channels is what they must increasingly
look to for their cost-recovery and profits in the future.'?

More fundamentally, the Services ignore the structure of the markets that they are
looking at and the relationships that define these industries. Although there are separate
licenses at issue -- one for the musical work and one for the sound recording -- there is only
one final product that is actually provided to the Services and to their customers -- the
sound recording. As fleshed out in the rebuttal testimony of Charles Ciongoli, the structure
of the market for music is one in which record companies invest in the creation,
development, and marketing of sound recordings from which both record companies and

music publishers would benefit. Music publishers earn the vast majority of their revenues

from sales or licenses of sound recordings that use musical works as an input, not on sales

12 See Written Direct Testimony of Lawrence Kenswil, Docket No. 2006-1 CRB DSTRA, Oct. 30, 2006, at 2-
3: Written Direct Testimony of Mark Eisenberg, Docket No. 2006-1 CRB DSTRA, Oct. 30, 2006, at 4-3;
Written Direct Testimony of Edgar Bronfman, Docket No. 2006-1 CRB DSTRA, Oct. 30, 2006, at 3-5.
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or licenses of musical works by themselves. Therefore, even though the music publishers
hold a right separate from the sound recording copyright (a right for which, in many cases,
the user must negotiate separately), the value of this right is not arrived at independently in
the market. Moreover, any attempt by the music publishers to extract an equal payment for
its right will not succeed in the long run, unless the long run value of its input is as great as

all other inputs combined.

2. PSS Sound Recording Royalties Should Not Serve As A
Benchmark

MTVN -- but not XM and Sirius -- also argues that the unadjusted PSS royalty is an
appropriate upper bound benchmark for what the Services’ royalty ought to be here. The
PSS rate is not an appropriate benchmark, for several reasons. First, the PSS royalty is not
a market rate. Rather it reflects a settlement among the parties in 2003 to carry forward a
1998 rate set by the CARP, with a small upward adjustment. The 1998 rate, moreover, was
not based on market rates for sound recording performance rights, but rather for musical
work performance rights.

The PSS rate thus reflects a litigation settlement, and therefore reflects the parties’
judgments on many issues, including the high costs of litigation relative to the small amount
of revenues generated by the entire PSS industry. It is not a market rate. Moreover, the
PSS rate reflects the 801(b) factors, whereas this case is governed by the willing-buyer-
willing-seller standard. This too argues against using the PSS rate as a benchmark. Instead
of reflecting a market value, the negotiated PSS rate reflects both market and regulatory

expectations as well as litigation risks. MTVN makes absolutely no attempt to disentangle
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the PSS parties’ predictions of how the Court might have ruled on the 801(b) factors in
2003 and then to apply this insight here.

Nor is it possible to disentangle this settlement rate to find the rate that willing
buyers and willing sellers would agree to In a market free from regulatory compulsion. To
the extent that the parties believed that a CARP in 2003 would not have made significant
changes to the rate set by the Librarian in the prior proceeding, they may have determined
simply to use the prior decision as a starting point in the negotiations. But such an
approach is very different from a marketplace negotiation of the type to be simulated under
the willing-buyer-willing-seller standard. Moreover, the underlying 1998 decision itself
used musical work rights as the basis for its starting point. As this Court has recognized,
the value of these two rights is very different in the marketplace. For these reasons, the PSS

rate is useless as a benchmark.

3.  The SoundExchange Rate Proposal

In my direct testimony, I argued for a rate of 30% of revenue with a per-subscriber
minimum of $0.25. based that proposal on my proposal in the webcasting case, Docket
No. 2005-1 CRB DTRA. Based on the best available -- though limited -- information at the
time, noninteractive webcasting (adjusted from interactive webcasting) seemed like the
most analogous market setting from which to derive the appropriate rate for the
noninteractive Service here, considering in particular the fact that listeners to both types of
services are tethered to a non-mobile device (a computer in the case of webcasting, a
television in the cases of the Services) and that both types of services are noninteractive.

After reading the Services’ direct cases, it remains my view that noninteractive webcasting
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is a better benchmark than any of the Services’ PRO royalty benchmarks although I
concede that the information comparing consumer valuation of the Services to that of
noninteractive webcasting remains quite limited and imperfect. Therefore, I believe that
my original analysis requires modification to account for the lack of good information on
éonsumer valuation.

It is challenging to identify an appropriate benchmark market for these Services
because of the characteristics of the target market itself. There are only five participants in
this market. Of those, two -- Music Choice and to the extent it remains in the market at all,
Muzak -- are PSS that are subject to the 801(b) statutory regime and for that reason give
rise to poor benchmarks. Moreover, because the PSS never were participants in this
proceeding, the terms of their contracts, marred as they are by the influence of the statutory
standard, are not available. Two other participants in the market -- XM and Sirius -- have
contracts that even their own expert admits are not useful benchmarks.”® That is because

XM and Sirius did not enter into their contracts to maximize revenue from the music

services provided to satellite television. Rather, [—
I | ¢ Without a way to measure that value

accurately, the contracts provide little information about the value of the service or about
the value of the music over satellite and cable television. The fifth and newest entrant --

MTVN -- is the only willing-buyer-willing-seller participant in the market that seeks to

13 See Chipty WDT, 9 39.
' See Chipty WDT, ¥ 24-26.
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maximize profits in this line of business. As I discuss in more detail below, however, in all
but two of its contracts with cable television providers, the digital audio radio service,
which MTVN has called “Urge Radio,” is bundled with the family of popular MTVN cable
television channels.!® This, again, makes it extremely difficult to use the contracts for
Benchmarking purposes.

I therefore continue to believe that the best benchmark market remains
noninteractive webcasting, despite some obvious differences between the two sets of
services. Both sets of services are noninteractive. Both are non-portable. Both are all or
virtually all music or other sound recordings that are preprogrammed by the licensee and
subject to the statutory license. One is streamed to a computer; the other is streamed
through a television set.

As aresult, and for lack of a better suggestion by the Services, I continue to propose
that the Services should pay a revenue share of 30% to the sound recording copyright
owners based on the webcasting benchmark that I discussed on my direct testimony.
Because this rate is a percentage of revenue, it adjusts to the revenues that the new
subscription services actually receive and thus can adjust, to some extent, to the fact that
there is little consumer demand for these services. In addition, a rate equal to 30% of
revenue is within the range of percentages of revenues that are commonly received by
record companies in the marketplace, as I noted in my webcasting testimony. In its
webcasting decision, this Court noted that the types of compensation received by record
companies in these other licenses are “of some general corroborative value.”'® Those

agreements provide similar support for the 30% rate here as well.

5 See Proposed Amended WDT of Michael Bloom, ¥ 12.
' Webcasting II, 72 Fed. Reg. at 24,092.
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The per-subscriber minimum aspect of the original rate proposal is a different story
altogether. As an initial matter, the need for a two-part “‘greater of”’ rate structure is
especially important in this market. Because there are market participants who are not
trying to maximize revenue, a per-subscriber minimum is essential; otherwise, record
éompanies would receive virtually nothing for the use of their sound recordings. Because,
however, there is so little data concerning prices and potential revenues in this market, a
percentage of revenue is also essential. Changes in technology or consumer practices (such
as increased use of supplemental speakers for a home theater) could make these Services
more valuable over the term of the license and, in the event of such an occurrence, the
percentage of revenues may help ensure that record companies and performers are not
undercompensated.

However, based on evidence produced in discovery, I now believe that the $0.25
per-subscriber minimum that I proposed in my direct testimony and which I derived from
an attempt to estimate the value of the Service to retail consumers is not likely to reflect
properly a market rate and cannot be tested against any direct evidence on consumer
valuation. Moreover, the only observable marketplace transaction, albeit at a wholesale
level, occurs at a price well below the price implied by the $0.25 per-subscriber minimum
royalty fee, which I recommended in my direct testimony. Furthermore, since the
percentage of revenue will be applied to a wholesale price, it would seem reasonable to
base the per-subscriber minimum on transactions occurring at that same wholesale level.

As noted above, the XM and Sirius marketing contracts with DirceTV and DiSH

Network tell us nothing about the revenue that a profit-seeking participant in this market
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would make. And Dr. Chipty agrees.'’ Thus, the only useful contracts in the record in this
proceeding are the contracts between MTVN -- the only profit-seeking market participant in
this proceeding -- with its various cable customers. Documents produced by MTVN show
that, as of the date of its production in this proceeding, it had contracts for its Urge Radio
éervice with [} different cable carriers. Ihave reviewed those contracts. In Il of
those, the cable carrier pays one monthly rate for a bundled family of MTVN cable
channels, including the Urge Radio service. No separate rate for the Urge Radio service is
given in the contracts. And, although MTVN apparently performs an internal allocation of
those rates to the individual channels, including Urge Radio, I do not have any
understanding of the bases for those allocations.'® An internal allocation of revenues from a
bundled contract does not have to correspond to how the prices for the components of the
bundle would be set in a market. Accordingly, [ would not feel comfortable relying on
those allocations as any indication of what the market is in fact willing to pay for the Urge
Radio service.

In two of MTVN’s contracts, however, the Urge Radio service is broken out and
separately priced. Those two agreements are with Everest Connections, LLC (SX Ex. 201
RR) and Grande Communications Networks, Inc. (SX Ex. 202 RR)." The table below
shows the escalating rates that MTVM receives under these contracts for its Urge Radio
service on a per-subscriber, per month basis, and a row showing the average of the two

rates in each year:

7 Chipty WDT, 9 39.

18 In his testimony, moreover, Michael Bloom, MTVN’s only witness, had no idea about and could not
explain the reasons for the allocations or the bases on which they were made. See Tr., July 19, 2007, at 26,
35, and 60-61 (Bloom testimony).

1% See also Proposed Amended WDT of Bloom at 2 (identifying Grande and Everest as two of MTVN’s first
Urge Radio custormers).
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2006 2007 2008 2009
Everest | | [ [ |
Grande [ [ (- |
Average I (- [— (-

Even these two freely negotiated contracts are not perfect benchmarks. I

I [ oot tell what if any impact these covenants might have on

the value of the contracts or how they might affect the value of the Urge Radio service.
Nevertheless, these are contracts that were freely negotiated in the marketplace between
willing buyers and willing sellers and there is no reason to assume that MTVN was trying
to get anything other than the most money it could extract out of the cable companies. And
they are by far the best evidence that has been produced in this proceeding.

These MTVN contracts also show that Dr. Chipty was simply wrong when she
assumed, based on publicly available data, that a “Music Choice-like service should earn ...
$0.0233 per subscriber per month in 2006.”% Indeed, I now have empirical evidence in
actual contracts that a real “Music Choice-like service” -- the only profit-seeking Music
Choice-like service in this proceeding -- was contracting for almost precisely [ times that
amount in 2006. Accordingly, the revenue base that Dr. Chipty uses for the per-subscriber
rate she proposes is [.] times too low in 2006, and sinks even lower as the rate term
progresses toward 2010. And, although rates in the market may vary, it is very unlikely that

MTVN even would be in the market if other market participants were offering a

%0 Chipty WDT, ] 44.
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substitutable service at [l the price or less. Dr. Chipty’s assumption simply has to be
wrong.
Based on this evidence, I propose a monthly per-subscriber minimum fee®! for the

Services, as follows:

2006 2007 2008 2009 2010

$.071 $.078 $.086 $.095 $.105

For 2006-2009, this is based on [ || |  iGcNcNcNGNGEEEEEEEEEEEEEEE - o 2010, ]

have extrapolated based on the trajectory of the annual increases in the MTVN contracts
from 2006 through 2009.

This concludes my testimony.

I The Services are unable to track listening and thus it is not possible to set a per-performance rate for the
Services.
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I declare under penalty of perjury that the foregoing testimony is true and correct to the
best of my knowledge and belief.

bt D felin—

Michael D. Pelcovits

Date: July 24, 2007
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Exhibits Sponsored by Michael Pelcovits

Restricted exhibits, which are identified by the suffix "RR," are not included
in the Public Version of SoundExchange's Rebuttal Case

[ Exhibit No Description
SX Exhibit 201 RR MTVN agreement with Everest Connections, LLC
SX Exhibit 202 RR MTVN agreement with Grande Communications Networks, Inc.
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