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PROCEZEDTINGS

CHIEF JUDGE SLEDGE: Thank you. We'll come
to order. We return today to initiate the rebuttal
phase of Webcasting III, and under our scheduling
order Live365 will go first in this phase of the
proceeding and then followed by IBS and then completed
by SoundExchange. -

All right. Is Live365 ready to proceed?

MR. OXENFORD: Yes, Your Honor, we are ready
to proceed.

CHIEF JUDGE SLEDGE: All right. Go ahead.
WHEREUPON,

MICHAEL A. SALINGER

called as a witness, and having been first duly
sworn, was examined and testified as follows:

MR. MacDONALD: Good morning, Your Honors.
I should have spoken and said that Live365 calls as
its first witness for the rebuttal phase Dr. Michael
Salinger.

DIRECT EXAMINATION BY COUNSEL FOR LIVE365

BY MR. MacDONALD:

Q Good morning, Dr. Salinger.
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A Good morning.

Q For the record, could you please state and
spell your name?

A Michael Alvin Salingexr, M-I-C-H-A-E-L,
A-L-V-I-N, S-A-L-I-N-G-E-R.

Q And where are you employed?

A Two places. Boston University School of
Management and LECG, which is a consulting firm.

Q What is your relationship with LECG?

A My title there is managing director. I am
the sector head for the global competition practice,
and —-- and I do my consulting exclusively through
them.

Q Would you please briefly summarize your
educational background?

A Yes. I have an undergraduate degree from
Yale with a major in economics, and I have a Ph.D. in
economics from MIT.

0 Did your academic studies include a focus on
econometrics?

A Yes. As a doctoral student, you had to have

two major fields and one of my major fields was
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econometrics.

Q What was the other major field that you
studied?

A Industrial organization or industrial
economics.

0 What does the discipline of industrial

organization entail?
A It's the use of economic modeling principles
to understand individual markets and industries as

distinct from the economy as a whole.

Q Now, you mentioned that you're employed at
Boston University. 1In what capacity?
A My title there is Professor of Economics and

Everett. W. Lord Distinguished Faculty Scholar.

Q What subjects do you teach at Boston
University?
A Over the years I've taught a lot of

different subjects, but most of my teaching has been
the core managerial economics and statistics courses
that our undergraduates and MBAs have to take.

Q Have you served on the faculty at any other

colleges or universities?
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A Yes. I was from 1982 to 1990 on the faculty
of the Graduate School of Business at Columbia and I
also spent a year as a visiting professor at the
Sloane School of Management at MIT.

Q | What courses did you teach at MIT?

A I taught their core managerial economics
course for their MBAs and I also taught an industrial

economics course also for the MBASs.

Q Have you ever worked in government?

A Yes, twice.

) In what capacities?

A Both were with the Federal Trade Commission.
One was in the mid '80s. I was a staff economist

there in a position where I was on loan from Columbia
a year. And then more recently I was the Director of

the Bureau of Economics from 2005 to 2007.

Q Is that the chief economist at the FTC?
A Yes, it's the chief economist position.
Q Have you published any journals or --
sorry —-— any articles in academic journals relating to

industrial organizations?

A Yes.
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Q Approximately how many articles?
A I'd say about 20.
Q Have you published any articles in academic

journals relating to statistics?

A Yes.

Q Approximately how many articles?

A I would say about ten.

Q Have you published any articles in academic

journals relating to antitrust matters?

A Yes.

Q Approximately how many?

A About 20.

Q Have you served on any editorial boards for

any -—-—

JUDGE WISNIEWSKI: When you say "published,”
as a sole author or co-author? How was that?

THE WITNESS: It's a mix of -- of sole
authored and co-authored for —-- for all three of the
categories that he asked about.

JUDGE WISNIEWSKTI: Thank vyou.

BY MR. MacDONALD:

Q Have you served on any editorial boards for
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any Jjournals?
A Yes. I was on the editorial board of the --
of the Journal of Industrial Economics, of Review of

Industrial Organization, and I'm currently an editor

of a -=—- of a journal called Competition Policy
International.

Q Have you testified before congress?

A Yes.

Q On how many occasions?

A Three times.

Q On what subjects?

A Twice was about the cable television
industry, once was about the o0il industry. Two of

those were when I was with the FTC where I was
presenting testimony on behalf of the commission.
Once was much earlier when I was asked to testify
about research I had done on the cable television
industry related to the double marginalization problem
that might come up today.

Q Have you ever testified in legal proceedings

related to the music industry?

A Yes.

10
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Q Would you identify those proceedings?

A I testified in a proceeding between Record
Club of America and United Artists a long time ago,
and then I -- more recently I worked for Turner
Broadcasting in -- in a proceeding to determine the
rates that cable networks had to pay for their ASCAP
license.

Q Other than those proceedings related to the
music industry, have you testified in other legal
proceedings related to the value of copyrighted
content?

A Yes. 1T appeared before this board with
respect to the distribution of copyright funds paid by
cable systems for the retransmission of distant
broadcast signals and then I also testified in an
earlier proceeding before the -- the predecessor to
this board, the Copyright Arbitration Royalty Panel,
and I did that twice.

Q Were you admitted as an expert in those
prior CARP proceedings and the CRB proceeding?

A Yes.

0 Overall how many times have you been

11
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retained as an expert witness in a Jjudicial

proceeding?
A About 20.
Q Of those approximately 20 proceedings, have

you ever been determined not to be qualified as an
expert witness?
A No.

MR. MacDONALD: Your Honors, Live365
proffers Dr. Salinger as an expert in industrial
economics and statistics.

CHIEF JUDGE SLEDGE: Any objection?

MR. HANDZO: No objection, Your Honor.

CHIEF JUDGE SLEDGE: Without objection the
proffer is accepted.

MR. MacDONALD: Your Honor, may we approach
the bench and the witness with an exhibit?

CHIEF JUDGE SLEDGE: Yes, sir.

MR. MacDONALD: Thank you.

(Live365 Rebuttal Exhibit Number 1

was marked for identification.)

BY MR. MacDONALD:

Q Dr. Salinger, I've handed you what we have

12
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marked for identification as Live365 Rebuttal Exhibit

1.

A

Q

Do you recognize this document?

Yes.

What is this document?

It's my rebuttal testimony in this case.
Was this testimony prepared by you?

Yes.

Can you please turn to the last page of your

written testimony before the attachments? It's the

page that appears after page 28.

A

Q

Do you see where I'm at?
Yes.

Is this your signature?
Yes.

Do you affirm under oath that your written

rebuttal testimony is true and correct?

A

Q

Yes.

Now, do you see that there are documents

attached to your report with six corresponding tabs?

A

Q

Yes.

What is the document under Tab 17
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A It's my —-- my CV.
Q What's the document under Tab 27
A It's a redacted version of SoundExchange's
budget .-
Q Did you review this budget in connection

with preparing your report?

A Yes.

Q Why?

A It had data that formed the basis for my
calculations.

0 What is the document under Tab 37?

A It's a report prepared by a consulting firm,
Strategic Pricing Group, that was —-- that's about
the -- the economic value of webcaster statutory
licenses.

Q Why did you include this document with your
report?

A It's cited in my report as -- as authority

for one of the points that I made.
Q What is the document undexr Tab 47
A It reports the -- the details of a

calculation that is reported in my report.
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Q What about the document under Tab 5? What
is this document?

A It reports the details of another
calculation that's in my report.

Q And what is the document under Tab 6°?

A It reports the details of yet another
calculation that's in my report.

0 Are each of these exhibits true and correct
copies of the documents you reviewed or relied upon in
connection with preparing your written testimony?

A Yes.

MR. MacDONALD: Your Honor, I would like to
offer Live365 Rebuttal Exhibit 1 into evidence.

CHIEF JUDGE SLEDGE: Any objection to
Exhibit 17

MR. HANDZO: Yes, Your Honor, at least to a
portion of it.

We filed a Motion to Strike portions of
Dr. Salinger's written testimony on July 1l6th and
Live365 has responded in writing.

Essentially we're looking to strike material

contained primarily in paragraphs 20, 54 and 65 of the

15
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testimony.

The basis of the motion is that in those
paragraphs Dr. Salinger refers to nonprecedential
agreements, which under the WSA are not admissible in
this proceeding. And what he does in his testimony is
he doesn't actually recite the actual terms of those
agreements, but he asks the Court to infer what they
are. He argues that the Court should infer from the
fact that there are nonprecedential deals that the
rates in those deals are lower than the rates in the
precedential deals with the NAB and with Sirius XM,
and based on that inference about what the rates are
in the nonprecedential deals he asks the Court to not
credit the rates in the precedential agreements.

We believe that that violates the provisions
of the WSA, which say that the provisions and the
terms of nonprecedential deals should not be admitted
into evidence or used for any purpose.

Clearly, Dr. Salinger could not sit here and
say I know what the terms of those agreements are and,
therefore, you should not give any credence to the

precedential deals, but it's equally improper we think

16
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for him to get around that by essentially saying well,

you should infer what the provisions of those
nonprecedential deals are. It's really just getting
to the same thing.

And in any event, at the end of the day it's
really the rank speculation as well and not
appropriate for any witness, including an expert, to
speculate about.

So for those reasons we would ask the Court
to strike those portions of his testimony, and we did
attach to -- in our motion the specific pages of the
testimony with redactions shown highlighted so that
the Court will know exactly what we're asking to
strike.

JUDGE ROBERTS: Mr. Handzo, if you will look
at paragraph 54 of Dr. Salinger's testimony, the
portion that you have highlighted that you wish to see
struck, the third sentence where it is discussed about
the agreements that were included in this proceeding,
what is offensive about that sentence? So this is the
sentence that's talking about the agreements that are

actually admitted into this proceeding.

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

MR. HANDZO: Right. And I would say that
the —-- that sentence only has relevance in the context
of the rest of the discussion talking about the fact
that there are these other agreements that weren't
admitted.

His whole point here is there's two sets of
agreements, some were admitted, some aren't, and
putting those two facts together there are inferences
that you need to draw without --

JUDGE ROBERTS: Well, wait a minute. Isn't
he saying just in that sentence that the inference you
should draw is because SoundExchange put in these
agreements, they're probably favorable to
SoundExchange's position? Isn't that what that
sentence says? |

MR. HANDZO: I think it says more than that,
Your Honor. I think, again, sort of read in the
context of everything that's here it's saying you
should infer that these are particularly favorable
agreements that don't reflect the market rates because
there are other agreements.

Obviously —~- I mean otherwise it seems to be

18
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a little bit of a non sequitur. Obviously any time an
entity puts in evidence it's putting in evidence
because it thinks that evidence supports its case. I
don't think Live has put in any evidence in this case
that didn't think it supported its case. The whole
point he's making here is something a little beyond
that.

JUDGE ROBERTS: So is that sentence in your
view violative of the WSA as well or are you just
objecting to it on the grounds that the witness should
not be speculating as to what the meaning of the
agreement submitted is or is not?

MR. HANDZO: Well, I would say actually
both. I do think, again, given the entirety of the
testimony, it does violate the WSA, but I would also
say that if you then sort of take a very, very narrow
view of what he's saying, i1f all he's saying is you
put in a pilece of evidence because it supports you, it
becomes speculation and testimony that I think is not
proper for an expert, any expert.

JUDGE ROBERTS: All right.

CHIEF JUDGE SLEDGE: Mr. Handzo, do you have

19

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10
11
12
13
14
15
16
17
18
19
20
21

22

any voir dire?

MR. HANDZO: No, Your Honor.

CHIEF JUDGE SLEDGE: We have received your
response. Is there anything else or do you wish to
present any voir dire?

MR. OXENFORD: Your Honor, if I may have
leave to speak because I worked on the response to the
Motion in Limine.

CHIEF JUDGE SLEDGE: All right.

MR. OXENFORD: We disagree with Mr. Handzo
that the purpose of the testimony that's provided here
is to draw attention at all to the excluded WSA
agreements that the WSA suggests should not be

admitted into evidence. We'wve not talked about any of

.the rates, the terms, any specifics, even that such

agreements exist.

To the extent that Dr. Salinger's testimony
even talks about the possibility of agreements other
than the ones that were admitted here, he's speaking
about hypothetically there could be agreements,
whether those agreements exist under the WSA or in

some other format that we don't know about that for

20
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whatever reasons were not admitted here.

In particular, the testimony of Dr. Salinger
is relevant because it directly rebuts the testimony
of Dr. Pelcovits. Dr. Pelcovits spent five, six pages
in his direct case testimony —-- his amended direct
case testimony, pages 14 through 20, talking about why
the admitted WSA agreements were relevant to this
proceeding, why the regulatory overlay of the fact
that they would be admissible in this proceeding
should not diminish the weight that the judges give to
those agreements.

All Dr. Salinger is doing is taking the
obverse of that argument saying that yes, in fact, the
regulatory overlay of this proceeding, the fact that
the_parties agree to have them admitted into this
proceeding should be taken into account in assessing
the weight to be given to those agreements.

So, in effect, what Mr. Handzo is arguing is
that their side should be able to make that argument,
but we shouldn't be able to rebut that argument.

It seems to us that the mere fact that these

agreements —-- the precedential agreements, the Sirius
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XM agreement and the broadcasters agreement -- have
been put into the record and there is a provision that
specifically was negotiated by the parties saying that
they could be used as evidence in this proceeding, in
and of itself, makes the reason that those documents
were admitted, the theories behind the admission of
those agreements and the weight to be given to those
agreements by the judges perfectly permissible grounds
for Dr. Salinger as an expert to testify about.

JUDGE ROBERTS: Well, Mr. Oxenford,
Dr. Salinger in a normal setting could have spoken as
to a rebuttal of what Dr. Pelcovits had offered, the
admitted agreements, he could have spoken to the
details and specifics of the nonadmitted agreements,
but, of course, the WSA prevents him from doing that.
Sc here he is speculating as to a what-if scenario,
and on what grounds can a witness who has been
qualified as an expert be speculating as to what-if
scenarios?

MR. OXENFORD: The only what-if scenario
that he's speculating as to is really why these were

selected as agreements to be admitted, that there
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would be an upward bias in the rates that were
determined under these agreements because the parties
agreed to admit them. And that is effectively what
his testimony says, which is exactly the opposite of
what Dr. Pelcovits said, is that there's no bias
because the parties knew that they would be admitted
into this proceeding.

JUDGE ROBERTS: But what fact is he pointing
to to support this testimony?

MR. OXENFORD: The mere fact that there is a
provision in these agreements that says the parties
hereby agree to put these into evidence.

JUDGE ROBERTS: 1Isn't he implying a lot more
than that? Isn't he implying that in the situation of
these negotiated agreements that someone has more
control than the other side and that's why these
agreements are being offered?

MR. OXENFORD: Certainly. But I don't see
that that's impermissible. The fact of who's got
control or who's decided whether to admit this
agreement or not has a question about whether these

agreements -- what weight these agreements should be
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given in your determination.

JUDGE ROBERTS: Yes, but I'm asking you why
isn't he just speculating that's the situation. I
don't see where he's pointing to any particulars or
details of facts to support his contention.

CHIEF JUDGE SLEDGE: Your last response I
heard you say that it's okay to draw an inference from
an assumed fact as opposed to drawing an inference
from a fact.

JUDGE ROBERTS: That's what I hear you
saying as well, Mr. Oxenford.

MR. OXENFORD: Okay. Then perhaps I1've
misspoken. The fact is that these agreements were
admitted. The fact is that these agreements have
provisions where the parties agree to admit them.

Dr. Salinger at paragraph 54 under the lines
that Mr. Handzo asked to strike talks about as a
matter of economics these agreements are impacted by
whether or not the decision was made as to whether to
include them in this proceeding.

CHIEF JUDGE SLEDGE: You phrased the

situation differently than the testimony that is being

24
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attacked. You said that the agreements include a
provision that the parties agree that the agreements
may be admitted.

MR. OXENFORD: Correct.

CHIEF JUDGE SLEDGE: The attacked testimony
says that SoundExchange has the option to admit these
agreements. Those are very different facts.

MR. OXENFORD: Well, even the second fact I
believe is admissible; that SoundExchange has the
option to determine whether or not to admit these
agreements.

CHIEF JUDGE SLEDGE: That's not what you've
said the facts are. The facts are, as you said, that
the agreements reached between the parties to the
agreement include a provision that the agreement is
admitted.

MR. OXENFORD: Correct.

CHIEF JUDGE SLEDGE: The attacked testimony
says that one party to that agreement has the option
to do something.

MR. OXENFORD: Correct.

CHIEF JUDGE SLEDGE: Those are different

25
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facts.

MR. OXENFORD: I believe both of those facts
are contained in this testimony and both of those
facts —--

CHIEF JUDGE SLEDGE: Where is the fact
saying that SoundExchange has the option to admit
these agreements?

JUDGE WISNIEWSKI: Where is that fact in
evidence, Mr. Oxenford?

MR. OXENFORD: I think it's a matter of law.

CHIEF JUDGE SLEDGE: Show it to us.

MR. OXENFORD: 1In Section 114(5) (c), the
very last sentence. "This subparagraph shall not
apply to the extent that the receiving agent and a
webcaster that is a party to an agreement entered into
pursuant to subparagraph (a) expressly authorizes
submission of the agreements in a proceeding under
this subsection.”

JUDGE WISNIEWSKT: But that is the first set
of facts that Judge Sledge referred to, not the fact
that we're asking you about. The fact we're asking

you about that you're claiming has to do with
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SoundExchange by itself exercising an option here.
We're asking you where is that in evidence
for the expert, therefore, to testify or raise an
opinion about?
MR. OXENFORD: That SoundExchange has
exercised the option to make this admissible in the

provision in the agreements where the parties agree to

JUDGE WISNIEWSKI: Where the parties agree.

CHIEF JUDGE SLEDGE: Where the parties
agree.

MR. OXENFORD: Correct.

CHIEF JUDGE SLEDGE: That's different than
SoundExchange deciding.

MR. OXENFORD: But it is -- SoundExchange is
one of the parties. So both SoundExchange --

CHIEF JUDGE SLEDGE: One of the parties.

MR. OXENFORD: -- so both SoundExchange and
the other party agreed to make these agreements
admissible.

CHIEF JUDGE SLEDGE: That's not what the

attacked testimony is saying. The attacked testimony

27

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010



Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

is saying that SoundExchange has the option to put
these agreements into evidence.

MR. OXENFORD: Without the consent of
SoundExchange these agreements would not have been put
into evidence. Both parties must agree. So
effectively either party has a veto.

CHIEF JUDGE SLEDGE: That's not true. The
law says that the agreements are admissible. If the
agreements are admissible, then you can put them into
evidence.

MR. OXENFORD: I believe the law says the
receiving agent and a webcaster agree to make them
admissible.

CHIEF JUDGE SLEDGE: All right.

MR. OXENFORD: So both of them have to
admit -- agree to admit them. So that either party
can veto the fact that they would become admissible.

JUDGE WISNIEWSKI: But that's the obverse of
what you're claiming as the fact here.

You're claiming a positive action by
SoundExchange, not a veto.

MR. OXENFORD: Well, I mean essentially the
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fact that they did not exercise their veto is, in
fact, a positive act.

JUDGE WISNIEWSKI: But the other side would
have also had to also pésitively not exercise their
veto.

MR. OXENFORD: And the witness --

JUDGE WISNIEWSKI: And, therefore, that
requires a meeting of the minds between two parties,
not the action of a single party.

MR. OXENFORD: And the witness —-

JUDGE WISNIEWSKI: And that's not the fact
in evidence that the witness is testifying on.

CHIEF JUDGE SLEDGE: What are you citing?

MR. OXENFORD: I'm sorry?

CHIEF JUDGE SLEDGE: What are you citing-?

MR. OXENFORD: I was about to say that the
witness --

CHIEF JUDGE SLEDGE: No. What are you
citing?

MR. OXENFORD: Oh, citing. The last -- last
sentence of the paragraph in Section 114 that deals --

114 (£) (5) (C) .
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CHIEF JUDGE SLEDGE: All right. I'm reading
that from the motion, that's on the first page of
SoundExchange's motion. I'm also reading it from the
first page of your opposition to the motion.

What y'all have given us in your pleadings
is different than what you're saying.

MR. OXENFORD: In what way, Your Honor? I
don't understand why it would be different.

CHIEF JUDGE SLEDGE: Well, I'm just reading
the quotes in the first page of each of your pleadings
and that's different than what you just read to us
about something about the receiving agent and a
webcaster must agree before it becomes admissible.

MR. OXENFORD: What I just read to you, Your
Honor, was the last sentence —-- the same as the last
sentence of footnote two on page three of
SoundExchange's motion where it states that both the
receiving agent and a webcaster expressly authorize
the submission. "The restriction against using it
shall not apply if both expressly authorize the
admission."”

So actually, Judge Wisniewski, expressly
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authorized. 1It's not even a veto power. They both
have to expressly authorize.

JUDGE WISNIEWSKI: But that's the admission
of the agreements that have been admitted.

You're talking here about agreements that
have been excluded and you're speculating as to
SoundExchange at its own option having the right to
exclude those agreements, and that's not a fact in
evidence.

MR. OXENFORD: The argument that's being
made here by Dr. Salinger is not that these other
agreements are lower, it's that these agreements that
are admitted are higher than any other hypothetical
agreements that could be out there.

JUDGE WISNIEWSKI: But that's not what
you're talking about in this particular paragraph.
You're talking about the excluded agreements and the
rationale for why they're excluded and that it's
SoundExchange that excluded them, and that is not a
fact we have in evidence anywhere that you've been
able to point to.

Can you point to that as being in evidence
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someplace?

MR. OXENFORD: Again, the second --

JUDGE WISNIEWSKI: Help us out.

MR. OXENFORD: The second sentence in
paragraph 54 is --

- JUDGE WISNIEWSKI: The second sentence, yes.

MR. OXENFORD: The second sentence which is
talking about excluded agreements ~-

JUDGE WISNIEWSKI: Yes.

MR. OXENFORD: -- is referring to the first
paragraph --

JUDGE WISNIEWSKI: 1Is referring to the --

MR. OXENFORD: =-- is referring to the first
sentence in paragraph 54 --

JUDGE WISNIEWSKI: Yes.

MR. OXENFORD: =-- where Dr. Salinger is not
talking specifically about agreements. He's talking
about, as a hypothetical matter, othexr agreements
could have been reached that would be lower that would
have been excluded. Not that there are specific
agreements, just that hypothetically they could have

reached other agreements. And, as a matter of
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economics, the mere fact that they decided to include
them here means that this Court should take that into
account in judging the weight to be given to those
agreements.

JUDGE WISNIEWSKI: Well, can he reach an
opinion as an expert reasoning from a hypothetical?

MR. OXENFORD: Yes, I think he can.

CHIEF JUDGE SLEDGE: Any other gquestions?

JUDGE WISNIEWSKI: No.

CHIEF JUDGE SLEDGE: All right.. We'll
recess to consider the motion.

(Brief recess 10:092 a.m. to 10:14 a.m.)

CHIEF JUDGE SLEDGE: Thank you. We'll come
to order.

Having reviewed the motions in opposition in
advance and then hearing the arguments today and there
being no further questioning of the witness under voir
dire, the objection is sustained and the motion by
SoundExchange is granted.

The judges find that the basis for the
testimony is speculation and not facts that are

admitted and that the expert opinions in paragraph 54

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

and referenced in the other places identified, 20 and
65, are based on those speculated facts.

And, Mr. Handzo, I believe, and I'm asking
you to confirm that this observation is correct, it
appears that the way that the Motion in Limine is
phrased and your objection referring to the motion,
then the order sustaining that objection does not
impact the admissibility of the balance of the
exhibit.

MR. HANDZO: That is correct, Your Honor.

CHIEF JUDGE SLEDGE: With the exclusions in
the Motion in Limine, Rebuttal Exhibit 1 is admitted.

(Live365 Rebuttal Exhibit Number 1

was recelved into evidence.)

JUDGE ROBERTS: Mr. MacDonald, before you
continue let me first say that I would appreciate it
if in your rebuttal testimony in offering
clarification as to the operation of Live365 with
respect to webcasting, broadcasting, et cetera, and I
would strongly encourage you in the rebuttal phase
both with this witness and with Mr. Smallens to follow

that you observe those boundaries and do not use those
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terms loosely again so that we don't have any
confusion as to broadcasting, webcasting, et cetera,
as to the operations of Live365.

MR. MacDONALD: Thank you, Your Honor. We
will certainly do our best to avoid any further
confusion.

JUDGE ROBERTS: Very good.

BY MR. MacDONALD:

Q Dr. Salinger, what was the scope of your
retention in this matter?

A I was asked to review and comment upon
Dr. Pelcovits' report.

Q Now, before getting into your comments and
your specific critiques of Dr. Pelcovits, could you
briefly summarize what Dr. Pelcovits did in arriving
at his range of reasonable rates that are set forth in
his testimony?

A Yes. To determine a range of rates
Dr. Pelcovits put forward two benchmarks. One
benchmark which he calls the interactive services
agreements benchmarks are based on agreements between

the -- between four major record labels and
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interactive Internet music services. And -- and so --
and then he adjusts the rates that he observes in
those agreements to a rate that he concludes would be
comparable for —-- for noninteractive Internet music
services and then -- and he comes up with a number of

.0036 per play.

And then the -- the other benchmark is -- 1is
the agreements between SoundExchange and -- and the
set -- and two sets of webcasters. One of them is

broadcasters represented by NAB, the other is XM

- 8Sirius. And there he comes up with benchmarks --

because those agreements have different rates for
different years, those -- those rates start at -- in

2011 at, I think I recall .00175 per play rising to

.00245 per play in 2015. And he says that =-- that
those two benchmarks form the -- the range within
which -- and that anything within that range would

meet the statutory standard of rates to which a
willing buyer and willing seller would agree.

Q Could you provide just a little bit more
detail about how Dr. Pelcovits arrived at the .0036

per play rate?
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A Yes. It's actually at its core a very
simple calculation. And there are a lot of bells and
whistles to it, but -- but it's important to focus on

the core calculation.

So he takes these agreements between the
major record labels and interactive music services, he
computes an average royalty rate for them, which is --
which was .021, and I'm going to forget the last two
digits, per play. And then -- then he ascertains that
the -- that those royalties constitute 47 percent --
approximately 47 percent of the revenues for the --
for the interactive music services. And so he says
that the appropriate way to apply the benchmark is to
come up with a royalty rate for the noninteractive
services that would generate that same 47 percent of
revenues that would be the royalties for the
noninteractive services.

And so then what he does is he computes a

revenue per play for the -- for noninteractive music
services by taking subscription rates and -- which
gives you a revenue per —-- per subscriber, and then

dividing it by an estimate of plays per subscriber to
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get a revenue per play for -- for noninteractive
services, right, which he gets to be about .0073 cents
per play. And then he says well, to get the -- to get
the royalty you take the 47 percent, right, which is
the —-- the royalty is a fraction or is a percentage of
revenues in the interactive service, apply that to the
.0073, which is his estimate of the revenues per play
that he got for the noninteractive services, to get
approximately .0036. And —-- and the calculation
doesn't come out exactly .0036 because there are some
bells and whistles that change it a little but, but
that's the guts of the calculation.

Q And sticking with Dr. Pelcovits' interactive
services benchmark analysis, and before we get into
specifics what at a high level did Dr. Pelcovits do
wrong?

A I have -~ I have a lot of detailed
criticisms of Dr. Pelcovits, but I have two main ones
that are the most important.

Okay. So =-- so the first one is that --
that the conclusion that he arrived at appears to be

wrong on its face. And the reason it appears to be
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wrong on its face is that he -- he gets an estimated
number of .0036 per play and he says that a -- he
concludes that a willing buyer would -- would accept

that rate. But that .0036 appears to be above the
revenues per play that noninteractive services are
able to get and -- right. So -- so whatever, you
know, the plausibility of the methodology of this, it
seems to have arrived at the wrong answer.

So then you want to ask well, why did I
arrive at the wrong answer? And there's actually --
and that leads to my second criticism, and it's really
very simple, which is that he looked at the
noninteractive services and he assumed that they were
entirely subscriber-supported services. And yet when
you —-- when you —-- when you look at the economic model
of any business, you have to understand how they
actually generate their -- their revenue. And -- and
so a substantial fraction of the noninteractive music
services are primarily advertising-supported services,
and the revenue per play for advertising-supported
services appears to be substantially below the revenue

per play for the subscriber.
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So -- so what he did was a little bit like
trying to figure out the -- the revenue per user for
an airline and saying well, I'm just going to use the
full fare first-class seats as being representative,
ignoring the fact that most of the seats on the plane
are coach seats perhaps sold -- sold at a discount.
And if you wanted to understand the economics of the
airline industry, that's a reality you'd have to take
into account.

If he wants to understand the basic

economics of Internet radio, he needs to take account

of the -- of the fact that it's —-- that the revenue
stream supporting it is a -- is a mix of subscribers
and -- and free users who are being paid for it on an

ad-supported basis.
Q Thank you, Dr. Salinger.
JUDGE ROBERTS: Dr. Salinger, just a
guestion on the second point with respect to
Dr. Pelcovits examining the interactive service market
and the fact that that's principally subscription
based.

Is there any way in your opinion that he
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could have made an adjustment to address that fact,
that it is principally subscription based whereas the
noninteractive market it's not, or does that really
just doom his theory or his benchmark with respect to
using interactive services —-

THE WITNESS: No. I don't ——

JUDGE ROBERTS: -- because no adjustment can
be made?

THE WITNESS: It doesn't doom the
benchmark -- the benchmark approach. If ge'—— if you
start with the assumption that you want to set a
royalty rate that will -- that is likely to generate
royalties as a percent of revenues that are the same
for the -- for noninteractive and interactive
services, you can apply that logic to the actual
revenues for the noninteractive services taking into
account both the advertising plays and the
nonadvertising plays. All right.

So —-- so you could come up with -- so I'm
not -—- I'm not objecting to the benchmark approach.
I'm not - I'm willing to take as given the, you know,

the best you can do is the -- is equate the ratio of

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

royalties to revenues. I'm just saying do it on the
real revenues, not the -- not the distorted view of

the revenues which is based on this assumption that

all the users are subscribers.

JUDGE ROBERTS: So he should have looked at
noninteractive services and not interactive services?
Is that what you're saying?

THE WITNESS: It was fine to use the
interactive services as a benchmark --

JUDGE ROBERTS: Yes.

THE WITNESS: -- even —-- even 1if they're
entirely subscriber supported.

JUDGE ROBERTS: Okay.

THE WITNESS: Right. And so -- and so with
that there's a royalty per play and there's a revenue
per play, right, and you take that ratio and you're
going to get royalties as a fraction of revenues.
QOkay.

With the not -- the fact that the
noninteractive services have a different mix of
subscribers and advertisers 1s not a barrier to coming

up with a royalty that would -- that would give you

42

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capiteﬂ Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

the same ratio of -- of royalties to revenues. Right.
What -- what you need to figure out is what -- what's
the actual revenue per play that the -- that the

noninteractive services can get and then come up with
a royalty per play that will give you that same
47 percent ratio.

JUDGE ROBERTS: So you're saying he could
have done it, he just didn't do 1it?

THE WITNESS: Yes.

JUDGE ROBERTS: Okay. Thank you.

CHIEF JUDGE SLEDGE: Well, your answer
wasn't what I expected it to be. I thought you were
going to answer Judge Roberts' question by saying he
could have done it if he had considered the
ad;supported revenues as opposed to considering the
subscriber-supported revenues. But that isn't the
answer you gave.

THE WITNESS: Well, a lot of the Internet
radio -- a lot of the noninteractive services have
some subscribers and they have -- and they have some
nonsubscribers who are listening on an ad-supported

basis. Both of those are part of their revenue
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stream. Right. So you want -- so you would want
to -- you would -- you would want to and you can as a
practical matter take both of those into account.

Just like with the airplane, there are some
first-class seats, right. And the economics of the
airplane business is that you do get to sell some of
those first-class seats, but you don't get to sell all

first-class seats. So there are -- there are a lot of

JUDGE WISNIEWSKI: That depends. There are

some all first-class carriers. But generally
speaking.

THE WITNESS: Fair enough. The -- I'm
sorry. Did I answer your question?

CHIEF JUDGE SLEDGE: Yes, sir, you did.
Thank you.
THE WITNESS: Okay.
BY MR. MacDONALD:
Q Dr. Salinger, picking up on some of the
qguestions asked by the judges, did you actually
undertake an effort to take into account the different

mix of ad-supported revenues and
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subscription-supported revenues for the noninteractive

market?
A Yes, I provided, I characterize them as
illustrative calculations because I didn't -- I didn't

have available to me all of the data that I might have
liked. But I think I had enough data to -- so that I
was comfortable concluding that if you had all the
data, you would get a much different answer from the

one Dr. Pelcovits got.

Q In turning your attention to paragraph 26 of
your report, which is on page 10 -- do you see where
I'm at?

A Yes.

Q —-— you have some calculations here that

continue on into page 11.
Do you see what I'm referring to?
A Yes.
Q What were you calculating here?
A Well, it's -- I was providing illustrative
calculations like the ones we've -- we've just been
talking about. So what I -—- I have an estimate of

revenues per play for --
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JUDGE ROBERTS: What page are you on?

MR. MacDONALD: I'm sorry, Judge Roberts.
It's pages 10 and 11, paragraph 26.

JUDGE ROBERTS: Thank you.

BY MR. MacDONALD:

Q Go ahead, Dr. Salinger.
A I have an estimate of -- of revenues per
play for the ad-supported -- for the ad-supported

users, right, and the estimate I came up with was
.0023 cents per play.
I took Dr. Pelcovits' estimate of .0073

cents per play for the subscriber -- for the

subscribers, right, and then I used SoundExchange data

to get a rough estimate of the mix of subscribers --
of subscribers and -- or nonsubscription uses and
subscription uses. And then I computed an average
revenue per play for the industry as an average of
what you -- of the revenue per play for subscribers
and the revenue per play for nonsubscribers, a
welighted average representing the fraction -- the
estimate of the fraction of plays to nonsubscribers

and subscribers, and came up with an estimate to get
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an illustrative calculation of .0024 cents per play as

a more realistic number as to what Internet

noninteractive services are able to get. And of

course that's a much smaller number than the .0073

cents per play underlying Dr. Pelcovits' calculation.
So you could -- you would then take the

47 percent and apply it to the .0024 cents per play or

the more accurate number that -- that you would get

if -—- if you had all the data that you wanted to

really pin that down. .

Q And based on your calculation of .0024,
which i1s the revenue per play for the noninteractive
market, what did you conclude about the .0036 royalty
rate proposed by Dr. Pelcovits for the noninteractive
market?

A I believe it -- 1t's an estimate that's
based on ignoring a really fundamental fact about the

economics of the market that he was studying and

that -- and -- and I disagreed with his conclusion
that a -- that a willing buyer that was a
noninteractive Internet music service would -- would

agree to that rate.
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Q And jumping back very briefly to paragraph

25, which starts on page 9, you have additional
calculations here with respect to Pandora, and my
question is what were you calculating here?

A Pandora had reported its revenues and from
-- and from SoundExchange data we could estimate
Pandora's plays. We had the actual data -- at the
time I did the report I had the actual data for 2008.
For 2009 we just had through October, so we had ten
months of data, but we could then -- I then projected
that to a year by multiplying by six-fifths, and so I
could compute a revenue per play for Pandora.

And I was particularly interested in Pandora
because in Dr. Pelcovits' section on the emerging
business models in the noninteractive music webcasting
industry he -- he takes Pandora as Exhibit 1, as one
of these new models, so -—- and I was also interested
in Pandora because it has been so successful.

So the estimate there is that in 2008
Pandora had a revenue per play of conly .00134 cents.
And then the estimate in '09, which was actually an

overestimate, right, because our projection of the
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actual plays underestimated the actual plays, was that
it only got .00181 cents per play. And, again, that's
much less than the .0073 cents per play underlying

Dr. Pelcovits' calculation of the .0036 cents per
play.

Q And looking at this data what did you
conclude about Dr. Pelcovits' recommended rate of
.0036 per play?

A I concluded that Pandora would not pay that
rate.

Q Now, Dr. Pelcovitsg' =--

JUDGE WISNIEWSKI: Let me see if I can get
you to be a bit more specific on that.

They would not pay the rate that
Dr. Pelcovits has suggested? Is that what you're
referring to?

THE WITNESS: They would not -- well, they
wouldn't pay .0036 --

JUDGE WISNIEWSKI: Right.

THE WITNESS: -- right, which is -- which
would be a royalty that was twice as much as their

revenue per play and didn't take account of any of
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their other costs. Okay.

JUDGE WISNIEWSKI: But they wouldn't pay
that rate assuming that their revenues were the same
as what you had found them to be in 2008 and 20097

THE WITNESS: That's —-- that's correct.

JUDGE WISNIEWSKI: Okay.

THE WITNESS: That is, it is based on the —--
on the data that we have, and I understand that these
are forward-looking rates.

One of the things I always tell my students
is that we want to be forward-looking and we want to
be databased and the problem is we don't have data on
the future. But Dr. Pelcovits' calculation was also
based entirely on existing data on the past.

JUDGE WISNIEWSKI: I understand that, and
there are limitations obviously =--

THE WITNESS: Right.

JUDGE WISNIEWSKI: -~ with what we can work
with. I'm just trying to understand --

THE WITNESS: Yeah, right.

JUDGE WISNIEWSKTI: -- precisely what you

were talking about. That's all.
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THE WITNESS: Yes.

BY MR. MacDONALD:

Q Dr. Pelcovits, just picking up --
A I'm Dr. Salinger.
Q Sorry. My apologies, Dr. Salinger.

How do you address this idea that
Dr. Pelcovits' recommended royalty rates are for the
next five years whereas the data that you have cited
is current or in the recent past?

A Well, Dr. Pelcovits' estimates are based on
the market as it has existed and one might argue that
well, there are —-— I believe in the future the numbers
are going to change and so the -- and so, you know, so
on a forward-looking basis you need to set rates that
would —-- that are different from what would be
appropriate for this past period. But Dr. Pelcovits
has -- has not done that, and so -—- so I mean I'm —-
I'm commenting on what he did.

Q And did Dr. Pelcovits also rely upon
historic data for his calculations?

A Yes.

Q Let's turn now --
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A I'm sorry. I did have =-- I had one other
thing I wanted to say. Dr. Pelcovits --
MR. HANDZO: Objection, Your Honor. There's
not a question pending.
THE WITNESS: I meant in response to the
question.
CHIEF JUDGE SLEDGE: You answered the
question.
BY MR. MacDONALD:
Q Let's move on, Dr. Salinger.
Let's turn to the next section of your
written testimony beginning at page 12.
Are you there, Dr. Salinger?
A Yes.
Q Now, in this section you identified several
methodological flaws and observations in
Dr. Pelcovits' analysis? -
A Yes.
Q Let's briefly turn to these flaws and
observations starting with the subheading that reads
"Benchmark Analysis Is A Shortcut.”

What's wrong with using a shortcut?
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A There's nothing inherently wrong with using
a shortcut. So in this section the main points are
that while you may, as a practical matter, have to use
a shortcut, when you do it, you need to recognize that
you're using a shortcut and subject the answer you get
from the shortcut to some sort of reality check.

So the sort of reality check I think he
should have done is when he got an answer of a willing
buyer would pay .0036 cents per play, he should have
subjected that to a reality check against the --
against the, you know, against the fact of the
industry.

Q Do you believe that Dr. Pelcovits conducted
such a reality check?

A I'm not aware that he —-- that he conducted
such a reality check and I believe that the proper
conclusion to draw from such a reality check is that
the .0036 estimate fails the test.

Q Now, on page 13 you have another heading
that refers to "Implicit And Incorrect Assumption” --

JUDGE WISNIEWSKI: Actually before you get

there, Mr. MacDonald, just one quick gquestion related
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back to page 12 that might save us a minute later, and
that is with respect to paragraph 29, which you were
just discussing, Dr. Salinger, you have a footnote
there, footnote 12.

THE WITNESS: Yes.

JUDGE WISNIEWSKI: And this is repeated a
couple of times in the course of that footnote, but
let's just take it in the context of the second
sentence where you conclude that those businesses that
cannot make a rate of profit available in other
activities will not stay in business.

I presume that you're talking about the long
run since that's the traditional outlook?

THE WITNESS: Yes.

JUDGE WISNIEWSKI: Okay. Thank you.

BY MR. MacDONALD:

0 Dr. Salinger, turning to the next section,
the one about the implicit and incorrect assumption,
what is the assumption that you're referring to here?

A The assumption that all users of
noninteractive Internet music services are

subscribers.
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Q And why do you say that that's an incorrect
assumption?
A Because —- because the reality of a lot of

the services is that they have a mix of subscribers
and nonsubscribers and, in fact, for a lot of them the
nonsubscribers account for a much bigger fraction of
the plays than -- than the subscribers.

Q And turning your attention to paragraph 33,
which appears on page 14, you provide some
calculations.

What calculations did you do here?

A This is a calculation of what -- what
royalty rate you would get if you took Dr. Pelcovits'
logic of -- that the royalties should be .0 -- should
be 47 percent of revenues and you applied that logic
to the two services for which I had data, which were
Pandora and Live365. And if you did -- and, you know,
so that was another reality check on this. And you --
and you end up with a royalty rate of .00075 for the
2008 data, the .00090 for 2009 data. And, of course,
that's —-- that's far below the.0036 in the -- that

Dr. Pelcovits got.

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




L
l

Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

Q In your next section which begins on page 15
you provide the heading "Failure To Analyze
Independent Label Contracts And Performances."

Do you see that?

A Yes.

Q From your review, did Dr. Pelcovits analyze
contracts with independent labels in his interactive

services benchmark analysis?

A No.

Q Is that a problem?

A It could be a problem if Internet -- if
independent —-- if music from independent labels

constitutes a substantial fraction of the plays on the
noninteractive services and if the -- and if the
independents would have charged a lower rate than --
than the major music labels, then -- then when you --
then you'd want to take account of the -- of the
contracts with the -- of the contracts that you would
expect with the independent labels in setting a single
rate for the entire industry.

JUDGE ROBERTS: Dr. Salinger, what do you

mean by "substantial"? I have that word circled here
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in your testimony and I'm wondering precisely what are
you attaching to as being substantial.

THE WITNESS: With respect to the fraction
of plays?

JUDGE ROBERTS: Yes.

THE WITNESS: Well, I've seen estimates that
40 percent of the plays on some noninteractive
services are for independent labels, so I would say --
I would certainly say 40 percent is substantial, but
even -—-

JUDGE ROBERTS: Right. But you're looking
at it -- when you say that, "substantial," you're
looking at it across the industry, not focusing on
particular webcasters, correct?

THE WITNESS: I'm looking at -- so I think
what's important is looking =--

JUDGE ROBERTS: The reason I'm asking is I
can recall testimony that roughly it breaks out to
about 80 percent comes from the major labels and
20 percent from the independents, but I'm wondering if
that's in your view substantial or you have some other

facts to give in terms of what constitutes a
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substantial percentage.

THE WITNESS: So what's important is the
fact -- is the fraction.

JUDGE ROBERTS: Yes, because it then allows
me to determine exactly a weight to be given to your
criticism.

THE WITNESS: And what's also important is
the -- is the difference in the rates that will be
charged by -— by the independent labels compared to
the major labels.

There are -- my understanding is that there
are independent labels that are —-- that are members of
SoundExchange and that Dr. Pelcovits could have —--

JUDGE ROBERTS: Yes.

THE WITNESS: ~-- included that, and -- and
it's simply an observation on my part that -- that he
didn't. But without knowing what the rates are in

those contracts I can't know how big an effect it
would have.

JUDGE ROBERTS: Okay. I understand you
can't know what the effect is, but what constitutes

substantial where we have to begin to worry about the
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effect because if --

THE WITNESS: Yeah.

JUDGE ROBERTS: =~- independents only account
for 5 percent, then maybe we don't have to worry that
much about it?

THE WITNESS: If the -- I don't know the
exact number.

JUDGE ROBERTS: Okay.

THE WITNESS: And I would have -- I would
have counted 20 percent as substantial. I don't know
if I would count 5 percent as substantial. But I
don't have the -- I don't have any numbers other than
what's in my footnotes to -- to give you.

JUDGE ROBERTS: All right.

CHIEF JUDGE SLEDGE: Well, in addition to
not knowing that, I think it's curious that your last
sentence, which is the basis of all of that
discussion, has no citation at all.

THE WITNESS: So this is paragraph 357

CHIEF JUDGE SLEDGE: Yes.

THE WITNESS: It's true that I don't -- that

I don't know the rates and so —— so I don't know
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quantitatively how -- how big this is. I --

CHIEF JUDGE SLEDGE: Well, you don't know 1if
they're lower than the major labels?

THE WITNESS: That's correct, but that —-- I
would have --

CHIEF JUDGE SLEDGE: So what's the point?

THE WITNESS: It's simply an observation
about Dr. -- about Dr. Pelcovits' report, that he's

coming up with a single rate that is supposed to apply

to -- for all purchases and all sales in this industry
and the -- and the sellers are —-- they're different
kinds of sellers, and -- and he based his estimate of

the .02194 on just one type of seller.
CHIEF JUDGE SLEDGE: But you conclude that
it's biased upward based on facts that you don't know?
THE WITNESS: I agree that I don't —-- I
don't know the facts. Aél
BY MR. MacDONALD:
Q Dr. Salinger, did you have access to any of
these independent label contracts?
A I did not.

0 Do you know whether Dr. Pelcovits did?
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A Well, because the —-- because there are
independent labels that are members of SoundExchange,
I think that if -- I think if I had been an expert for
SoundExchange, I would have expected to be able to ask
for those contracts and to -- and to see them.

Q Going back to paragraph 35 with respect to
the percentages and data that you cite there, does
this data relate to the interactive services,

noninteractive services or something else?

A These data relate to the noninteractive
services. You're referring to the -- to the -- to the
fraction of -- of plays that are...

Q Turning your attention to paragraph 36,

still sticking with the same section, and specifically
the last sentence of paragraph 36 or the last couple
sentences. Did you see any contracts between a
noninteractive service and an independent label?

A I'm sorry. Did I see?

Q Correct. Or are you aware of any —-- of the
royalty rate of any contracts between an independent
label and a noninteractive service?

A My understanding is, from -- from
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Mr. Floater's testimony, is that there have been

some —-- some independent labels that have offered
their -- their music on a royalty-free basis.
Q Thank you.

Let's turn to the next section that begins
on the bottom of page 16 which has the heading
"Downward Trend In The Effective Per Play Rates."”

Do you see what I'm referring to?

A Yes.

0 What downward trend did you observe?

A Dr. Pelcovits has observations on contracts
that span -- they -- some of them start as early as
January 2007 and then they -- they go through some
portion of 2009. He takes an average -—- to get to his
.02194 he takes an average over the entire period.

What I did was I broke out 2007, 2008 and
2009 separately, and what you see is that 2007 was --
was the highest, 2008 was -- was lower than 2007 and
then 2009 was still lower. And so on a
forward-looking basis I think it would have been
better to have just used the 2009 estimates rather

than the average over the entire period.

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10
11
12
13
14
15
16
17
18
19
20
21

22

63
Q How would this downward trend that you

observed affect Dr. Pelcovits' interactive service
benchmark?
A It would have caused him to estimate a

somewhat lower rate.

Q Now, at the bottom of page 17 --
A About 10 percent.
Q Thank you, Dr. Salinger.

Near the bottom of page 17 do you see the
heading with the title "The Irrelevance 0Of, And

Problems With, Dr. Pelcovits' Regression Analysis"?

A Yes.

Q Why is Dr. Pelcovits' regression analysis
irrelevant?

A So remember that he gets the .0037 —-- .0036,
and roughly that's 47 percent of -- of the .0073
‘and —-- right, which is his estimate of the revenue per

play. And that .0073 under revenue per play is taken
by dividing revenue per subscriber, that is, the
average subscription rate, right, which is I think a
little over $4, and dividing it by plays per

subscriber. Right.
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So -- right. And so -- so he could have
just done that, but instead what he did was he did
that calculation =- he did different versions of that

calculation three ways and averaged them together.

And the third way used —-- he used regression
analysis as an input. And what he did was instead of,
you know, in calculating the —-- the revenue per play,

instead of taking the actual average subscription
rate, right, which is -- I mean this is all using the
subscription rates, which is already a problem, but
even putting that aside, instead of using the actual
average subscription rate he uses this higher number,
right, $4 and 80 some cents I think it was. Right.
So —- so what's that $4 and 80 cents?

Well, that's his estimate of what the
interactive services would charge if they weren't
interactive but they, nonetheless, had all of the
other features that are systematically different
between the interactive and the noninteractive
services. Right. So the interactive services might
have a higher sound quality, there might be some

portability involved, but there's some other —-- other

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

65

reasons why the average subscription price for, you
know, for the -- for the interactive services would be
higher.

So he's saying cokay, I want to calculate
what the interactive services would charge if they
weren't interactive.

Well, that —-- that's an irrelevant number.
Right. You're not -- this -- the purpose of this
proceeding is not to set the rates that would be paid
by the interactive services if they were not
interactive. The purpose of this proceeding is to set
the rates for the noninteractive services as they are.

He should have just stuck with the, you
know, with -- if he's going to make this assumption
that -—- that it's a subscriber-based business, he
should have just stuck with the most -- the simplest
approach, which is to take that average -- that
average subscription fee.

Now, you know, that -- to be fair to him,
you know, that calculation is one of the three things
that enters his average. And to be fair to him, you

don't get =-- the size of this is not huge, but it was
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this huge complicated piece of the analysis which had
the effect of increasing the rate somewhat and which
was a complete diversion.

Q Sticking with your critique of
Dr. Pelcovits' regression analysis, you have another
heading on page 20 that reads "Fixed Effects Eliminate
Observations."

Do you see that?

A Yes.

Q First of all, what is a fixed effect as used
in econometrics?

A A fixed effect is a dummy variable. So a
dummy variable is a wvariable that's coded 01 and it's
often used in econometrics where there are -- within
the sample you have a lot of observations that -- that

have some common element that make those observations

not independent of each other and so -- so you might
put in a fixed effect. ©So it's almost -- so when you
use a fixed effect, it's =-- you know, properly

understood it's done when the fixed effect applies to
more than one observation.

0 Did Dr. Pelcovits claim to use fixed
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effects?

A He did.

Q Do you have an opinion as to whether
Dr. Pelcovits properly used fixed effects?

A My opinion is he used them improperly
because in some of the cases he used fixed effects for
observation —-- fixed effects that applied to a single
observation. And the effect of using a fixed effect
on a single observation i1s simply to exclude the
observation and -- and -- which is something that
really you have to be very careful about doing as an
econometrician.

Q As an econometrician, does it cause you
concern when you see excluded observations?

A It is good econometric practice to look

carefully at the data and see whether the data are

good and to consider whether all -- all the
observations are good data. And on some occasions it
is appropriate to —- to exclude observations, but it's

something that you have to be very careful about doing
because -- because the —-- 1if you're given free rein

in excluding observations, then you can often generate
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whatever results you want to generate. And because
there is that risk of the misuse of excluding
observations, the justification -- there's a very high
standérd for what justification you have to give to
exclude observations.

Q Do you believe that Dr. Pelcovits met that
high standard of justification to exclude
observations?

A No.

Q One final question about Dr. Pelcovits'
regression analysis.

JUDGE WISNIEWSKI: Are you moving past the
fixed effect?

MR. MacDONALD: I've moving to footnote 31,
which is part of the fixed effect discussion.

JUDGE WISNIEWSKI: Okay. Go ahead, please.
BY MR. MacDONALD:

Q In footnote 31, Dr. Salinger, at the bottom
of page 21 you have a discussion about confidence
intervals and you refer to Exhibit 6.

Do you see what I'm referring to?

A Yes.
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Q Could you briefly summarize your
observations about what a 95 percent confidence
interval of Dr. Pelcovits' result would yield?

A Yes. 8So =-- so Dr. Pelcovits computed the
.0036 by ——- by taking the average of three numbers,
and just one of the numbers is based on this
regression analysis. But for the input, and I forget
whether it was .0039 or, you know, whatever it was,
the confidence interval on -- on that entry into the
estimate of the average was -- was huge. Right. It
ranged from, you know, as I see in the footnote, .0004
cents, right, which would be a royalty far below even
what Live365 is suggesting, to a rate of .008, which
of course is —-- would be a rate far above what anyone
else is suggesting.

So even if 1t were right to use the
subscription fees, even if it were right to use the
regression analysis to begin with, the -- and even if
he should have used these fixed effects, right, and
none of those are true, the end result was something
that was so imprecise that that would have been

another reason for discarding it.
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MR. MacDONALD: Judge Wisniewski, I was

about to move on.

JUDGE WISNIEWSKI: Thank you, Mr. MacDonald.

Going back to page 48 in this section,

Dr. Salinger, where you mentioned the services for
which Dr. Pelcovits used dummy variables --

THE WITNESS: Uh-huh.

JUDGE WISNIEWSKI: -~ I guess my question to
you is given the nature of this industry, would it be
fair to consider these different services essentially
as brands?

THE WITNESS: Yes, I think the different
services are brands.

JUDGE WISNIEWSKI: And that being the case,
are you familiar with -- as you well know, BLS
typically does a great deal of research on hedonic key
functions because they use them so much in
constructing price indices.

THE WITNESS: Yes.

JUDGE WISNIEWSKI: Are you familiar with an
article by Ruder and To from 2004 on the use of brand

dummy variables and the problems that may be
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associated with that?

THE WITNESS: I don't know that article
specifically.

JUDGE WISNIEWSKTI: Thank you.

BY MR. MacDONALD:

Q Now, Dr. Salinger, I would like to turn your
attention to the next section of your report which
begins on page 22 regarding Dr. Pelcovits' WSA
agreement benchmark analysis.

You have this heading -- your first
subheading I should say in the section is
"SoundExchange Has Excluded Evidence" --

MR. HANDZO: Objection, Your Honoxr. This is
part of the testimony that was stricken.

MR. MacDONALD: My apologies, Your Honor,
that is correct. I'll move on.

BY MR. MacDONALD:

Q Let's turn to the next section beginning on
page 23, Dr. Salinger.

A Yes.

Q This is titled "The Precedential WSA

Agreements Enable The NAB And Sirius XM To Raise Their
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Rival's Costs.”
Do you see what I'm referring to?

A Yes.

Q Generally speaking, what does this principle
of raising rival's costs mean?

A In almost all cases businesses are made
worse off by an increase in their costs. But there is
one exception to the rule, and that is if there is
a —— something that's a cost for you as a business but
it's also a cost for your rivals and it's a more
important cost for your rivals than it is for you,
then you would actually benefit from an increase in
the price of that cost because even though it would
raise your cost, it would raise the cost of your
rivals more.

Q Could you summar;fe how the principle of
ralsing rival's costs applies here?

A Well, the basic conditions may -- may be —-
may apply to this industry -- to these agreements. So
if you take NAB, they're representing broadcasters.

Broadcasters are primarily in the terrestrial radio

business where they -- where they get to use the music
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royalty free. So they =-- so they have to pay
royalties for -- for their webcasts, but the -- but
the webcasting is -- is not the -- is typically not

the most important part of their business.

Similarly, Sirius XM is primarily in the
business of satellite radio and they also -- and so
what they -~ the royalties they pay for their
satellite radio transmission are not set by this
proceeding. And so this proceeding is setting the
rates for a relatively small -- for a relatively small
portion of their business.

To the extent that the rates they agreed to
would result in a higher rate being set in this
proceeding, then it could be worth it. And I -- and I
should also add with respect to both of those entities
that if you look at their annual reports, they
identify Internet radio as a major strategic threat to
their main -- to their main businesses.

So it may have been worth it to them to
agree to —-- to agree to higher rates even though, all
else equal, they'd prefer to pay a lower rate. But

the —-- but the combination of their paying a higher
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rate and that causing the strategic threat to them to
also have to pay a higher rate, that could have been
worth it to them -- well, that could have been worth
it to them.

Q In discussion --

JUDGE ROBERTS: Dr. Salinger, with respect
to NAB's members and your theory about raising rivals'
costs, who are their rivals?

THE WITNESS: So the NAB members —-- my
understanding is NAB --

JUDGE ROBERTS: Is representing terrestrial
broadcasters.

THE WITNESS: —-- is representing terrestrial
broadcasters who also do webcasts, but there are also
companies that are exclusively Internet radio
companies that don't have terrestrial licenses.

JUDGE ROBERTS: Yes.

THE WITNESS: And that's -- and that's whose
rates are being determined in this proceeding.

JUDGE ROBERTS: Okay. I'm still not clear
as to, for purposes of this theory, who are their

rivals. Who are the NAB members concerned with that
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are their rivals in the Internet business?

THE WITNESS: ©Noninteractive Internet music
services.

JUDGE ROBERTS: All of them?

THE WITNESS: Well, not necessarily every
one, but as a group, the emergence of those
businesses, particularly of -- if it can be set up so
that you can listen to them in your car, listen to
them in the ways that people listen to terrestrial
radio, that --

JUDGE ROBERTS: So is it a rival to the
terrestrial radio's Internet business or is it a rival
to their over-the-air terrestrial business?

THE WITNESS: To their --

JUDGE ROBERTS: Is that what you're talking
about?

THE WITNESS: To their -- the Internet --
the Internet radio is a strategic threat to their
terrestrial business.

JUDGE ROBERTS: Okay. So I'm still unclear
then as to, with respect to their terrestrial radio

business, who are their rivals in the Internet radio
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business? Is it Pandora?

THE WITNESS: Pandora, Live365.

JUDGE ROBERTS: Is it really? I mean I just
see Pandora as being a very different model from the
terrestrial radio business and they may complement one
another, but are they really rival?

THE WITNESS: Their -- their 10-Ks say that
they are. The 10-Ks identify it as a major strategic
threat.

JUDGE ROBERTS: As to Pandora, for instance,
or Live365, or are they just saying in general that
Internet radioc is a concern?

THE WITNESS: Yeah, I think it's typically
worded stronger than "a concern.”

JUDGE ROBERTS: Okay.

THE WITNESS: But it's Internet radio and --
and the possibility --

JUDGE ROBERTS: Well, could it be their
other members though? For instance, you take one
terrestrial broadcaster and they're really worried
about a rival terrestrial broadcaster who offers

Internet service? Isn't that -- so isn't their
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rivalries within the own group that is negotiating the
rate here?

THE WITNESS: I'm sure there are, or I'm
prepared to believe that there are rivalries within
the group, but the point I was making in my report was
that what's being set here is a rate that Internet
radio services such as Live365 --

JUDGE ROBERTS: Yes.

THE WITNESS: -- and others, which may be --
which may be substitutes for terrestrial radio, and
that the -- that the profitability of the terrestrial
radioc business is going to be affected by how the --
how the -- how the Internet radio business evolves
and, right, because -- because it may evolve in a way
where you don't just listen to it on your computer,
right, but you might be able to listen to it on your
handheld and listen to it in -- instead of listening
to the radio in the car.

JUDGE ROBERTS: My concern here, as you may
be able to detect, is that if someone is in there
bargaining and negotiating for a royalty rate is

concerned about rivals and it wants to drive up or at
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least create the potential to drive up their rival's
costs through a higher royalty, that in order to do
that they really need to know specifically who their
rivals are I would think as opposed to well, I'm
concerned about all Internet radio and I just want to
negotiate a rate in the hopes that I drive up the
price on all Internet radio.

THE WITNESS: Well, I think actually the
theory doesn't require that you know specifically
which Internet radio business is going to -- i1s going
to be successful and turn out to be the substitute

that stops people from listening to your terrestrial

broadcasts. You just need to know that there is this
model out there that is —-- where someone might evolve
as a threat and -- and if you can raise a major cost

component for them, it will be less likely that those
business models will evolve as a threat to you.

JUDGE ROBERTS: Okay.

JUDGE WISNIEWSKI: Dr. Salinger, if we could
follow-up a little bit on this.

What this essentially requires is that the

terrestrial radio company subsidize their Internet
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activities, doesn't it-?

THE WITNESS: So the raising rival's cost
theory says that you take a hit -- something of a hit
on your webcasting business to benefit your
terrestrial business, so that's right.

JUDGE WISNIEWSKI: So, in effect, they're
subsidizing it.

Now, what is the impact -- isn't the
impact -- if they were successful under this theory,
wouldn't the impact be that they gain a larger market
share in the interactive market -- in the
noninteractive market essentially?

I mean if they succeed in driving out their
rivals, don't they get a larger market share? Doesn't
that logically follow --

THE WITNESS: So I'm --

JUDGE WISNIEWSKI: -- because they're the
only ones left?

THE WITNESS: So when I -- when I agreed
with you on the subsidized, I -- perhaps I shouldn't
have done so guite so gquickly.

JUDGE WISNIEWSKI: Okay.
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THE WITNESS: Right. Because the --

because --

JUDGE WISNIEWSKI: You're allowed to back
up .

THE WITNESS: Because if what you mean by
subsidized is they're going to take an absolute loss
on the Internet business as opposed to less of a loss
than -- or take less of a profit than they otherwise
would have, right, then I don't know that they're
going to take an absolute loss. But what I'm saying
is there is this trade-off that, you know, sure,
all -- holding everyone else's costs equal, they would
rather pay a lower rate, of course. But if they -- if
they can get a higher rate, it will help the
terrestrial business, and you might be right that it
would -—- if it also helps their -- their webcasting
business, all that's being said here --

JUDGE WISNIEWSKI: Well, I mean isn't it
logical just as a matter of mathematics that, in fact,
if you raise your rival's cost, the object is to have
them be less successful in their business and perhaps

to even drive them out of business, and if that
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happens and you're the only ones left in that
business, you have a larger market share? What's
wrong with that logic?

THE WITNESS: That's right. I agree with
that.

JUDGE WISNIEWSKI: Thank you.
BY MR. MacDONALD:

Q Dr. Salinger, you have a discussion on
paragraph 55 about -- this is on page 23 -- of 2009 to
2010 rates on one hand and 2011 to 2015 rates on the
other hand.

Do you see what I'm referring to?

A Yes.

Q Can you please summarize your observations
here?

A Yes. The agreement with NAB and Sirius XM

were for 2009 to 2015. The rates for 2009 to 2010
were below the statutory rates and, therefore, below
the rates that SoundExchange could have insisted on.
So SoundExchange gave something up in agreeing to
those lower rates, and so the question is what do they

get in return. And the only thing I can think of that
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they got in return was they got higher prices for 2011
to 2015 than they otherwise would have. And that --
and under the raising rival's cost theory, even if the
theory isn't entirely correct in terms of making them
absolutely better off, making NAB and XM Sirius
absolutely better off with the higher rates, to the
extent that there was this -- there was some raising
rival's cost effect to having higher prices in the out
yvears that would serve as a precedent, then there
could have been a mutually beneficial -- then the quid
pro gquo might have been look, you know, we'll -- we'll
pay you off with lower rates in 2009, 2010 in order
to -—- if you'll give us somewhat higher rates in 2011
to 2015 and, incidentally, that's not going to hurt
you all that much because we're going to use these as
sort of precedent and that's going to raise the cost
of your rivals.
BY MR. MacDONALD:

Q Dr. Salinger, I'd like to turn your
attention to the next page of your statement which
begins on page 26. This 1s where you discuss

SoundExchange's incentive to demand higher royalties
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than the members could negotiate individually.

My question i1s do you ascribe any
significance to the notion that a single collective
negotiated the rates in the WSA agreements on behalf

of sellers?

A Yes.
Q What significance do you ascribe?
A Well, if a single entity negotiating on

behalf of a group of sellers presumably trying to get
the rates that are in their mutual intereg%, it's a
very basic principle of economics that -- that the
rates that are in the mutual interest of competing
sellers is higher than you would expect to observe
under a more competitive rate-setting process.

Q Is this economic principle that you just
discussed something you relied upon while you were a
government official?

A Yes. One of the main activities of the
Federal Trade Commission is to share antitrust
enforcement with the Department of Justice, and I
would say the single principle underlying the

antitrust laws is that -- is that when competitors set
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rates jointly either by illegally explicitly price

fixing or perhaps by merging, that that can result in
higher prices that harm consumers.

MR. MacDONALD: Thank you very much,

Dr. Salinger.

I have no further questions at this time,
Your Honors.

CHIEF JUDGE SLEDGE: Since we didn't receés
any during the morning and with this being a logical
place in the testimony, we'll go ahead and recess now
until 12:30.

(Whereupon, at 11:21 a.m., a

luncheon recess was taken.)

* * * * *
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AFTERNOON SESSION
(12:30 p.m.)

CHIEF JUDGE SLEDGE: Thank you. We'll come
to order.

Mr. Malone, any cross examination?

MR. MALONE: No cross examination. Thank
you, Your Honor.

CHIEF JUDGE SLEDGE: Mr. Handzo?

MR. HANDZO: Yes, Your Honor. Thank you.

CROSS EXAMINATION BY COUNSEL FOR

SOUNDEXCHANGE

BY MR. HANDZO:

0 Good afternoon, Dr. Salinger.
A Good afternoon.
Q Dr. Salinger, prior to your engagement by

Live365 you've never had any involvement in the
webcasting industry, correct?

A Correct.

Q You mentioned in your direct examination
that you had two prior engagements in the music
business, right?

A Yes.
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Q And the first one, remind me what that was.
A It was breach of contract case by Record

Club of America against United Artists.

Q And when were you involved in that case?

A Sometime in the '80s.

Q And the other case involved Turner
Broadcasting?

A Yes.

Q When were you involved in that case?

A It was in the late '90s.

Q And other than those two engagements, you've

never done any other work?

A I'm sorry, I believe it was in the early
2000s. I misspoke.

0 Other than those two engagements, you've
never done any work in the music business, correct?

A That's correct.

Q You've never published on the subject of
webcasting in the music business, correct?

A Correct.

Q You've never taught on the subject of

webcasting in the music business?
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A That's correct.

Q In connection with this engagement you spent
about ten hours gathering information on Internet
radio; is that right?

A I think that's what I said in my deposition,
yes.

0 Did that include reading this court's

decision in the Web II case?

A I looked at it. I can't say that I read
every word, but I -- I read parts of it.

Q You didn't read the whole thing?

A No.

JUDGE ROBERTS: He probably didn't read the
part on the terms, Mr. Handzo.

THE WITNESS: Was that a joke at my expense?

JUDGE ROBERTS: No, it was at Mr. Handzo's
expense.

CHIEF JUDGE SLEDGE: It's an inside joke.
BY MR. HANDZO:

Q Dr. Salinger, turning to paragraph 16 of

your testimony, you'll see there in the first sentence

that you characterize a benchmark approach as a

87

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

conceptual shortcut.
Do you see that?

A Yes.

Q And so I take it you're saying that you
think a modeling approach is better?

A No.

Q And, in fact, in the Turner Broadcasting
case that you were involved in in the early 2000s, you
were involved in rate-setting procedures there, right?

A Yes.

Q And, in fact, in that case you adopted a
benchmark approach, correct?

A Yes.

Q Now, in order to undertake a modeling
approach, you would agree with me, wouldn't you, that
you would need cost and revenue data for at least a
representative sample of webcasters?

A You mean a modeling approach to determining
the rates in this case --

Q Yes.

A -- in which you would try to figure out the

derived demand curve for the music?
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Yes, I think perhaps you're quoting my

deposition.

Q And you would stand by that statement,
correct?

A Yes.

Q And there comes a point, doesn't there,

where you actually simply don't have enough data to
undertake a valid modeling approach, correct?

A It's a judgment call because you never have
all the data available to you that -- that you would
like and it's better to use some data than to use no
data. But I'll agree with your characterization
that -- that there would come a point where the data
you have available to you wasn't sufficient, and that
was the reason why I told you that I didn't
necessarily think that -- when you said did I -- was I
criticizing the benchmark approach, T said no.

Q And you haven't undertaken any investigation
to know whether there's sufficient data available to
undertake a modeling approach in this case, correct?

A No. Well, yes, you're correct. No, I have

not.
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Q Now, if we were adopting a modeling approach
here, you would agree with me, wouldn't you, that with
respect to the revenues of webcasters, a webcaster who
uses webcasting to promote sales in a related business
would consider their revenues from that related
business in deciding what royalty they were willing to
pay, right?

MR. MacDONALD: Your Honors, I object on the
grounds that this is outside of the scope of his
written and verbal testimony. I'm not sure that -- I
don't -— Dr. Salinger doesn't talk about any sort of
modeling approach or any sort of discussion about one
line of business subsidizing another line of business.

CHIEF JUDGE SLEDGE: Mr. Handzo?

MR. HANDZO: Your Honor, in the paragraph
that I was just directing Dr. Salinger to he says, "A
more thorough approach to determine what willing
buyers in the marketplace would pay is to examine
their business models."” And so he is talking there
about the -- he then goes on to talk about how they
generate revenues and what costs they incur and he

faults Dr. Pelcovits for not performing such an
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analysis. So I think I'm entitled to examine him on
whether that's practical and how one would go about
doing it and whether it's possible.

CHIEF JUDGE SLEDGE: Mr. MacDonald?

MR. MALONE: Dr. Pelcovits simply just
doesn't do anything of the sort that Mr. Handzo was
referring and Dr. Salinger is only here to rebut
Dr. Pelcovits.

It seems like Mr. Handzo is trying to
bootstrap the criticism of Drxr. Fratrik through
Dr. Salinger.

CHIEF JUDGE SLEDGE: Except for the last
part of it, it sounded to me like you were agreeing
with Mr. Handzo. I'll overrule that objection.

BY MR. HANDZO:

Q And I'm not sure whether I actually got an
answer to my last guestion.

A Could I ask for the question to be read

back.

Q Why don't we just do this, why don't I just

restate it.

A Sure.
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Q In the modeling approach when you're trying
to model the reveﬁues of webcasters, you would agree
with me, wouldn't you, that a webcaster who uses
webcasting in order to promote sales in a related line
of business would consider the revenues they get from
that related line of business in deciding what
royalties they would pay, correct?

A Yes.

0 So if there's a relationship between the
webcasting business and another line of business such
that the webcasting business helps promote sales in
that other line of business, that's a factor you'd

have to consider in a model, correct?

A Yeah, understanding the business model of a
company that was —-- that -- where the webcasting
business was part of a broader business model. Then

in understanding that company, I would want to
understand the relationship with the other part of the
business, yes.

0 But in this case you haven't given any
thought, I assume, to how you would go about doing

that if you adopted a modeling approach, correct?
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A I think it would be an exaggeration to say I
haven't given it any thought, but -- but I don't —-- I
haven't formulated an opinion for the purposes of this
proéeeding as to exactly what you would have to do.

Q Okay. And you haven't investigated, for
example, whether the data would be available to figure
out how related lines of business would affect a
webcaster's willingness to pay royalties, right?

A No, I -- since I was asked to review
Dr. Pelcovits' testimony, I decided to accept his
benchmark approach, and my critique are of his
application of the benchmark approach.

0 So the answer to my guestion is no, you
haven't considered whether that data is available?

A That's correct.

Q Now, with respect to the costs of webcasters

it's fair to say that there are a number of different

business models with respect to the cost side of

webcasting?
A Yes.
Q And there's no one model that you would

identify as typical, right?
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A There might be different services that
survive in the market with different costs, that's
correct.

Q Okay. But sitting here now you can't say
that you could identify a pérticular model that you
would regard as typical, right, that is a typical

business model?

A Well, you might have more than one
typically —-- there's not necessarily a single typical
model. There ~- there could be a couple models that

survive;-all of which would be in some way typical.
Q Okay. Well, my question is simply is there

one business model for webcasting you would say is

typical?
A Not a single one, no.
Q Now, 1f you were to get the data to show

costs and revenues for webcasters across a
representative sample, you would expect, wouldn't you,
that that would show you that some webcasters have a
significant greater ability to pay royalties than
other webcasters, right?

A Yes.
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Q And you would agree with me, wouldn't you,
that a market mechanism wouldn't necessarily set a
rate at a level that the webcasters would have the
least ability to pay could afford?

A What I would agree to is that the rate would
not -- that the rate would -- could exclude some
companies that would like to be in the business but
can't make it.

Q Well, let's put it this way: If we, from
the representative sample of webcasters, we found some
webcasters with a very high ability to pay and some
with a low ability to pay, without knowing more we
can't say where within that range the market would set
a rate, correct?

A Correct, and it could be at the low end of
the range because the companies that can survive with
a high ability to pay might be at a -- at a -—- at a
very low volume and the companies with a low
willingness to pay per -- per play might be able to
get a very high volume. So —-- so a price setter
forced to set a single rate might choose to go to the

low end of the range.
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Q And, conversely, a price setter who is
forced to set a single rate might choose to set it at
the upper end of the range with ability to pay?

A It might.

0 For example, it would be a plausible
strategy for the sellers in this market to set rates
at a level that subscription services could afford and
not worry about whether free services could afford?

A Right, and it's possible that some sellers
would -- that if you had individual sellers instead of
a single seller, that some sellers would choose the
high end and some sellers would choose the low end.

Q And in a modeling approach, in order to
figure out where in this sort of range of ability to
pay the rate would actually wind up we would have to
know something about the cross elasticities within the
demand of the webcasting business, right?

A Well, that would be a relevant

consideration, yes.

Q And that's not an easy thing to figure out?
A I agree with that.
Q Now, lastly, in any modeling approach you'd
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also want to know something about which webcasting
either promotes or substitutes for other markets in
which the sellers sell their music, right?

A That's correct.

Q Now, with respect to a benchmarking
approach, if that 1s the approach that the Court
adopts in this case, you don't have any objection to
using the interactive market as the benchmark market
in this case, do you?

A No. I've taken -- I've accepted
Dr. Pelcovits' assertion that that's an appropriate
benchmark.

Q But what you -- as I take it, you're sort
of -- one of your principal criticisms of
Dr. Pelcovits is you believe on your sort of reality
test that webcasters can't afford the rates that he's
proposing; am I repeating that correctly?

A Yes.

Q And you attempted to sort of figure that out
by looking at webcaster revenues on an industry-wide
basis, correct?

A Yes. I tried a couple of different ways,
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but that's one of the ways.
Q That's one of the ways. And that's the way

where you came up with your .24 cents per play number?

A It was .0024 cents per play.
Q How about .0024 dollars per play? Anyway -—-
A We could say 2.40 per thousand plays, which

is the way I'd like to talk about it.

Q But in any event, that's where the 2 and the
4 comes from?

A Yes.

Q Now, in order to calculate that number for
the advertising revenues you used data from an
AccuStream report, right?

A Yes.

) And you don't know how AccuStream collects
its data, right?

A Correct.

Q It's your understanding, isn't it, that
AccuStream actually doesn't have access to actual
numbers from webcasters?

A Not all of them, and I don't know for a fact

that they have the data from -- from anyone.
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Q If they do have data from anyone, you don't
know who they get it from and how many they have it
for?

A That's correct.

Q And you're assuming that they have to make
some projections in order to come up with their data
for the industry?

A That's correct.

Q Now, there was another report available to

you, right, the ZenithOptimedia report?

A Yes.

Q And you decided not to use that?

A Yes.

@) And that report has more than twice the

revenues reported that the AccuStream report has,
correct?

A It has more than twice the revenues, but --
but not necessarily for the same universe.

Q You're aware, are you not, that Dr. Fratrik
used the ZenithOptimedia report in his analysis?

A Yes.

Q And you didn't speak with Dr. Fratrik about
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why he chose to use that rather than the AccuStream
report, correct?

A Correct.

0 So you never discussed with him why he
apparently thought the ZenithOptimedia was a better
report?

A I never —- I don't know that he thought it
was a better report, and you're right, I did not
discuss it with him.

Q And you didn't talk to ZenithOptimedia
itself about how they collect their data, correct?

A That's correct.

JUDGE WISNIEWSKI: So maybe I missed it. So
what was your answer as to why you didn't choose to
use this latter source as opposed to AccuStream?

THE WITNESS: Because it covers what it
reports for Internet -- Internet radio advertising
revenues is for more than just music. It's all
Internet radio. So, for example, it would include
ESPN radio is my understanding.

BY MR. HANDZO:

Q And you were told that by Live365, correct?
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A I was told it originally by Live365 and I

did subsequently have a discussion with Mr. Smallens
about it and he confirmed it.

Q And with respect to subscription revenues,
in your testimony you calculate subscription as being
2.4 percent of the plays in the webcasting market in
2009; is that right?

A In my illustrative calculation, yes, that's
the number I used.

Q And are you aware that Dr. Fratrik found
that subscription accounts for about 23 percent of
Live's plays?

A I hadn't recalled that Dr. Fratrik
specifically had -- had used that number, but -- but I
was aware of that as -- as a plausible number.

Q You know that the number for Live is

considerably higher than the number you're using-?

A I do know that the number for Live is
higher.
Q And you're aware, are you not, that Dr.

Fratrik calculated the industry-wide percentage of

plays that are subscription at 10 percent for 20097
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A I hadn't been aware of it, but it doesn't

surprise me.

Q You never talked to Dr. Fratrik about that,
did you?

A I did not.

0 Now, the data that you used to calculate

this 2.4 percent is data that relates to a subset of

the webcasting industry, correct?

A That's correct.

Q It's not all webcasters?

A That's correct.

0 And you used that subset because that's the

only data you had, right?

A I was putting forward a single illustrative
calculation, and from my standpoint whether it was
2 percent or 24 percent didn't —-- didn't affect the
substantive point that I was making. So I'm -- that
was one illustrative calculation. There could be
others.

Q So when you say "illustrative calculation,”
you weren't trying to be particularly accurate here it

sounds like.
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A I wasn't trying to be accurate to the last
decimal point. We're looking at -- 1f you look at the
numbers involved here, you've got Dr. Pelcovits who's
estimating .0073 revenues per play for subscribers.

I had -- using the AccuStream data I have
estimated .0024 revenue or -- I'm sorry -— .0023
revenue per play for the nonsubscribers, and I had
other reasons to believe that that was
approximately —-- approximately correct. So given that
disparity between the .0023 and the .0072 and given my
understanding that any way I did this there was likely
to be, you know, far more than half the plays would
be -- would be nonsubscription, that, my point, that
looking -- that basing the calculation just on
subscribers was going to way overstate the revenues
per play that Internet radio services -- that
noninteractive radio Internet services could expect
and, therefore, it would lead to an overestimate of an
appropriate royalty.

Q So it didn't bother you that you were
presenting a number in this report for the number of

subscription plays that were based on only partial
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data?

A I was careful to say that this was an
illustrative calculation and -- and I don't think I
did anything to, you know, to hide that it was based
on a subset of the data or a subset of the data that
theoretically would be available.

MR. HANDZO: May I approach, Your Honor?
CHIEF JUDGE SLEDGE: Yes.
BY MR. HANDZO:

Q Dr. Salinger, I'm showing you what we've
marked as SoundExchange Trial Exhibit 38, which I
believe you also saw at your deposition.

When you prepared your testimony, you hadn't
seen this document, correct?

A I'm not sure -— I'm not sure I've seen it,
but I don't remember having seen it.

Q This is a document from which you could have
calculated the percentage of plays in the webcasting

industry for the whole webcasting industry for 2009,

correct?
A Yes, one could have.
Q And that would have shown you a much higher
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percentage of plays per subscription, correct?

A Well, it would have been, my recollection,
on the order of -- of 20 percent as opposed to
2 percent. And while I said that I'm not sure whether
or not I personally had seen it, you know, LECG
were —-- we were aware of this document and we -- and
there was some discussion as to whether or not we
should base the calculation on this. And it was our
understanding that there -- that there was some
question as to whether it was a reliable document.

But if you're willing to -- if you would have been
willing beforehand to tell me it was a reliable
document, I would have been happy to have based the
calculation on this.

Q Dr. Salinger, do you recall telling me at
your deposition that you had not seen this document at
the time you wrote your testimony?

A Yes.

Q And the documents that you relied on you got
from Live's counsel, correct?

A That's correct.

Q So you don't know that they gave you this
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document, correct?

A Well, as you know, I had people working with
me on this and so whether or not -- so I was -- I
believe I was right when I said that I had not
physically seen the document. But that's different
from saying that we didn't have a discussion of what
we should use for the illustrative calculation.

Q And you don't know that anybody at LECG saw

this document, correct?

A Well, I don't know for a fact because I
haven't gone back and asked them this question. But
I'm -- I would be surprised if Mike McDonald had not

seen the document.

Q Well, Mike McDonald -- and, by the way, Mike
McDonald is your colleague at LECG, correct?

A Yes.

Q And he actually did a lot of the analysis of
the numbers that shows up in your report, correct?

A He supervised the calculations, ves.

Q And he would have only seen that document if
he got it from Live's lawyers, right?

A That's correct.
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Q And you don't know whether he did?
A I've told you what I know and what I recall.
MR. HANDZO: May I approach?
CHIEF JUDGE SLEDGE: Yes.
BY MR. HANDZO:
0 Dr. Salinger, I'm showing what we've marked
as SoundExchange Trial Exhibit 39.
Do you know 1f you saw this document when
you prepared your testimony?
A I'm sure I did not.
Q Did anyone give it to you after you prepared
your testimony?
A Yes, I saw it yesterday. But this document
has data available -- that I know were not available

to me at the time because it has Pandora's plays

through -- through all of 2009, which I know I didn't
have —-- I didn't have.
Q And looking at this document, which you

apparently did yesterday, it would certainly give you
a different number for percentage of plays that are
subscription than what you've got in your report,

correct?
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A Well, first of all, the answer 1is it would
almost surely give me a somewhat different number and
I would observe that this is for, you know, for three
services. But glancing at it, yes, it would give --
it would give a different number, that's correct.

MR. HANDZO: Your Honor I'm going to take I
think a somewhat unusual step of moving Exhibit 38 and
39 into evidence. And when I say unusual, obviously
I'm cognizant of the fact that the witness is saying
He wasn't familiar with these documents and hadn't
seen them, but I think under the circumstances there
is a good cause to offer this without, in effect, a
sponsoring witness, which is permitted under the
regulations, because it seems clear that Dr. Salinger
was calculating his numbers here without the benefit
of complete information. And given that we are now in
the rebuttal phase, I have no other way to now offer a
witness to put this document into evidence and I doubt
there i1s any question about its authenticity.

CHIEF JUDGE SLEDGE: Any objections to
Exhibit 38 and 397

MR. MacDONALD: Yes, Your Honor, I'm going
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to object on authenticity grounds.

Dr. Salinger has testified that he had not
reviewed these documents at the time of preparing his
report.

CHIEF JUDGE SLEDGE: Objection sustained.
BY MR. HANDZO:

Q Now, when I asked you before about whether
your calculations of the number of subscription plays
related only to a subset of webcasters, not included
in that subset were Sirius XM, correct?

A That's correct.

Q And you now understand that Sirius XM offers
only subscription webcasting, correct?

A I understand that it offers only
subscription webcasting. I don't understand that it
offers subscription webcasting of just music.

0 But Sirius XM's service is purely a
subscription, correct?

A Yeah, that's correct.

Q And at the time you wrote your testimony no
one told you that Sirius XM was a subscription-only

service, correct?
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A Not that I recall.

Q Now, in your testimony, Dr. Salinger, you
also calculated the ability to pay based on two
companies, Live and Pandora, correct?

A I calculated revenue per play combining
those data because those were the two companies for

which I had data.

Q Okay. That's your Exhibit 47
A Yes.
Q You would agree with me that --

JUDGE WISNIEWSKI: This has to do with your
paragraph 33; is that correct? I'm just trying to
make sure what we're referring back to.

THE WITNESS: Yes.

JUDGE WISNIEWSKI: Thank you.

BY MR. HANDZO:

Q You would agree with me, would you not, that
using two companies is not a perfect set of data?

A Yes.

Q Now, the calculation of the combined
Live/Pandora revenues per play is a calculation that

was performed by your colleague Dr. McDonald, right?
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A Yes.

Q And if we look at Exhibit 4 in your
testimony, in the presentation of that Dr. MacDonald
combined Live and Pandora into a single average
revenue per play number, right?

A That's correct.

Q In fact, the numbers for Pandora and Live
are very different from one another if we just
aggregated these numbers?

A That's correct.

Q The Live number 1s actually something more
like .0048 per play, right?

A That's correct.

Q Now, you didn't attempt to determine whether
Live could afford the rates that are being proposed by
SoundExchange, did you?

A Not =-- not specifically, but I would observe
that the .0048 per play is substantially below the
.0073 per play that Dr. Pelcovits used for his
benchmark.

Q And above the rates that are being proposed

by Dr. Pelcovits?
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A Yes, but Dr. Pelcovits says that the rate

should be 47 percent of the revenues, not a hundred
percent of the revenues.

Q And in coming up with this revenue per play
number for Live you did not include any of the
revenues that they obtained from broadcasters,
correct?

JUDGE WISNIEWSKI: That they obtained from
who?

MR. HANDZO: Broadcasters. I'm sorry, I'm
going to run afoul of the definition.

JUDGE WISNIEWSKI: Yes, you are.
BY MR. HANDZO:

Q Let me put it this way: The only revenues
you did include were advertising revenues and
subscription revenues, correct?

A That's correct.

Q You did not include any other revenues that

Live earns, correct?

A That's correct.
) And there are other revenues that Live
earns?
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A That's correct.

JUDGE WISNIEWSKI: Well, let me pursue that
a little bit if I can and muddy the waters further.

When you refer to these as webcasting
revenues for Live365, are they Live365 webcasting
revenues or are they a combination of Live365
webcasting revenues and revenues that they obtain from
aggregators who webcast on their platform but don't
use their license, in other words, from Live365's
aggregating activities?

THE WITNESS: So you're asking about the
other —-- the other revenues-?

JUDGE WISNIEWSKI: I'm just trying to figure
out what revenues we're actually talking about here --
THE WITNESS: Okay. Okay. So --

JUDGE WISNIEWSKI: -~ that's my guestion —-
for Live365.

THE WITNESS: S0 what I was -- my main --
I'm sure you'll tell me whether this is responsive.

JUDGE WISNIEWSKI: Oh, sure.

THE WITNESS: But my main critique of

Dr. Pelcovits was that he -- he assumed that all the
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revenues were from subscribers and that he ignored the
fact that there was a lot of revenue -- that there
were a lot of users of these services that were --
that were doing so on an ad-supported basis. And so
in doing this calculation I wasn't specifically
focused on the business of Live365, which after all is
a pretty small part of the business and has a unique
business model, but I was trying to understand 1f we
look at the market as a whole where there's a mix of
subscribers and ad-supported users, how different
would the answer be. -

And so what I -- so what I've taken from --
from Live365, because it speaks to this issue of

revenue per play from people doing ad -- doing so on

an ad-supported basis versus a subscriber basis, I've

taken -~ Live365 has some subscribers at a pretty high
rate, but they also have ad-supported -- but they also
have advertising revenue that their -- that

advertisers pay for access to the audiences for the
people who subscribe, and those are the two that I've
included.

JUDGE WISNIEWSKI: And my question to you is
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with respect to the revenues that you focused on for
Live365 only, okay, were those only both ad-supported
and subscription revenues related to activities for
which Live365 is using its license? )

THE WITNESS: I believe the answer to that
is yes.

JUDGE WISNIEWSKI: Okay. Thank you.

CHIEF JUDGE SLEDGE: So that means that you
have seen data that divides their revenue that comes
from a license asserted by Live365 as the license
asserted by some other entity?

THE WITNESS: The data -- I -- I have seen
Live365's financials and they break out their revenue
into what they classify as two business segments.

CHIEF JUDGE SLEDGE: That doesn't answer the
question I asked you.

THE WITNESS: Okay. So —-— so I mean if
you're asking me -- I mean you're asking me about
which license is being used to generate -- I'm sorry.
Can you -- can you ask the question again, make sure I
understand it?

JUDGE WISNIEWSKI: I'm basically trying to
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figure out which license 1s being used in connection
with the revenue that you're seeing generated and
ascribing to them.

THE WITNESS: And so you're saying that they
have a license, but the people who are —--

JUDGE WISNIEWSKI: But there are also some
people who they provide services to who opt for their
own license.

CHIEF JUDGE SLEDGE: And pay revenue to

& .
Live365.

THE WITNESS: And -- I mean I guess I should
say I don't know.

JUDGE WISNIEWSKI: That's fine. I'm just
trying to figure it out. That's all.

CHIEF JUDGE SLEDGE: So you've made no
analysis of revenues of Live365 that are generated .
from a license that it claims to exercise as opposed
to a license exercised by another entity that pays
them revenue?

THE WITNESS: That's correct. I wasn't

aware of the distinction of the licenses as being the

basis for how they divide up or they might divide up

Y
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revenues.
CHIEF JUDGE SLEDGE: All right.
BY MR. HANDZO:
Q Dr. Salinger, it was actually Dr. McDonald

who performed this calculation, correct?

A Well, yes, or a research assistant.

Q A research assistant under --

A Yes.

Q —-— Dr. McDonald's supervision?

A Yes.

Q And so far as you know did Dr. McDonald just

use the same financial statements that Dr. Fratrik
used?

A So far as I know, yes.

Q And in calculating the revenue per play for
Live, do you know whether Dr. McDonald simply took all
of the advertising revenue and all of the subscription
revenue that shows up on those Live financials?

A That's my understanding.

Q And he did not use any other revenue from
Live365 that relates to its other line of business,

right?
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A That's correct.

Q And you would agree that to the extent that
what Live characterizes as the webcasting side of the
business helps promote sales in their related line of
business, in setting a royalty for Live you would want
to take that into account?

A If we were setting a royalty just for Live
or 1f I believe that Live were typical of the industry
and didn't have this unique business model, then I
would —-- I would -- I would take that into account,
yes.

Q Let me ask you to turn, Dr. Salinger, to
paragraph 35 of your testimony. And I'm correct, am I
not, that in paragraph 35 you fault Dr. Pelcovits for
not looking at the content between on-demand services
and indies?

A Correct.

Q You do not know what the percentage of indie
music that is played on on-demand services, correct?

A That's both correct and not -- and -- but
also something that was not of particular concern to

me.
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Q Okay. But you did say that Dr. Pelcovits
was wrong for not looking at indie contracts on
on-demand services, right?

A Yes.

Q And you don't know what percentage of
on—demand‘services indies make up, right?

A I'm sorry. Ask the question —-- were you
asking about the interactive services or not?

0 Yes, idinteractive services.

A Yes, I —-—- I don't know other than what you
represented in the deposition.

Q And you do not, or at least at the time of
your deposition did not know how the indies
distributed their music, right?

A That's correct.

Q So you don't know, for example, whether
indies or some of them distribute their music through
the majors?

A That's correct.

Q Now, we talked about this, or you talked
about this a little bit this morning, but you

testified I think in paragraph 36 that there could be
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some possibility that indies may charge less than the

majors?
A Yes.
Q And you refer in the last sentence there to

some evidence provided by Live during the direct

phase.
A Yes.
0 Do you see that?
A Yes.
Q Now, you have not actually read any of the

contracts that Live refers to where it claims that
indies have provided royalty-free licenses, right?

A That's correct.

Q And you don't know what the dates of those

contracts are?

A I don't.

Q And you don't know how many there are?

A That's correct.

0 And your information about those contracts

came from your conversations with Live's lawyers,
correct?

A That's correct.
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Q And as you sit here today, you don't have an
opinion about whether indies would charge more or less
for their music than the majors, right?

A Other than the evidence that some indies did
at least at one point offer the music on —-- offer the
music on a royalty-free basis.

Q The answer is other than that, you do not
have an opinion on whether the indies would charge
more or less?

A That's correct.

Q Let me ask you to look at footnote 20,

Dr. Salingexr, on page 17.

A Yes.

Q And do I correctly understand you to be
stating there that there are other interactive
services that Dr. Pelcovits should have looked at?

A Well, he —-- he could have looked at more.

He doesn't say why he limited -- I would make the

observation that he didn't say why he limited his --

his data to -- to those six.
Q What other ones do you think he should have
looked at?
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A My understanding is —-- is that there are
more.
Q And you got that understanding from Live's

lawyers?

A Yes.
Q Can you tell me what those other ones are?
A No.
Q So you, as you sit here today, don't know

from your own knowledge that there are any more?

)

A I believe there are more, but --

Q Based only on what Live's lawyers told you?
A I'd say that's right.

Q Just a few gquestions about your criticism

about the regression analysis.

A Yes.
Q Some place that I dear tread, so let me just
ask you this: I think you said in your testimony that

Dr. Pelcovits actually had three ways of doing this
interactivity adjustment, correct?

A Yes.

Q And the regression analysis was just one of

them, right?
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A Yes.

Q And so if he had just done it with those
other two and not had the third one, you wouldn't have
had a problem with that?

A Well, I -- I had a series of problems
leading up to that, but I wouldn't have had the
further objection that ~-~ that the regression analysis
was ilrrelevant.

Q All right. Just to be clear, I understand
that you have other criticisms of this --

A Yes.

Q —-— benchmark model besides the regression,
but just with respect to the regression, if
Dr. Pelcovits had just done it the other two ways and
not used the regression, that would have been fine?

A Right. If you're -- if you're going to use
the subscription rates, then I would have just used
the average subscription rate. I wouldn't have done
this fancy thing that was --

Q And Dr. Pelcovits did use the average
subscription rate, right?

A Yes.
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Q Let me ask you to look at paragraph 51 of

your testimony, Dr. Salinger.

CHIEF JUDGE SLEDGE: Well, I'm not clear on
that list answer.

Do I understand you to say that the answer
to Mr. Handzo's question is no, that he should not
have made any adjustment and, therefore, his question
to you that it would be okay to make the adjustment
two other ways, the answer is no?

THE WITNESS: The .0036 that he gets, it's
an average of three numbers. They are all sort of
close to .0036. All right. One of those numbers
is -- 1s a -- is somewhat higher and it's based on
this regression technique. And I understood
Mr. Handzo's question to be well, could he have
just —-- could he have taken the average of two, thrown
out the regression technique. And I'm saying yeah, 1t
would have been better —-- better to use the two and
throw —-- and throw out the third part of the average
than what he did.

CHIEF JUDGE SLEDGE: Well, doesn't that

conflict with your statement that he should have used
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only the average of the subscription and made no
adjustment?

THE WITNESS: Oh. The other two both use
the -- both use the average, and there's some other
detail that -- that is different between the two and
it's very small.

CHIEF JUDGE SLEDGE: I'm not getting an
answer to my question.

Are you saying that there should have been
an adjustment or not?

THE WITNESS: There should not have been an
adjustment to the average subscription price. And the
difference between the other -- between the other two
doesn't concern that adjustment.

CHIEF JUDGE SLEDGE: Uh~huh.

BY MR. HANDZO:

Q Dr. Salinger, if you could look at paragraph
51 of your testimony.

A Uh-huh.

Q And at the end of that paragraph in the last
sentence I will paraphrase a little bit, but you say

the judges should disregard the methodology because

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

126

it's inherently subject to manipulation to obtain a
desired result, which is what appears to have happened
here.

Do you see that?

A Yes.

Q You are not suggesting, are you, that
Dr. Pelcovits purposely manipulated his results, are
you?

A What I'm suggesting is that he did what --
what one would do if one wanted to manipulate the
results. But I don't know why he did it and -- and
really my point is that because there -- because he
did what one would do if one were trying to manipulate
the results, it's particularly important that he
provide a very strong justification for doing what he
did, which he did not do.

MR. HANDZO: May I approach, Your Honor?
CHIEF JUDGE SLEDGE: Yes.
BY MR. HANDZO:

Q Dr. Salinger, I'm showing you what we've

marked as SoundExchange 30 and I would ask you to turn

to page 133.
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A Yes.

Q And do you recall that in your deposition I
was asking you whether you were accusing Dr. Pelcovits
of purposely manipulating his results?

A That's correct.

Q Okay. And I asked you the following
guestion and you gave me the following answer:

"QUESTION: Okay. You're not suggesting
that he purposely manipulated his results, are you?

"ANSWER: No."

A That's correct, and that's still my answer.

Q Thank you.

Dr. Salinger, turn if you would to
paragraphs 38 and 39 of your testimony which addresses
what you referred to as the downward trend in the
effective per play rate.

A Yes.

Q And I believe you testified this morning
that in your view what Dr. Pelcovits should have done
was he should have used the effective per play rate
from 2009 rather than an average of over a three-year

period; is that fair?
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A Yes, I ——- I believe that would have been
superior.
Q And the average that Dr. Pelcovits came up

with was .2194; is that right?

A It was .02194.

Q .02194.

A I know you told me you were a history major.

Q And now you'll believe me if you didn't
before.

And the number for 2009 is .0917, right?
A No. It's .01917.
Q If the Court were to accept your criticism,
the fix to the proposed rate would be to multiply --
let me see 1f I can get this right -- Dr. -- to

multiply Dr. Pelcovits' rate by .01917 over .02610,

right?

A No.

Q All right. Tell me what the fix is.

A You would multiply it by .01917 divided by
.02194. All right. So you =-- you should like that
answer. That's better for you.

So if the Court were to decide that that was
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the only problem and they just needed to do the one

fix, that's -- that's what it should be.

Q Thank you.

Now, looking at paragraph 61 and the
following couple of paragraphs of your testimony,
Dr. Salinger, would you agree with me that if the
buyers in this market view the record companies as
complements rather than substitutes, then the effect
of having SoundExchange negotiate on behalf of all of
the record companies would be actually a lower rate on
average than what the record companies would negotiate
themselves?

A Yes.

Q And when we look at market power issues,
there are circumstances where buyers have market
power, right?

A That's correct.

0 And you understand that in this case the NAB
was negotiating on behalf of a large group of
broadcasters, correct?

A That's correct.

Q And you have not looked into the question of
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whether the buyers in the NAB deal were able to
exercise market power here, correct?

A That's correct.

Q Now, if the negotiations between the NAB and
SoundExchange had been unsuccessful, the result would

have been that this Court would have set a rate,

right?
A That's correct, or that's my understanding.
Q All right. And when you're negotiating in

that context where i1f there's a failure to negotiate a
d;;i thére will be a court that sets the rate, as the
buyer, if you anticipate that the Court is going to
set a rate that reasonably approximates a market rate,

you're unlikely to agree to a rate higher than that,

correct?

A That's correct, unless you have a reason to
raise rival's costs. But as a general rule, yes.
Q Well, let's talk about that. As I

understand your raising rival's costs theory, the
theory is that the NAB companies wanted to raise the
rates of the webcasters in order to protect the

broadcasters' terrestrial radio market; is that
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correct?

A That's correct.

Q Now, obviously when in this context if you
are raising your rival's cost, you're also raising
your own costs, right?

A That's correct.

Q So your theory here is that by raising costs
for everyone, including the NAB companies, the NAB
companies would drive some or all of the commercial
webcasters out of business, right?

A Either drive them out of business or cause
them to -- to operate in some different way where they
would be a smaller part of the market.

It doesn't regquire that you drive them out
of business, but they would have to shrink in some
way.

Q So that if the strategy were successful and
the commercial webcasters shrink, the NAB companies, I
take it under this theory, would preserve their
terrestrial markets from encroachment by webcasters
and increase their webcasting market, correct?

A That's correct.
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0 Now, in order for that strategy to work,

SoundExchange would have to agree to go along with it,

right?
A That's correct.
Q Because if the NAB companies negotiated a

rate with SoundExchange and then SoundExchange gave
somebody a better rate, it would be a

counterproductive strategy for the NAB companies,

right?

A That's correct.

Q Now, is it your testimony -- well, let me
back up.

You understand that the record companies,
SoundExchange, do not collect any royalties for the
performances on terrestrial radio, right?

A That's my understanding.

0 So is it your testimony that SoundExchange
would have gone along with this strategy which would
have the effect of helping the terrestrial
broadcasters preserve their terrestrial market where
SoundExchange gets no royalties and drive commercial

webcasters out of business who do pay royalties to
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A Well, I didn't say that they had to drive
all the webcasters out of business. My -—- what I'm

assuming about SoundExchange was it has a
representative of the entire industry and, therefore,
it's trying to set a monopoly rate. So it -- it would
like —-- it would like to set a monopoly rate as
opposed to a more competitive rate, and the
broadcasters would benefit from that.

Q And the broadcasters would benefit in your
theory in a way which would hurt SoundExchange and the
record companies, right?

A No.

Q Well, to the extent that you are protecting
terrestrial markets where no royalty is paid from
competition with markets where a royalty is paid,
that's not helping the record companies, is it?

A The benefit to the record companies is that
they get more like the monopoly price, which is their
objective or, alternatively, that they get a rate
that's so high but then they get to practice price

discrimination by negotiating lower.
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Q My question is this: It does not help

SoundExchange to protect the terrestrial market where
it gets no performance rates, correct?

A By itself it doesn't help SoundExchange to
protect the terrestrial market, but that's not what
I'm saying is the benefit that SoundExchange got.

Q Now, in order for this theory to be wviable
it would also have to be the case that the NAB
companies would have to believe that this Court would

not set a lower rate than what the NAB has negotiated?

A That's right. Well, for the theory to be -
viable what's necessary i1s that -- that NAB would
believe that -- that the rate it set would -- would

cause this Court to set a higher price than it would
otherwise set.

Q Because 1f the NAB did attempt the strategy
that you're suggesting and this Court set 'a lower
rate, the NAB companies would have saddled themselves

with a higher rate than their competitors are paying,

right?
A That's correct. For their -- for the
webcasting -- for the webcasting part of their
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business, that's correct.

0 Wouldn't you expect if buyers were engaging
in that strategy that they would want a
most—favored-nation's clause in their contract?

A I don't know.

Q You're aware that there is no

most-~favored-nation's clause in the NAB agreement?

A I'm not, but I certainly wasn't aware
that -- I didn't know one way or the other.
0 Now, you were asked some questions about

this this morning, but let me just pursue it a little
further. 1In the strategy, 1f it worked, you would
expect the broadcaster's webcasting business to grow
as well, right?

A Yes.

Q And that is now a part of the business, as
you discussed this morning, where the broadcasters
will be paying higher rates than, according to you,
they would have otherwise been able to get, right?

A Yes.

Q And if those rates made their webcasting

business actually unprofitable, growing that business
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would actually be a problem, right?

A The music part of the business, yes.
Assuming that the rates made -- made it
unprofitable —-- you know, recognizing that the -- the
costs for the broadcasters of webcasting -- it's a
joint effort possibly to do broad —-- likely it's a
joint effort to do broadcasting and webcasting. So --
so the rates might -- you could have rates that would
be unprofitable for pure-play webcasters and -- and --

unprofitable for the pure-play webcasters but
profitable for -- for the broadcasters.

MR. HANDZO: May I have a moment, Your
Honor?

CHIEF JUDGE SLEDGE: Yes.

(Brief pause.)
BY MR. HANDZO:

Q Dr. Salinger, you don't have an opinion
about whether the judges in this matter should set one
rate for all webcasters or different rates for
different webcasters, right?

A That's correct. I was asked to critique

Dr. Pelcovits' report and there was an assumption
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underlying Dr. Pelcovits' report that there will be a
single rate.

Q But you dop't have an opinion on that one
way or the other?

A I don't.

Q And you don't have an opinion about what
rate or rates the Court should set in this case,

correct?

A No, I -- I don't have a specific rate.
Dr. Pelcovits has said that the -- that the WSA
agreements are lower bound, and -- and I disagreed

with that because I think there are various upward
biases in that rate. So to the extent that there are
upward biases, I think it —-- there's an argument for
why the Court should set a lower rate than that, but I
don't have a specific number.

MR. HANDZO: Thank you. That's all I have.

CHIEF JUDGE SLEDGE: Mr. MacDonald,
redirect?

MR. MacDONALD: Yes, Your Honor.

REDIRECT EXAMINATION BY COUNSEL FOR LIVE365

BY MR. MacDONALD:
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Q Good afternoon, Dr. Salinger.
A Good afternoon.
Q Do you recall the questioning by Mr. Handzo

about the subscription versus nonsubscription
performance data that you relied upon in paragraph 26
of your report?

A Yes.

Q And you recall that Mr. Handzo asked whether
that represented a subset of the total noninteractive
webcasting performances? Do you recall that question
and answer?

A Was he asking that with respect to 26 or
with respect -- 26 is reporting the AccuStream data,
and there's the other paragraph that -- that's
reporting the calculations on Pandora and Live365. I
thought he was asking about the Pandora and Live365.

Q Well, let's turn your attention to actually
the end of paragraph 26, more focused on page 11, and
you have --

A I - I recall now. I -- I misspoke.

Q Okay. With respect to the data that you did

rely upon for your subscription versus nonsubscription
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performance data, do you recall approximately what
percentage of the total performances is the
nonsubscription versus subscription data that you
relied upon, what percentage of the overall statutory
market did that account for?

A My recollection is it's over half.

Q Now I'd like to turn your attention to
SoundExchange Trial Exhibit 38, which should be in
front of you. And just turning your attention to the
2009 data, do you see that under the "Reported
Performances" column there are numbers that purport to
represent subscription and nonsubscription
performances?

Do you see that?

A Yes.

Q Can you provide an eyeball estimate of what
percentage'of the overall total performances for 2009

accounts for subscription performances in 20097

A Appears to be less than 20 percent.
0 What about with respect to the data in 20077
A I'm —- well, I might have been off by a

decimal point.
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Q How about this, Dr. Salinger --
A Oh, oh, oh, I'm sorry. I was looking at the
wrong —-- I was looking at the wrong numbers. Can I

just do that again?

Q How about we do this: What is the reported,
according to this document, the reported performances
for 2009 subscription?

MR. HANDZO: Your Honor, if I may, I'm going
to object only because the document wasn't admitted
into evidence, so..

MR. MacDONALD: Your Honor, my response to
that is Mr. Handzo elicited testimony about this
document. I'm not seeking to enter it into evidence.
I'm merely seeking to rebut the assertions that Mr.
Handzo sought and, in fact, elicited from
Dr. Salinger.

CHIEF JUDGE SLEDGE: Dr. Salinger says on
Exhibit 38 that it gives the total revenues that could
have been used in his report but were not used in his
report, so the accuracy of any numbers were objected
by you and sustained.

MR. MacDONALD: Your Honor, I'm not seeking
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to elicit testimony about the accuracy of the number.
I'm instead seeking to elicit testimony about whether
any of these numbers would have any impact on
Dr. Salinger's, any of his conclusions.

JUDGE ROBERTS: Why try to redirect the
number into the record?

CHIEF JUDGE SLEDGE: Sustained unless you
want to admit the document.
BY MR. MacDONALD:

Q Well, I'll try it this way without referring
to the document: Dr. Salinger, if subscription
performances represented 10 percent or even 20 percent
of the overall statutory market, would that impact any
of the conclusions or the points in your report?

A It would affect the precise numerical
calculations, but it would not affect the substance of
the conclusions that -- that I drew.

0 Thank you.

Now, do you recall the testimony with
respect to footnote 20 on page 17 about Dr. Pelcovits'
reliance upon six interactive services for its

effective per play rate?
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Do you recall the questioning?

A Yes.

Q Do you recall ever seeing the appendices
attached to Dr. Pelcovits' written direct testimony in
this case?

A I did see them.

0 And do you recall an appendix that listed
out various contracts that Dr. Pelcovits purported to
review in connection with his report?

A Yes.

Q Do you recall seeing more than -~ well,
first of all, do you recall seeing more than six
interactive services listed in those appendices?

MR. HANDZO: Object to leading, Your Honor.

CHIEF JUDGE SLEDGE: Overruled.

THE WITNESS: Yes.

CHIEF JUDGE SLEDGE: So you just got him to
state a fact that conflicts with what he said in his
footnote 207

MR. MacDONALD: No, Your Honor.

CHIEF JUDGE SLEDGE: It says in footnote 20

he relies on six interactive services and now you're

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

saying that he remembers from reading the report that
he relied on more services.

MR. MacDONALD: No, Your Honor, that's not
the thrust of my questioning —-- what the thrust of my
questioning is.

CHIEF JUDGE SLEDGE: One of us didn't
understand your question.

MR. MacDONALD: Okay. May I try to ask
Dr. Salinger some questions to try to clarify?

CHIEF JUDGE SLEDGE: All right.

BY MR. MacDONALD:

Q What was the overall concern that you were
trying to convey in footnote 207

A Dr. Pelcovits lists a large number of
contracts to which he had access, and then when you

look at what he actually relied on, it was a

relatively small subset of -- of those. And that

was —-- so that was the basis of the criticism, that he
claimed to have had access to —-— to more than he used
and he doesn't explain the -- he doesn't explain why

he chose the sample that he chose.

MR. MacDONALD: I'm going to move on, Your
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Honor, from footnote 20.
BY MR. MacDONALD:

Q Dr. Salinger, was the purpose of your
analysis to set a rate for this proceeding?

A No.

Q Was the purpose of your analysis to show the
errors in Dr. Pelcovits' analysis?

A Well, it was to comment on the analysis and
to point out errors where there were and -- and where
I agreed with it where I agreed with it.

o) Did Dr. McDonald —--

CHIEF JUDGE SLEDGE: I'm glad you agreed
that you wouldn't have been party to some arrangement,
as the gquestion asked you, that you would have been a
hired gun to give a result for which you were hired as
opposed to what you decided.

I hope that's never the case, Mr. MacDonald,
as your guestion indicated.

MR. MacDONALD: Yes, Judge. Thank you.

BY MR. MacDONALD:
Q Did Dr. McDonald act under your direction?

A Yes.
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Q Did you oversee his work?
A Yes.
0 Was Dr. McDonald carrying out calculations

under your direction?
A Yes.
MR. MacDONALD: Your Honors, I have no
further questions.
CHIEF JUDGE SLEDGE: Mr. Malone, any
questions?
MR. MALONE: Yes, please, Your Honor.
CROSS EXAMINATION BY COUNSEL FOR IBS

BY MR. MALONE:

0 Good afternoon, Dr. Salinger.
A Good afternoon.
Q At the beginning or near the beginning of

Mr. Handzo's cross-examination the discussion with
Mr. Handzo centered on paragraph 16 and modeling as a
conceptual shortcut.

A Yes.

Q And you got into some of the details of that
and eventually spoke of different models of businesses

in the market.
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Is the underlying assumption of your answer
that there is a single market as opposed to subsets of
the market or market segments?

A When you ask an antitrust economist about
what I'wve concluded about a market, that's a loaded
guestion.

There are different business models out
there and they -- and the gquestion of exactly where
you would draw the boundaries of the markets and
whether there are multiple markets is -- is a
complicated gquestion and I haven't assessed that.

MR. MALONE: Thank you.

CHIEF JUDGE SLEDGE: Mr. Handzo, any further
gquestions?

MR. HANDZO: No, Your Honor.

CHIEF JUDGE SLEDGE: Any questions of the
bench?

JUDGE WISNIEWSKI: Just perhaps one or two.

Dr. Salinger, I'm looking back at your
paragraph 25 and perhaps even 33 where you make
estimates of Pandora's total revenues per play in 2008

and 2009.
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THE WITNESS: Yes.

JUDGE WISNIEWSKI: And I guess my guestion
for you is have you looked at Pandora's revenue
estimates for 20107

THE WITNESS: ©No, I haven't.

JUDGE WISNIEWSKI: And in paragraph 33 you
combine Pandora and Live365 for purposes of making an
estimate for webcasters.

I guess the question -- but at another point
in your testimony you had indicated something to the
effect that Live365 had a unique business model. So I
guess my gquestion to you is what makes them comparable
for purposes of combining them the way you did?

THE WITNESS: What -- in my mind what made
them comparable was that they both had a mix of -- of
subscribers and people listing on an
advertising-supported basis.

JUDGE WISNIEWSKI: And part of that has to
do with the fact that they are competitors? Aren't
they competing for the same --

THE WITNESS: Yes.

JUDGE WISNIEWSKI: —-— sources of revenue?
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THE WITNESS: Yes, I think that's right.

JUDGE WISNIEWSKI: Thank you. That's all.

CHIEF JUDGE SLEDGE: Judge Roberts?

Thank you, sir. You're excused.

THE WITNESS: Thank you.

(Witness excused.)

MR. OXENFORD: Your Honor, might this be an
appropriate time to take a quick recess before we
start?

CHIEF JUDGE SLEDGE: It makes for a long
afternoon. Do you want to take a recess now? Is that
what you're saying?

MR. OXENFORD: Yes, please, Your Honor.

CHIEF JUDGE SLEDGE: Court will recess for
ten minutes.

MR. OXENFORD: Thank vyou.

(Brief recess 1:52 p.m. to 2:05 p.m.)

CHIEF JUDGE SLEDGE: Thank you. We'll come
to order.

MR. OXENFORD: Yes, Your Honor. As our next
witness Live365 calls Alexander Sandy Smallens.

WHEREUPON,
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ALEXANDER SANDY SMALLENS

called as a witness, and having been first duly
sworn, was examined and testified as follows:
MR. OXENFORD: Thank you, Your Honor.
DIRECT EXAMINATION BY COUNSEL FOR LIVE365
BY MR. OXENFORD:
Q Mr. Smallens, would yéﬁ please state and
spell your full name for the record?
A Yes. My name is Alexander Sandy Smallens,
A-1-E-X-A-N-D-E-R, Sandy, S-A-N-D-Y, Smallens,

S-M-A-L-L-E-N-S.

Q And where are you currently employed?
A I am currently employed by Audiation.
Q And can you tell us a little bit about what

Audiation does?

A Sure. Audiation is a digital media
consultancy, which I run, which advises startup
companies and media companies on digital media, sales,
business development, strategy and webcasting.

Q And how is Audiation involved in the
webcasting industry?

A In the case of Audiation I have one current

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

150

client and one previous client for whom I've advised
on how to set up their webcasting operations and how

to attempt to derive revenue from them.

0 And who started Audiation?

A It is my company. I started it.

Q And when did you start that company?
A I started it in June of last year.

Q And let's start with your educational

background. Where did you go to college?

A Oh. I attended Yale University and
graduated in 1967 with a B.A. in Political Philosophy.

Q And while you were at Yale were you involved
in the music industry?

A Yes, I was. I -- I started my own band
there, rock band, and I also was the editor-in-chief
for the student-run music paper called Nadine. I also
was Spin Magazine's first intern from college, and
during that time I -- I was fortunate to author some
articles for Spin as well.

0 Can you explain for the Court what Spin
Magazine is?

A Sure. Spin Magazine was at the time one of
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the preeminent music journals and -- and still is a
big coverage of underground and mainstream music.

Q And then afger college, what was your first
employment position following college?

A My first position following college was
actually full-time becoming a performing, recording
musician. I formed a band with three friends from
high school, which was called Too Much Joy, T-0-0 Much
Joy. And from 1987 through 1994 we -- we began as a
self recordist and then we were signed by an
independent label named by Warner Brothers Records.

So we toured and recorded and, you know, made our
living playing music and selling music.

Q Okay. And after touring with the band, what
was your next employment position?

A My first full-time job was with Atlantic
Records. I had been doing a lot of freelance writing
for them and other major record labels, artist bios
and press releases, and so I applied for a position at
Atlantic where I would be a staff writer, where I'd
also proposed that they create multimedia marketing

materials for artists. This was in 1993 and it was
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before the worldwide web had really taken shape,
before there was a, you know, the worldwide web. But
I thought that perhaps using multimedia assets to
promote artists would be a good direction for the
company to go in.

Q And did, in fact, that position evolve in --
for Atlantic Records?

A Absolutely. In 1994 I received the green
Light to start what became the record industry's first
fully staffed multimedia department, where we created
enhanced CD products, CD-ROM products and, you know,
initial websites for music artists.

Q And was the Internet delivery of music
involved in your position at Atlantic Records?

A Absolutely. Atlantic was fortunate to be
one of -- we were the first major label to stream a
full-length track by a major artist. That was Tori
Amos. It was a big deal. We did it with
RealNetworks. And we conducted a lot of webcasts and
artist chats online as well, so there was a lot of
Internet delivery of music and artist content.

Q And after Atlantic Records what was your
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A After that I -- I began my career in the
digital industry directly. I went to Prodigy
Internet, which at the time was one of the leading
online service providers, and I ran -- I was vice
president of content for them and responsible for

music and entertainment content for the service.

o] And when were you at Prodigy?
A I was at Prodigy from 1996 to 1998.
Q And, again, was the Internet delivery of

music involved in your position with Prodigy?
A Very much so. We would conduct deals with
major labels, independent labels, and provide

on-demand streaming of artists and also artist chats.

Q And after Prodigy what was your next
position?
A After Prodigy I actually went to become

senior vice president of SonicNet, which was a company
that had a partnership with Prodigy. They were a New
York based music -- what was known as a BBS or a
bulletin board service. This was, again, right before

the Web had really become the way in which people
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consumed Internet content. And over the course of my
years at SonicNet we took a very underground music
site and turned into a company that MTV Interactive

decided to acquire.

0 And when was it acquired by MTV?
A That was in 1999.
Q And did you stay on with the company after

that position?

A I stayed on MTV for about another seven
months or so at MTV Interactive as senior vice
president, where we conducted a lot of on-demand
streaming and webcasts with major artists. Now that
we had the MTV néme behind us we were able to conduct
events with people like Alanis Morisette and the Foo
Fighters, webcasts of their performances, interviews,
music videos on demand, that sort of stuff.

0 And after SonicNet what was year next
position?

A My next position after SonicNet was a
company called GetMusic. GetMusic was a joint ventur
music content site and it was a venture between BMG,

Bertelsmann Music Group, and Universal Music Group.

e

I
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was executive vice president there. And we launched

several music based entertainment products that were

first in the industry.

Q And, again, was Internet delivery of music
involved in connection with your position at GetMusic?

A Absolutely. In addition to doing like live
webcasts of artists performing on the Internet aéd
some of the first video webcasts that were done, we
also launched GetMusic Karoke, which was the first
ever online karéke platform.

The technology that powered that platform is
now actually the -- the same platform that MySpace
uses for their karoke. So we negotiated with
publishers and in some cases with record labels when
we used the actual masters.

We also launched Videolalb, which was a site
where our users could come to the website and actually
mix their own music videos with, you know, using
assets that we had licensed from the major labels, and
also users could add their own photos and assets and
mix them all up.

Q When you talk about "we," what was your
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personal role in this company?

A Oh. Sorry. At GetMusic I was executive
vice president, so I oversaw all of the content and
cbntent programming and marketing, and I also worked
closely with the sales team and -- and kind of rode

herd with them on sales calls.

Q And the years for SonicNet?
A That was GetMusic.
Q I'm sorry.

A Was 1999 to 2001, the end of 2001.

Q And then following GetMusic what was your
next position?

A From 2002 through the end of 2004 I served
as president and chief operating officer of Oddcast.
Oddcast, 0-D-D-C-A-S-T, is a social marketing agency.
They had built the technology that some of the
videolab and karoke applications I mentioned, you
know, empowered them and so at Oddcast I oversaw all
the sales and marketing of their technology to the
advertising agencies and marketers.

0 And, again, was Internet delivery of music

involved with your position at Oddcast?
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A We continued to license a lot of karoke
platforms, so there was a lot of karoke licensing,
and, you know, we worked closely with music labels in
promoting their artists. We did little applications
for them to promote artists.

Q And following Oddcast what was your next

position?
A After -- well, at the sort of end of my

stint with Oddcast I partnered with CBS Radio to
present an Internet marketing opportunity to Chrysler,
and it was very successful. It was a multi-million
dollar deal, very successful. And based on that, CBS
Radio brought me in to become vice president of
interactive sales and marketing for all of the CBS
Radio digital assets.

So in that capacity I ran the corporate
sales effort for driving revenue or, to use a jargon
term, monetizing all the inventory that the stations
have -- their websites, their streams, their podcasts,
e-mails, any sort of online campaigns, mobile
campaigns -- and, you know, working -- in addition to

putting together my own packages of digital assets,
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also working and training and, you know, cheerleading
or we say evangelizing to the stations around digital

assets and teaching them how to sell it.

Q And the years that you were at Oddcast, I
mean —-- I'm sorry —-- at CBS?

A CBS Radio. I was there from 2005 through
2006.

Q And then after CBS Radio what was your next
position?

A My next position was with Entercom
Communications. Entercom is a top five radio
broadcaster. CBS was top two. And at Entercom I was

senior vice president of digital for the company.

That role entailed having complete oversight
and responsibility for the P&L of the entire digital
division. So not only selling the assets but also
strategizing, making all strategic decisions about the
company, the products, hiring the staff both
corporately and locally in each of the markets to
both, you know, webmasters and also digital sellers,
training them, and a lot of time was actually on sales

calls with big corporate initiatives and myself.
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Q And the time that you were there?

A From 2006 to 20009.

Q And then after Entercom?

A Was Audiation.

Q Now, during your employment period did you

become familiar with a company called TargetSpot?

A Yes. TargetSpot was a —-- actually initiated
when I was still at Oddcast, who built the technology
that powers it. It was the -- it was actually the
brainchild of David Goodman, who was my boss at CBS
Radio and continues to be the president of CBS Radio
Interactive Music Group. So I worked very closely in
they development of TargetSpot, the testing of
TargetSpot with David. He and I presented it to the
sort of upper tiers of the CBS broadcasting world, Les
Moonves and his direct team.

And once I went to Entercom, Entercom became
the second radio group to make their inventory
available to TargetSpot after CBS, who were part
owners.

0 Could you explain for the Court what

TargetSpot is?
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A Sure. TargetSpot is analogous to what
Google does with search with their ad words. So it's
meant to make the buying of streaming radio inventory
simple and to create a marketplace, an electronic
marketplace for marketers and advertisers to easily
buy targeted streaming radio avails. So it's an ad --
it's streaming ad network would be the best way to
describe it.

0 And, Mr. Smallens, do you speak on industry
panels for the webcasting industry?

A Absolutely. 1I've spoken at Convergence for
several years. Convergence is considered one of the
sort of top radio industry innovation conclaves put on
by one of the radio -- one of the big radio trades,
and I've also spoken a couple of times at Adtech,
which is an interactive advertising technology
conference, Streaming Media East, which is a
conference that began more than ten years ago, and
talked about webcasting and streaming media, as well
as Digital Hollywood and a few NAB and -- National
Associliation of Broadcaster boards, and RAB events as

well, Radio Advertising Bureau.
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MR. OXENFORD: All right. Your Honor, at

this time I would like to proffer Mr. Smallens as an
expert in the webcasting industry with specific
expertise in online advertising.

CHIEF JUDGE SLEDGE: Any objection to the
proffer?

MR. FREEDMAN: Yes, Your Honor, and it may
be simply a matter of asking for clarification from
Mr. Oxenford.

I understood him to say he was offering
Mr. Smallens as an expert in the webcasting industry
and then he said with expertise in online advertising.

I don't have any objection to offering him
as an expert in online advertising or even to online
advertising in the webcasting industry.

Offering someone as an expert in the
webcasting industry generally struck me as broad. I
wasn't sure what the nature of the proffer was.

CHIEF JUDGE SLEDGE: Mr. Oxenford?

MR. OXENFORD: Yes, Your Honor.

Mr. Smallens has been involved in all

aspects, as he testified, of the webcasting industry
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starting essentially when the webcasting industry
started, in the mid '90s: Programming, overseeing
simulcasters, overseeing companies that have been
offering digital music services, including programming
as well as sales. So, again, I think it's =--
essentially he's a pioneer in the industry.

MR. FREEDMAN: Based on the testimony we've
heard from Mr. Smallens, I would object to the proffer
of him as an expert in the webcasting industry as
overbroad.

MR. OXENFORD: Your Honor, if I may.

CHIEF JUDGE SLEDGE: Yes, sir.

MR. OXENFORD: Mr. Smallens is really being
offered in the equivalent position of Jim Griffin, who
was offered in the Web II proceeding, who had similar
experience working with various online media, very
familiar with the webcasting industry, as is
Mr. Smallens, who was offered as a webcasting industry
expert.

JUDGE ROBERTS: This witness isn't going to
start talking about Tarzan economics, is he?

MR. OXENFORD: No, Your Honor. At least not
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during my questioning.

CHIEF JUDGE SLEDGE: Mr. Oxenford, tell me
what I'm missing. The testimony says, "I will discuss
the challenges that statutory webcasters face in
attempting to maximize revenues from their product.”

MR. OXENFORD: Correct.

CHIEF JUDGE SLEDGE: Why is that different
than an expert in online advertising in webcasting?

MR. OXENFORD: I think there will be
discussions of operations and programming tied in with
those discussions of advertising. It's not going to
be exclusively a discussion of advertising.

CHIEF JUDGE SLEDGE: All right. I'1l
overrule the objection. The proffer is accepted.

MR. OXENFORD: Thank you, Your Honor.

Your Honor, if I may approach the bench and
the witness.

(Live365 Rebuttal Exhibit Number 2 was

marked for identification.)

BY MR. OXENFORD:
0 Mr. Smallens, I've handed you what we've

marked for identification as Live365 Rebuttal Exhibit
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Number 2.

Do you recognize this document?

A Yes.
Q Can you tell us what it is?
A This is the statement that I prepared on my

rebuttal testimony.

Q And this statement was, in fact, prepared by
you-?

A Yes.

Q Can you turn to page number -- the page that

is following the page number 267

A Yes.

Q Do you recognize the signature on that page?
A Yes. That is my signature.

Q Is there anything in this report that you

need to correct here today?

A No.

Q Is this report true and correct to the best
of your knowledge and belief?

A Yes.

0 I refer you to Exhibit Number 1 following —--

CHIEF JUDGE SLEDGE: I have to interrupt
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you. That last question was incorrect. The question
should have been to you is this information true and
correct without any limitation to your knowledge,
information and belief.

THE WITNESS: Yes, it is I think.

MR. OXENFORD: Thank you, Your Honor.
BY MR. OXENFORD:

Q Again, Mr. Smallens, would you look behind

Tab Number 1 and identify the document behind Tab

Number 17

A This is my resume.

0 And is this your current resume?

A Yes.

Q Now I'd refer you to Tab Number 2. Can you

identify the document behind Tab Number 27
A Yes. This is a report from Forrester
regarding online advertising and audience growth.
Q And did you rely on this report in
connection with your testimony here today?

A Yes, I did.

Q And is Forrester Research generally reviewed

as reliable in the digital media industry?
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A Yes, it is.

Q Let me refer you to Tab Number 3. Can you
tell me what the document behind Tab Number 3 is?

A Yes. This is an article from Advertising
Age that was reporting on CBS Interactive's desire to
dump -~ dump ad networks.

0 And did you rely on this article in
connection with your report?

A Yes, I did.

Q Is Advertising Age generally relied on as a

reliable source in the digital advertising

marketplace?
A Yes, it is.
Q Then I refer you to the document following

Tab Number 4.
Can you identify that?

A Yes. This is a printout from an online
publication paidContent.org, which is a leading sort
of chronicler of digital media regarding the sort of
story of iMeem, which is a music service that was sold
off to MySpace.

Q And, again, 1s paidContent generally relied
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on as a reliable source in the digital media
marketplace?
A It is.
JUDGE WISNIEWSKI: By whom?
THE WITNESS: I would say they're quoted
frequently in traditional press as sources for
stories. PaidContent, you know, they cover the entire

digital media realm, they get interviews with folks

like —--

JUDGE WISNIEWSKI: So is Wikileagues.

THE WITNESS: True, although they're not in
here. But they are, you know, they're a journalistic

source that gets interviews of people like Rupert
Murdoch and Sumner Redstone and folks like that. So I
think they have great, you know, media credentials I
would say.
JUDGE WISNIEWSKI: Okay.

BY MR. OXENFORD:

Q And just to expedite this, Tabs 5 through
14, can you explain what those documents are in Tabs 5
through 147

A These are additional reports that I reviewed
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or relied upon as I was preparing my statement from
similarly well-credentialed outlets, some traditional,
some online.

Q And are all the resources that you include
in these tabs sources that are generally considered
reliable in the digital media industry?

A Yes, they are.

MR. OXENFORD: Now at this time I would like
to offer Live365 Rebuttal Exhibit Number 2 into
evidence.

CHIEF JUDGE SLEDGE: Any objection?

MR. FREEDMAN: Yes, Your Honor, I have three
objections to portions of this exhibit.

The first objection is to the last sentence
of paragraph 31. Most of paragraph 31 discusses
whether Pandora could afford the statutory webcasting
rates. The last sentence of paragraph 31 to which I'm
objecting refers to the Pureplay/WSA agreement that is
a nonprecedential agreement and asks this court to
make an inference about what the rates in that
nonprecedential agreement are. So under Section

114 (£) (C) (5) (sic) of the WSA, I would object to that
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sentence.

CHIEEF JUDGE SLEDGE: Mr. Oxenford?

MR. OXENFORD: Your Honor, it's not
referring to the rates or the terms or any of the
specific conditions of the Pureplay agreement. It's
merely confirming the material that goes on before
that says if they had to pay the rates that were in
place, as the witness has testified, it wouldn't be in
business. So it's just confirming the factual
statements before. And it's not offered for purposes
of reliance as to what Pureplay agreements may or may
not have been.

JUDGE WISNIEWSKI: Isn't it hearsay?

MR. OXENFORD: This is an expert witness
who's relying on the cited publication dealing with
the status of Pandora. This is also an administrative
hearing where reliable hearsay can be admitted.

JUDGE WISNIEWSKI: I don't know if that last
statement is necessarily correct, but we can admit
hearsay, I agree with you about that.

MR. OXENFORD: Yes.

JUDGE WISNIEWSKTI: I don't know whether
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reliable and hearsay go together. It may be an
oxymoron, but...

CHIEF JUDGE SLEDGE: The objection is
sustained.

MR. FREEDMAN: Your Honor, my second
objection was also the subject of a motion to be filed
which relates to information from Entercom documents.

Mr. Smallens reviewed and relied upon some
Entercom documents when he prepared his written
testimony. Live365 has not been willing to produce
those documents in discovery. Instead they agreed to
strike two sentences and a snippet of a third sentence
from Mr. Smallens' written rebuttal testimony.

We, of course, haven't seen the documents
that Mr. Smallens relied upon. Live365 has stated
that they went through the testimony and they struck
the sentences that they believe were informed by those
documents, but there are several other sentences that
we identified in our motion that I can identify for
the Court now as well that are similar to the
sentences that Live struck and appear to relate to the

way in which Mr. Smallens characterized the documents
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that were not produced such that we think it would be
only fair and reasonable to strike the other sentences
in his testimony that relate to the same subject
matter. The sentences I'm referring to are the first
sentence of paragraph 16.

The next sentence I was referring to is
actually a snippet of the second sentence in paragraph
18. It's the portion of the second sentence in
paragraph 18 beginning with "which can drive" and
ending with "U.S."

And there's one other paragraph -- I don't
want to get ahead of everyone, but there's one other
paragraph as well.

CHIEF JUDGE SLEDGE: All right.

MR. FREEDMAN: And in paragraph 39 there are
three sentences. The first sentence of paragraph 39
and the sixth and seventh sentences. Obviously you
can see the first sentence. The sixth sentence begins
"NAB simulcasters' selling." So it would be that
sentence and the one following it, the sixth and the
seventh.

CHIEF JUDGE SLEDGE: And the next sentence
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is "Statutory webcasters"?

MR. FREEDMAN: Yes, Your Honor. And I
should add, Your Honor, that under Section 351.10(f)
of this Court's regulations the parties are entitled
to object to evidence including on the ground that an
opposing party has not furnished unprivileged
underlying documents, and in this case I think that's
exactly what has happened.

JUDGE ROBERTS: Mr. Freedman, I haven't
heard you say exactly how the Entercom documents would
support these sentences.

MR. FREEDMAN: Well, I've never, of course,
seen the documents.

JUDGE ROBERTS: Yeah.

MR. FREEDMAN: So I don't know exactly what
is in them. Here's what I do know --

JUDGE ROBERTS: You described it in your
motion as being the sentences were most likely
informed by those documents; is that correct?

MR. FREEDMAN: That is correct, Your Honor.
Based on what Mr. Smallens said at his deposition is

that he withheld documents, including retail revenue
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documents, historic documents from Entercom related to
advertising and CPMs and reports of payments to
Entercom by advertising networks such as TargetSpot.

The sentences that I've identified I think
reasonably relate to those categories —-- those subject
matters. That's my second objection.

CHIEF JUDGE SLEDGE: I thought that was your
third objection.

MR. FREEDMAN: It was my second, Your Honor.

CHIEF JUDGE SLEDGE: Your second is
paragraph 167?

MR. FREEDMAN: I'm sorry. Correct, Your
Honor. I don't mean to be confusing. My first
objection was on the WSA grounds. This generally is
the second.

CHIEEF JUDGE SLEDGE: Oh, I see.

MR. FREEDMAN: Yes. I'm sorry.

CHIEEF JUDGE SLEDGE: Mr. Oxenford?

MR. OXENEFORD: Your Honor, if Mr. MacDonald
could address this, as he handled the production of
documents.

CHIEF JUDGE SLEDGE: All right, sir.
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MR. MacDONALD: Your Honors, all documents
that inform any part of Dr., or -- sorry --
Mr. Smallens' corrected rebuttal testimony have been
produced to SoundExchange. R

What I hear from Mr. Freedman is that he
thinks that it is reasonable to believe that other
statements have also been informed by the withheld
documents. And as a preliminary matter, Your Honors,
I would note that, for example, the first couple of
passages that he cited, Mr. Freedman cited, including
on paragraph 16 the first sentence which specifically
starts off, "In my experience with terrestrial
broadcasters,”" there's no reference to any documents.
The documents that were identified that had not been
produced in his deposition a few weeks ago only was
with respect to one paragraph. Mr. Freedman's
questions related to paragraph 19, and specifically
the last couple of sentences in paragraph 19, and that
was taken out.

We have gone back and asked Mr. Smallens a
few times to confirm that there are no other portions

of his testimony that were in any way informed, and to
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the extent that Mr. Freedman or the Court doesn't
accept my representation, Mr. Freedman is free to voir
dire Mr. Smallens to confirm whether there are other
sections of his report that are in any way informed by
the documents that -- the Entercom-related documents
that have not yet been produced.

JUDGE ROBERTS: Mr. MacDonald, is there a
reason why the witness consulted these documents in
preparing his testimony when it was known that they
could not be produced?

MR. MacDONALD: Your Honor, in all candorxr, I
was actually not even aware that Mr. Smallens had
reviewed —-— none of Live's defense counsel were aware
that he had consulted documents.

Mr. Smallens had free rein to review
documents. And my understanding from Mr. Smallens is
that he did review these documents merely to confirm
the assertions that he made in his statement and it's
only those snippets that were taken out of his
corrected rebuttal statement. So we produced
everything at the time that we had our initial

disclosures due. It was our understanding that we
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produced everything that was related to his report.

It wasn't until his deposition that I found
out for the first time that there were other documents
that were not produced, and we took corrective
measures as soon as possible.

CHIEF JUDGE SLEDGE: All right. We'll
recess to discuss it.

(Brief recess 2:41 p.m. to 2:45 p.m.)

CHIEF JUDGE SLEDGE: Thank you. We'll come
to order.

Tﬁé objection to portions of paragraphs 16,
18 and 39 are overruled.

MR. OXENFORD: Thank vyou, Your Honor.

MR. FREEDMAN: And my third objection, Your
Honor is to Exhibits 2 through 14. One global
objection is that they are hearsay.

With respect to each one I have some
additional objections. Exhibit 2, if you look at it,
is just another person's opinions. It's not even an
article largely about facts. It's mostly someone
else's opinion that's being offered to bolster

Mr. Smallens' opinion.

176

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010



Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

177
With regards to Exhibits 4, 5 and 6, they

relate to the webcasting service iMeem. That was
largely an on-demand service. I believe Mr. Smallens
is offering it up to support his claim that statutory
rates forced webcasters out of business. I don't
think that's the case and I don't think that's what's
said at least in Exhibit 4. Given that it was an
on-demand service by and large, I don't think the
articles of iMeem are relevant.

With regard to Exhibits 7, 8 and 9, they
relate to Last.FM. Exhibit 7, if you look at it, says

the Last.FM will stop streaming on-demand songs to

users. Again, I don't think that streaming on-demand
songs is relevant. It also says it relates to
streaming in territories outside the U.S. Again, I

don't think that's relevant.

Similérly, Exhibit 12 is largely about
on-demand se£§ices and, again, I think that's not
relevant to the testimony or the matters here.

And with respect to all of them,

Mr. Smallens has for the most part quoted from them

the parts he cares about. I don't see why we need
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these exhibits in the record as well, so I would
object to Exhibits 2 through 14.

CHIEF JUDGE SLEDGE: Mr. Oxenford?

MR. OXENFORD: Yes, Your Honor. First of
all, I think it's a general premise that experts can
rely on hearsay testimony. Mr. Smallens has provided
testimony that each of these --

CHIEF JUDGE SLEDGE: We're talking about the
admissibility.

MR. OXENFORD: Admissibility.

CHIEF JUDGE SLEDGE: We're not talking about
his ability to rely.

MR. OXENFORD: Yes. Your Honor, also though
Mr. Smallens has provided the basis of his testimony,
he's provided that these are reliable sources used in
the industry. We can talk about some of the specific
characterizations of Mr. Freedman if we need to get
into that level of detail, but these are documents
that he's authenticated as coming from reliable
sources that support the hypotheses that he, and the
statements that he has made during the course of his

testimony and, therefore, are reliable and probative
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documents to be in evidence in this proceeding.

JUDGE ROBERTS: Are stories about the
on~-demand business relevant?

MR. OXENFORD: Yes, actually, Your Honor, we
will be talking about iMeem and Lala, two of the
on—-demand services, and one of the questions that I
propose to ask Mr. Smallens is why 1s that relevant to
this proceeding.

CHIEF JUDGE SLEDGE: In other words, it's
probably beyond what we're going to do on this motion
or this objection, but the historic evidentiary rule
of permitting written material into evidence based on
testimony that it's reliable in the industry is more
and more suspect with all publications and especially
online publications.

It doesn't appear that online publications
have editors or reviewers to determine levels of
journalism or even that Jjournalism applies in these
publications. It appears that they publish anything
that anybody wants to say. And you really don't have
that historic sense of confidence any longer that

there is an editor somewhere determining that this has
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been checked, it's authentic, it's something that they
can present to their readers as accurate. And I
certainly don't have a sense any longer that
publications deserve the respect that they have had on
which the rules of evidence were developed, but I
don't think that is part of this ruling other than

Mr. Freedman did refer to one exhibit as being simply
someone's opinion, which would be consistent with what
I stated.

Any other questions? All right. We'll
recess to review 2 through 14.

(Brief recess 2:52 p.m. to 2:59 p.m.)

CHIEF JUDGE SLEDGE: Thank you. We'll come
to order.

In reviewing Exhibits 2 through 14, as to
whether they can be evidence on their own as opposed
to the support for the testimony of the witness, the
judges are not satisfied either that the information
stated in these exhibits is accurate, it is reliable
or that it is prepared in a way on which you can
depend. Some of these exhibits are what they call

blogs, which appears to be a type of publication that

180

(866) 4438 - DEPO
www.CapitalReportingCompany.com © 2010



Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

181

has no editors or no review prior to publication.

The objection is sustained.

MR. OXENFORD: I don't believe there are any
further objections, Your Honor.

CHIEF JUDGE SLEDGE: Yes, sir, that's
correct.

MR. OXENFORD: We had offered the exhibit.

CHIEF JUDGE SLEDGE: Thank vyou.

With the ruling on the specific objections,
are there any other objections to the exhibit?

MR. FREEDMAN: No, Your Honor.

CHIEF JUDGE SLEDGE: The remaining exhibit
without objection is admitted.

(Live365 Rebuttal Exhibit Number 2 was

received into evidence.)

MR. OXENFORD: Thank you, Your Honor.

MR. FREEDMAN: Your Honor, at this time I
would move for application of the protective order to
a limited amount of information that is in
Mr. Smallens' testimony. It was marked as restricted
by Live365 when it submitted this. In the version

that I have they've highlighted it. The highlighting

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10

11

12

13

14

15

16

17

18

19

20

21

22

182

is fairly light, but there are four pages on which
information T would move for application of the
protective order appear.

The first is on page seven where it refers
with respect to Pandora and then it gives a number,
and the same for CBS Radio, Clear Channel and Sirius
XM.

The basis for my motion is the same for all
of the information. I thought I would identify it and
then give the basis if that's acceptable.

The second set of information appears on
page 18 and it is the information in Table 2 relating
to Pandora's aggregate monthly performances. And then
on pages 19 and 20 it gives, again, information about
Pandora's —- it gives the numbers related to Pandora's
performances. Three of those appear on page 19 and
then at the top of page 20.

Under Section 380.5(a) confidential
information is defined to include statements of
account and information included in them, which would
include the number of performances reported by a

webcaster, and under Section 380.5(d) that information
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can be used in a proceeding if it is used under an
appropriate protective order such as the one as we
have in this proceeding. So I would move for
application of the protective order for that
information.

CHIEF JUDGE SLEDGE: Any objection?

MR. OXENFORD: No objection.

CHIEF JUDGE SLEDGE: Without objection the
motion is granted.

MR. OXENFORD: Thank you, Your Honor.
BY MR. OXENFORD:

Q Mr. Smallens, good afternoon, and are you
ready to talk about some other issues?

What was the scope of your retention in this
proceeding?

A The scope of my retention was to offer a
rebuttal to the rosy assessment that was painted by
SoundExchange and —-- and the statements specifically
of Dr. Pelcovits.

Q Could I refer you first to page six of your
direct case testimony where there's the headline

"Webcasting Listenership Has Flattened Over the Last
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Year"?
Do you see that?
A Yes.
0 Is it your understanding that webcasting

listening has, in fact, leveled off?

A It 1s my understanding.

Q And what is the basis for that
understanding?

A The basis for that understanding is my

general industry knowledge as well as specific polls
that were ~-- were conducted and relied upon by

Dr. Pelcovits, specifically an Arbitron/Edison
research study called the Infinite Dial in which it
portrayed the listenership as flat from 2009 to 2010
at about 43 million people weekly.

Q And can you tell us about the
Arbitron/Edison group and their studies?

A Sure. They've -- the -- Arbitron is one of
the leading measurers of media consumption in the
country and Edison is a leading researcher, and they
joined together to publish an annual survey called the

Infinite Dial which talks about digital audio and
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intranet absorption rates and broadband penetration.
And it's considered -- they've been doing it for at
least seven or eight years now and it's considered an
authoritative study.

It's a poll that they conducted over a
thousand people and they offer a lot of good data.

Q Can I refer you to the table on the top of
page seven?
A Yes.

JUDGE ROBERTS: Before you get to that,
Mr. Oxenford, the third sentence of that section,
paragraph 11 on page 6 you say, "In my experience, for
many terrestrial simulcasters, their online
listenership is driven by nonmusic formats."

Who are we talking about here?

THE WITNESS: Both at CBS Radio and at
Entercom if you were to look at a list of the top ten
streaming stations in terms of both listeners and
revenues, the majority of them would be news, sports
and talk formats.

JUDGE ROBERTS: And approximately how much

of that two services that you mentioned comprises the
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simulcaster market?

THE WITNESS: Well, CBS is the number two
largest simulcaster after Clear Channel. Entercom 1is
number five. You know, Clear Channel is the biggest.
I would say those -—- those guys themselves probably
are about 40 percent.

JUDGE ROBERTS: 40 percent --

THE WITNESS: Of the --

JUDGE ROBERTS: -— music?

THE WITNESS: ~- of the terrestrial market.

I'm sorry, Your Honor. I misunderstood your
question.

JUDGE ROBERTS: Okay. You were mentioning
Clear Channel. There is about 40 percent of the

market; is that what you're saying, for simulcasters?
THE WITNESS: Are you talking total
simulcasting or music --
JUDGE ROBERTS: Yes.
THE WITNESS: -- simulcasting?
JUDGE ROBERTS: You just mentioned
40 percent and I --

THE WITNESS: I would say -- well, at this
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point CBS is the largest now because some of the --
they've —-- they've merged with Yahoo! and AOL Radio.
But under them is Clear Channel in terms of
simulcasting. So CBS now is the biggest —-- Clear
Channel is the largest terrestrial broadcaster outside
of simulcasting in terms of stations and listeners.
JUDGE ROBERTS: All right. Thank you.

BY MR. OXENFORD:

Q Can I refer you, Mr. Smallens, to the bar

graph on the top of page seven that's been labeled

Table 17
A Yes.
Q Can you explain what that graph shows?
A Yes. This graph is showing the growth

trajectory of online radio listeners when looked at in

a week snapshot year over year from 2000 to 2010.

Q And what i1s its relevance to your
discussion?

A Well, this -- this study, which comes out in
April of the year, generally is -- and, again, 1is

considered authoritative, states that the total number

of people tuning into Internet radio on a weekly basis
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from 2009 to 2010 has been relatively flat, which, you
know, contradicts some of the assertions made by
Dr. Pelcovits about the growth of the audience.

Q And moving down to the next section under
the subheading "Consolidation of Listenership" --

CHIEF JUDGE SLEDGE: Let me interrupt before
you move from there.

MR. OXENEFORD: Sure.

CHIEF JUDGE SLEDGE: I'm a little surprised
and amused the way you have organized this paragraph
11.

Your headline says "Listenership Has
Flattened Over The Last Year," but then you give us a
table that shows that listenership has grown steadily
in the last decade and that each time it's grown it
stays stable for a few years and then growsfagain. So
your table indicates to me that the listenership has
been very consistent over the last decade in a growth
pattern and yet your headline says listenership has
flattened and it seems like you present exactly
opposite of what your headline is proclaiming.

Why did you do that?
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THE WITNESS: Your Honor, it's my contention

that the growth that Internet radio saw from 2000 to

2009, a lot of that was bolstered by the growth in

broadband penetration both at home and at work.

What -- what we're seeing and what this
survey and others have basically indicated is that
that broadband penetration is starting to level off.
And I'm -- I'm suggesting that this is evident in the
resulting, you know, lack of growth from 2009 to 2010
because tbe, you know, the webcasting cases are
relevant to the last several years.

I think it's helpful to look at, you know,
the more recent years, 2007 to 2010, perhaps as we
look at this.

CHIEF JUDGE SLEDGE: Well, is that all? I
mean looking at your -- your ngle doesn't support
you. Your table says opposite of what you're saying.
So is there something else that I'm missing here in
your testimony that supports your conclusion that the
last year should be considered differently than all
the rest of the decade when your table shows that it's

very consistent with the rest of the decade?
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THE WITNESS: As I said, beyond the fact
that these proceedings relate to, you know, webcasting
royalty setting from, you know, in the last several
years, that's -- that'é why I'm kind of focusing on
that in this graph. But, you know, the graph
obviously has the whole thing. I mean it started from
zero in 2000. Pandora began in 2000.

CHIEF JUDGE SLEDGE: So you get flat growth
for three years from 2003 to 2005, you get virtually
flat growth for three years from '06 through '08, and
now you're getting the same thing through '09 and '10,
exactly the same as it's been the whole decade. So
you're trying to present that as something different?

THE WITNESS: ©No, Your Honor. I'm sorry if
my headline is misleading. I'm really just -- I'm not
looking at the whole decade in my headline or in the
paragraph. I'm really speaking relative to the last
year.

CHIEF JUDGE SLEDGE: So we should take from
this that the listenership of online radio has
steadily grown over the last decade and that the

information is that we've had a fairly large jump in

190

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Court Hearing - Volume I 07-28-2010

10
11
12
13
14
15
16
17
18
19
20
21

22

growth in '09 and based on the graph we should expect
another fairly large jump in growth in 2012 if it
stays flat for three years after it has a big Jump in
growth? Is that what we take from this table?

THE WITNESS: Your Honor, if I were to look
at this table, that would be, you know, one way to
project out on it, but I'm, you know, again in this
paragraph I'm speaking specifically in rebuttal to
Dr. Pelcovits' period that he's considering.

CHIEF JUDGE SLEDGE: All right.

Mr. Oxenford?
BY MR. OXENFORD:

Q Do you expect there will be another large
jump in growth in 20127

A I think there will be iterative growth,
absolutely. I'm not -—- I don't mean to suggest there
won't be growth, but I think it will be iterative.

Q Do you think the growth would be at the
levels that it was in the past?

A I don't think so and, again, I think that's

based on broadband penetration hitting sort of mass.

You'll see a spike from some more mobile adoption, but
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I don't think it will be to the levels that we're
seeing here.

Q In your next section under the topic
"Consolidation of Listenership”" --

A Right.

Q —-— what is the significance of the

consolidation of listenership?

A Well, I believe that the significance of the

consolidation of listenership is that there are, you
know, a few very large players which are really
driving this listenership-growth and -- I mean later
in my report I look at, for instance, you know, the
impact that Pandora itself, which was heavily relied
upon by Dr. Pelcovits, has on assessing the overall
growth of the marketplace. And, you know, obviously
consolidation is something you'd expect to happen as
an industry matures. And clearly Pandora has had a,
you know, continues to grow and, you know, has good
success, but, you know, what -- I think what it shows
is that, you know, more and more performances are
concentrated in fewer and fewer players and so we

don't have as much diversity. It's a more difficult
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market for new webcasting entities to enter into and
to try to, you know, survive.
Q In your next section --

CHIEF JUDGE SLEDGE: Does that pattern
mirror what happened in terrestrial radio?

THE WITNESS: To a certain degree with
the —-- with the consolidation and when -- when groups
like Clear Channel and -- and Entercom began, you
know, consolidating and were able to, because of the
relaxation of federal laws, were able to amass more
properties in major markets, it did happen a bit, but,
you know, it's -- it also led to a lot of big
companies carrying a lot of debt and -- and created a
lot of sort of disease in the radio industry, which
it's still reeling from a bit, but only recently
starting to recover.

BY MR. OXENFORD:

Q On page eight you talk about "Audience
Growth Does Not Equate To Increased Revenues." Why is
that?

A Well, this is key. 1In digital media in

general there's a phenomenon called the paradox of
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success. Essentially even as you add audience, which
in traditional media would, you know, have a very
direct relationship on increasing revenues, because of
the additional costs and the infinite amount of
advertising inventory that more listeners creates,
unless you're able to derive revenue from or monetize
that new listenership in a way that keeps pace with
your increases, you know, it -- it actually puts you
in a disadvantageous place.

So when you factor in a per performance cost
such as royalties, you know, every time a song is
performed ScundExchange gets paid, and that's on a per
performance basis. But, you know, so that -- that
cost increases steadily, but yet unless a webcaster is
able to monetize their inventory on that same sort of
trajectory;‘they'll actually be suffering or, you
know, feeling the weight of both the royalty payments,
increased bandwidth and hosting costs and all the sort
of costs of doing business. So that's why they call
it the paradox of success.

MySpace has frequently been cited as another

entity suffering from the paradox of success. They --
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they had so many users they weren't able to monetize
them at a high rate.

If you go to MySpace now, you'll see, you
know, ad banners that are not relevant at all and very
low ——- low-priced banners. And so they're struggling
with that same issue.

Q In fact/ in the webcasting market are you
familiar with other ad-based services that have had
healthy degrees of listenership but were not
financially successful?

A Well, yeah. Two of the largest online
entities, AOL Radio and Yahoo! Radio.

JUDGE WISNIEWSKI: Isn't that simply
analogous to too much capacity just like you have in
the airline industry after deregulation-?

THE WITNESS: It's quite -- it's quite
possible it could be. You know, I'm not sure that I
know enough about the airline industry to comment in
detail. I apologize.

JUDGE WISNIEWSKI: Okay. Thank you.

JUDGE ROBERTS: Mr. Smallens, when you say

it's a paradox of success, too much listenership
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driving up the cost, is that success being measured
relative to the terrestrial broadcast industry, which
of course has lower availability, higher CPMs as a
result?

THE WITNESS: Your Honor, I think you stated
it perfectly. I mean in a terrestrial media world you
have a finite amount of ad inventory. And -- and,
again, I'm not -- I wouldn't claim to be an economist,
but it's basic, you know, business principles when you
add more listeners and there's a finite amount of ad
inventory, you know, it's a very direct correlation to
driving up the CPMs and the value of that inventory.

JUDGE ROBERTS: So ranking something as
successful or not is meaning successful relative to
what's done in the terrestrial broadcast business?

THE WITNESS: I would say, again, if you're
looking at digital media companies as a whole, both
webcasters, again, people like YouTube, even
Huffington Post, although it's a blog, I would say
that, you know, this is -- this is an issue with a lot
of digital media companies. But because there is this

factor of per performance costs, you know, fixed per
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performance costs in, you know, in every -- every
listening session, I think it's especially weighty on
the webcasting industry.

JUDGE ROéERTS: Okay.
BY MR..OXENFORD:

Q On the bottom of page eight, Mr. Smallens,
you have the headline "Dr. Pelcovits Disregards The
Decline In Advertising Rates And Its Impacts On The
Economic Health Of The Statutory Webcasting Industry.”

Can you explain what you meant by that?

A Yes. I think, you know, audience size,
which is frequently one of the key factors that
Dr. Pelcovits cites in his analysis of the industry,
is obviously an important factor in determining the
health of a market. But when -- you know, as I was
operating both Entercom and CBS and running digital
sales for both companies, the factors that we looked
at at a daily, even hourly basis were, you know, what
sort of rates were we getting, what sort of CPMs were
we able to derive and what sort of sellout rate, how
effective were we at selling the inventory. And I --

I think not having those not more directly addressed
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in Dr. Pelcovits' testimony doesn't give us a full
picture of the marketplace.

You know, it's -- it's basic advertising 101
stuff. Cost -- CPM stands for cost per thousand. So,
you know, generally rates are, you know, calculated on
how many —-- how many -- a thousand people being
exposed to one ad, which is also called an impression.
So a thousand peocople being exposed to a streaming ad
means a thousand people being, you know, being present
when that streaming ad triggers. Those rates are, you
know, low and -- and not -- and not getting higher
in -- in the webcasting world and -- but it's, you
know, that's -- and also the ability to sell out all
the inventory, it remains a challenge even for
terrestrial broadcasters who have, as they say, feet
on the street, local salespeople, but especially for
webcasters who are on ad networks.

Q You mentioned that CPMs are low and not
getting higher. What do you base that conclusion on?
A Well, primarily it was based on my own

experience at both CBS and Entercom. I -- I left

Entercom a year ago, but I stay in close contact with

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010



Capital Reporting Company
Court Hearing - Volume I 07-28-2010

=10

11

12

13

14

15

16

17

18

19

20

21

22

people who essentially hold the same position I do at
a variety of simulcasters and, you know, we've
conferred and -- and, you know, we —-- and the
indications I've heard are, you know, it hasn't -~
things haven't gotten better and, you know, it's still
very much a struggle for them to monetize.

There's also —-- obviously I cite Johnie
Floater from Live365, who cites specific rates and
data both from his company, and as well as what Mark
Fratrik said.

CHIEF JUDGE SLEDGE: We have had many
witnesses, marketing witnesses describe a change in
the last couple of years of increases in budgets for
advertising online, that advertising agencies are
beginning to expand the budget that they are willing
to put online as opposed to other traditional sources
that they have used.

Now, that's not inconsistent with what you
just said, that the CPMs are not going up, but have
you observed that the overall budget, advertising
budgets for marketing for online has been going up?

THE WITNESS: Oh, Your Honor, absolutely.
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Ad agencies are shifting more of their budget to
digital assets versus the traditional and real-life
stories about it. They're launching products on
FaceBook, a social network, you know, and in -- in a
lot of my consulting work with Audiation I consult
companies that do viral campaigns and viral
advertising and are the beneficiaries of the shift.

Unfortunately in that shift it hasn't
necessarily come to bear that that shift to digital
is -— 1s still showing up in the budgets of the
agencies for -- for webcasters. And one of the -- wyou
know, I cite a couple of reasons, but primarily
it's —-- it's still a, you know, it's still a new world
for them.

In some cases an advertiser is more
comfortable creating a viral video like 0ld Spice
recently did and it was like a headline story and they
got a huge response. They're more comfortable because
they understand video and how to create the right
video content. They don't necessarily know how to
create an impactful audio ad in a -- in a webcasting

environment. It's still definitely a hurdle.
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So I agree the money is shifting to digital,
and on behalf of my clients who want to webcast I
would like to see more of it go into the actual
streaming audio category.

CHIEF JUDGE SLEDGE: So it's evolving --

THE WITNESS: The whole marketplace is
evolving, yes, sir.

CHIEF JUDGE SLEDGE: -—- but the acceptance
of digital is growing?

THE WITNESS: I would say overall yes, I
mean, you know, absolutely.

CHIEF JUDGE SLEDGE: Thank you.
BY MR. OXENFORD:

Q Mr. Smallens, if I could refer you to page

ten where your headline states, or the caption heading

states: "Statutory Webcasters' Necessary Reliance On

-Ad Networks Results In Lower Yields And Higher Cost Of

Sale."”

A Right.

Q First of all, what is an ad network?

A An ad network is a company that amasses
advertising inventory, what they -- what many people
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