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PROCEEDI NGS
{9:06 a.m.)

JUDGE BAR5KTT: Good morning. Pleasebe

4 seated.
Well, today marks the commencementof the

6 -- we changedour rules. Ours are turned off, and I

7 have to rememberto turn them on.

Today marks the commencementof the

9 Copyright Royalty Judges'earingto determine terms

10 and royalty rates for the transmissionof sound

11 recordingsby satellite radio and, in air quotes,
12 preexistingsubscriptionservices. The Docket

13 Number is 16 CRB-0001 SR/PSSR. And we are setting
14 the rates and terms for the period 2018 through 2012

15 -- excuseme, through 2022, inclusive.
16 For those of you I haven'tmet, I'm

17 Judge SuzanneBarnett. Seatedto my right is Judge

18 JessePeder, and to my left is JudgeDavid

19 Strickler.
20 Our attorneyadvisor, Ns. Kim Whittle,
21 has been drafted for the duration to serve as the

22 hearing room clerk. She's there soaking up some

23 sunshine. She shall manageall exhibits and keep

24 the official record of admittedand refused

25 exhibits.
I
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At the end of the hearing, she will also

2 work with your staff to return or destroyexhibits
3 that you did not offer into evidence.

Seatedat the back of the room is our

5 senior counsel, Mr. Richard Strasser. He might or

6 might not attendall days of the hearing at his
7 discretion.

You have met the court reporter -- I

9 presumehave met the court reporter, Ms. Karen

10 Brynteson. She is phenomenal,just so you know.

11 She has just come off the six weeks of the
12 Phonorecordstrial and is game to return and serve

13 us in this particularhearing. Pleaserespectthe
14 amazingskill and patienceof Ms. Bryntesonby

15 speakingone at a time clearly, slowly, or at a

16 conversationalspeed.

17 We will have a recesseachmorning and

18 each afternoon, and I have directed the court

19 reporter to signal us at any time that she might

20 need to stop for any reason.

21 We have three participantsin this
22 hearing -- four, excuseme, Mr. Johnson, I didn'

23 count you, but I was -- it was a tough morning.

As an aside, it is public knowledge,

25 indeed statutorily mandated, that the Judgesmay
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1 employ three full-time staff members total. In the

2 interestof full disclosure, I want to state that
3 some of the participants in this proceedingwho work

4 with larger teams of eagerbeavershave pitched in

5 generously. Ne have welcomed, thankfully,
6 assistancewith logistics, technology, document

7 preparation,and moral support.
The Judgesdo not know and thus cannot be

9 influencedby which participantsin particular
10 provided the necessaryassistance,but we greatly
11 appreciateit. And I know Ms. Whittle

12 Ms. Whittle's survival sort of dependedon. it.
13 Motions have continued to flow in to our

14 office, and we, as a Panel, have had only limited
15 discussionof the contentsof some of the papers

16 filed most recently. So to the extent you have

17 filed an objection, you may make that known on. the

18 record and just refer us to the papers.
19 But objecting parties should bear in mind

20 the following principles: On timely objection, the

21 Judgeswill disregardany testimony they deem expert
22 opinion offered by a lay witness or expert opinion.

23 offered by an expert they deem beyond the bounds of

24 the witness'xpertise.
25 The Judgeswill allow an expert to base
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1 an opinion on facts or data in the case that the

2 expert has been made aware of or personallyobserved

3 and, if experts in the particular field would

4 reasonablyrely on those kinds of facts or data in

5 forming an opinion on the subject. The sourcedata

6 neednot be admitted or admissiblefor the opinion

7 to be admitted.

Second, the Judgeswill disregardany

9 fact evidenceoffered by a lay witness they deem to
10 be beyond the scope of his or her personalknowledge

11 as establishedby preliminary questions.
12 Third, the Judgeswill disallow and

13 disregardtestimony they deem to be irrelevant.
14 And, fourth, with regard to hearsay

15 evidence, the Copyright Act provides that the Judges

16 may admit hearsayevidenceto the extent they deem

17 appropriate. And that citation for your edification
18 is 17 U.S.C. Section 803(b) (6) (C)(iii), little I.
19 Consequently,if a party objects to
20 evidenceon the basis of hearsay, then we'e going

21 to go back to the party offering the evidenceto
22 demonstratewhy the Judgesshould deem the evidence

23 admissible. That is, I think the statutorystandard

24 is appropriate. So the offering party may cite a

25 hearsayexceptionunder the FederalRules of
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1 Evidence or may offer some other reasonwhy the

2 Judgesshould deem the evidenceappropriate.
All partieswill have an opportunity to

4 make an opening statementdescribingwhat they

5 expect the evidenceto show. I am almost

6 embarrassedto remind such an. elite group that
7 opening statementsare meant as a guide to assist
8 the Judges. The statementsand commentsof counsel

9 are not evidence. Tbe evidencewill be tbe

10 evidence.

The Judgeswill focus on tbe evidenceand

12 will not impose demeritson counsel or parties for
13 evidencethat is inconsistentin any particular with

14 tbe opening statements. Remember, opening

15 statementsare also not an opportunity to argue your

16 case.
Counsel then will examine witnessesin

18 the order upon which tbe parties have agreed. And,

19 by the way, we do like that innovation. All parties
20 may cross-examineeachwitness.
21 At the end of tbe presentationof all
22 evidence, direct and rebuttal, tbe partieswill have

23 an. opportunity to make closing argumentsin which

24 they state the applicable law and the way they wish

25 the Judgesto apply that law to the evidence.
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By agreementof the parties, the Judges

2 will consider the written testimony of Mr. Raymond

3 Hair and Mr. TerenceSmith. Neither of those

4 witnesseswill appearfor oral testimony.

A word about evidence required in

6 proceedingsto set royalty rates and terms. Please

7 be reminded that the Judgeshave an obligation to

8 set both rates and terms. In any proceeding, just
9 becausea regulation is in tbe current Code of

10 Federal Regulationsdoes not mean that tbe Judges

11 are adopting that term for the coming rate period.
12 Tbe Judgescan determinerates or terms

13 -- excuseme, cannot determinerates or terms

14 without an evidentiary record. This particular
15 gatheringhas tbe advantageof having regulations
16 codified that have been ruled upon previously by

17 Judges. And for that reason, we can bear evidence

18 only about tbe changesthat each side wishes to have

19 to those regulationsas opposedto having to
20 establisha basis for tbe entire set of regulations.
21 All parties are advised to monitor their
22 progressto be sure they're not focusing solely on

23 royalty rates at tbe expenseof tbe necessary

24 administrativeterms.

25 Now, if you'e in this hearing room
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1 today, you'e undoubtedlyaware that tbe issuesthe

2 Judgesconsider require review of sophisticated
3 economic analyses,confidential businessstrategies,
4 and sensitive financial information. Early in this
5 proceeding, tbe Judges issueda protective order

6 requiring every participant to follow a protocol to

7 maintain and protect tbe confidential nature of

8 information the parties rely upon to advocatefor a

9 desiredroyalty rate.
10 Tbe fact that this is an. open hearing

11 does not override tbe parties'eedto protect their
12 confidential businessinformation. Throughout all
13 the early phasesof this proceeding,all parties
14 have diligently marked and edited confidential
15 documentsand have filed copies of all documents

16 redactedfor public viewing along with restricted
17 documentsfor the Judges'eview.
18 Whenever a party needs to questiona

19 witness regardingrestricteddocumentsor testimony,

20 the Judgeswill direct that any person in tbe

21 hearing room who has not signed an appropriate
22 nondisclosurecertificate to please leave the room

23 and wait outsideuntil we reopen tbe room.

24 Counsel, I don't know if any of you are

25 having realtime -- realtime transcriptsor if you
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1 are having those streamedto your offices. If so,

2 pleasebe advisedthat the protective order applies

3 to your office and assurethat no individual is able

4 to gain accessto the realtime screenunless that
5 individual is permittedby the protectiveorder.

We really appreciateyour cooperationin
7 this matter.

At this time, I will ask each lead

9 counsel to pleasestand, identify yourselvesfor the

10 record, introduceyour client representatives,if
11 any, your co-counsel,and staff. Thank you.

MR. RICH: Good morning, Your Honors.

13 Bruce Rich from Weil, Gotshal k Manges. We'e here

14 representingSirius XM. With me at counsel table
15 are my partnersTodd Larson and Randi Singer, my

16 senior colleagueJacob Ebin, who you spent some

17 quality time with. Our client representatives
18

19

JUDGE BARN'ETT: Like an old friend.
MR. RICH: Our client representatives

20 include Patrick Donnelly, who is the generalcounsel

21 of the company, and two senior counselwith the

22 company, Cynthia Greer and Chris Harrison. And we

23 have a variety of other colleagueswho -- many of

24 whom will standup before you and you'l get to know

25 on examinations. Thank you.
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JUDGE BARNETT: Thank you.

MR. HANDZO: Good morning, Your Honors.

3 I'm David Handzo with Jenner 6 Block on behalf of

4 SoundExchange. We have a couple of representatives
5 of SoundExchange,Colin Rushing, Brad Prendergast,

6 present in the courtroom, and my colleaguesfrom

7 Jenner& Block JaredFreedman,Alex Trepp -- where

8 is everybodyelse? They'e all in the back some

9 place. Steve Englund, Kendall Turner, I see, and

10 Sam Birnbaum, and Devi Rao smiling back there, and

11 Previn Warren waving his hand trying to be seen..

12 And then also representingSoundExchange,from the

13 Sidley Austin firm, Rollin Ransomand PeterOstroff.
So I hope I didn't offend anyone by

15 leaving them out, but I think I covered it all.
16 JUDGE BARNETT: I'm sure I'l ask them to
17 introduce themselveswhen. they stand at the -- at
18 the lectern. Thank you, Mr. Handzo. Mr. Fakler?

19 MR. FAKLER: Good morning, Your Honors.

20 My name is Paul Fakler with the firm of Arent Fox.

21 Very happy to be before you representingMusic

22 Choice in. this proceeding. I have with me today

23 Paula Calhoun, the executivevice presidentand

24 general counsel of Music Choice, as well my

25 colleaguesJacksonToof, Margaret

Heritage Reporting Corporation
(202) 628-4888



1 Wheeler-Frotbingham,and our legal assistant,Jack

2 Hitt.
JUDGE BARNETT: Thank you.

MR. JOHNSON: Good morning, Your Honors.

5 George Johnsonfrom Nashville, Tennessee. I'm a

6 singer and sound recording creator. Great to be

7 with you this morning.

JUDGE BURNETT: Welcome, Mr. Johnson.

Okay. I did not check aheadto see if
10 anyone'sopening statementmight have restricted
11 material in it, but you may begin with your public
12 opening statement.

13 Mr. Rich, I see you putting your glasses
14 in your pocket. Does that mean you'e beginning?

15 MR. RICH: I think I'm tbe designated

16 bitter. Thank you, Your Honor.

17

18

JUDGE BURNETT: Okay.

MR. RICH: We do have some restricted
19 material, but what we'e done is segment it into our

20 demonstratives,and we'l simply refer to it so we

21 don't have to segregatea portion of it and

22 hopefully keep tbe entire opening on the public
23 1 ecord.

25

JUDGE BURNETT: Thank you, Mr. Rich.

MR. RICH: We'l put up slides -- as I
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1 understandthe technology, we'l put up slides on

2 the public screenexcept those that are designated

3 restricted.
JUDGE BARNETT: Thank you.

MR. RICH: Any mistakesare not mine

6 becauseI'm not a technologist.
7 OPENING STATEMENT ON BEHALF OF SIRIUS XM

MR. RICH: May it pleaseYour Honors, it'
9 absolutelya pleasureto be back. It doesn.'tseem

10 so long ago since we were last standingbefore you,

11 althoughyou probably feel distinctly differently
12 about that.
13 JUDGE BARNETT: We missedyou the last
14 few weeks.

MR. RICH: Well, thank you. We were well

16 represented,or so I hope, anyway.

17

18

JUDGE BARNETT: Indeedyou were.

MR. RICH: Thank you. So, Your Honors,

19 this casearises in a somewhatunusualposture.

20 There are two prior fully litigated proceedings

21 involving the very same parties. We call them

22 Satellite I and II or SDARS I and II, and I know

23 you'e very familiar with them.

And, in addition, we of coursehave

25 anotherrecent 114 ruling. That is the Web IV
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1 ruling, which was a willing buyer/willing seller
2 case, unlike this 801(b) case -- and I'l get to

3 more of that in a moment -- involving setting rates
4 for subscriptionof non.-interactionwebcasting

5 servicesand, of course, ad-supportedwebcasting

6 services, the likes of Pandora.

And, indeed, althoughnot a prominent

8 part of that case, it's certainly notable that our

9 own client, Sirius XM, operatesa webcastingservice
10 and was party to that litigation as well and

11 operatespursuantto its terms.

12 And that proceedinginvolved the same

13 sellers and the same rights and rates that reflected
14 or that were adjustedto reflect by Your Honor the

15 forces of effective competition. So Your Honors are

16 not writing on a blank slate here, way beyond, point
17 taken., JudgeBarnett, terms that are there.
18 Much more significantly in the big
19 picture, to us anyway, is there'sa lot of

20 jurisprudenceon which this proceedingcan and

21 should build.
22 I'm going to spend a reasonableamount of

23 time in my opening as backdrop reviewing what we

24 understandto be and our economistsunderstandto be

25 the most salient aspectsof the most recent of the
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1 satellite SDARS rulings, the SDARS II case, as well

2 as the Web IV ruling, becausewe think that they

3 provide important guidance to the rate-making

4 processhere and should be given careful attention.
Both parties, as you read through the

6 wealth of evidence, make much of these respective
7 precedentsbut in dramaticallydifferent ways. As

8 we hope to demonstrate,our client proposesrates
9 and rate methodologiesthat align, that align, with

10 both of those precedents.
And in contrast, we intend to

12 demonstrate,rooted principally in the benchmarking

13 methodologyof one of SoundExchange'sprincipal
14 economic experts, Mr. Orszag, they adopt

15 interpretationsthat would literally resurrectthe

16 discreditedmethodologythat SoundExchangeproposed

17 in the prior SDARS proceedingand that would

18 generaterates that would immediately more than

19 double the current statutory ratespaid by our

20 client, immediatelymore than double them, and that
21 further would result in our client paying ratesmore

22 than double those determinedby Your Honors to be

23 reasonablefor the quite comparablesubscription
24 non-interactivewebcastingservices. So double the

25 existing rate from the prior SDARS precedentand
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1 double the rate determinedto be reasonablefor the

2 quite analogoussubscriptionbranch of

3 non-interactivewebcasters.

So how does SoundExchangepurport to

5 accomplishthat? Well, they attempt to engraft on

6 Sirius XM rates the very interactive service
7 licensing market that Your Honors, not too many

8 months ago, 15 or so months ago, determinedin Web

9 IV to be wholly noncompetitive, to be the product of

10 complementaryoligopoly pricing by the major labels.
And, indeed, the very methodologywhich

12 Mr. Orszag deploys to get there is identical,
13 identical, in every respectto the methodologyused

14 by SoundExchange'sexpert witness in. the SDARS II
15 proceeding,Dr. Ordover, that generatedrates which

16 the Judgesrejectedthere as being well outside the

17 bounds of reasonablerates.
Now let me pauseand mention by way of

19 background-- and have we handedout the

20 demonstrativesyet? Thank you very much. If we

21 turn to the first slide, please.
22 I want to just start by emphasizingthe

23 analytic foundation for the 801 rate-making in this
24 proceeding. This is not a legal discussion. This

25 is sort of as a matter of economicshow we believe
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1 this should be approached.

We believe that the right analytic
3 approachto this case is first to evaluateproposed

4 benchmarksfor their conformanceto rates that
5 willing buyers would pay willing sellers in an

6 effectively competitive market with respectto the

7 target market, the rights that are in issuehere.

Now, admittedly, that doesn'tend the

9 801(b) analysis, but it's well establishedthat
10 801(b) adjustmentsare to be made after identifying
11 a zone of reasonablenessbasedon the various market

12 benchmarksthat Your Honors will evaluate.
13 If we can move to slide 2. Mr. Orszag

14 will testify, you see his amendedwritten testimony

15 before you, that no further adjustmentsindeed are

16 warrantedfrom the product of negotiationsin that
17 competitive marketplace. So he doesn'tdisagreeas

18 to the startingpoint. He would argue that's the

19 beginning and the end of the analysis.
20 We would suggest,basedon the

21 legislative history and the rationale of 801 (b) and

22 its application in prior adjudications, that his
23 view is not entirely accurate, that 801 (b) has been

24 understoodas not requiring mimicking market rates,
25 but at the same time, no credible argument can. be
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20

1 made that the 801(b) factors should be applied or

2 have they ever been applied to increaseSDARS rates
3 above their fair market value. And there'sreason

4 for that.
This reflects the fact that, at the time

6 the DNCA was enactedin 1998, the 801(b) provisions

7 were grandfatheredin over the objectionsof the

8 record industry so as not to literally impose strict
9 willing buyer/willing seller standardson the

10 entities and industriesbefore you in this
11 proceeding.
12 And the reasonwas straightforward.
13 Congresswanted to foster their continued

14 developmentand enhancethe prospectsof their
15 ultimate success. So in keepingwith that
16 legislative determination,subsequentrate
17 tribunals, including the Judgesin Satellite I and

18 II proceedings,have reducedthe rates for 801(b)

19 servicesbelow otherwise fair market value, based

20 upon their applicationof one or more of those

21 policy factors.
22 Now, in weighing the evidencehere, we

23 urge Your Honors to be leery of argumentsof the

24 type you will hear from anotherof SoundExchange's

25 experts -- this is ProfessorWillig -- to the effect
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1 that it's appropriate,at least one way to view

2 801(b) rate-making, that it's appropriateto divorce

3 the 801(b) objectives from their competitive

4 marketplacetouchstones.
That -- argumentsthat would attempt to

6 justify imposing on our client supra-competitive

7 rates from markets that are infectedwith record

8 label market power basedon the argument that such

9 markets simply "are what they are," competition

10 notwithstanding.
Now, I said I wanted to drill down a

12 little bit on our -- what we believe are the key

13 linchpins of the SDARS II and Web IV precedentsand,

14 then I'l move to applicationhere to our case.

15 So in the SDARS II proceeding,which was

16 2012 and I believe was the first proceeding,Judge

17 Barnett, that you presidedover, that proceedingset
18 rates for 2013 to 2017 for our client in a range

19 from 9 to 11 percentof gross revenue.

20 And that representedan increasefrom the

21 SDARS I rates, which had been set covering the 2007

22 to '9 period of 6 to 8 percent. That's a typo.

23 2007 to 2012, pardonme, of 6 to 8 percent.
The methodologythere, consistentwith

25 what I'e suggested,was to evaluatecompeting
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22

1 benchmarksto see the zone of reasonableness,

2 establisha zone of reasonablenessbasedon market

3 benchmarks,and then apply the 801(b) factors to it.
Now, as of the time of SDARS II, Sirius

5 XM, first as separateentities, Sirius and XM and

6 then, as of 2008, the combinedentities, had been in

7 businessfor about ten years, were offering
8 satellite radio servicebundling music and non-music

9 programmingwith satellite-fednationwide delivery
10 network that enabledsubscribersseamlesslyto

11 listen to the content of their choice, principally
12 by driving their vehicles nationwide.

13 We can see the next slide, please.
The Judges in SDARS II found the

15 following: Pound that Sirius XM's mix of music and

16 non-music content was about 50/50. It found that
17 Sirius XM's demonstratedneed to continue to make

18 substantialnew investmentsto support satellite
19 technology, neededto continue to operateits
20 service, was a demonstratedfact. It found no

21 comparablerecord industry showing that
22 Internet-basedstreamingservicescoming from the

23 benchmarkingput forth by SoundExchange,that there

24 was no comparableshowing that the Internet-based
25 streamingserviceshave ongoing distribution costs
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23

1 in the words of the opinion "anywhere near those of

2 Sirius XM," and that the foregoing fact record

3 warranteda downward adjustmentfrom the willing
4 buyer/willing seller rates to accommodatethe third,
5 what we call relative contributions, factor of

6 801(b), and finally found that Sirius XM's financial
7 circumstanceshad sufficiently improved from the

8 past that no factor for adjustmentdownward, that is
9 the disruption factor, was warranted.

10 Now, in that proceeding, Sirius XM's

11 primary rate proposalwere the economic terms of its
12 developingdirect licenseprogram. As the Judges

13 there recognized, that program implicated willing
14 buyer and willing seller transactionsbetweenthe

15 same buyers and sellers involving the same rights
16 and implicitly baking in considerationsof the

17 801(b) factors.
18 The ratespropagatedby those licenses
19 and urged upon the Judgesthere was a range of 5 to

20 7 percentof revenues,which were somewhatbelow the

21 then prevailing statutory rates.
22 The Judges found this evidenceof

23 voluntary transactionsat rates below the statutory
24 license informative of rate-settingbut, given a

25 number of limitations noted by the Judges,
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1 determinedthat that benchmarkshould form the lower

2 bound of the range of reasonablenessto be set.
What did SoundExchangepropose?

4 SoundExchange'sproposal was basedon royalties in

5 subscriptioninteractive service agreementswith

6 adjustmentsproposedby Dr. Ordover, their
7 economist. His alternativemethodologiesfor
8 deriving fees from theseagreementsyielded fees

9 between22 and 32 percentof Sirius XM revenue.

10 Next slide, please.
The Judges found that the interactive

12 servicesmarket failed to offer a foundation for
13 rate-settingin this distinct market, given among

14 other factors different rights, buyers, attributes,
15 and functionality as comparedto the target market.

16 The Judges found there was a "yawning gap" between

17 the ratesproposedby Dr. Ordover, 22 to 32 percent,
18 and the then prevailing 8 percent rates such that
19 that gap "raised seriousconcern."

20

21

Next slide.
The Judges found that Dr. Ordover's

22 primary approachto adjusting interactive service
23 fees generatedfees so astronomicalas to fall
24 outside of any zone of reasonableness.As to what

25 they termed his principal alternativeapproach, that
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1 generatedfees so high at most as to suggestan

2 upper bound but one "that the Judgeshave little
3 confidence in."

Turning to the 2015 Web IV determination,

5 as noted, that implicated determinationsof rates
6 under a willing buyer/willing seller standardfor
7 both advertising-supportedand subscription
8 non-interactivewebcasters. Next slide.

Your Honors confirmed there that you were

10 "required by law to set a rate that reflects a

11 market that is effectively competitive." Next

12 slide, please.
13 You also found that the interactive
14 servicemarket featuring rates -- featuredrates
15 that are the product of must-havesellers, each of

16 whose intellectual property is a necessary
17 complement to the others'ndthat those market

18 factors meant that that market does not meet the

19 test of effective competitionbut, rather, is one

20 that results in supra normal pricing arising from a

21 complementarymonopoly.

22 Pandora, whom we representedin that
23 proceeding,proposed.a. benchmarkderived from its
24 agreementwith the so-calledMerlin. labels,
25 independentgroup of -- consortiumof independent
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1 record labels. That agreementcontainedrates for

2 Pandora'sstatutorily compliant both ad-supported

3 and subscriptionservices. It reflectedsteering
4 benefits to those record labels who agreedto lower

5 their prices to receivemore spins on Pandora. Next

6 slide, please.
Your Honors concludedthat the per-play

8 rates in the Merlin agreementas applicableboth to

9 the ad-supportedservice and the subscription
10 service embodiedsteeringbenefits and, therefore,
11 reflected those that would be reachedbetween

12 willing buyers and willing sellers in an effectively
13 competitivemarketplace.

You said, "the ability of non-interactive
15 servicesto steer toward lower priced recordings

16 (and by necessitytherefore, away from higher priced
17 recordings) is the essenceof price competition."

18 SoundExchange,for its part, again

19 modeled its benchmarkingon the interactive service
20 agreements. Next slide, please.
21 Your Honors concludedthat the

22 interactive servicesmarket was characterizedby

23 complementaryoligopoly power on the part of the

24 major record companies, that the market exhibits a

25 complete lack of price competition betweenand among
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1 record companiesto secureadditional plays of their
2 sound recordingson interactive services, that the

3 Majors were able to forestall any prospectof

4 steeringby an interactive service, for example,

5 with respectto so-calledservice-directed
6 playlists, by i~serti~g anti-steeringprovisions

7 into their agreements,provisions Your Honors

8 recognizedas "a classic example of anticompetitive

9 conduct."

10 You said, "the Majors'apacityto

11 undermineprice competitionvia steering is a

12 function of their complementaryoligopoly power."

As a result of the foregoing, the

14 interactive service was determinedby Your Honors as

15 not effectively competitive. That led Your Honors

16 to reject outright reliance on the interactive
17 servicesbenchmarkfor fee setting for the primary,

18 for the primary, commerce involved in that
19 proceeding,which was ad-supportedwebcasting.

20 And in relation to the smaller market

21 segment there involved, which was subscription
22 non-interactivewebcastingservices,Your Honors

23 determinedthat the interactive servicesbenchmark

24 properly applied and. adjusted,properly applied and

25 adjusted, to account for its supra-competitiveprice
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1 levels, did provide corroboratingevidenceof the

2 rate that Your Honors derived from the subscription

3 per-playprong of the Merlin agreement,which was

4 the embodimentyou found of steering.
Now, you did so, you said you can make

6 that benchmarkingapproachunder very limiting
7 conditions and basedon factual determinations

8 specific to the Neb IV record. Notably, the record

9 there containedsignificant evidenceconcerningthe

10 functional convergencebetweensubscription,
11 non-interactive,and subscriptioninteractive
12 webcasters.

Your Honors determinedthat reliance on

14 the interactive servicebenchmarkthere, despite its
15 supra-competitivepricing, was appropriatein the

16 limited circumstancewhere it's shown to be -- where

17 there is shown to be "sufficiently high cross

18 elasticity of demand" as betweenthe benchmarkand

19 the target services.
20 That you didn't have in mind there merely

21 some degreeof competitionor some degreeof

22 substitutabilitybetweenthe two, but, instead, a

23 much more heightenedshowing is manifestedin your

24 recognition that ProfessorRubinfeld, who put -- put

25 forward SoundExchange'sbenchmarkingthere, that his
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1 proposedbenchmark, you observed, "assumesa

2 one-to-one" -- one-to-one-- "opportunity cost for

3 record companieswhereby on the margin a dollar of

4 revenuespent on a subscriptionto a non-interactive
5 service is a lost opportunity for the royalties from

6 a dollar to be spent on a subscriptionto an

7 interactiveservice."
Now, at that, even. with those gating

9 requirementsthat you put around any resort in any

10 situation to this interactive servicebenchmark,

11 Your Honors also were precise in the methodology

12 that neededto be employed in undertakingthat
13 benchmarkingitself.
14 You rejected, you rejected,
15 SoundExchange'sproffer of a benchmarking

16 methodologythat would have called for payment of

17 the greater-ofpercentagesof revenueand minimum

18 per-play ratesderived from these interactive
19 service agreements,and you did so in favor of using

20 solely the minimum per-play rates extractedfrom

21 those licenses, rejectedpercentof revenue,

22 rejectedgreaterof, and said we'l only draw from

23 minimum per-play rates in those licenses.
Stateddifferently, the startingpoint

25 for working from the interactive service benchmark
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1 following meeting the other gating requirementswas

2 drawn. solely and exclusively from the minimum

3 per-play rates containedin the body of interactive
4 service contractsreviewed and proposedby Professor

5 Rubinfeld.

You further undertooka seriesof other

7 downward adjustmentsto those minimum per-play
8 rates, including by the ratio of the averageretail
9 price of non-interactivesubscriptionservicesto

10 those of interactive subscriptionservices.
11 Adjusting the minimum per-play ratesby that ratio
12 was the form of "ratio equivalency" employedby Your

13 Honors in Web IV, a term you'l be hearing a lot
14 about in this proceeding.

15 You further required, on top of all of

16 that, the applicationof a downward steering
17 adjustmentto compensatefor the lack of price
18 competition observed.in the interactive service
19 market.

20 Notably, you confirmed the economic

21 soundnessof this suite of methodologiesand

22 limitations and adjustmentsby noting that the

23 resulting rate aligned closely to the per-play
24 subscriptionservice rate in the Pandora/Merlin

25 agreement,which you had earlier validated on. the
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1 basis of its reflecting the effects of effective
2 competition.

So from that combineduse of the

4 Pandora/Merlinper-play rate, which I won't read

5 into the record, and the Rubinfeld benchmark

6 adjusted,which I won't read into the record, you

7 arrived at a fee for non-interactivesubscription
8 servicesof .22 cents per-play.

Now, we can get to issue joinder. The

10 parties, as I noted, interpret the relevanceof

11 theseprecedentsin remarkablydifferent manner.

12

13

Next slide, please.
In this proceeding,Sirius XM begins by

14 asking what has changedsince SDARS II and since the

15 record developedthere, that might warrant either an

16 upward or a downward adjustment? The case involved

17 the same parties, the same rights, same 801(b) legal
18 standard.
19 As you'l hear from two of our fact
20 witnesses,company'sCEO, Jim Meyer, and its head of

21 programming, Mr. Blatter -- music programming,

22 Mr. Blatter, Sirius XM is offering the same

23 satellite radio servicewith the very same mix of

24 music and non-music content.
25 You'l hear from two additional
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1 witnesses,one by submission,Mr. Smith, and the

2 other, Bridget Neville, that Sirius XM continuesto

3 make substantialnew investmentsto support

4 satellite technologyneededto continue to operate

5 its service.
Indeed, the evidencewill show that those

7 expendituresduring this license term are expected

8 to exceedthose which Your Honor determined

9 sufficient to warrant and appropriateto warrant a

10 downward factor 3 adjustmentin the SDARS II
11 proceeding.
12 Mr. Meyer, the CEO of our company, will
13 also testify to the essentiallysame competitive

14 landscapeas Your Honors came to understandin the

15 SDARS II proceeding. While Internet streaming

16 serviceshave grown in popularity, traditional
17 over-the-airradio remains the dominant source from

18 which subscriberscome to Sirius XM and to which

19 they return if they leave Sirius XM.

20 To the extent so-calledconnectivecar

21 technologybrings additional competition into the

22 dash, he will testify, Mr. Meyer will, that the

23 principal competition is expectedto come from

24 "free," meaning ad-supported,webcasterslike
25 Pandoraoffering similar lean-backradio-like
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1 listening experience,not to come to a significant
2 degree from subscriptioninteractiveservices.

Now, it's true that the companyhas been

4 enjoying considerablefinancial successafter
5 decadesof investment, accumulatingmany billions of

6 dollars, and many lean years. Paying subscribers,

7 revenues,profitability are all up from the past.
Now a restrictedslide, please. You will

9 see it on your screens. But SoundExchange,as this
10 slide demonstrates,sharesin that successunder the

11 percentage-of-revenueformula that has been and that
12 is proposedby the parties to continue in place.
13 Over the past five years alone, Sirius XM's payments

14 to SoundExchange,I won't read the actual numbers,

15 they'econfidential, have grown by some 80 percent.
SoundExchange'stotal 2016 collections

17 were reportedto be about 952 million dollars. You

18 can do the math, from the 2016 and projected2017

19 bar graph under the existing rate structure, to see

20 what a significant percentageof total SoundExchange

21 collections are representedby the paymentsof our

22 client.
23 For its part, the record industry also is
24 doing just fine. Next slide, please. That's a

25 public slide.
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For its part, tbe record industry is
2 really doing just fine. There'sa -- there'sa lot
3 of stuff in. tbe other side's case suggestingthat
4 Sirius XM should pay a. lot more becauseits doing

5 wonderfully well. But this is a two-sided coin, and

6 as you'l see, the record. industry, in spite of the

7 growth of streamingand. claims of significant
8 diversion and tbe like, which we'l get into with

9 our witnessesin. great detail, is doing just fine.
10 Its -- its revenueswere at worst flat
11 from 2012 forward and have spiked upward healthily
12 as of 2016. Next slide is restricted,please.
13 The Majors'rofitability is also healthy
14 and growing as depictedon this restrictedslide,
15 which I won't read any further into the record.

16 Now, despitewhat you'l hear from

17 SoundExchange'sexperts, Sirius XM is not depriving
18 the record industry of revenuesit would otherwise

19 be receiving from either download salesor

20 subscriptionsto interactive services. There'sno

21 credible evidencethat you will hear that supports

22 that.
If anything, to tbe extent the data

24 relied on by the other side bas validity, we will
25 demonstratethat it leads to the opposite
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1 conclusion, that Sirius XM is net promotional, net

2 promotional, of record industry revenue.

The counterfactualnature of the

4 SoundExchange'sassertionis only underscoredby

5 fact testimonyyou will hear from people like
6 Mr. Blatter, our music programmingperson, and

7 indeed a prominent -- representativeof a prominent

8 independentlabel, proffered by SoundExchange

9 itself, Mr. Barros of Concord, who atteststo the

10 distinctly important promotional value that Sirius
11 XM has on record industry revenue.

12 Next restrictedslide, please.
The record will also show -- and we'e

14 still talking about what has changed, Your Honors.

15 The recordwill show -- well, let me ask this next

16 question, which is -- the next questionto explore,

17 we would submit, is what changesof potential
18 relevancehave happened,if any, in the market in

19 which interactive servicesare licensed?

20 And as the record will show, there have

21 been no material changes,very important slide, no

22 material changesin the rates chargedon demand

23 services. If anything, they'edeclinedslightly in

24 past years.
25 There has been no changeat all in the
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1 statusof the Majors as complementaryoligopolies.
2 There is no change in the complete absenceof price
3 competitionbetweenMajors to secureadditional
4 plays on those interactiveservices.

Anti.-steeringprovisions, about which you

6 wrote and -- and you heard testimony, remain

7 prevalent. They assurethat no semblanceof

8 steeringeven on playlists, promotions, or other
9 limited areaswhere interactive servicesmight be

10 able to steermusical recordingsand inject price
11 competition can occur, just locks it down. It says

12 it won't happen.

13 What about changesof potential relevance

14 in the upstreammarkets for licensing
15 non-interactivesubscriptionservices? How does

16 that picture look?

17 As ProfessorShapiro, from whom you'l
18 hear next, will testify, there actually is some more

19 evidenceof steeringand the effects of license fees
20 as a result since the SDARS II proceeding. You'l
21 hear about Sirius XM's continuedand growing direct
22 licenseefforts. And, of course, there'sthe record

23 of what subscriptionservice fees were generatedby

24 the Pandora/Merlin,agreementyou reviewed and found

25 highly probative in the 2014 webcastingproceeding.
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So lining up thesevarious data points

2 against SDARS Il and. Web IV precedents,we submit

3 and we will prove that no factors, no factors, point

4 to a changeof circumstancewarranting an increase

5 in the prevailing rate and there is at least
6 emerging evidenceof competitive market rates that
7 suggest, if anything, that the existing statutory
8 level may be too high.

All of which leads Sirius XM to propose

10 rates in the 8 percent to 11 percent range, derived

11 not merely from the evidencesupportingmaintaining

12 the licensing statusquo or roughly, but two other
13 benchmarksas well to which I'l now turn.

15

Next slide.
Building on SDARS II, this is a -- thank

16 you. Building on SDARS II, one of those benchmarks

17 is constructedfrom more up-to-date-- a more

18 up-to-datebody of direct license experienceof our

19 client. There are now some 540 direct licenseswith

20 independentrecord labels. That's up from about 95

21 at the time of SDARS II.
22 Mr. White of Sirius XM will testify as to

23 the scope of theseand the coverage, some 2250

24 catalogues,more than 4 million tracks, a broad

25 range of musical genres, a wide range of
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1 representationof prominent artists'ound
2 recordings,Grammy winners and the like.

As of July of 2016, just as a data point,
4 he testifies directly licensedrepertorymusic

5 representedsome 6.4 percentof all monthly spins on

6 Sirius XM satellite service. The rates in these

7 agreementstypically ran -- run from between7 and 9

8 and a half percentof labels'rorata shareof

9 revenues. Those rateshave trackedhigher in
10 relation to the increasedstatutoryrate over the

11 2013 to 2017 period.
12 You'l hear from ProfessorShapiro on

13 this phenomenon. He'l explain it's entirely
14 consistentwith market -- the market valuing rights
15 below the statutory level, to the extent that it can

16 be demonstratedthat labels, at least some labels,
17 sign these licenses in the interestof securingmore

18 plays on Sirius XM. Much more about that to come.

19 Steeringevidence, much debatedon the

20 written record here. It will be the subject of

21 sharply conflicting testimony.

22 You'l hear from our side, in addition to
23 ProfessorShapiro'sinterpretationof the evidence,

24 directly from Mr. White, who runs the direct license
25 program, as well as, I would suggest,again from

Heritage Reporting Corporation
(202) 628-4888



39

1 Mr. Barros of Concord, that at least a significant
2 number of direct licensors likely enteredthese

3 agreements,were motivated to enter these

4 agreements,hoping and expectingthat they would

5 receive additional plays on the service. That is
6 the essenceof steering. That's what drives price
7 competition.

The rate that ProfessorShapiro derives

9 from that updatedbody of evidencewith appropriate
10 adjustments,as he'l discuss, is 9.87 percentof

11 revenue. Mr. Shapirowill also discussthe proper

12 weight he would recommendyou give the direct
13 license evidence. He'l testify that while these
14 direct licensesare highly informative about the

15 appropriatewilling buyer/willing seller rate for
16 the labels that enteredinto them, he'l candidly

17 acknowledgethere is some degreeof uncertainty
18 about whethermajor labels or even certain other
19 Indies might accept licensesat those levels.
20 Concerningthis uncertainty,you'l hear

21 ProfessorShapiro discussthat there is other
22 circumstantialevidencecertainly, for example, of

23 the type of record labels including the Majors

24 actively seekingto have their works performedat
25 current statutoryrates. You'l hear this, of
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1 course, from Mr. Blatter as well. And evidence

2 which strongly suggeststhat the current rate may be

3 an acceptableone even for major labels.
Next slide, please.
In addition to the direct license

6 benchmarkand the analysisof the lack of meaningful

7 change from the past, the third branchof our

8 rate-makingproposal involves a modeling from rates
9 set by Your Honors for the subscription

10 non-interactivewebcastingpart of the market in the

11 Web IV proceeding.

12 And ProfessorShapiro will explain why he

13 believes that forms a more robust benchmarkhere

14 againstwhich to set rates in this proceeding. It
15 involves the same sellers, the same rights,
16 webcasterswho include Sirius XM's webcasting

17 service, who are quite comparablealong dimensions

18 relevant to rate-setting.
19 It draws in part also from the

20 Pandora/Merlinagreementrelied upon in setting
21 the .22 cent per-play rate, which reflectedthe

22 forces of competitionat work. And, again, that's a

23 central tenet, foundation for rate-settinghere.

And -- and as we will discussfurther in

25 detail, that .22 rate was corroboratedby reliance
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1 on rates drawn from the interactive service

2 agreementswith the Majors properly adjusted,
3 notably which resultedin a unitary rate for Majors

4 and Indies overcoming any so-calledwhere are the

5 Majors and where would they fit in.
That piece of the puzzle was solved, as

7 it were, by that branch of your Web IV rate-making

8 where that component included by definition, since

9 it was drawn from agreementswith the major labels,
10 it was presumedto be a rate sufficiently
11 competitive or approximatinga rate that a

12 competitive market would bear for both Majors and

13 Indie labels. So all of those factors commend

14 looking carefully at and modeling from properly that
15 prong of the Neb IV ruling.
16 Now, ProfessorShapiro shortly will tell
17 you that the proper methodologyto derive an 801(b)

18 rate for our client from the subscriptionwebcaster

19 rate of .22 cents a play is actually quite
20 straightforward.
21 Your Honors usedper-play rates in those

22 agreements,the interactive service agreements

23 interactive subscriptionservice agreements

24 appropriatelyadjustedto set per-play rates for
25 subscription.non-interactivewebcasters.
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2 those for their suitability as a benchmarkhere,

3 concludesthat Sirius XM as a non-interactive
4 statutorysubscriptionservice should pay no more,

5 should pay no more per-play than do non-interactive
6 statutorysubscriptionwebcasters. There should be

7 an equivalencemeasuredon a per-play basis.
He then converts that per-play

9 equivalenceto an applicablepercentage-of-revenue

10 rate for Sirius XM here, which be'll walk you

11 through, and, dependingon what ARPU number proves

12 to be the correct and binding one here, derives a

13 bottom line rate of anywherebetween8, a touch over

14 8 percent and 9.6 percent.
15 And he then finally analyzestbe 801(b)

16 factors to determinepotential differences in tbe

17 applicationof those factors as betweensuch

18 webcastersand Sirius XM and whether those warrant

19 any adjustment. Prom that be identifies one

20 potential such adjustment, factor 3, in line with

21 bow Your Honors analyzedit in. the SDARS II
22 proceeding.
23 So to summarizeour affirmative case, we

24 begin with rates set in SDARS II. Ne take account

25 of tbe Judges'valuationof respectiveupstream
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1 markets for licensing satellite radio and

2 interactiveservices. The former reflecting
3 emergingcompetition, evidencedby direct licenses
4 in the target market. The latter viewed by the

5 Judgesas problematic in terms of different rates,
6 attributes, functionality, and the absenceof

7 effective competition.
We updatea benchmarkbasedon Sirius

9 XM's ongoing direct licenseexperience. We examine

10 rates in the guite analogouswebcastingmarket for
11 the licensing of subscriptionnon-interactive
12 services. We observethat those rates derive in
13 part from competitive rates in the Pandora/Merlin

14 agreementand in part from steering-adjusted
15 per-play rates drawn from interactiveservice
16 agreements. We model off of that .22 per-play rate
17 from the totality of which our client proposesrates
18 to be set in the range between 8 and 11 percent.
19 Let me turn to SoundExchange'scase, if I

20 may. Arid, Your Honor, I didn't make a note of when

21 we began. I want to observe.

22 JUDGE BARNETT: Nor did I.
23 THE CLERK: 9:18.

24 MR. RICH: 9?

25 THE CLERK: 9:18.
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MR. RICH: Thank you very much. I'm

2 going to go not more than an hour. Mr. Fakler -- we

3 have agreedhe will take half an hour.

Restrictedslide next, please.
The cases,again, as I said, are a study

6 in contrasts. SoundExchangeproposesa dramatic

7 rate increase. The change in -- and a change in the

8 prevailing rate structurerequestinggreaterof

9 per-subscriberratesbetween $2.48 and g2.79 or

10 23 percentof revenue.

That's a more than doubling of the

12 prevailing 11 percentrate. And this slide, without

13 reading the numbers into the record, shows what the

14 dollar impact would be in 2018 alone on Sirius XM.

15 Arid, again, the math is compelling. If you compare

16 that 2018 number projected.on this slide against
17 SoundExchange's2016 total collections of 950

18 million dollars, I think it's -- it is breathtaking.
19 Now, how does -- how does SoundExchange

20 support this and. how does it draw on these same

21 precedentswe'e been discussing?
22 Nell, we will attempt to convince Your

23 Honors -- and I believe we will -- that, in fact,
24 their approach, rather than aligning with these

25 precedents,representsan absoluteeffort to
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1 undermine them completely.

As relates to SDARS II, SoundExchange's

3 expert, Mr. Orszag, literally, literally, represents

4 Dr. Ordover'sdiscreditedinteractive services

5 benchmarkand the adjustments,therebygenerating

6 alleged reasonableratesbetween25.7 and 28 percent

7 of Sirius XM's revenues.

His approachto rate-settingdoes nothing

9 to address, let alone overcome, the multiple grounds

10 on which the Judges in SDARS II concludedthat this
11 benchmarkresultedat best in rates at the outer
12 fringes of reasonableness.Now, professorOrszag

13 professesto justify this remarkableelevationof

14 fees in what he terms dramatic marketplacechanges

15 in SDARS II, but he fails to identify any changesof

16 relevance.
17 The trial record will insteadshow that
18 nothing has changedas relates to distinctly
19 different rights, attributes, functionality
20 implicated in the interactive serviceupstream

21 licensing market.

22 SoundExchangereplicatesthe yawning gap

23 betweencurrent rates and those it proposesthat the

24 Judges in SDARS II concludedmade that benchmark

25 pardon me, between the current rates and those it

Heritage Reporting Corporation
(202) 628-4888



1 proposes,same yawning gap betweenthe rates it
2 proposesand the current rate as those found to

3 create the yawning gap betweenthen prevailing
4 statutoryrates and Dr. Ordover'sproposal in the

5 SDARS II case.

Now, to be sure, Mr. Orszag tries to

7 dressup his do-over of Dr. Ordover by claiming to

8 follow methodologyadoptedby Your Honors in

9 determiningrates for the subscription
10 non-interactiveservices in Web IV. But, in fact,
11 he does nothing of the kind.

12 As will be exposedshortly by Professor

13 Shapiro, his methodologydoesn't remotely follow of

14 that of Your Honors in Web IV. And it most

15 certainly doesn'tgenerateequivalent rates to those

16 paid by closely analogoussubscription
17 non-interactivewebcasters.

18 Make no mistake, Your Honors, using a

19 contrived acceptanceof ratio equivalents,
20 Mr. Orszag in practical effect seeks to resurrect
21 the very rates that Your Honors rejectedin SDARS II
22 as dramaticallyoverstatingthe fair market value of

23 the rights being licensedhere.
How does he get there? He assumesall

25 conditions precedentto benchmarkingfrom the
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1 interactive service benchmarkhave met here. He is
2 wrong. In contrast to the Web IV record, he has

3 offered no proof as to increasedfunctional

4 convergencebetweenour client here, Sirius XM, and

5 interactive services.
He has offered only the flimsiest support

7 for the notion that there exists a "sufficiently
8 high degreeof cross elasticity of demand" as

9 betweenSirius XM and interactive subscription
10 webcastersto make benchmarkingfrom the latter
11 appropriate.
12 Indeed, he's so intent on dismantling the

13 economicsunderlying both the SDARS II and Web IV

14 rulings in favor of imposing rate equivalenceto the

15 interactive servicemarketplace,that in his
16 rebuttal testimony, he proposesdiscardingeven a

17 steeringadjustmentthat you found a critical and

18 necessarycomponent to try to alleviate and mitigate
19 the taint of supra-competitivepricing.
20 Based on Mr. Orszag'sreview of the

21 discovery record, he has apparentlyconcludedthat
22 no steeringadjustmenteven is warrantedon the

23 basis that Sirius XM has no greatersteeringability
24 than on-demandservices. It's all, he says, a

25 matter of relativity. Since at bottom he's out to
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1 replicate the noncompetitivemarket conditions in

2 the interactiveservicesmarket, I supposeit's only

3 logical that he would proposedropping any steering
4 adjustmenthere.

But even assuming, even assuming, there

6 is some legitimate basis to benchmarkfrom that
7 interactive servicesmarket experiencehere,

8 Mr. Orszagalso has failed in multiple ways to

9 follow the methodologylaid out by Your Honors in
10 Web IV for doing so.

He doesn'tbenchmarkfrom the per-play
12 rates derived from the interactive service
13 agreements,as did Your Honors. He insteadreverts
14 to Dr. Ordover'sapproach, engaging in a wholly

15 different ratio equivalence,this one designed.to
16 engraft the exorbitantpercentof revenuerates in
17 those licensesthat Your Honors expresslyrejected.

18 in Web IV.

These are the very, very same rates that
20 Your Honors said not a basis to extract and derive

21 reasonablefees, just 15 months ago.

22 Now, unsurprisingly, the simple math of

23 Mr. Orszag'smodeling generateson a per-playbasis
24 fees of between .59 to .64 per-play as compared

25 to .22 per-play, which is a huge, obviously,
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1 increasein proposedfees.
Now, he claims that this more than

3 doubling of existing rates is justified insofar as

4 "pertinent marketplaceconditions have shifted and

5 evolved dramatically" in the years since SDARS I and

6 II were decided.

He goes so far as to assertthat Sirius
8 XM's proposalsare "outdated." Even since Web IV,

9 he says, thesechangeshave occurred, and grounded

10 in "rates and consumerprices that existed ten years

11 ago in, music distribution channels." Those are

12 quotes from him.

13 Now, from this gloss, from this gloss,
14 Mr. Orszag and, of course, SoundExchangewould want

15 Your Honors to assumethat there had been

16 significant increasesin the royalty ratespaid by

17 interactive services,as well as in the retail
18 prices paid by subscribersto those Services.
19 The problem with the gloss is it's wrong.

20 There's just no evidenceto support it. And not

21 only has he failed to demonstrateany changesof

22 relevance,he has admitted, he has admitted, he

23 hasn'teven tried to investigatethem.

24 So he has made naked allegations,has

25 made no empirical investigationof relative change
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1 whatsoever, just made the allegations. He has made

2 no study of patternsof rates chargedby interactive
3 -- chargedby -- to interactive servicesby the

4 Majors since SDARS I, since SDARS II, or even from

5 Web IV. He has made no study of the patternsof

6 prices paid by consumersto subscribeto interactive
7 servicesover those time periods.

He assertschange. He can't cite any

9 evidenceof it. And that's for good reason. There

10 is no such change.

Next restrictedslide. That's not it.
12 Sorry, refer back to 14, restrictedslide 14.

13 As we showed, Your Honors, the ratespaid
14 by interactive servicestoday are the same as at the

15 time of Web IV. If anything, they'e slightly lower

16 than at the time of SDARS II.
Retail prices chargedby interactive

18 serviceshaven't changedat all since SDARS II. Nor

19 does or can Mr. Orszagcite evidencedemonstrating

20 meaningfully different competitive conditions in the

21 upstreammarket for licensing interactive services,
22 evidencethat would demonstratethat the interactive
23 servicemarket no longer featurescomplementary

24 oligopoly conditions and insteadrevealsprice
25 competitionbetweenthe major labels for additional
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1 plays on on-demandservices.
Once again, the record will show the

3 exact opposite. The market operatesevery bit as

4 non-competitivelyas in the past.
Mr. Orszag claims that more recent

6 non-statutoryagreementsenteredinto by Pandoraand

7 iHeart prove somehow that market prices for rights
8 coveredby webcastingstatutory licenseshave

9 dramatically increased. Let me repeat that.
10 He cites a body of agreementsconveying

11 non.-statutoryrights, additional rights of clearly
12 additional value, just like all other on-demand

13 marketplaceagreements,as evidencesomehow that the

14 Pandora/Merlinagreementfrom Web IV has been

15 supersededby those rates.
16 He has made no effort whatsoeverto make

17 any adjustmentfor the palpabledifference in the

18 rights conveyedand the value ascribedto those,

19 both by the negotiatingparties on the Service side

20 and the negotiatingrecord labels, both of whom will
21 -- clearly have said, well, I wouldn't pay any more

22 unless there was more value for it.
He just blithely says inconceivableto me

24 that there is really much value difference, just
25 would say plug in those rates as if there was no
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1 difference. ProfessorShapiro again will address

2 numerousother flaws in his testimony.

Let me briefly mention Mr. Willig.

4 SoundExchangesupplementsMr. Orszag'sbenchmarking

5 with expert testimony from ProfessorWillig, which

6 by way of color, as opposedto rate-making, purports

7 to empirically measurenegative impact -- the

8 negative impact that streaminghas had on record

9 industry revenue.

10 And he approachesrate-making, when he

11 gets to it, through certain opportunity cost, as he

12 calls it, calculations. Now, the expert testimony

13 of ProfessorShapiro and Farrell on our side will
14 expose the many crippling flaws in that analysis.
15 And without stealing the thunder, just by way of

16 example, ProfessorWillig attemptsto show that
17 Sirius XM has cannibalizeddownload salesand also
18 that the record industry has lost substantial
19 revenue from other sources,mainly subscription
20 interactive services,by licensing Sirius XM at
21 existing rates. To do so, he sweepinglycontends

22 that the growth of "streaming," in which he

23 indiscriminately lumps togetherall manner of

24 digital music distribution, including satellite
25 radio, has had a substantialnegativeeffect on
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1 record industry revenue.

And then. he does some regressionanalysis
3 that purports to demonstratethis. He does not make

4 any effort, claims he can', but he is wrong, to

5 break out specifically and isolate the impact that
6 our client has allegedly had on record industry
7 revenue.

But we have done that. We'e taken his
9 regression,as you will hear from ProfessorShapiro,

10 and done it right. And insteadof doing a big
11 schmear,pardonmy French, going industry-wide,

12 we'e said the relevantquestionhere is not the

13 effect of a Spotify or a Rhapsody; the effect is
14 here on us. And guesswhat happenswhen you do it?
15 The results in ProfessorShapiro'swords

16 are "dramatically reversed." Using Professor
17 Willig's own methodology, Sirius XM has been

18 strongly promotional of paid downloadswhile

19 interactiveserviceshave been strongly
20 substitutionalof paid downloads.

Now, fundamentalto ProfessorWillig's
22 approachesto rate-makingis his calculationof what

23 he calls opportunity cost to the record industry of

24 licensing for a client. And relying on this
25 estimate, he concludesthat a reasonableroyalty to
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1 us should be in the range of $2.55 per sub, which is
2 more than double the existing rate, and indeedhe

3 says, as a matter of pure logic from his numbers and

4 his reasoning, should be as much as seven times

5 higher than the existing rate.
Now, you can. imagine that caught our

7 attention. Seven times higher. And with most

8 things too fantastical to be true, this analysis
9 proves no different.

10 As ProfessorsFarrell and Shapiro will
11 explain, in calculating this amazing claimed

12 opportunity cost, ProfessorWillig loads the
13 analytic rabbit in the hat. His analysis is
14 designedto calculatethe opportunity cost of Sirius
15 XM losing accessto every record label'smusic,

16 every record label's music, rather than the

17 opportunity cost to an individual record label
18 competing in, the marketplacewith other record
19 labels to license and gain plays on Sirius XM.

20 So constructed,ProfessorWillig's
21 analysis is tantamountto asking what the

22 opportunity cost would be to a must-havemonopolist

23 that controls the rights to all sound recordingsand

24 has the ability to shut down Sirius XM's entire
25 service. To be sure, not the governing inquiry
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1 here. ProfessorFarrell, as you'l hear, identifies
2 other crucial errors in ProfessorWillig's
3 calculationof opportunity cost. For lack of time,

4 I won.'t detail those here.
So as a result of ProfessorWillig's

6 approach, he by design imports the supra-competitive

7 license fees, as you'l hear, from sort of a

8 quasi-benchmarkingapproachhe also takes, secured

9 by labels from the interactive servicesand, again,

10 replicating in many ways the results sought by the

11 approachesadoptedby Mr. Orszagwould seek to

12 perpetuateand import into rate-makinghere the

13 supra-competitive fees derived from that
14 marketplace.

15 ProfessorLys. He spendsmany pages

16 touting Sirius XM's ability to pay higher rates,
17 ability to pay. But as ProfessorShapiro will
18 testify, this is a misguidedargument, since this
19 801(b) proceedingis not about what the respective
20 parties can afford. It's what about willing buyers

21 would pay willing sellers for the rights involved in.

22 a workably competitive marketplacetemperedby the

23 801(b) policy considerations.
In such a market, the overall profits of

25 the buyer simply don't enter the equation. Now, let
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1 me be clear, Sirius XM is not seekinga reduction

2 from the rates based, otherwise coming out of

3 market-basedrates here, on factor 4 disruption
4 regs. We are not doing that. To the extent the

5 thrust of ProfessorLys's testimony is to forestall
6 such an argument, it's not only incorrect, but we

7 submit it's moot.

Your Honor, let me close with a couple of

9 minutes, at most a minute and a half, on terms and

10 revenuedefinitions. At the risk of getting into
11 the weeds of it, as you did mention appropriately,
12 that's a critical part of this case, I'm going to

13 mention four issuesthat are highly pertinent here.

As an overall proposition, we propose

15 maintaining the terms largely as they'ebeen with

16 some minor clarif ication. SoundExchange,by

17 comparison,proposessome dramatic changesthat
18 would amount to a significant de facto rate increase

19 for Sirius XM 1 bundled content.

20 SoundExchangeproposesthat revenue for
21 data servicesand non-music programmingnot subject
22 to the statutory license can only be excludedwhere

23 such programming is sold totally separatelyon a

24 standalonebasis. In other words, if Sirius XM

25 bundles its standardpackagewith other programming

Heritage Reporting Corporation
(202) 628-4888



57

1 not subject to the statutory license, it's not

2 entitled to deduct any of the revenue from the

3 bundle and thus will have to pay SoundExchangeand

4 its members for that non-music programming.

Tom Barry of Sirius XM will describe,
6 when he testifies, a much more sensibleapproach

7 that allows for Sirius XM to exclude that non-music

8 revenue from packagedsaleswhile also ensuring that
9 SoundExchangeand its members are not deprived of

10 their rightful share.
Second, free trials. SoundExchange

12 proposesthat Sirius XM pay per-subscriberfee for
13 free trials other than those limited to 30 days; in
14 other words, beyond 30 days. As Mr. Frear of our

15 client will testify, chief financial officer, there
16 are many reasonswhy that 30-day limit, which is
17 taken, just engrafted, again, from interactive
18 license experienceis totally inappropriatefor
19 Sirius XM, which has a much more indirect
20 relationshipwith its trial subscribersand, thus,

21 requiresmore time and considerablymore expenseto

22 convert them into paying subscribers.
ProfessorShapiro in turn will show why,

24 if Sirius XM has determinedthat offering
25 multi-month free trials maximizes revenuesin the
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1 long term, it is in the record industry's interest
2 as well to allow such free trials, rather than

3 discouragethem with a punitive fee structure.
Third, direct license share.

5 SoundExchangeproposesthat the royalty adjustment

6 for directly licensedperformances,which it
7 proposedfive years ago, be capped, essentially
8 causingSirius XM to pay double for a portion. of its
9 directly licensedperformances. As Mr. Barry will

10 testify, that proposal is nothing less than a direct
11 effort to punish Sirius XM for engaging in direct
12 licensing.
13 Fourth, and last, interest on

14 underpayments. SoundExcbangeproposesthat the same

15 fee currently chargedfor late paymentsor

16 statementsof account, 1 and a half percentper
17 month, be applied to underpaymentsor

18 miscalculationsrevealedin audits.
19 Mr. Barry will explain that becauseaudit
20 results typically are delivered severalyears after
21 the original payment, an 18 percentper year penalty
22 can and will result in interestpayments larger than

23 tbe actual underpayment,an unfair and unwarranted

24 result. Thank you, Your Honors, very much for your

25 time this morning.
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JUDGE BARNETT: Thank you, Mr. Rich.

Mr. Fakler?

OPENING STATEMENT ON BEHALF OF MUSIC CHOICE

MR. FAKLER: Thank you, Your Honors.

5 Nell, I'd also like to start with a little bit of

6 backgroundand context for the past part of the

7 proceeding. And Music Choice is a preexisting
8 subscriptionservice, air quotes or no, also known

9 as PSS, and as we like to say "pez" becausewe

10 prefer not to hiss at each other.
Now, the PSS are unique among all the

12 different types of digital music servicesthat come

13 before the Judges. And, in fact, the PSS story is a

14 bit different even in the SDARS story in the sense

15 that the PSS were the world's very first digital
16 music servicesand, in fact, were operating in the

17 marketplaceat a time when there was no public
18 performanceright for sound recordingsat all.
19 And to give a little context for that,
20 for about the first 100 years of the record

21 industry, there was no federal copyright whatsoever

22 for sound recordings. That changedin 1972, but at
23 that point, Congresswithheld a public performance

24 right for sound recordings. And that was done

25 largely to protect terrestrial radio with the view,
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1 Congress'sview, that terrestrial radio -- those

2 performanceswere inherently promotional for the

3 record companies. So it was -- in. this context,

4 there was no performanceright at all, and that was

5 the legal landscapein which Music Choice initially
6 launchedits business.

Now, you'l bear about tbe backgroundof

8 Music Choice and the history of Music Choice and the

9 PSS from David Del Heccaro in this proceeding,but

10 just to go through some of the most relevantpoints
11 in that history.
12 As I mentioned, Music Choice launched its
13 service initially in 1988 to certain householdsin
14 the United Statesat a time when there was no

15 performanceright for sound recordings. At that
16 time, Music Choice was treatedtbe same way that its
17 primary competitor, terrestrial radio, was treated.
18 In 1991, Music Choice launched

19 nationwide. Come 1994, Music Choice was the first
20 music broadcasterto utilize an on-screen.display in

21 connectionwith its broadcasts.
22 But then in 1995, Congresschangedthe

23 legal landscapewith tbe Digital Performing Rights

24 and Sound RecordingsAct, quite a mouthful, and at
25 that time, Congressgranteda very limited
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1 performanceright to sound recordings. It was

2 limited in a couple of ways.

First of all, it was limited only to

4 digital performances,so analogperformancesby

5 terrestrial radio and other sorts of entities that
6 were making performancesof sound recordingswould

7 still not be subject to tbe performanceright.
But it was limited in another important

9 way, which was the creationof the wonderful Section

10 114 performancelicense that Your Honors have to
11 deal with from time to time.

12 Now, one of tbe expressreasonsthat
13 Congressbad for limiting tbe digital performance

14 right by creating this compulsory license, one of

15 the reasons,was to protect tbe few existing market

16 participantssuch as Music Choice that were already
17 in. tbe market making theseperformances. And to
18 that end, they establisheda rate-settingstandard

19 under 801(b) that was based.on policy objectives,
20 not basedon a marketplacestandard.

21 And also in creating this compulsory

22 license, Congresswas careful to distinguishbetween

23 non-interactiveradio-type services,which it viewed

24 as largely promotional for record companies

25 distinguish those from on-demandinteractive
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1 services,which it viewed as likely substitutional.
2 And those Services, of course, are not -- cannot

3 take advantageof the statutory license.
Now, in 1996, Music Choice becamethe

5 first broadcasterto multi-cast its channelsto its
6 subscribersover the Internet. Then in 1997, after
7 the finish of the very first rate proceedingby the

8 CARP under the Section 114 license, the CARP report
9 was issued, and the CARP had initially set the rate

10 for the PSS at 5 percentof revenue.

In the next year, that decisionwas

12 appealedto the Librarian of Congress,and the

13 Librarian raised the rate up to 6.5 percent.
In 1998, Congresspassedthe DMCA. And

15 this was -- in this legislation, the PSS designation
16 was first created. BecauseCongresshad decided

17 that for later market entrants, it wanted to change

18 the rate setting standardto a marketplacewilling
19 buyer/willing seller standard,but at the same time

20 in recognitionof the businessexpectanciesand

21 fairness issuesrelatedto the Servicesthat were

22 already in the marketplace,it createdthe PSS

23 designationand grandfatheredthe PSS under the

24 policy-based801(b) standard.

25 Also in 1998, the Librarian's
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1 determination.was appealedup to the D.C. Circuit.
2 The D.C. Circuit upheld that rate decisionand kept

3 the rate at 6.5 percent.
And as time went on, Music Choice in 2003

5 launchedthe very first video on-demandservice
6 through cable to its subscribers. And when the next

7 rate period came up, there was a settlementbetween

8 the record companiesand the PSS which led to a

9 slight rate increaseto 7.0 percentand, in later
10 years in that term, 7.25 percent.

And in the very next rate period, there
12 was a settlementduring the SDARS I proceedingthat
13 kept the rate at 7.25 for the first four years, and

14 in the final year, it raised it to 7.5. And then of

15 course in the prior rate proceedingbefore Your

16 Honors, the SDARS II proceeding, the Judgesraised
17 that rate from 7.5 to 8.5 percentof revenue.

18 Now, with that context and backgroundin
19 mind, one of the key issues in this proceedingis
20 the differencebetweena marketplacestandardand

21 the 801(b) policy standard. Now, here we have the

22 801(b) policy standardup on the screen, which no

23 doubt, especiallyafter six weeks of Phonorecords,

24 Your Honors are intimately familiar with, but it'
25 -- it's very clear just from looking at the text of
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1 the policy factors that this is a different thing
2 than a simple marketplacewilling buyer/willing
3 seller standard. And, in fact, it containsvarious

4 policy objecti'ves, some of which are public policy
5 objectivesand -- and go far beyond what would be in.

6 the calculus of the typical profit-maximizing

7 marketplacetransaction.
And there is -- has been significant

9 appellateprecedentthat has recognizedthat there'
10 a fundamentaldistinction betweena marketplace

11 standardand the 801(b) policy standard. And, you

12 know, one of the key differences is, you know, how

13 the Judgesare taskedand the flexibility that the

14 Judgeshave in setting the rates.
15 The D.C. Circuit in an earlier -- long

16 before there was PSS, under the 801(b) policy
17 standard, recognizedthat becausethe Judgesare

18 implementingpolicy objectives, they'enot bound to
19 a rigid mathematicalderivation in determiningwhat

20 the rates should be.

21 Now, Sirius XM has a very

22 SoundExchange,sorry about that, fellows

23 SoundExchangehas a very different view of the

24 distinction between.801(b) and a marketplacerate.
25 Their view is that the two things are the same. But
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1 this premisehas been rejectedat the appellate
2 level in prior proceedings. And, in fact, the issue

3 was addressedhead-onin the very first PSS

4 proceeding.
On appeal to the Librarian of Congress,

6 when RIAA made essentiallythe same document that
7 SoundExchangeis making in this case, that there'
8 really no differencebetweena marketplacerate and

9 the 801(b) policy factors, the Librarian flatly
10 rejectedthat, stating that a statutoryrate under

11 the policy factors need not mirror a freely
12 negotiatedmarketplacerate and it rarely does,

13 becauseit's a mechanismwhereby Congressimplements

14 policy considerationswhich are not normally part of

15 the calculus of a marketplacerate.
16 And when that decisionwas appealedup to
17 the D.C. Circuit, the D.C. Circuit also rejected
18 this argument that the 801 (b) policy factors are

19 essentiallythe same as a marketplacerate.
20 They noted that, you know, the two

21 they repeatedthe idea that a marketplacerate may

22 not be reasonableunder the policy factors and vice

23 versa. And the D.C. Circuit specifically noted that
24 -- becauseat that time Congresshad alreadyworked

25 through the DNCA, and the D.C. Circuit said, well,

Heritage Reporting Corporation
(202) 628-4888
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2 just createda marketplace,Congresscertainly knows

3 when it wants to implement a marketplacerate, it
4 knows what languageto use, and they just did it,
5 and by the way, when they did it, they expressly

6 grandfatheredthe PSS that are before us right now

7 and kept them under the policy factors. So it would

8 be inconsistentwith that legislative intent to just
9 deem the 801(b) policy factors to be the same as a

10 marketplacerate.
Of course, the Judgesdo have to have

12 some methodologyfor making a decision, even though

13 they have a tremendousamount of flexibility under

14 the 801(b) policy standards,and there are a few

15 different types of methodologiesthat are available
16 to the Judges.

Of course, in order to evaluatea rate
18 under the 801(b) policy factors, you do have to have

19 a startingpoint againstwhich to measurethe policy
20 factors. And there are a few different
21 methodologiesfor coming to that startingpoint.

One is benchmarking. And certainly the

23 Judgesin past rate proceedingshave used

24 marketplacebenchmarksas a startingpoint for
25 evaluationof the policy factors. They typically--
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2 there are -- there are a lot of problems with

3 benchmarkingin theseproceedings,as Your Honors

4 have encounteredin. other proceedings,especially
5 when you'e dealing with markets that have always

6 been regulatedfor the entirety of their existence.
But thoseproblems with marketplace

8 benchmarkingsare particularly pronouncedwith

9 respectto the -- the PSS. In fact, in every

10 instanceother than the very first PSS proceeding,

11 the Judgeshave rejectedevery proposedmarketplace

12 benchmarkthat has come before them. In the very

13 first PSS rate proceeding, the Librarian of Congress

14 and the CARP, and as upheld on appeal in the D.C.

15 Circuit, used the PRO licenses, the performance

16 licensesthat the PSS had for musical compositions

17 as a marketplacebenchmark.

18 Ever since that first proceeding, later
19 CARP's and it later proceedingsby the Judgeshave

20 rejectedthat particularbenchmark. But they'e
21 also rejectedevery other marketplacebenchmarkthat
22 has been presentedto them with respectto the PSS.

23 And as was laid out in detail in the

24 SDARS II decision, that is becausethe PSS are very

25 unique in a -- in a wide variety of ways from other
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1 Services that are out in the marketplace. They have

2 a very different businessmodel, they have a

3 different -- very different demand structure. So,

4 essentially, trying to use marketplacebencbmarksis
5 pretty much hopelessfor tbe PSS.

Secondpossiblemethodologywould be

7 using economic modeling. If you don't have a

8 marketplacebenchmark, there are bargainingmodels

9 that can be used to estimatewhat the hypothetical
10 negotiation in. a competitive marketplacewould look

11 like.
12 And a third methodology is starting with

13 tbe existing rate. Certainly, tbe Judges in the

14 past when they have not had a usablebenchmarkto
15 work with, if there is an existing rate, have taken

16 that existing rate and then analyzedit pursuant to

17 the factors, particularly to see, for example, if
18 any facts in the marketplacerelevant to those

19 factors have changedsince the last time the rate
20 was set.
21 Now, that leads us to tbe parties'ate
22 proposalsin this case. As for Music Choice, in
23 light of tbe lack of usablemarketplacebenchmarks,

24 Music Choice has presentedevidencealong the lines
25 of tbe second two methodologies,economic models and
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1 the existing rate.
And with respectto the economic models,

3 you'l hear from ProfessorGregory Crawford.

4 ProfessorCrawford is a chairedprofessorof applied
5 microeconomicsat the University of Zurich. He is
6 extremely experiencedin connectionwith the

7 satellite and cable television industries. He'

8 also extremely experiencedin applying bargaining

9 models. He has appearedbefore the Copyright

10 Royalty Judges in both rate-settingand royalty
11 distribution proceedings.
12 ProfessorCrawford has utilized the
13 asymmetricNash Bargaining solution to -- to develop

14 a model for a hypotheticalnegotiation in a

15 competitivemarketplacebetweenone record company

16 and one PSS. And, in particular, a PSS operatingas

17 a standalonePSS business.
18 This featureof his model is extremely

19 important because,as ProfessorCrawford

20 demonstrates,setting a rate for the PSS that would

21 require the PSS to subsidizethat businessfrom

22 profits from other businesslines would be

23 inconsistentwith the policy factors, the

24 legislative intent that I discussedbefore in even

25 creating the PSS status, as well as various other
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1 economic and public policy interests.
ProfessorCrawford then uses actual data

3 from Music Choice to calculatewhat the joint
4 agreementprofit would be from this hypothetical

5 negotiation. He then calculatesthe threat points

6 for the different negotiatingparties and uses a

7 range of potential relative bargainingpower ratios
8 that one would expect to see in a competitive

9 marketplaceto generatea range of reasonof likely
10 marketplaceoutcomes for the royalty rate. And that
11 range from ProfessorCrawford, runs f rom 3 . 5 to

12 5.6 percentof revenue.

ProfessorCrawford, then will analyze the

14 801(b) policy factors and demonstratethat those

15 factors indicate that the rate should be set lower

16 than the highest point in that range, making Music

17 Choice'sproposal of 5.6 percentof revenue

18 conservative.
In addition to the Nash model, Music

20 Choice will also presentevidence from David Del

21 Beccaro, the president, CEO, and founder of Music

22 Choice, with respectto both the history of Music

23 Choice and all of the other PSS and the rate-setting
24 history that we discussedbefore, but he'l also

25 discussthe existing rate, the impact of that
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1 existing rate on Music Choice, and the projected
2 impact of that rate if it were carried forward into
3 the next rate period.

Now, in SDARS II, the Judges, as I

5 mentionedbefore, having found no usablebenchmark,

6 took the then existing rate of 7.5 percent and

7 analyzedthat against tbe four policy factors. And

8 the Judges found that the 7.5 percent rate, in fact,
9 did further all of the four policy objectives,

10 except for one point.
At the time of tbe SDARS II proceeding,

12 Music Choice bad beenplanning on expanding its
13 channelsfrom 50 to 300. Now, no participant in

14 that proceedingsuggestedthat that plannedchannel

15 increaseshould lead to a rate increase,but the

16 Judgesthought that it did. And so the Judgesused

17 that one fact as the reasonfor increasingtbe rate
18 from 7.5 to 8.5 percentof revenue.

19 Now, in this proceeding, even

20 SoundExcbange'sexpert, Dr. Wazzan, acknowledges

21 that there'sno reasonthat just a rate increase
22 I mean, a channel increaselike that should lead to
23 a rate increase.

Certainly, Music Choice subscriberscan

25 only listen to one channel at a time. There'sno
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1 reasonto believe that the additional channelswill
2 even necessarilylead to more performances. And, in

3 any event, if greatervalue were to be createdby

4 the additional channels,one would expect that value

5 to be capturedby a percentage-of-revenueroyalty
6 rate.

But perhapsmore importantly than all of

8 that, as it turns out, Music Choice never expanded

9 those channelsfor a number of reasons, including
10 the rate increase, the impact of the rate increase.
11 Music Choice abandonedthoseplans and now still
12 has -- I think at the time of SDARS II, they had 47

13 channelson the television; now they have 50, with

14 an additional 25 only made available through the
15 streaming.

16 So as -- as Mr. Del Beccarowill testify,
17 essentiallyMusic Choice has been overpaying for the
18 past five years becauseof the rate increasethat
19 was basedon a prediction of somethingthat never

20 came to pass.
21 He will testify that, you know, between

22 that overpaymentand changesin. Music Choice's

23 market, the downstreamMVPD market, that are

24 relevant to all of the statutoryfactors, lead to
25 justification for -- well, first of all, as a
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1 startingpoint, if the Judgeswere to use the

2 existing rate as a startingpoint, at the very least
3 that rate should be the 7.5 percent rate that was

4 originally consideredto further policy factors in

5 the absenceof the channel increasethat never

6 happened. But in light of recent developmentsin

7 the MVPD market, Mr. Del Beccaro also demonstrates

8 that the rate should be lowered even further than

9 that, justifying the decreaseto 5.6 percent.
10 You will also hear from Damon Williams,

11 the senior VP of programmingstrategyand

12 partnershipsfor Music Choice, who has over 30 years
13 of radio programming and promotion experience. He

14 will demonstratethe strong promotional impact that
15 Music Choice continues to have for the record.

16 companies.

17 He'l also show that the testimony from

18 the inevitable record company lawyer witnessesthat
19 SoundExchangealways puts on in. theseproceedings,

20 who conclusorily state their own opinion that they

21 don't think Music Choice has any promotional impact

22 and may even. be substitutional, that that testimony

23 is completelybelied by the conduct and the

24 communicationsfrom the actual marketing people at
25 the record companies,who continuously lobby Music
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1 Choice, asking them to play their music,

2 specifically for the purposeof helping them sell
3 records and also increasestreamingrevenues.

Now, as for SoundExchange'sproposal,

5 SoundExchangeacknowledgesthat there are no usable

6 marketplacebenchmarks. SoundExchangedoes not

7 attempt to use an economic model to set the rate.
8 SoundExchange,through Dr. Wazzan, argues that the

9 Judgesshould not use the existing rate as a

10 startingpoint for this analysis.
Dr. Wazzan has two basic reasonsfor

12 arguing against it. The first is that he complains

13 that, all the way back in the very first rate
14 proceeding, the Librarian and the CARP used the PRO

15 licensesthat I discussedbefore as a starting
16 point, as a marketplacebenchmark, and becausethe

17 Judges later moved away from that benchmark, he

18 says, the first rate was, therefore, completely

19 invalid.
20 I do not think that that is a

21 particularly good argument. The Judges -- you did

22 use the PRO license as a benchmark, but that usage

23 was upheld by the D.C. Circuit. Now, the Judgesmay

24 have moved away from that in later proceedings,

25 becausethey felt they had better -- better

Heritage Reporting Corporation
(202) 628-4888



1 methodologiesto use, but that doesn't invalidate
2 the original rate.

The secondreasonthat Dr. Wazzan gives

4 for not using tbe existing rate is also in earlier
5 rate periods leading up to the current rate, there
6 were a couple of periods where there were

7 settlementspursuant to which the rateswere set.
8 And Dr. Wazzan. testifies that such settlementsare

9 inherentlyunreliable as predictorsof marketplace

10 value.
He gives a number of reasonsfor that,

12 one of which is that a settlement-- involved in a

13 settlementis always the savings of litigation
14 costs, both -- both hard costs and soft costs
15 related to litigation. He also notes that in a

16 settlementlitigation, oftentimes tbe parties'wn
17 estimatesof tbe true value of tbe royalty or the

18 claim is suspect. And be gives a whole laundry list
19 of problems with settlementagreementsas

20 benchmarks.

21 Now, one problem with both of these

22 argumentsis that in SDARS ZI, the Judgesdid not

23 just blindly roll over the existing rate. The

24 Judgestook the existing rate and then worked

25 through tbe policy factors and independently
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1 analyzedthat rate and came to the conclusionthat
2 it satisfiedthe policy factors.

So none of these -- from -- issues

4 relating to earlier rate periods really applied to

5 the Judges'ate-settingof the existing rate.
So what methodologydoes SoundExchange

7 use? Well, it purports to us a benchmarking

8 methodology, but it can't use a marketplacerate
9 becauseit acknowledgesthere aren't any. Instead

10 SoundExchangeuses as its sole benchmarkthe

11 statutoryrates applicable to new subscription
12 servicesproviding their servicesthrough cable and

13 satellite television, known as the CABSAT services.
Now, Dr. Wazzan acknowledgesthat the

15 CABSAT rates and terms are not the product of a

16 marketplacetransaction,but he arguesthat it'
17 nonethelessa reliable predictor of marketplace

18 outcomesbecause,in his view, it was set by the

19 Judgeswith the Judgesapplying the willing
20 buyer/willing seller marketplacestandard. And he

21 statesthis clearly in his written rebuttal
22 testimony, even in paragraph19.

23 The problem with this key assumptionis
24 it's just flat wrong. The CABSAT rateshave never

25 once been set by the Judges. They have never once
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1 been set pursuant to the willing buyer/willing
2 seller standard. In fact, they have always been set
3 by settlementagreements. And the current CABSAT

4 rateswere set by a settlementagreementbetween

5 only two parties, SoundExchangerepresentingthe

6 entire record industry, on one side, and Sirius XM.

Now, Sirius XM is not really in the

8 CABSAT business. They'e in the satellite radio

9 business. And as far as their CABSAT operationsare

10 concerned, they only have one affiliate, Dish

11 Network, and they use it as a promotional vehicle
12 for their real businessline, satellite radio.
13 The revenuesthat -- that Sirius XM gets
14 from its CABSAT service are a tiny fraction of

15 a percentof their overall revenues. They are just
16 not material to their businessoverall.

So Sirius XM had no incentive to

18 seriouslynegotiatea marketplacerate in that
19 settlement. And as Dr. Crawford demonstrates,the

20 hard litigation costs alone were likely to exceed

21 any potential benefit Sirius XM could have gotten
22 out of that rate proceeding. And, certainly, the

23 litigation savings were part of the value baked into
24 that deal, as were the promotional impact on its
25 satellite service.
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Dr. Wazzan made no effort to analyze the

2 settlementor to try to unbundle thesevarious other

3 factors that led to those rates and terms, and he

4 did it becauseat the time that he submittedhis
5 written. -- written direct and rebuttal testimony, he

6 was not even aware that those rateswere the product

7 of a settlement.
But it gets worse when you see the

9 settlementagreementitself. And we almost didn'

10 see the settlementagreement,becauseSoundExchange

11 refusedto produce it in discovery. Music Choice

12 had to make a motion to compel, which thankfully the
13 Judgesgranted.

And what did we see when we finally got

15 the agreement? Well, the CABSAT settlement
16 agreementhas specific acknowledgmentby the parties
17 that the rateswere set basedon factors other than

18 marketplacefactors. And even worse it has an

19 expressprohibition on the CABSAT rates and terms

20 coming from this settlementever being used as a

21 benchmarkin future rate proceedings.

22 JUDGE STRICKLER: Can I interrupt you for
23 a second?

24

25

MR. FAKLER: Yes.

JUDGE STRICKLER: You say not to be used
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1 as a benchmark, and I know this is the subject of a

2 pending motion before us, but the -- just as you

3 have on the demonstrativeright now, the settlement

4 says such royalty rates and terms shall not be

5 relied upon as a precedentor as precedent.

MR. PAKLER: Right.

JUDGE STRICKLER: It doesn'tsay as

8 benchmarkor as evidence. It says it shall not be

9 relied upon as precedent. So are you -- are you

10 arguing that precedentand benchmarkare synonymous?

MR. FAKLER: They are. And that's the

12 way those terms have always been used. in these

13 settlementnegotiations. And, in fact, if you look

14 at the correspondenceleading to the settlementon

15 this very point, becausethis was one of the few

16 provisions of the settlementagreementthat was

17 actually even negotiatedby the parties, because

18 SoundExchangeinitially tried to broadenit so it
19 would only apply to prevent its use as a benchmark

20 by the parties signing the agreement. But in that
21 negotiatinghistory, you see they'eclearly
22 saying -- you know, Sirius XM says, look, if you'e
23 not -- if we'e going to agree thesecan't be used

24 in future proceedings,they can't be used in any

25 way.
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And, of course, there'sno real way other

2 than as a benchmarkthat one would use settlement

3 rates and terms like this in a rate proceeding.

4 But, yes, we believe that tbe terms are synonymous.

JUDGE STRICKLER: Thank you.

MR. PAKLER: Now, this languagethat
7 you'e looking at does not differentiatebetweentbe

8 rates and terms in the settlementagreementas

9 somethingdifferent than tbe rates and terms as they

10 will ultimately be implementedby the Judgesafter
11 tbe settlementis submitted.

12 That', you know, kind of a crazy

13 distinction. Tbe partieswere well aware when they

14 enteredinto this agreementand when they submit it
15 to the Judgesthat becauseSoundExcbangeand. Sirius
16 XM were the only two participants in that
17 proceeding, the Judgeshave no statutoryauthority
18 to review the resulting rates and terms for whether

19 they were reasonable,whether they satisfiedtbe

20 willing buyer/willing seller standard. They just
21 didn't have that authority.
22 And, in fact, in the -- the motion that'
23 attachedto tbe settlementagreementthat was

24 presentingthe settlementagreementto the Judges,

25 it specifically tells the Judges,by tbe way,
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2 implement these rates and terms.

So the notion that the parties
4 negotiatingthis had some thought that they wouldn'

5 be -- the rates and terms wouldn't be adoptedand

6 there was this whole distinction, it's nowhere to be

7 found in the language,and it's nowhere to be found

8 -- it doesn'tmake a whole lot of sense.

In fact, even in this language, it says

10 such royalty rates and terms shall be subject to de

11 novo review and considerationin future proceedings.

12 Well, that provision makes no senseif
13 you were just talking about these temporary

14 settlementterms that are just a product of a

15 settlementagreement. Clearly, they'e talking
16 about the CABSAT rates and terms that will be set as

17 the only reasonfor entering into the settlement
18 agreement.

19 Mow, Dr. Wazzan is also deadwrong on his
20 801(b) policy factor analysis. He claims that the

21 first three policy factors are inherentlybaked into
22 every marketplacerate and, therefore, you can just
23 assumethem away. And then if you look as his
24 fourth factor analysiscarefully, he also says the

25 fourth factor is inherently included in a
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1 marketplacerate.
So according to Dr. Wazzan, as long as

3 you start with a marketplacebenchmarkfor a

4 comparableservice, you can just assumeaway the

5 801(b) policy factors and not worry about them.

There are a couple of problems with this
7 approach. First of all, even Dr. Wazzan

8 acknowledgesthat the CABSAT rates are not a

9 marketplacebenchmark, so even if his general

10 principle were correct, it wouldn't be applicable to

11 his benchmark. But he's not right on the general

12 principle.
13 As discussedbefore the appellate
14 precedentclearly statesthat the two are different
15 and, in fact, that the 801(b) policy factors would

16 not typically be taken into account in a marketplace

17 rate.
18 Now, in addition. to seekingan effective
19 increasein the PSS rate from 8.5 percentof revenue

20 to almost an effective 40 percentof revenue,

21 SoundExchangealso asks the Judgesto require the

22 PSS to pay separateand additional rates for these

23 ancillary streamingto its cable -- its cable

24 customers.

25 Now, SoundExchange'sonly basis to

Heritage Reporting Corporation
(202) 628-4888



83

1 support this part of its proposal is still the

2 CABSAT regs and this CABSAT settlement. They don'

3 do any independentbenchmarkingof webcastingor

4 anything else. They basically just say that under

5 the CABSAT regs, if the CABSAT does this streaming,

6 they'e supposedto pay these separateroyalties,
7 so, therefore, if you buy the premise, you buy the

8 picture, as they say in. Hollywood, so you should

9 just, you know, do the same thing as you do for the

10 CABSAT.

Nell, obviously, that argument should be

12 rejectedfor the same reasonthat their primary rate
13 argument should be rejected. The CABSAT settlement
14 rate -- the settlementrates and terms should not be

15 used. in this proceedingas a benchmark.

16 But it's even worse with respectto the
17 webcastingissuebecauseSirius XM does not offer
18 bundled streamingto its CABSAT subscribersat all.
19 So it had even less incentive to negotiatethis
20 provision of the terms than it had with respectto
21 the rate.
22 Second, Music Choice, as I mentioned

23 before, has been providing theseweb streamssince

24 1996. Now, SoundExchangeand its predecessorRIAA

25 were well aware of this. Ne've gone through
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1 essentiallyevery rate-settingproceedingever for
2 the PSS, a couple of settlements,even an audit of

3 Music Choice's PSS service, and during all that
4 time, SoundExchangenever once took the position
5 that Music Choice had to pay theseextra fees.

The fact of the matter is this ancillary
7 streamingto its cable subscribershas always been

8 included within the PSS rate.
And if we can go restrictedon this last

10 slide. If you want to take a look at the -- what

11 the difference is betweenthe parties'roposalsin
12 this proceeding,here'sa graph of where the rates
13 have been set during the period of Music Choice's

14 operation. So you have the initial period where

15 there was no royalty and starting at 5 and 6.5 with

16 theseslight increases.
17 Music Choice is proposinga small

18 decreasein the rate to 5.6 percent; whereas

19 SoundExchangeis asking for a massive, massiverate
20 increase.
21 Now, with respectto the terms just very
22 briefly, the PSS regulationsare the oldest Section

23 114 regulations. They were the very first ones set.
24 They had the very first rate proceeding. They'e
25 been in place for decades. There has never been any
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1 problem createdfor either party with respectto

2 these regs, and SoundExchangedoesn't identify any

3 particularproblem they'ehad with the PSS regs.

4 They did the same thing in SDARS II where they came

5 in asking for a wholesalerewrite, but they didn'

6 support these requestswith any legitimate
7 justifications.

The Judgesrejectedthose changeslast
9 time. They should reject them again with one

10 exception. Music Choice has pointed out there
11 appearsto have been some sort of issue.
12 In SDARS II, the partieshad stipulated
13 to the way that the minimum fee was going to be

14 approached. And the parties stipulatedthat the

15 minimum fee would be set, and it could be recouped

16 from the overall payment, the combined 114/112

17 payment. Somehowwhen that reg got implemented, the

18 referenceto 114 droppedout.

19 So, technically, the effect is that now

20 the minimum guaranteeup-front payment only gets
21 recoupedagainst that tiny fraction of the payment

22 attributableto 112. And Music Choice would submit

23 that's not fair, there'sno real reasonfor it, it'
24 not what the parties agreedto, and that that should

25 be fixed in. this rate proceeding.
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Thank you, Your Honors.

JUDGE BARNETT: Thank you, Mr. Fakler.
We'e going to take our morning recess,

4 and then we will go past noon, Mr. Handzo and

5 Mr. Johnson, so that we can finish you all in one

6 session.
7 (A recesswas taken at 10:54 a.m., after which

8 the hearing resumedat 11:20 a.m.)

JUDGE BARNETT: Good morning. Pleasebe

10 seated.
Sorry for the delay. We had some

12 logistics to deal with. Mr. Handzo?

13 MR. HANDZO: Thank you, Your Honor.

OPENING STATEMENT ON BEHALF OF SOUNDEXCHANGE

15 MR. HANDZO: Good morning, again. Again,

16 for the record, I'm David Handzo appearingon behalf

17 of SoundExchange.

18 SoundExchange'srate proposal in this
19 caseasks the Judgesto set rates at the greaterof

20 $2.48 per subscriberor 23 percentof Sirius XM's

21 revenues.

22 Now, as Mr. Rich observed, this is not

23 our first SDARS rodeo. It's the third one. And

24 this case is very different from the prior two in at
25 least one obvious respect. And can I go restricted
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1 now? Thank you.

JUDGE BURNETT: Do you want to close tbe

3 courtroom or are you just restricting the

MR. HANDZO: Ob, no, I'm sorry. I -- as

5 did Mr. Rich, I'm going to keep my oral presentation
6 unrestrictedand put restrictedinformation on tbe

7 slides.
JUDGE BURNETT: Thank you.

MR. HANDZO: So tbe slides you have in

10 front of you now shows where Sirius XM was at tbe

11 time of the SDARS I case, the SDARS II case, now,

12 and where we expect it to be at tbe end of this rate
13 term, both in terms -- in. terms of revenues, in
14 terms of free cash flow, and in terms of EBITDA.

15 And as you can see, the numbers are dramaticallyup

16 acrosstime.

17 Now -- and I'm going to stay restricted
18 for thesenext slides, thank you.

19 Comparedto other companiesthat Sirius
20 XM considersits competitors, it is financially the

21 most successfulservice out there. Sirius XM itself
22 says so. It's tbe largest company in. the radio

23 spaceby revenue, among the best margins in media,

24 and tbe best free cash flow conversionout there.
25 Comparedto the record companies,Sirius
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1 XM's successis also striking. This slide shows you

2 that in 2015 Sirius XM's revenuesalmost equaledthe

3 wholesalerevenueof the entire recording industry.
And with respectto Sirius -- excuseme,

5 with respectto Sirius XM's margins that it earnson

6 those revenues,they'emore than double the average

7 margins of the major record companies. Make no

8 mistake, it is music that powers thoseprofits.
And here, again, this comes out of Sirius

10 XM's mouth. The slide that you'e looking at are

11 quotes from a survey researchcommissionedby Sirius
12 XM for its own internal businesspurposes. And as

13 you can see, it shows the great importanceof music

14 to Sirius XM's businessand creating thoseprofits
15 that you just saw.

16 And, yet, when we look at marketplace

17 agreements,Sirius XM pays the lowest royalties of

18 subscriptionservicesas a percentage-of-revenueand

19 by a long shot. The two bars on the left that
20 you'e looking at show the percentage-of-revenue

21 rate paid by the two biggest interactive services,
22 Spotify and Apple. The next two bars are the

23 percentage-of-revenueratespaid by Pandoraand

24 iHeart for their so-calledRadio Plus services.
25 These are streamingservicesthat are not on-demand
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1 but have some additional functionality beyond, for
2 example, the PandoraI service that you became

3 familiar with in Web IV.

JUDGE BARNETT: Nr. Handzo, does this
5 Sirius bar representall in, that is, any kind of

6 music royalty that Sirius XM pays?

NR. HMDZO: Well, this -- this
8 representsthe current statutoryrate. So it'
9 11 percent, but what I would say is since -- one of

10 the ways you could look at this is if you assume

11 that none of music content generates50 percentof

12 Sirius XN's revenues, then the way you might sort of

13 adjust this is to say that the 11 percent is really
14 sort of akin to 22 percent, if you were applying it
15 just against the music-generatedcontent-generated
16 revenues.

17 But even if you double it, you'e still
18 looking at half of what Sirius XM's competitorsare

19 paying.
20

21

JUDGE BARNETT: Thank you.

JUDGE FEDER: Again, the bars, the one,

22 two, three, four bars on the left, does that
23 representjust the share that goes for sound

24 recording royalties or is that all music royalties
25 including performanceroyalties, mechanicalsto the
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1 extent mechanicals

MR. HMDZO: No, those -- I'm sorry,
3 those are the sound recording royalties.

JUDGE FEDER: Thank you.

MR. HMDZO: SoundExchangesubmits that
6 the rate should increasesubstantiallyto be more

7 consistentwith what we'e seeing in the

8 marketplace.

And given Sirius XM's presentfinancial
10 condition and projectedperformance,no reduction
11 below that should be appropriateunder the 801

12 factors.
Now, Sirius XM in this casesays that the

14 rates should actually go down, despite the

15 undeniablemarketplacereality that it makes more

16 and pays less than the competition.
We can unrestrictnow. Thank you.

So this is just an outline of where I'm

19 going to go in the rest of -- of my opening. I'm

20 going to walk through the analysis that each side
21 presentsand then talk about the 801 objectives,
22 terms, and the PSS.

23 Now, SoundExchangein this case is going

24 to presenttwo methods for determiningreasonable

25 rates. First, you'l hear from John Orszag, a
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1 senior managingdirector of CompassLexecon. And

2 Mr. Orszagwill presenta benchmarkanalysisbased

3 on license agreementsbetweenthe record labels and

4 interactive streamingservices.
And then later you will hear from

6 ProfessorRobert Willig, who will offer a more

7 policy-orientedperspectivebasedon Ramseypricing
8 principles and also a Nash Bargaining solution.

The interactive servicesbenchmarkthat
10 Mr. Orszag is going to presentis one that I'm going

11 to talk about first, and the Judgesare familiar
12 with that one becauseyou consideredit at length in
13 Web IV. And it has also been adoptedby the Judges

14 and usedby the Judgesto set rates in Web I and

15 I'm sorry, Web II and SDARS I, as thesequotes from

16 those casesshow.

17 So I think the first thing to talk about

18 with the interactive servicesbenchmarkis, is it
19 appropriatefor this case? As I said, it wasn'

20 used in SDARS I. It was consideredat length in Web

21 IV. And in Web IV, the Judgeslaid out some

22 criteria that the -- well, I should say conditions

23 that neededto be met if the interactive services

24 benchmarkwas going to be used. And I put these

25 three conditions here.

Heritage Reporting Corporation
(202) 628-4888



92

The first, of course, both the target
2 market and the benchmarkmarket are

3 subscription-based,so there is a willingness to pay

4 by consumers. Second, that there is functional
5 convergenceand downstreamcompetition for
6 listeners,which indicatesa high cross elasticity
7 of demand. And, third and finally, a steering
8 adjustmentis made.

And I think the evidence is going to show

10 you that SoundExchangecan check each of those boxes

11 in this case. Now, obviously, with respectto the

12 first one, Sirius XM is a subscriptionservice. And

13 its subscribersapparentlyhave the highest
14 willingness to pay in the marketplace. Sirius XM

15 calculatesthat its averagerevenueper user is
16 $ 12.80, and overwhelmingly that comes from

17 subscriptions.
18 Now, with respectto the second

19 requirementthat the Judges laid out in Web IV, that
20 is, functional convergence,you'e going to hear a

21 lot of evidenceabout that. But for right now, I'm

22 going to content myself with quoting Sirius XM's own

23 words back to it.
This slide comes from pleadingsthat

25 Sirius XM filed in a lawsuit recently. One of
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1 Sirius XM's former programmersfor its country

2 channelsjumped to Spotify and beganprogramming

3 Spotify country playlists. And in papers filed with

4 the Court, Sirius XM told the Court that Spotify is
5 not only a direct competitor, it is indeed one of

6 Sirius XM's key direct competitors.
There will be a lot of other evidence,

8 but that's a pretty clear indication that we have

9 functional convergenceand downstreamcompetition.

10 So we'e met the first two requirements.

11 We have a subscriptionservice whose usershave a

12 high willingness to pay. And we have functional
13 convergence,downstreamcompetition. So the last
14 item is a steeringadjustment.

15 And with respectto a steering
16 adjustment,SoundExchange'sproposedrates that I

17 showedyou in that first slide incorporatea

18 14 percentadjustment. Now, we believe that the

19 evidence is going to show that's too high.

20 Although SoundExchange'srate proposal is
21 still basedon that 14 percentadjustment,

22 Mr. Orszaghas calculatedrateswith three other
23 potential steeringadjustments. One is the

24 12 percentadjustmentthat the Judgesadoptedin Web

25 IV. Then there'sa smaller adjustment,which comes
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1 from the differencebetweenthe Sirius XM direct
2 licensesand the current statutoryrates, adjusted

3 to account for the fact that the direct licenses
4 don't pay a SoundExchangeadministrativefee.

And then, last, Mr. Orszaghas calculated
6 the benchmarkrateswithout a steeringadjustment,

7 becausewe believe the evidencewill show that a

8 steeringadjustmentis really not requiredat this
9 point and the market in interactiveservicesis

10 sufficiently competitive.

Now, in support of that last proposition,
12 SoundExchangewill presentthe testimonyof

13 Dr. David Blackburn. Now, I -- I can assureyou

14 that we are highly aware of the Court's ruling in
15 Web IV and its views on effective competition in the
16 interactivemarketplace. But there is some new

17 evidenceand two things in particular that I do want

18 to highlight for you.

First, the Judges in Web IV noted that
20 SoundExchangeat least implied that record company

21 margins were low and that's inconsistentwith having

22 monopoly or complementaryoligopoly power. But the

23 Court pointed out that SoundExchangehad not

24 actually put into evidencethe record company

25 margins, so you will hear that evidence in this case
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1 coming from Mr. Blackburn -- I'm sorry, that
2 actually should be restricted.

A little too fast on tbe clicker there.
Now I can show it to you. Arid as I think

5 you can. see, the margins that -- that are being

6 earnedhere are hardly exorbitant and inconsistent
7 with monopoly power.

The secondpiece of evidence that you

9 will have that's new -- and now I can go

10 unrestricted-- is that there have been two new

11 entrants into the interactive streamingservices
12 market, Pandoraand iHeart. Both signed licenses in
13 late 2016 allowing them to offer on-demandstreaming

14 service and both now do.

15 And I think Dr. Blackburn is going to
16 testify that one would not expect new market

17 entrantsand market growth in an. alreadycompetitive

18 market if those new market entrantsbad to pay

19 monopoly rates.
20 And, more generally, Dr. Blackburn will
21 testify that Dr. Shapiro in his analysishas simply

22 ignored the countervailingbargainingpower of

23 Spotify and Apple, which at this point in tbe way

24 tbe market has developedis very, very substantial.
25 But, in any event, as I said before,
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1 SoundExchange'scurrent rate proposal, the one I

2 showedyou at the beginning, is basedon an analysis
3 that does include a steeringadjustment. And

4 actually a slightly higher steeringadjustmentthan

5 was used in Web IV. And so with that, we think that
6 the evidencewill show that the interactive services

7 benchmarkis entirely consistentand should be

8 applied under the Web IV principles.
Now, can we go unrestricted-- I'm sorry,

10 go restricted? Since the interactivebenchmarkis
11 appropriatehere, that leads to a little bit of a

12 nuts-and-boltsdescriptionof how Mr. Orszaggoes

13 through the benchmarkingprocess.
14 Mr. Orszagand his staff examined27

15 agreementsbetweenthe major record companiesand

16 interactiveservices. Arid you will see on the

17 screenthat he determinedthe effective
18 per-subscriberrates that were derived from those

19 agreements.

20 Now, the Judges in the past have

21 expressedconcern that the rates in theMajors'2

agreementsmight not reflect the rates that
23 independentrecord labels get. So Mr. Orszagdid

24 examine that issue as well.
25 And we can go unrestrictednow.
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First of all, Mr. Orszaghad the

2 testimonyand you will have the testimonyof

3 JeremySirota. Mr. Orszagdid two things,
4 basically. The first thing he did was he looked at
5 what rates Indies get when they are distributedby a

6 Major as many Indies are.
Arid you'l have the testimonyof

8 Mr. Sirota, who's a senior vice presidentwith the

9 Warner-ownedentity that servesas a distributor for
10 a significant number of Indies. And there will be

11 testimonyabout what rates the Indies get when they
12 are distributedby the Majors. And that, if you

13 look at what the Majors and the Indie distributed
14 Majors -- I'm sorry, the Indies distributedby

15 Majors together, that actually representsabout

16 85 percentof the market.

17 And then with respectto the other
18 15 percent, Mr. Orszag examinedor obtained

19 agreementsbetween interactiveservicesand certain
20 Indie distributorsor trade associationsthat
21 negotiatelicenseson behalf of the Indies. And so

22 Mr. Orszag took all of that into account, Indies

23 that do not go through Majors, Indies that do go

24 through Majors. He took those rates into account in
25 doing his benchmarkinganalysis. So that past
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1 concern, we think, bas been dealt with bere.

Mr. Orszag, having done that, then

3 determinedthe effective royalty rate paid under the

4 those agreementsthat he looked at using the royalty
5 statementssent by the Services. So Mr. Orszaggot

6 the royalty statementsthat the Servicessent to tbe

7 record companiesso it shows what the Services

8 actually pay to the record companies.

And be then used those actual royalty
10 paymentsto calculatehow much the Serviceswere

11 effectively paying on a per-subscriberbasis. Once

12 tbe effective rates in tbe interactivemarket were

13 established,Mr. Orszagused those benchmarkrates
14 to calculaterates for Sirius XM, and he did. it in
15 two different ways.

16 The first -- well, actually, I should say

17 both of those approachesdraw on the concept that
18 the Court discussedin Web IV of ratio equivalency.

19 That is, tbe ratio of consumerprice to royalty rate
20 will be the same for Services that competewith each

21 other in downstreammarkets. And that is an

22 approach, as you see from this slide, that tbe

23 Judges found theoreticallysound in tbe Web IV case.

And I should add there'snow new evidence

25 in this casewhich I think will confirm that tbe
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1 Judges'iewof ratio equivalencyin Web IV was

2 correct, becauseone thing we have in this case,

3 which you did not have in Web IV, are the new direct
4 licensesfor the Radio Plus servicesthat I

5 mentionedearlier.
These are serviceswith substantially

7 less interactivity than on-demandservices,but

8 functionality that also includes unlimited spins,
9 some replays, and so on. And there are direct

10 licensesfor those services.
Pandoraand iHeart both signeddirect

12 licenseswith Majors and Indies for those services,
13 and you'l see the rates in the course of this
14 trial. And I think what you'l see is those rates
15 confirm the concept of ratio equivalency.

16 And you'l also hear testimony from

17 Aaron Harrison at UMG and Jeff Walker at Sony Music,

18 who will testify about those agreementsand other
19 issuesrelated to digital licensing.
20 Now, using this concept of ratio
21 equivalency, which the Court approvedand which is
22 now borne out in marketplaceagreements,in his
23 first approachMr. Orszag convertedthe effective
24 per-subscriberrate that he calculatedfor
25 interactive services into an effective percentage-of
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1 -- percentage-of-revenuerate for those interactive
2 services.

Now, using a percentage-of-revenuerate
4 in this approachobviates the need to separately
5 account for the value of interactivity. And that'
6 becausethe subscriptionprice of a non-interactive
7 servicewill be lower than the subscriptionprice of

8 an interactive service.
Becausethe absenceof interactivity is

10 capturedby the lower consumersubscriptionprice
11 for the non-interactiveservice, the
12 percentage-of-revenuerate in. the interactivemarket

13 can be applied to that lower subscriptionprice of a

14 non-interactiveservice, resulting in a lower

15 royalty rate that reflects the absenceof

16 interactivity.
17 In this approach, however, the issue that
18 Mr. Orszaghad to confront was that the subscription
19 price for Sirius XM reflects not only the absenceof

20 interactivity but also the presenceof non-music

21 content that presumablycontributesto the

22 subscriptionrevenues.

23 So before Mr. Orszag could. apply the

24 interactive servicepercentage-of-revenuerate to
25 Sirius XM's subscriptionprice, he had to adjust for
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1 the value of non-music content.
And to do that, he bad a survey from

3 Stefan Boedeker, who analyzedthe value of music and

4 non-music content to Sirius XM subscribers,and the

5 results of the survey show that music represents50

6 to 70 percentof tbe value of content on Sirius XM.

7 Very consistentwith what the Judges found in SDARS

8 II. Very consistentwith Sirius XM's own internal
9 survey work.

10 Can. we go restrictedplease? Thank you.

So tbe results of that calculationare

12 shown bere. Basically, Mr. Orszagused the lower

13 end of tbe range from the Boedekersurvey,

14 50 percent, with the result that be essentiallycut

15 in half tbe effective percentage-of-revenuerate
16 that exists in the interactivemarket and applied
17 that to Sirius XM's averagerevenueper user.
18 Now, the secondapproachthat Mr. Orszag

19 used also follows that ratio equivalency

20 methodology, acceptedin Web IV. And as with the

21 first approach,Mr. Orszaguses the subscription
22 prices paid by consumersfor interactive and

23 non-interactivestreamingservicesas a measureof

24 the value that consumersplace on interactivity.
25 So where consumersare willing to pay 10
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1 dollars a month for an interactiveservice, and

2 let's say 5 dollars a month for a non-interactive
3 service, interactivity is assumedto double the

4 value of the interactive service to consumersand,

5 therefore, to double the royalty to the record

6 companies.

And following that example, if
8 interactive servicespay an effective per-subscriber
9 royalty of 6 dollars, you would calculate the

10 per-subscriberroyalty rate for non-interactive
11 streamingservicesto be half of that, or 3 dollars.
12 So I'm giving you hypotheticalnumbers, but here,

13 and we'l stay restricted, are the actual numbers

14 that Mr. Orszagused.

Now, I just want to highlight the

16 differencebetweenthese two approaches. And it
17 really relates to how Mr. OrszaghandledSirius XM's

18 non-music content.
In the first approach,Mr. Orszag

20 multiplies the percentage-of-revenuerate in the

21 interactivemarket by Sirius XM's per-subscriber
22 revenue, which means he has to reduce that revenue

23 to back out the value contributedby non-music

24 content.
25 In the secondapproach,Mr. Orszag
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1 multiplies the percentage-of-revenuerate in the

2 interactivemarket, not by Sirius XM's subscriber

3 revenue, but by non-interactivestreamingservice

4 per-subscriberrevenue.

Arid for thosenon-interactive-- because

6 thosenon-interactiveservicesdon't have the

7 non-music content, in that secondapproach,

8 Mr. Orszagdoesn'thave to specifically account for
9 the non-music content on Sirius XM.

10 So what's left after those calculations
11 is to apply a steeringadjustmentto the rates that
12 Mr. Orszagcalculated. And that's shown in this
13 slide. And as I mentioned, there are -- the current
14 rate proposal is actually basedon a higher number,

15 but theseare the three that -- that he also uses in
16 his written testimony.

17

18

And can we go unrestrictednow?

So I'e covered the interactiveservices
19 benchmark. I now want to talk about Professor

20 Willig's approachlooking at Ramseypricing and a

21 Nash Bargaining solution.
22 I think ProfessorWillig, like all of the

23 economistsin this case, will offer an opinion that
24 a marketplacerate is likely to satisfy the first
25 three 801 objectives. But that having been said,
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1 801 is not a strict willing buyer/willing seller
2 standard,of course. And that being the case, it
3 makes senseto considerother perspectivesas well.

And so ProfessorWillig discussesRamsey

5 pricing, the efficient componentpricing rule, and

6 he also offers a Nash Bargaining solution. Now, the

7 foundation for each of those approachesis a

8 calculationof record company opportunity costs

9 incurred by licensing Sirius XM.

10 The economistson both sides, I think,
11 agree that in a unregulatedmarket, a seller is not

12 going to license at a rate below its opportunity
13 cost. But ProfessorWillig will testify that it'
14 important to considerseller opportunity cost, not

15 just becauseof those market considerations,but

16 also becauseof policy considerationsas well.

17 So under the statutory license, record

18 companiesand artists are forced sellers. They are

19 required to sell. No buyer has to buy, but the

20 sellers have to sell under the statutory license.
21 Moreover, while a buyer can always seek

22 to negotiatea rate below the statutory rate, the

23 sellers are unlikely to ever be able to negotiatea

24 rate above the statutoryrate. The statutory rate
25 sets a ceiling, not a floor. And so Professor
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1 Nillig will testify, while buyers certainly need to

2 be protectedfrom rates that are too high, the

3 statute is also intendedto protect sellers from

4 rates that are too low. And the rates are surely
5 too low if they are below the sellers'pportunity
6 costs.

To the extent that people who subscribe

8 to Sirius XM thereforedo not subscribeto other

9 Services that pay higher royalties -- and trust me

10 every other subscriptionout there pays higher

11 royalties than Sirius XM -- of course, that's an

12 opportunity cost to the Copyright Owners.

Now, to assessthe magnitudeof that
14 opportunity cost, SoundExchangeengagedProfessor
15 Ravi Dhar of Yale University to conduct a survey

16 that asks Sirius XM subscriberswhat they would do

17 if Sirius XM was not available.
18 And the results of the Dhar survey show

19 that a substantialnumber of Sirius XM subscribers
20 would buy a subscriptionto a non-interactive
21 streamingservice or an interactive streaming

22 service, both of which pay royalty rates that are

23 far higher than what Sirius XM pays on a

24 per-subscriberbasis.
25 Restricted,please.
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Now, basedon the Dhar survey, Professor

2 Willig determinedthat the opportunity cost of

3 licensing Sirius XM is $2.55. And, basically, as

4 this table shows, that number was calculatedby

5 determining from the Dhar survey where Sirius XM

6 subscriberswould go if they didn't have Sirius XM,

7 and how much the record companiesearn. from each of

8 those alternativedistribution modes. And then he

9 weights those -- the lost revenueby how many people

10 would go there. And that all sums at the bottom to
11 the $2.55 that I mentionedbefore per Sirius XM

12 subscriber.
Now, during this trial, you are going to

14 hear four survey expertsopine on opportunity costs.
15 Two on behalf of Sirius XM, and two on behalf of

16 SoundExchange. And I don't have time to walk

17 through the buy play that you'e going to hear

18 there, but let me try and summarizeit for you this
1 9 way.

20 As I mentioned, SoundExchangehas offered
21 Dr. Dhar's survey as the basis for Professor
22 Willig's calculations. Now, in his opening case,

23 Sirius XM presenteda survey by a gentlemanby the

24 name of Joe Lenski. And the Lenski survey asks

25 Sirius XM subscribershow they would spend their
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1 time if Sirius XM did not exist? Rather than asking

2 how they would spend their money, if Sirius XM

3 didn't exist. We think this is a case about money,

4 and Joe Lenski was asking totally the wrong

5 question.
Now, in rebuttal, Sirius XM has offered

7 the survey of Dr. Hauser, who says that he'

8 addressingsupposedflaws in the Dhar survey. But I

9 think what you will get from both Mr. Lenski and

10 Dr. Hauser is that neither of them says that their
11 surveys can be used to actually calculatean

12 opportunity cost. That's just not the way they

13 designedtheir surveys and not what you can do with

14 it. So they are simply not giving you that
15 evidence.

16 And then the last survey expert you'e
17 going to hear from SoundExchangein rebuttal, we'e
18 submitteda survey conductedby ProfessorItamar

19 Simonsonof Stanford.
20 Mr. Simonsonrevisedand reran the Lenski

21 survey. And he did it, of course, to ask about how

22 people would spend their money, insteadof how they

23 would spend their time. And he did it in a way that
24 calculatesthe opportunity cost. And the resultsof

25 the Simonsonsurvey corroborateDr. Dhar's survey.
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So, in short, Sirius XM chose to conduct

2 surveys that don't allow for the calculationof an

3 opportunity cost. SoundExchangehas submitted two

4 surveysby highly credentialedexperts that do

5 permit the calculationof opportunity costs, that
6 produce consistentresults and that demonstratethat
7 the opportunity cost of licensing Sirius XM

8 substantiallyexceeds$ 2 per subscriber.
Now, building on that opportunity cost

10 analysis, ProfessorWillig does two things. First,
11 he calculatesa Nash Bargaining solution. What

12 ProfessorWillig does is he calculatesthe revenue

13 createdby licensing sound recordings, less the

14 variable costs associatedwith creating that
15 revenue. And then he subtractsthe amount that the

16 record companieswould earn in other markets, so the

17 opportunity cost, absentan agreementwith Sirius
18 XM, and the amount that Sirius XM would earn absent

19 an agreementwith the record companies.

20 So those calculationsthen produce the

21 surplus that under Nash Bargaining is available to

22 be divided betweenthe parties. StandardNash

23 Bargaining solution is a 50/50 split. And if you

24 then add back in the record companies'pportunity
25 costs, the resulting royalty is g3.94 per subscriber
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1 per month.

ProfessorWillig also examinesRamsey

3 pricing. And Ramseypricing, as I understandit,
4 and ProfessorWillig will explain it way better,
5 posesthis question: If you have a number of

6 different Servicesthat draw on a common asset,here

7 sound recordings, how would you price that common

8 assetso that you maximize consumerwelfare while

9 providing sufficient revenuesfor the creatorsof

10 the sound recordings?
And that sort of begs the question:

12 Well, what do we considerthe sufficient revenues

13 for the creatorsof sound recordings? Professor
14 Willig's answer is that, as demonstratedby his
15 regressionanalysis, streamingservicesas a

16 categoryhave cannibalizedthe sale of downloads.

17 So streamingservicesas a group should cover the
18 cost of those lost services.
19 But that doesn'tmean that each streaming

20 service covers the cost in equal measure. What

21 Ramseypricing says is that consumerwelfare is
22 advancedif the Servicesthat have the lowest

23 elasticity of demand for the sound recordingspay

24 the highest markup over opportunity cost or, to put

25 it in my layman's terms, the Service that values the

Heritage Reporting Corporation
(202) 628-4888



1 sound recordingsmore becauseits subscribersvalue

2 the Service more should pay more becausethat will
3 result in the widest distribution of sound

4 recordingsto consumers.

Now, applying thoseprinciples, Professor

6 Willig calculatedthat the elasticity of demand for
7 Sirius XM is lower than that of the interactive
8 services. And, therefore, under Ramseypricing,
9 Sirius XM would pay the higher markup over

10 opportunity cost.
So when all the math is done, the result

12 suggestsa considerablyhigher royalty than

13 SoundExchangerequestshere. And ProfessorWillig
14 isn't suggestingthat that's the rate the Judges

15 should set, recognizingthat such a royalty might

16 actually be potentially disruptive, but the point is
17 that opportunity cost analysisand public policy
18 pricing perspectivesuggestsa substantialincrease
19 from current rates.
20 And as I said before, the increasethat
21 SoundExchangeproposeswould be to lift the rates
22 from current rates to a greaterof $2.48 per
23 subscriberor 23 percentof revenue.

24 Now, with that, I want to turn to a

25 discussionof Sirius XM's caseand Sirius XM's
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1 benchmark. And tbe first thing I'm going to talk
2 about is the direct licensesthat you heard a little
3 bit about in Sirius XM's opening. And tbe reality
4 is, and I think what tbe evidence is going to show

5 you in this case, is that the direct licensesdon'

6 really tell us anything except maybe that the

7 statutory rate is too low.

I think all of tbe economistsagree that
9 in order for the direct licensesto be relevant, tbe

10 Indies that sign those direct licensesand agreedto

11 a lower rate than tbe statutory rate must have done

12 so in tbe hope of and expectationof increasingthe

13 volume of plays. In other words, for reasons

14 relating -- relating to steering.
15 In other words, if they didn't do it for
16 that reason, it's just not relevant to us. They did

17 it for steering. ProfessorShapiro is going to tell
18 you it's relevant, but I think he's going to agree

19 if tbe Indies didn't do it for the benefit of

20 steering, that that'snot their reasons,then it'
21 really not relevant bere. And you see a quote from

22 ProfessorShapiro from his deposition.
23 Tbe reality is that what happenedin this
24 case -- and I think what you'e going to bear from

25 the evidence -- is that some Indies signeddirect
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1 licensesat a rate lower than the statutoryrate
2 becauseSirius XM offered those Indies offsetting
3 benefits, not relatedto steering, an advance,

4 paymentsfor pre-'72 music, for example, and the

5 Indies did direct licensesfor those reasons,not

6 for steering. And for that reason, the direct
7 licensesare uninformative.

JUDGE STRICKLER: Counsel, just a

9 questionfor you. Good morning, by the way.

10 MR. HMDZO: Good morning.

JUDGE STRICKLER: Will there be evidence

12 in your case-in-chiefas to the values or estimates
13 of the values of theseother items within the direct
14 licenses?
15 MR. HMDZO: To the extent that we can

16 quantify them, yes. And I'm actually going to touch

17 on that a little bit more in a moment.

18 What I can tell you, and I will get to
19 this in a little bit more detail, is that you will
20 hear from ProfessorLys, who went through all of the
21 direct licensesor a substantialnumber of the
22 direct licensesand the negotiatinghistory, and

23 will be able to tell you why the substantial
24 majority of those licenseswere enteredinto and

25 what the benefits were that were conferredand why
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1 they didn't involve steeringand they are higher

2 benefits that outweigh tbe reduction. from the

3 statutory rate.
So -- but before I get there, and I will

5 actually talk about that in a little bit more

6 detail, I think the place to start to think about

7 this is that there is precious little evidence,

8 empirical evidence, of steeringhere.
In Web IV, you heard evidence, empirical

10 evidence, of tbe actual amount of steeringthat was

11 going on. And that was important to that case.

12 In this case, here's the amount of

13 empirically proving steeringyou'e going to see

14 from Sirius XM. None. They don't have any

15 empirical evidencethat they've actually done any

16 steering. There'sno study like you saw in Web IV.

17 JUDGE STRICKLER: When you say no study,

18 are you referring to the Pandoraexperimentsby way

19 of example or somethingelse?
20 MR. HANDZO: That -- as I understandit
21 in. Web IV, there were two things. There were those

22 experimentsthat Pandoraran, and we have that in
23 this case, but then there was also -- after they

24 enteredinto tbe Pandora/Merlinagreement,there was

25 some actual steering in Merlin's direction or Merlin
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CONFIDENTIAL SESSION 114:6 through 114:12

1 label's directions after that agreement,and that I

2 believe was also quantified in that case.

In this case, you have not -- none of

4 those things. The reality is -- can we go

5 restricted?
The reality is that Sirius XM does not

7 even suggestto labels that it will play their sound

8 recordingsmore in responseto a price reduction.
9 What you'e seeinghere is an excerpt from a

10 deposition. And what it shows is there really is no

11 promise of volume increasesin responseto a

12 decreasein price. Sirius XM just doesn'toffer
13 that. All Sirius XM will do is tell its programmers

14 to take calls from direct license labels only as a

15 courtesy. And that'sno benefit at all to the
16 labels who are important enough to get their calls
17 taken, in any event. And it's just not steering in
18 the way that it was presentedto you and I think the
19 way you thought about it in Web IV.

20 So not only is there no empirical
21 evidenceof actual steeringgoing on in this case,
22 but the evidence is going to show that the Indies,
23 for the most part, had no expectationof steering
24 benefits. They signed for other reasons.
25 And now I can maybe get a little bit more
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1 into the questionthat you asked, Judge Strickler.
ProfessorLys examinedthe direct

3 licensesand the negotiatinghistory for -- on

4 behalf of Sirius-- I'm sorry, on behalf of

5 SoundExchange. And what he finds, first of all, is
6 that there are many direct licensors that literally
7 never had their music played on Sirius XM.

Now, you rememberthat Mr. Rich showed

9 you, I think, a slide that was 500 direct licenses.
10 Well, an awful lot of them, actually literally never

11 have their music played on Sirius XM, which might

12 suggestto a suspiciousmind that Sirius XM was just
13 signing those direct licensesto pump up the numbers

14 for litigation purposes. But, in any event, those
15 are economically irrelevant.

What ProfessorLys further finds is that
17 30 of the direct licensorsaccount for an

18 exceedinglyhigh percentageof the royalties paid by

19 Sirius XM under direct licenses. So the way

20 ProfessorLys conductedhis analysiswas he looked

21 very closely at those 30 labels becausethat covers

22 most of the waterfront. And he'l describea number

23 of the non-steeringreasonswhy those Indies agreed

24 to direct licenses. And for now, I'm going to just
25 touch on the bigger picture ones.
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First, Sirius XN, when it pitches direct

3 licensesto Indies, for many of them, offers a

4 method for calculating the label's shareof the

5 royalty pool that differs from the way SoundExchange

6 calculatesthe label's share.
And this e-mail that you'e looking at on

8 the screenwas sent on behalf of Sirius XM to a

9 potential direct licensorpitching the benefits of

10 Sirius XN's methodology. And in short,
11 SoundFxchangepays labels a. shareof the statutory
12 royalty pool basedon their pro rata shareof the
13 label's spins on Sirius XN. So every time a sound

14 recording is broadcast,that's one spin regardless
15 of how many people actually listen to it.
16 Sirius XM usesdata from its webcasting

17 channelsas a proxy to calculatehow many people

18 actually listen to each spin. So Sirius XN

19 calculatesthe label'spro rata sharebasedon the

20 size of the listening audience.

21 Now, obviously that's going to benefit
22 labels whose sound recordingsare popular. They can

23 earn more royalties for each spin under Sirius XN's

24 methodology, even at a lower rate and even without

25 any steeringwhatsoever. And paying those labels
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1 more doesn'tcost Sirius XM anything becauseit just
2 deducts the direct license royalties it pays from

3 the statutoryroyalty pool that it pays to
4 SoundExchange.

And I think you'e going to hear that
6 even ProfessorShapiro admits that fully half of the

7 direct licensesthat he examinedbenefittedfrom

8 that methodology. Again, regardlessof whether

9 there was any steering, so for fully half of the

10 labels examined, you can't conclude, and I don'

11 think even ProfessorShapiro concludes, that
12 steeringplayed any motivation -- any part in the

13 motivation for those licenses.
So that's one really important benefit

15 that Sirius XM offered and that was very attractive
16 to a number of labels becauseit gave them more

17 royalties even without steering.
18 But, second, Sirius XM also emphasizedto
19 labels that under the direct license, they receive
20 100 percentof the royalties; whereasunder the

21 statutory license, SoundExchangepays 50 percent to
22 the label, 45 percent to the featuredartist, and

23 5 percent to the non-featuredartist. And again

24 you'e looking at an e-mail that Sirius XM sent to

25 potential licensorspitching the benefit of getting
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1 100 percentof the royalties.
And it is a benefit for a lot of labels.

3 For some labels getting 100 percentof 9 percent

4 direct license is much better than getting
5 50 percentof an 11 percentstatutory license. And

6 one reasonfor that is that labels generallyare

7 allowed by their artist contractsto use the
8 royalties they collect to recoup any advancesthat
9 they pay to the artist and some of the costs

10 associatedwith the productionof sound recordings.
So until a record company recoups its

12 costs, it's not actually obligated to pay the artist
13 any of the royalties that it collects. And the
14 reality in the industry is that actually most sound

15 recordings lose money, most sound recordingsnever

16 recoup.

17 So, obviously, a label standsa much

18 better chanceof recoupingor at least getting a lot
19 closer if it can. collect all of the royalties and

20 use them for recoupment, insteadof collecting only

21 half under the statutory license.
22 The other reasonthis is a benefit to a

23 lot of labels is that their artist contracts
24 actually don't have a 50/50 split for thesekinds of

25 royalties. The split is actually a lot lower going
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1 to the artist under a lot of the artist contracts.
So, again, if the label can collect

3 100 percent, even. if it's recouped, it's going to be

4 paying out less than 50 percent to the artist.
JUDGE BURNETT: Mr. Handzo

MR. HANDZO: Yes.

JUDGE BURNETT: -- isn't the 100 percent
8 recoupmentbefore paying the artist, isn't that an

9 issue of contract betweeneach label and each

10 artist?
MR. HANDZO: Well, it's the way -- I

12 mean., I think, yes, but it's a standardway the
13 contractsare structured. So that is the way the
14 industry tends to work.

15 JUDGE BURNETT: But there'sno guarantee
16 that's universal?
17 MR. HANDZO: There'sno guaranteethat
18 it's universal, but I think we will put into
19 evidence that that is the standard, that's the way

20 contractstend to work.

21 I mean, let's face it, we weren't able to
22 go out and subpoenaevery Indie and get all of their
23 licenses,but -- but we do have evidencethat that
24 is the way licensestend -- artist contractstend to
25 be structured.
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JUDGE BURNETT: Okay. I didn't mean to

2 ask you to testify.
MR. HANDZO: No, no. That's fine.
JUDGE BURNETT: I -- it was curiosity.
MR. HMDZO: I -- the point I think is

6 that we will addressyour concern in the evidence

7 that you hear.
But in addition to that, one of the

9 things that ProfessorLys did was he did interview
10 some of the direct licensed Indies. And so we have

11 it in that case from the horse'smouth that getting
12 100 percentof the artist royalties was -- I'm

13 sorry, 100 percentof the sound recording royalties
14 was important to those labels and the reasonwby

15 they did the direct license, and it bas nothing to
16 do with steering.
17 Third, third reasonwby direct license
18 labels enteredinto tbe agreementwithout having any

19 regard for steering is that some direct license
20 labels have a significant catalogueof pre-'72 music

21 for which Sirius XM refused to pay any royalties.
22 And Sirius XM told those Indies that it would not

23 agree to pay royalties for pre-'72 recordingsunless
24 tbe labels signed a direct license for all of its
25 catalogue. And you will hear testimony in this case
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1 from one of the largest Indies that that was why

2 they did a direct license and steeringhad nothing

3 to do with it.
Now, there are other factors motivating

5 direct licensesthat had nothing to do with

6 steering, as you'l hear in the course of this
7 trial. I think I'e probably talked about it enough

8 for now.

But the bottom line is that there are a

10 lot of reasonswhy Indies enteredinto direct
11 licenses, and steering, if it existedat all, seems

12 pretty close to the bottom of the list.
13 And so before I leave the topic of direct
14 licenses, I think there'sone interestingquestion
15 that should be talked about a little bit. Why do we

16 see so little evidenceof steering? Really no

17 steeringthat anybody can quantify. Why, indeed,

18 does Sirius XM not even. offer it, not in the sense

19 of steering in. Web IV, where there was a direct
20 connectionoffered by Pandorabetween.a lower-price
21 and more plays. That's not what Sirius XM does.

22 Now, everybodyagrees, and the evidence

23 will show, that Sirius XM has the ability to steer.
24 Now, in. Web IV, the Judges found that Pandoraonly

25 recently acquired the ability to steer, which
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1 explainedthe relatively low level of steeringto

2 that point in that case. But Sirius XM has had the

3 ability to steer from the very beginning. It's just
4 -- they'egot human programmers. It's just a

5 matter of telling their programmerswhat to play.
6 And Sirius XM has been entering into direct licenses
7 since 2010.

So the lack of steering in this case

9 can't be explainedon the grounds that it only

10 recently becamepossible. It has always been

11 possible. So why aren't we seeingsteeringor even

12 a real offer of steering from an entity that plainly
13 has the ability?

I think the answeryou'l hear in the
15 course of this trial is that steeringonly happens

16 when a buyer has both the ability and the economic

17 incentive to steer. And sellers have the economic

18 incentive to accept steering. And where the

19 statutory rate is alreadybelow the rate that would

20 exist in an unregulatedcompetitive market, those

21 economic incentivesdon't exist.
22 So if there'sa lesson from the direct
23 licenses, it's that in the -- it's that the current
24 rate, current statutoryrate, is too low.

25 Can we go unrestrictedagain?
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So back to my outline bere. I'l move on

2 to tbe Web IV rates. But let me just say in preface

3 that other than the direct licenses, Sirius XM

4 offers no current marketplaceevidence that the

5 Judgescan use to determinea rate in this case.

6 Sirius XM relies on no current marketplace

7 agreements,unlike SoundExcbange. And unlike
8 SoundExchange,Sirius XM offers no survey evidence

9 from which opportunity costs for tbe record

10 companiescan actually be determined.

So instead, for its secondand third
12 bencbmarks,Sirius XM asks the Judges to push

13 forward rates from past cases,Web IV and SDARS II.
Now, Judge Barnett, at the outset of this

15 case in your opening remarks, you said that we'e
16 bere to determinea rate for Sirius XM. And that I

17 believe is -- that word "determine" is what appears

18 in. the statute.
19 And we think that "determine" means

20 somethingdifferent than "adjust rates."
21 "Determine" to us suggeststbe place to start is
22 looking at tbe current marketplaceand current
23 marketplaceevidence, not startingby going back and

24 looking at old rates and adjusting them. We don.'t

25 think that's what Congressbad in mind or the
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1 appropriateway to do it.
But quite apart from that fundamental

3 problem with Sirius XM's secondand third
4 benchmarks,there are a variety of reasonsthat will
5 emerge from the evidenceshowing why neither the Web

6 IV ratesnor the SDARS II rates are suitable
7 benchmarksin this case.

And I'l start with the Web IV rates. I

9 think there are three fundamentalproblems with

10 Sirius XM's attempt to use the Web IV rates.
First, the marketplacehas changedsince

12 the evidencewas gatheredand presentedin that
13 case. In particular, one of the agreementsthat the
14 Judgesrelied on to set rates for subscription
15 serviceswas the agreementbetweenMerlin and

16 Pandora. Now, that agreementexpired by its own

17 terms on December31, 2015. And it was extended

18 then by an amendmentthat changedcertain of the
19 economic terms for part of 2016, and then it was

20 replacedentirely by a new agreementin. Septemberof

21 2016.

22 As I mentionedbefore, Pandoradecidedto
23 upgrade its non-interactivesubscriptionservice,
24 previously known as PandoraI, and it now offers
25 some additional functionality in the form of
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1 unlimited skips and limited replay ability. So what

2 was then Pandora I is now PandoraPlus. And Pandora

3 signed an agreementwith Merlin for that Pandora

4 Plus service. The terms are very different from the

5 agreementthat you have in front of you in Web IV.

So given that one of the benchmarksthat
7 the Judgesrelied on in Web IV no longer exists,
8 uncritically taking the Web IV rates and applying

9 them without reanalysis,we would submit, is risky
10 business.

And Sirius XM certainly offers no such

12 analysisor in any way considershow changesin the

13 marketplacewould have impacted the Web IV

14 determination.
15 The secondproblem is that, as you know,

16 the Judges in Web IV establishedrates on a

17 per-performancebasis. Now, attempting to apply Web

18 IV rates to Sirius XM causesa problem right out of

19 the box becauseSirius XM cannot measure

20 performances.

21 Sirius XM knows how many times it
22 broadcastsa particular sound recording, but it
23 doesn'tknow how many people listen to each

24 broadcast. So it can't actually measure

25 performances.
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And, as a result, ProfessorShapiro had

2 to resort to a survey to estimatethe averagenumber

3 of performancesper subscriberper month on Sirius
4 XM. That introducesa level of uncertaintyright
5 out of the box, but leaving that aside, there'sa

6 more fundamentalproblem with ProfessorShapiro's

7 approach.

ProfessorShapiro assumesthat the total
9 royalties paid by a Service are mathematically

10 determinedby the number of performancesper
11 subscriberon the Service, rather than the revenue

12 generatedby the Service for those subscribers.
13 And -- and that follows becauseProfessor
14 Shapiro simply takes the Web IV per-play rate,
15 multiplies it times his estimateof -- of the number

16 of performancesper subscriberon Sirius XM, without

17 any consideration.whatsoevergiven to how much

18 revenueSirius XM actually earns from those plays.
19 That assumptionis contrary to precedent

20 in thesecasesand also contrary to marketplace

21 reality. For example, in Web IV, the Judgesset
22 different rates for ad-supportedservicesand

23 subscription.services. And the reasonfor that was

24 not that the ad-supportedserviceshave fewer

25 performancesper listener comparedto subscription
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1 services. The reasonwas that listeners to

2 ad-supportedserviceshave a lower willingness to

3 pay. And so royalties earnedby the record labels
4 will reflect that lower willingness to pay for an.

5 ad-supportedservice.
Can we restrict?
Now, I think the Judgesrecognizedthat

8 connection in the Web IV decision in the quote that
9 I'e got here, but, in addition, as Mr. Orszag is

10 going to testify, in the marketplacefor
11 subscriptionservices, royalties are determined

12 basedon revenuesgenerated,not basedon the number

13 of performances.

14 And Mr. Orszagwill testify, for example,

15 that a majority of licensesfor subscription
16 streamingservicesdon't even have per-play rates in

17 them. In agreementsnegotiatedsince 2014, almost

18 none of them do. Instead, royalties are basedon a

19 percentage-of-revenueor per-subscriberrate. In

20 other words, in the unregulatedmarket, the overall
21 royalty payments to the record companiesare linked
22 to the revenuesof the service, not to the number of

23 performanceson the service.
And, again, contrary to that marketplace

25 reality, ProfessorShapiro'sWeb IV approachjust
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1 ignores revenue, ignores willingness to pay, and

2 focusesonly on. the number of performances.

There's a reasonwhy ProfessorShapiro

4 does that. That approachworks to Sirius XM's

5 advantage. Sirius XM is a service that subscribers

6 listen to mostly in the car. And since most folks

7 don't spend all of their day in the car, the number

8 of performancesper subscriberappearsto be lower

9 than the comparablenumber for Pandora, for example.

10 But that doesn'tmean that the sound

11 recordingsare any less productive in generating
12 revenue for Sirius XM. If you look at Sirius XM's

13 subscriptionprices and averagerevenueper user,
14 Sirius XM is earning considerablymore than Pandora

15 and other competitors. And the survey evidence

16 tells us that music is principally responsiblefor
17 that revenue.

18 So what ProfessorShapiro'sapproachdoes

19 is it tilts the playing field in Sirius XM's favor

20 becauseon a per-subscriberbasis, if you accepted

21 his proposal, Sirius XM would pay substantiallyless
22 than competitors like Pandoraon a per-subscriber
23 basis, even as it earnsmore revenueper subscriber.

In any event, as both Mr. Orszag and

25 ProfessorWillig will explain, mechanicallyjust
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1 taking per-play rates from Web IV and applying them

2 to Sirius XM is a seriousmistake.

Now, on to problem 3, with Professor

4 Shapiro'sWeb IV approach, and this is what I'm

5 going to call the contract rate versus effective
6 rate issue. And I think you heard Mr. Rich allude
7 to it in his opening statement.

As I mentionedat the outset, one of the

9 two benchmarksused in. Web IV was the now defunct

10 Pandora/Merlinagreement,and the other benchmark

11 used was major label agreementswith interactive
12 services.
13 Now, ProfessorShapiro contendsthat the

14 interactivebenchmarkapproachused by the Judges in
15 Web IV relied on headlineror contract rates, rather
16 than the effective rate. In. other words, as I

17 understandwhat ProfessorShapiro is saying, his
18 theory is that the interactive services'enchmark
19 analysis in Web IV was basedand necessarilymust be

20 basedon. the contractualper-play rate stated in. the

21 contract, regardlessof whether the Services

22 actually pay those per-play rates.
23 We disagree. First of all, my reading of

24 the Web IV decision suggeststo me that the Judges

25 understoodthat they were using effective rates, at
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1 least I don't discern from the Web IV decision a

2 consciousdecisionby the Judgesto rely on contract

3 rates in. preferenceto effective rates.
But regardlessof what was done in Web

5 IV, Mr. Orszag and Dr. Willig will testify that the

6 benchmarkinganalysis should be conductedbasedon

7 effective rates. And we can unrestrict.
And we think that approachis consistent

9 with the Judges'iewsin the past that the analysis
10 should reflect the true economic value of the

11 agreementsthat are used as a benchmark, and that
12 means looking at effective rates if those effective
13 rates differ from the headline rates.

And that's exactly what Mr. Orszagdid in
15 this case. He calculatedthe effective rate paid by

16 the interactive servicesunder those agreements.

17 And he did that, as I said before, by using the

18 actual royalties paid by the Services to the record

19 companies, seeingwhat was actually paid, and then

20 converting that into an. effective per-subscriber
21 rate.
22 Now, it appearsthat those effective
23 rates today yield a somewhathigher number than Web

24 IV, but that's what happenswhen. you look at current
25 marketplaceagreementsand not at marketplace
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And as ProfessorWillig and Mr. Orszag

3 will tell you, the ratio equivalencyanalysis,
4 methodology, that you acceptedin Web IV should be

5 employed in this case, but it should be applied to

6 adjust the effective rates, that is, what the real
7 economicvalue of the agreement,and it should be

8 employed to adjust those effective rates, not the

9 contractualper-play rates. And that means starting
10 afreshwith the benchmarkinganalysisconductedhere

11 by Mr. Orszag, rather than using Web IV rates.
12 Now, with that, I'm going to turn to
13 Sirius XM's final benchmark, the SDARS II rates.
14 Using SDARS II, at least in the way Sirius XM wants

15 to, is wrong for at least three reasons.
16 First, the SDARS decisionwas made five
17 years ago basedon evidencethat is more than five
18 years old in a market that is characterizedby rapid
19 change. Indeed, the SDARS II decisionused as one

20 of its data points, the findings of the Judges in
21 SDARS I. Obviously, that's ten years old back when

22 we were walking aroundwith boom boxes and Sony

23 Walkmen. As a generalprinciple, SoundFxchange's

24 economistsare going to suggestthat it makes no

25 sensein such a dynamic market to simply push
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1 forward old rates.
But, second, what Sirius XM wants to do

3 is push forward the percentage-of-revenuerate.
4 What SoundExchange'seconomists,Mr. Orszag and

5 ProfessorLys, will tell you is that if you consider

6 those rates at all, you should think of them in

7 terms of per-subscriberrates.
And the reasonfor that is that if you go

9 back to the SDARS I decision, the Judges there found

10 that the rate most strongly supportedby the

11 evidencewas $ 1.40 per subscriber. And the Judges

12 in SDARS I turned that $1.40 per subscriberinto a

13 13 percentpercentage-of-revenuerate with some

14 simple arithmetic. But the essenceof the decision
15 was a finding that the interactive services
16 benchmarkyielded ten years ago a rate of $1.40

17 per-subscriber.
18 Now, ProfessorLys has calculated, I

19 think without any dispute, that if you took that
20 $ 1.40 from the SDARS I decision ten years ago,

21 increased.it by the cost of living to today, that
22 current per-subscriberrate would be $1.67.

23 And if you then divide that $1.67 into
24 current Sirius XM revenueper user, basedon the

25 definition of revenueas defined by the Judges in
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1 the regulations, that's going to result in a rate of

2 16 percentof revenue.

So if the Judgeswere inclined to push

4 forward the SDARS II rates at all, and we don'

5 believe that'swhat should happen, SoundExchange

6 economistswill testify that the rate to be pushed

7 forward is the $1.40 per subscriber,which today

8 equatesto $1.67 or 16 percentof revenue.

Finally, in SDARS I and SDARS II, the

10 Judgesreducedthe ratesbelow the $1.40 most

11 strongly supportedby the marketplaceevidence

12 pursuantto certain of the 801(b) objectives. And

13 we'd submit that's no longer necessaryor

14 appropriate.
15 In SDARS I, the Judgesreducedthe rate
16 sharply in order to avoid having rates that would be

17 disruptive under 801(b) (1) (D) . No reductionunder

18 subsectionD is necessarynow.

19 ProfessorLys has analyzedSirius XM's

20 current and projectedfuture financial performance.

21 He has concludedthat Sirius XM is extremely

22 profitable now and that it could pay the rates that
23 SoundExchangeproposesand will remain highly
24 profitable throughout the upcoming rate term. And

25 Sirius XM, I think, has not contestedthat evidence
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1 on -- on this record.
In SDARS II, the Judges imposed a smaller

3 but still significant reductionunder tbe third 801

4 objective to addressSirius XM's upcoming satellite
5 costs. Well, once again., ProfessorLys demonstrates

6 that no such reduction should be made in this case.

One of the reasons,though hardly the

8 only, is that Sirius XM is so flush with cash now

9 that it's using that excesscash not on operations
10 but to buy back its stock. By the secondguarterof

11 2016, Sirius XM had spent 7.3 billion dollars
12 repurchasingits stock from shareholders.
13 So if tbe Judgeswere now to reduce sound

14 recording royalties below market rates on the theory
15 that it's going to fund satellites, in fact, it'
16 going to roll right out the door to Sirius XM's

17 shareholders. And that, we submit, is not

18 consistentwith tbe 801 objectives.
19 So for those reasons,we think that
20 pushing forward tbe SDARS II rates is not

21 appropriate,certainly not tbe way Sirius XM wants

22 to do it.
23 JUDGE BURNETT: You'e at the one-hour

24 mark.

25 MR. HANDZO: I'm sorry?
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JUDGE BARNETT: You'e at tbe one-hour

2 mark.

MR. HANDZO: Thank you.

JUDGE BARNETT: Did I read your mind?

MR. HANDZO: Yes.

I'e discussedtbe 801 objectives in

7 connectionwith Sirius XM's SDARS II benchmark, so

8 let me just complete that 801 discussion. As I

9 said, we don.'t think at this point, given Sirius
10 XM's financial performance, that any downward

11 adjustmentunder any factor from market rates is
12 appropriate. But if anything, there would be an

13 upward adjustment. As I mentioned, in past cases,
14 rates have been adjusteddownward for the rates I

15 mentioned. Can we restrict, please?
16 And one of tbe things that ProfessorLys

17 has done is be calculated, over tbe years since

18 those earlier decisions,what those downward

19 adjustmentshave cost the record companies in terms

20 of royalties that were not paid. In other words,

21 what's tbe differencebetweenthe rate that the

22 Judges found most strongly supportedby tbe evidence

23 in SDARS I and the rate that the Judgesactually
24 proposed? How much would we have gotten. if we had

25 gotten the rate that tbe Judges found in SDARS I was
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1 most strongly supportedby the evidence? And the

2 answer is that the record companieswould have

3 gotten over a billion dollars more in royalties from

4 SDARS I to now, had those reductionsnot been made.

Now, the economistsI think would tell
6 you that fairness is a -- one of the 801 objectives,
7 but it's not a concept that is, strictly speaking,

8 an economicperspective-- economic concept.

But in layman's terms, if you contribute
10 a billion dollars, in fairness, you ought to share

11 in the upside. And in a marketplace, if the record

12 companieshad been askedto discount their royalty
13 rates in order to help Sirius XM survive, likely
14 they would have receivedan equity share in. Sirius
15 XM.

16 Now, our rate proposal doesn'

17 incorporatean upward adjustmentalong the lines
18 that I'e just been discussing,but I think at a

19 minimum, if the Judgesdeterminea range of

20 potential rates in this case, in light of the
21 history that I just described, that rate should be

22 set at the top of the range.

23 Now, I want to close by -- on this part
24 of my argumentby addressinga Sirius XM theme.

25 Sirius XM has argued that SoundExchangeis proposing
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1 rates substantiallyhigher than past rates. And I

2 supposeone obvious answer is that if that'swhat

3 the marketplaceshows, so be it.
But it's also the case that while

5 SoundExchangedoes indeedproposean increase, it'
6 not nearly the increasethat Sirius XM claims. And,

7 on the other hand, Sirius XM effectively proposesa

8 substantialdecreasein rates, despite its financial
9 successand despite the higher market rates that we

10 see in the market.

So, for example, looking at it -- the way

12 Sirius XM wants to look at it is on a per-play
13 basis. But if you look at it on a per-subscriber
14 basis, as I said before, the rates that the SDARS I

15 Judgesfound ten years ago most strongly supported
16 by the evidencewas $1.40 per sub, which translates
17 into 1.67 today. Similarly, under the Web IV rates
18 that Pandorawould have paid, the effective
19 per-subscriberrate for its PandoraI service in
20 2015 is substantiallyhigher than what Sirius XM

21 proposes'to pay.

22 So what Sirius XM seeks is a substantial
23 decreasein the per-subscriberrates down to an

24 effective rate of $1.03 per subscriber,a reduction
25 not only comparedto the market rates I showedyou
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1 at the outset but also comparedto statutory rates
2 looked at on a per-subscriberbasis.

JUDGE STRICKLER: You don't have on this
4 bar chart an effective SDARS II per-subscriberrate;
5 am I correct?

MR. IMEZO: I -- no. I have the SDARS

7 I, $1.40 inflated to $1.67. I don't think the SDARS

8 II Court, if I'm rememberingcorrectly, calculateda

9 per-subscriberrate.
10 JUDGE STRICKLER: Well, I know. But

11 you'e talking about effective rateshere. So will
12 there be any evidenceas to what the effective SDARS

13 II per-subscriberrate is?
MR. HANDZO: I'm sure we can. easily do

15 it. I'm not

JUDGE STRICKLER: I'm asking whether it'
17 in any of your testimony?

MR. HANDZO: I don't think it is anyone'

19 testimonyat the moment.

20

21

JUDGE STRICKLER: Thank you.

MR. HANDZO: So, obviously, up to now,

22 I'e been talking about the -- the appropriate
23 royalty rate for SDARS. And I do want to spenda

24 little bit of time talking about the terms.

25 You know, if the Judgesadopt a
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1 percentage-of-revenuerate as -- as you have in. the

2 past, then it's critical to examine the base that
3 tbe rate is being multiplied against. So if tbe

4 Judgespick 23 percentof revenue, tbe question is
5 23 percentof revenue, how do we define that?

And it bas been SoundExchange's

7 experiencein tbe past that the parties just
8 disagreeon what amounts go into gross revenues

9 under tbe regulations.
10 So we have proposeda couple of changes

11 that we think will clarify those regulations. And

12 in the course of discovery, we found some other
13 disagreements. We found that Sirius XM has been

14 excluding amounts from gross revenuesthat could

15 never have been included in the first place. So

16 SoundExchangebas proposedchangesto the terms to
17 addressexclusions like that so that they can'

18 continue.
19 But given. the disagreementsthat have

20 arisen in the past of how the definition of revenue

21 is applied, SoundExchangeis troubled by one of the

22 changesthat Sirius XM proposes.
23 Sirius XM has asked to reduce tbe late
24 fee requirementfrom 1.5 percentper month to the

25 Treasuryrate, which is approximately1 percentper
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1 year. The problem is that that reducesSirius XM's

2 incentives to make sure it gets its reporting right
3 the first time.

That low rate is not justified. As we'l
5 show in the evidence, Sirius XM's late fee of

6 1.5 percent, the current late fee of 1.5 percent, is
7 consistentwith late fees found in other Sirius XM

8 agreements.

Indeed, Sirius XM has proposeda late fee

10 that is 4 percent lower than the lowest rate of its
11 senior notes that it issued in 2016. So that at the
12 level that Sirius XM proposes,it would be

13 economicallyrational for Sirius XM to obtain
14 short-termfinancing by routinely paying
15 SoundExchangelate.

Similarly, SoundExchangebelieves that
17 Sirius XM should be required to pay associatedaudit
18 costs if a reasonablysized underpaymentis at
19 stake. And, again, the point is to createeconomic

20 incentives for Sirius XM to play it straight.
21 SoundExchangebelieves that the threshold
22 is an underpaymenttotaling 5 percentof the full
23 amount owed. And, again, that's a thresholdthat is
24 consistentwith marketplaceagreements.

25 Now, there are numerousother terms,
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2 presentevidenceof them. I'm not going to walk

3 through them all now. But one that I do also want

4 to comment on is that Sirius XM proposeschanging

5 the methodologyby which it carves out direct
6 license content so that such content is calculated
7 as a percentageof overall spins rather than

8 performanceson the referencedchannels. And that'
9 an effort to wind back the clock.

10 The Judgeshave previously determinedin
11 SDARS II that direct licensesshould be excluded

12 basedon a percentageof spins. And the Judgesdid

13 that in part to eliminate Sirius XM's incentives to
14 load up on spins of excludablecontent in early
15 morning hours when there are relatively few

16 listeners. The logic of that is still strong, and

17 Sirius XM does not seem to have a good argument

18 otherwise.
19 Furthermore, Sirius XM intends to unveil
20 in the upcoming rate term a new product called 360L,

21 which will allow some two-way communicationsbetween

22 Sirius XM and its subscribersand presumablyallow

23 Sirius XM to collect more data about satellite
24 listenership. That will allow Sirius XM to
25 calculate the direct license carveoutwith
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1 increasing-- increasedfrequency -- I'm sorry,
2 increasedaccuracy, and we think the regulations
3 should anticipatethat.

So with that, I'l turn to my last
5 last part of my outline, the PSS. And I'm trying to

6 reserveten minutes for Mr. Johnson, so how much

7 time do I have left? Ten minutes? Piece of cake.

Obviously, we are also here to set a rate
9 for the preexistingsubscriptionservices. I will

10 likewise call them the PSS. And as the Judgesknow,

11 the PSS are just two Services, Muzak and Music

12 Choice. And only Music Choice is participating in
13 this proceeding.

Now, the current PSS rate is 8.5 percent.
15 And that's significantly the result of a decision in
16 1998 when the PSS were the only digital music

17 services in operationand there was no -- there were

18 no marketplacelicenses. And becausenobody knew

19 what the market would eventually look like, the CARP

20 and the Librarian expresslyset a low rate favoring

21 fledgling Services, and the rate has inched up only

22 incrementallysince.
23 Now, the music marketplacehas changeda

24 lot in the last 20 years, and the PSS are no longer

25 little startups. It's an increasinglycrowded
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1 market, and Music Choice is now the biggest service

2 in terms of subscribersand time spent listening,
3 but it generateslow revenuesand has the lowest

4 revenueshareof any of these types of services.
Arid as a result, other servicespay

6 dollars and sometimesmany dollars per subscriber
7 per year in royalty, and the PSS pay pennies.

8 SoundExchangeproposesincreasingthe PSS rate to

9 1.9 cents per subscriberper month for 2018 with an

10 annual increasethereafter.

12

14

15

JudgeBarnett, do we need to
JUDGE BARNETT: I'm fine.
MR. HANDZO: Are you okay?

JUDGE BARNETT: Go ahead.

MR. HANDZO: I hate it when Judgeskind

16 of pass out on me in the courseof...
SoundExchange'srequest is basedon the

18 rates in. Part 383 that are paid by a class of new

19 subscriptionservicesusually referred to as the
20 CABSAT services. And it has always been challenging
21 to set rates for the PSS becausethere really aren'

22 any good marketplacecomparables. There are very

23 few Servicesthat, like the PSS, provide a consumer

24 audio service through cable and satelliteproviders.
25 However, the CABSAT servicesare
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1 delivered through cable and satellite TV providers,
2 and the only meaningful difference is that the PSS

3 were in operationbefore 1998 and the CABSAT

4 servicesare after. Since the time of the SDARS II
5 proceeding, one of the CABSAT -- CABSAT services,
6 Stingray, has emergedas a real competitor to Music

7 Choice, even though it pays the higher CABSAT rates.
Now, becausethe CABSAT rates were set in

9 a proceedingsubject to a willing buyer/willing
10 standardand have been acceptedand are being paid
11 by Stingray, SoundExchangewill offer testimony from

12 Dr. Nazzan that he believes the CABSAT ratesprovide

13 the best availablebenchmarkfor setting PSS rates.
14 Dr. Wazzan does not believe that any adjustmentsare

15 necessaryto transposethe CABSAT benchmark into a

16 hypotheticalmarket for PSS becausethe servicesare

17 the same in most material respects.
18 Now, I'm not going to tell you that the

19 CABSAT rates are an ideal benchmark. For starters,
20 they are a regulatedrate. And they are also the

21 product of a settlementbetweenSoundExchangeand

22 Sirius XM.

23 However, Stingray, a non-party to that
24 settlementand presumablya profit-maximizing

25 entity, has in effect opted into the CABSAT rates
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1 and is paying those rateswhile competingwith Music

2 Choice. And we think that makes the CABSAT rates
3 the closest thing anybody is likely to find to an

4 indicator of a market rate for the PSS. And

5 adopting that proposaleliminatesa distortion in
6 the market where CABSAT servicespay a different
7 rate from a very similar PSS service simply basedon

8 the timing of when they enteredthe market.

Now, as you'e heard, Music Choice

10 proposesthat the PSS rate be reducedto no higher
11 than 5.6 percentof gross revenues. And that'
12 basedon the testimonyof their expert,
13 Dr. Crawford, who the Judgesheard from in SDARS II.
14 He seems to have given up on identifying a benchmark

15 for the PSS, and insteadhe offers a similar version
16 of the Nash model that he presentedin SDARS II.
17 Dr. Wazzan critiques the use of that
18 model, and we think it is just not applicable to the
19 PSS, but if you decide that model has some utility,
20 Dr. Wazzan describesthe problemswith application
21 and offers some ways to fix it. And when you do

22 that, the model generatesresultssignificantly
23 higher than the current PSS rates.

Now, I think listening to Mr. Fakler, it
25 really kind of seems like one of the themesof Music
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1 Choice's case is simply, you know, we should just
2 continue to pay low rates forever. Arid we don'

3 think that that's what the 801 objectives suggested.

Artists and Copyright Owners should not

5 always be the last ones waiting in line to be paid

6 money Music Choice bas left after it pays all of its
7 other expenses. Tbe Judgesand their predecessors

8 have been hearing the same kind of sob story from

9 Music Choice for 20 years. But Music Choice bas

10 been decentlyprofitable over that period. It might

11 be less profitable if rates went up, but that's not

12 how tbe Judgeshave viewed disruption or the 801

13 factors.
Granting SoundExcbange'srate request

15 will not disrupt -- disrupt the structureof tbe

16 industriesor the prevailing practices,and we ask

17 the Court to adopt SoundExcbange'sproposal for
18 Music Choice and Muzak.

19 JUDGE STRICKLER: Will Dr. Wazzan speak

20 to tbe fair income prong of tbe 801(b) factors as it
21 relates to the extent of the proposedrate increase?

22 MR. HANDZO: That's a good question. Nod

23 yes or no. To some extent, is tbe answer.

24

25

JUDGE STRICKLER: Sounds like a yes.
MR. HANDZO: I'm going to take it as a
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1 yes.
JUDGE STRICKLER: Okay.

MR. HANDZO: That's all I have unless the

4 Judgeshave some questionsfor me.

JUDGE BARNETT: Thank you, Mr. Handzo.

MR. HANDZO: Thank you.

JUDGE BARNETT: I'm going to run and get

8 water while Mr. Johnsonis coming up.

And, Mr. Handzo, I really have to thank

10 you for the visual of all of thesesuits walking

11 aroundwith boom boxes on their shoulders. It was a

12 good one. I'l keep it with me throughout the year.
13 JUDGE FEDER: I think you were off by 20

14 years there but

15

16 I often. do.

MR. HANDZO: Showing my age, no doubt, as

17

18 it.
JUDGE BARNETT: Yeah, but I understood

MR. HANDZO: Yeah. JudgeBarnett, we

20 have some water here if that would help.
21

22

23

JUDGE BARNETT: There's some right here.
MR. HANDZO: Okay.

JUDGE BARNETT: Good morning,

24 Mr. Johnson.

25 MR. JOHNSON: Good morning, Your Honors.
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JUDGE BARNETT: I understandyou'e on a

2 10-minute time clock?

MR. JOHNSON: I am.

JUDGE BARNETT: All right.
MR. JOHNSON: I'l go as fast as I

6 possibly can.

OPENING STATEMENT BY GEORGE JOHNSON

MR. JOHNSON: Thank you for having me. I

9 appreciateit. And, first, I agreewith everything

10 that Mr. Handzo and SoundExchangejust said. And I

11 thought they did a great job. And, of course, since

12 I have no economistsand no money for all that, I'm

13 going to rely on their evidenceand their economists

14 in submitting my rates, which are just slightly
15 above them in the percentage-of-revenueand also tbe

16 per-subscriberrates.
17 As Mr. Handzo just said, tbe market bas

18 changeddrastically and bas changeddrastically
19 since the last SDARS -- I call it SDARS

20 proceedingfive years ago. And, you know, we have a

21 compulsory licensebere, and statutory rates.
22 So while there is a lot of competition in

23 the marketplace, it's impossible to really have a

24 free-functioningcompetitive marketplacewhen you

25 have a statutory rate and a compulsory license on
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CONFIDENTIAL SESSION 149:21

1 Copyright Owners, which are half the equation.

So the one thing that I think in general

3 this case is about, if you boil it all down to one

4 thing, is grandpa. And what I mean by that is
5 everything is grandfatheredin. Music Choice has

6 been grandfatheredin. Sirius XM has been

7 grandfatheredin 20 years ago. As we just learned

8 or I learned, the 801(b) standardwas grandfathered

9 in.
10 So that was 20 years ago. And I think
11 grandpawas maybe pretty old at that point, maybe on

12 life support, and I just don't know when the
13 grandfatheringis going to end. And I think since

14 we have -- you know, the code calls for de novo

15 rates and to look at it with fresh eyes, I think
16 that, you know, now after five years of the last
17 SDARS, how the marketplacehas changed, that it'
18 important to raise these rateswhere a lot of the
19 other streamingservicesare paying, you know, 40,

20 50, 60 -- at one point, Pandorawas paying -- I

21 think Pandorais paying 53 percentof its revenue

22 right now.

23 So, you know, SoundExchangeoffers 23.5

24 as their rate, and I offered 25 gross up to
25 40 percent, and that's low comparedto what other
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1 similarly situatedmusic servicesare paying at this
2 point.

So Sirius XM and Music Choice are kind of

4 the original streamers. And you have all this other

5 competition, all theseother people out there, like
6 I just said. They'e paying a huge percentageof

7 revenue, Pandora, Spotify, iHeartRadio, Rhapsody,

8 Napster, Beats, Apple Music, and Google Play.

10

And so if you could show 1179, please.
I only show this as an example, but, you

11 know, Sirius XM, they'emoving into on-demand. And

12 you look at some of the other competition, Pandora,

13 everybody is blurring the lines between interactive
14 and, you know, non-interactive. And so I think
15 everybody is kind of getting into the same business
16 now. And they'eall competingwith each other.
17

18

Could you show 1120, please.
And Your Honors have seen this before.

19 And I'l talk more about it in my testimony. But

20 you can see that the -- the record industry is not

21 doing fine, when you look at it historically. And

22 when you, you know, listen to the Services talk,
23 they take it back, you know, five, ten years, but

24 when you look at the whole history of, you know,

25 record sales, they have been cannibalized. And I
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2 told Your Honors before that salesare being

3 substitutedfor and they are being cannibalizedby

4 all streaming, but as some evidencethat I will show

5 that I believe is in the record, that Sirius XM,

6 their growth, incredible growth, is starting to cut

7 into the digital sales. And that concernsme as a

8 Copyright Owner.

So there'sa lot more competition. You

10 have car hard drives, Smartphones,a lot more

11 computers, a lot more Smartphones,all around the

12 world that are using this music and using it at
13 below market rates.

Of course, GEO has no benchmarks. As the

15 Services informed Your Honors months ago when I

16 was -- they filed a motion to dismiss me, you know,

17 I'm unable to have a benchmarkwith Sirius XM or

18 Music Choice, since Sirius XM is a monopoly, the

19 only satellite radio provider out there. And, of

20 course, I hope that changes. So it's impossible for
21 me to have -- for me to have a benchmark.

22 And so, as I said, I have no economists

23 to prove my case. That's why I'm relying on

24 SoundExchange'sevidence.

25 So I offered a per-subscriberrate
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1 per-subscriberrate, and it's slightly more, two

2 more -- I'm sorry, two rates that are slightly
3 higher than what SoundExchangeoffered. And, you

4 know, Your Honors can use those rates or maybe, you

5 know, split the difference. And so that's why I

6 offer them becauseit's a higher amount that, you

7 know, if I don't offer it, Your Honors can't pick

8 it.
So I tried to offer a per-play rate, and

10 I like -- you know, as a copyright owner, I like it
11 when., you know, it's done on a per-performance

12 basis, but when. I looked at -- looked at several,
13 oh, from SoundExchange,some -- you know, the rates
14 that Sirius XM was paying on SDARS plays, it ranged

15 from $2.54 to $12. And so, you know, I think the

16 reasonwhy is becausethe large amount of money that
17 Sirius is making. When you divide that up on a

18 percentageof revenueand then see how many

19 performances,you know, that's a huge gap, $2 up to
20 $12. So I'd like to offer a per-play rate, but I

21 think it's almost impossible.

22 And Sirius XM is doing well. They'e a

23 monopoly. They'e a billion. dollar company. And

24 you look at Pandora, which they'e trying to compare

25 themselves. In Web IV, Pandoraloses money and is
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1 -- as a lot of thesestreamersare, and pays over

2 50 percentof its revenue in music costs.
So I'd like to agreewith the

4 substitution.and cannibalizationof sales. I also

5 agreewith SoundExchangeabout the shadow of the

6 compulsory license. We creatorscan't negotiate.
7 It's not -- it's a one-way street. It should be

8 50/50 betweenthe Copyright Owners and the

9 licensees.
10 And so I hope to prove in my evidence

11 that the Copyright Owners — — the 801 (b) standards,
12 that the Copyright Owners should get a fair return.
13 And, you know, the relative roles of the Copyright

14 Owners, our creative contribution, our technological
15 contribution in the studios making sound recordings,
16 our capital investment, our cost and our risk and

17 creative expressionseem to have been ignored in a

18 lot of thesepast rate proceedings.
19 And so our industry has been extremely

20 disrupted, and I hope we can fix this. And so this
21 is one of the reasonsI offered a buy button, which

22 I realize there are certain challenges,you know,

23 not having -- trying to buy a sound recording,
24 there'sno compulsory license for it, but since the

25 Servicesare already in the music licensing
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1 business, I thought this was an. opportunity where

2 they can voluntarily try the buy button, or I'd love

3 to see it as a mandatoryoption for customers,so to

4 help make up the gap for the revenue that we are not

5 getting anymore becauseof the streamingand

6 webcastingand satellite radio.
So that is it. I appreciateit, Your

8 Honors. And thank you so much.

10

JUDGE BURNETT: Thank you, Mr. Johnson.

We will be at recessfor an hour. It
11 will be 1:45.

12 (Whereupon, at 12:46 p.m., a lunch recess
13 was taken.)

15

16

17

18

19

20

21

22

23

25
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AFTERNOON SESSION

(1: 54 p.m. )

JUDGE BARNETT: Good afternoon.. Please

4 be seated. Mr. Rich?

MR. RICH: Before we call our first
6 witness, Ms. Singer has a tiny bit of housekeeping,

7 if she may.

JUDGE BARNETT: Certainly.
MS. SINGER: Good morning or good

10 afternoon, Your Honors. I am delighted to report
11 that while all theseguys were doing their glamorous

12 openings, the rest of us were back at the office
13 negotiating, and that the parties have reached

14 agreementto withdraw objectionson the

15 admissibility of a number of exhibits.
16 And we -- your April 4th order

17 contemplatedthat the parties could move

18 unobjected-toexhibits en masse. We filed an order,
19 a motion, joint motion earlier today with an

20 attachmentthat has a number of exhibits. We have

21 extra copies if you would like to see, but we are

22 hoping that if Your Honors grant that motion, then

23 two of the exhibits that are going to be part of Mr.

24 Rich's direct examinationof ProfessorShapiro will
25 have been moved into evidence.
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JUDGE BARNETT: I see. Okay.

MS. SINGER: That is Trial Exhibits 8 and

3 9, Dr. Shapiro'swritten direct testimony and his

4 written rebuttal testimony.

JUDGE BARNETT: Thank you. Now, I have

6 on the desk in front of me -- is this the list of

7 agreedexhibits? You can't see it from there.
THE CLERK: That is from me.

JUDGE BARNETT: Oh, that is from you.

10 Sorry. Never mind.

Okay. How many agreedexhibits are

12 there?
MS. SINGER: There is a little over 200

14 that are agreed.

15 JUDGE BARNETT: Then we won't read those

16 numbers into the record. But when you have an

17 opportunity, be sure the court reporterand the

18 clerk eachget a list of the admittedexhibits.
MS. SINGER: We will do, Your Honor.

20 Thank you.

21 JUDGE BARNETT: Thank you, Ms. Singer.

22 You know how to curry favor.
23 (Joint Exhibit Numbers 7-9, 11, 19-22,

24 24-26, 28, 39, 40, 43, 44, 46, 51, 52, 54, 59 were

25 marked and received into evidence.)
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(SoundExchangeExhibit Numbers 103, 105,

2 112-114, 117, 118, 123, 125-129, 131-133, 137-139,

3 143-152, 155, 156, 161.2, 166, 167, 169, 176, 207,

4 208, 221-224, 226, 243-247, 253, 254, 265, 267, 271,

5 272, 276-281, 284-289, 294, 401-405, 408-428, 431,

6 437-439, 441, 442, 444, 445, 448, 450, 453 were

7 marked and received into evidence.)

(Sirius XM Exhibit Numbers 601, 622, 625,

9 642-645, 647-655, 659-666, 671, 673, 675, 683, 684,

10 687-691, 706-718, 724, 727, 734-740, 754-757 were

11 marked and received into evidence.)

12 (Music Choice Exhibit Numbers 904, 906,

13 909-917, 920, 922, 926, 929— 931, 933, 935, 936, 958,

14 970-982, 984, 985, 994, 1001, 1003 were marked and

15 receivedinto evidence.)
16

17

18

19

JUDGE BARNETT: Mr. Rich?

MR. RICH: May we call our first witness?

JUDGE BARNETT: Please.
MR. RICH: We call ProfessorCarl Shapiro

20 to the stand.
21 Whereupon--

22 CARL SHAPIRO,

23 having been, first duly sworn, was examinedand

24 testified as follows:
25 MR. RICH: We are distributing binders,
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1 which are the witness'estimony,severalother

2 exhibits, which we will move into evidence in due

3 course, as well as a set of demonstrativesthat the

4 witness has preparedto assisthis examination.

JUDGE BARNETT: Thank you. And for the

6 record, Exhibits 8 and 9 are the written direct
7 testimonyand the correctedwritten rebuttal
8 testimony?

10

MR. RICH: That's correct.
JUDGE BARNETT: Of Dr. Shapiro

11 respectively.
12 MR. RICH: Thank you.

13 DIRECT EXAMINATION

14 BY MR. RICH:

15 Q. Good afternoon, ProfessorShapiro.

16 Welcome back to this forum.

17 A. Thank you. Good afternoon, Mr. Rich.

18 Q. Would you pleasedescribeyour current
19 academicaffiliation?
20 A. I am a professorat the University of

21 California at Berkeley. My primary appointmentis
22 in the Haas School of Business,but I hold a joint
23 appointmentin the Departmentof Economics.

24 Q. And I take it you have receivedsome

25 recognition among other things for your professorial
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1 abilities, you are or at least were accorded

2 somethingcalled above scaleprofessor; is that
3 correct?

A. Yes, that's correct.
Q. This is a moment when you can be immodest

6 through this phaseof it. What does that indicate?
7 A. It is a designationwithin the University
8 of California system for -- very highest level of

9 our seriesof steps and ranks that a professorcan

10 earn. So after -- even after you become a

11 professor, then, there is additional hurdles and

12 that's the last one. I think it means it is time to
13 retire.
14 Q. You have also servedon a particularly
15 interestingcommittee, haven't you, which has some

16 purview over faculty and the like? Could you

17 describethat briefly?
18 A. Yes. I servedon the committee that
19 reviews professorsof all sorts at U.C. Berkeley for
20 appointments,promotion, endowedchairs, salary
21 increases.
22 Q. Must have made you popular.
23 A. Well, it is very secretive,actually. It
24 is part of what makes it work well is there is -- it
25 is -- it is hidden. You don't have to interact
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1 directly with the candidate,so if you are tough,

2 you can be tough without that.
But the point I think is that this was

4 severalyears of extensiveduty with evaluatingthe

5 academicperformanceof professors,of faculty
6 membersat Berkeley.

7 Q. You have a Ph.D. in economics from NIT;

8 is that correct?
9 A. Yes.

10 Q. And would you describeyour areasof

11 concentrationas an economist?

A. Certainly. So within the field, within

13 economics, my f ield is industrial organization. And

14 traditionally that has meant issuesof competition,

15 governmentregulation, businessbroadly defined.
Within that and adjacentto that I have

17 done a lot of work in antitrust economics, which

18 would be a more applied branchof industrial
19 organization. And I have also done quite a lot of

20 work bordering on law and economics, in particular
21 intellectual property rights, much of it involving
22 patents,and much of it involving the high-tech
23 industry or sort of media and content industries.
24 Q. Your curriculum vitae indicatesan

25 extensivepublishing history. Are there any recent
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2 general interest to tbe Judges?

3 A. Well, I have been working in this area of

4 patents, in particular, what are called standard

5 essentialpatents, so tbe patentsyou need to have

6 your WiFi work for your cell phone, for example.

7 And these raise interesting issuesof competition.

8 Tbe patentshave -- many patentshave to be used

9 together, so there is complementaryinputs,
10 complementaryoligopoly, and often commitmentson

11 the part of firms to have their technology included

12 in tbe standardto license on reasonableterms.

13 So that whole complex of issues,
14 intellectual property, licensing, patent pools,
15 technology I have been working in that area, it bas

16 interestedme lately.
17 Q. You have done a couple of stints of

18 formal governmentservice. Is that true?
19

20

21

A. It is.
Q. Could you recount what those are, please?
A. Yes. I have served twice as tbe deputy

22 assistantattorneygeneral for economics in the

23 Antitrust Division of tbe Departmentof Justice,
24 which we usually just say chief economistat DOJ.

25 So that's antitrust enforcement,mergers, cartel
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1 work

Q. Am I correct that was in the periods
3 1995, '96 and then again 2009 to 2011?

4 A. That's right. I did one year in the

5 Clinton administration, and then I did two more

6 years right at the beginning of the Obama

7 administration. And then at the end of that second

8 duty tour, I was privileged to be invited to join
9 the President'sCouncil of Economic Advisors, which

10 is in the Executive Office of the Presidentgiving
11 the Presidenteconomic advice on basically all
12 issuesof economic policy. There are three members.

13 I was one of the three memberswho servedthat
14 function.
15 Q. That was in the period 2011 to 2012?

16 A. Correct.
17 Q. Okay. What were your duties as, in your

18 two stints as deputy assistantattorneygeneral for
19 economicsof the Antitrust Division?

20 A. Well, supervisingthe whole cadre of

21 economistswho work at the Antitrust Division.
22 There are 60 Ph.D. economistsand other economists

23 of different levels, as well as financial analysts.
So supervisingthe economic analysis

25 being done and then reporting and giving my views
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1 and my team'sviews to the -- to my boss, who was

2 the assistantattorneygeneral for antitrust, who

3 would really be in chargeof antitrust enforcement.

So that would be involved in all matters

5 before the Antitrust Division that had an. economic

6 aspect, which are most. And other policy issues.
7 If speecheswere to be given or policy statementsor

8 guidelines, in that role, I would have a hand in

9 that as well.

10 Q. And briefly what were your duties as a

11 member of the Council of EconomicsAdvisors?

12 A. Nell, they are so extensive, I don't want

13 to take too much time, but basically give the

14 Presidentof the United Statesobjective economic

15 advice on what he neededto know, whether it was

16 reforming the housing finance system, what we would

17 do with trade with China, somethingabout patent
18 reform or environmentalregulation.
19 So really whateverwas important to the

20 Presidentand his top people at that time, within. my

21 portfolio. I did not do labor economicsor macro so

22 much, but in the areas I talked about, it would be

23 quite broad.

24 Q. You stateat page 2 of your written
25 direct testimony that an important aspectof your
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1 researchinvolves the information technologysector
2 of the economy.

Could you describethat a bit more?

A. Yes. So I mean by that, what we normally

5 think of as the high-techsector, software,

6 Internet-related,but also information products such

7 as, well, music would be one or video content.
I wrote a book with Hal Barry, and it is

9 almost 20 years ago now, called Information Rules, A

10 StrategicGuide to the Network Economy. And I have

11 been working in those sectorsof the economy

12 extensivelyfor all that time and before that.
13 Of course in part it is irresistible,
14 since I am in the Bay area and there is so much

15 activity in that area that is local.
16 Q. I take it you have provided expert
17 testimony in a variety of forums?

18 A. Yes, I have.

19 Q. And has that included as related to the

20 music industry?
21 A. Yes. Well, I was here before the Judges

22 about two years ago, I guess, somewhat less.
23 Q. And in the -- what we call the Web IV

24 proceeding?

25 A. Yes.
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1 Q. And as well you provided testimonyor

2 have you provided testimonymore generally in

3 relation to what you term the high-techsector,
4 including relating to companiesproviding content

5 and services in that sector?
A. Yes, I have. Both working for the

7 government in some casesand working for companies,

8 I have done various assignments,some of which lead

9 to testimony.

10 Q. Now, you state that you have also served

11 on a number of occasionsas an expert witness or

12 consultantto either the Antitrust Division or the

13 PTC.

Are there several recent examplesyou

15 could sharewith the Court?

16 A. Well, one prominent example since I was

17 last here before Your Honors, I served in 2014, 2015

18 as an economic expert for the JusticeDepartment in

19 their review and ultimately challengeto the

20 Comcast/TimeWarner merger, two very large cable

21 companies.

22 And that got very deeply into the

23 relationshipsbetweenvideo distributors, such as

24 cable companies,and programmerswho sell or license
25 their programming to the distributors. So that was
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1 one major engagement. It did not lead to testimony.

2 Tbe merger did not proceed. But I did have

3 extensivework on that.
4 Q. And has there been a recent, one or more

5 recent engagementsby tbe FTC?

A. Yes. More recent, I have been working

7 for the FTC, in Januaryof this year, they

8 challenged-- I will say issueda complaint against

9 Qualcomm relating to Qualcomm's licensing practices
10 regarding their technology for the way that cell
11 phones interact with -- handle the cell signals,
12 chipsetsthat go in your cell phone.

13 And I am working for the Federal Trade

14 Commission on that case.

15 Q. Thank you.

16 A. It is ongoing.

17 Q. Now, I understandyou have also recently
18 exportedyour talent; is that true?

19 A. That is true. I testified earlier this
20 year on behalf of the Competition and Markets

21 Authority, which is the U.K. competition authority
22 in a case for them in London..

23 Q. And was there a colloquial manner in

24 which you and others describedthat processin which

25 you engaged?
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A. I believe you are referring to the "hot

2 tub."
3 Q. Could you describethat?

A. They are just introducing in England this
5 new way of handling expert testimony, and I have to

6 say I was thinking of the Judgeshere very much in

7 doing that becauseit was in front of a three-judge

8 panel. And what they are doing there -- by the way,

9 they have imported it from Australia and New

10 Zealand, this method, whereby insteadof the system

11 we'e doing here of an expert witness testifies and

12 is cross-examined,all the expertssit in front of

13 the Judgesat the same time and are questionedby

14 the Judgesand interact with each other. In my case

15 it was for three or four days.

16 And I see you are blanching at the very

17 thought. But

18 JUDGE BARNETT: It sounds to me like rip
19 the Band-Aid off.
20 THE WITNESS: So I hadn't done that
21 before, and it was quite interesting. The Judges

22 were amazing. And I think it is a lot of work for
23 the Judges,by the way, in caseyou ever think about

24 doing this.
25 And so I did that. It was about a month
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1 ago.

MR. RICH: Thank you. At this point I

3 would like to offer ProfessorShapiro as an expert

4 in industrial organizationeconomics, antitrust
5 economics, and the economicsof innovation and

6 intellectual property rights.
MR. HANDZO: No objection.
JUDGE BARNETT: ProfessorShapiro is so

9 qualified.
10 BY MR. RICH:

11 Q. All right. Thank you. The fun is over,

12 sir. Now we have to do business.
13 Would you describethe nature of the

14 assignmentyou have been given by Sirius XM in this
15 proceeding?

16 A. I was asked to do an economic analysis to
17 come up with a proposal for reasonablerates under,

18 in this proceeding,under the applicablestatutory
19 standards.
20 Q. And I take it that culminated in your

21 filing a written direct and rebuttal testimony,

22 which appearsin your binder as Trial Exhibits 8 and

23 9?

25

A. Yes, that's correct.
Q. Okay. And approximatelywhen did you
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1 begin working on this assignment,do you recall?
2 A. I would say early 2016, first quarter.
3 Q. In connectionwith the backgroundyou

4 wanted to pull together, did you review any prior
5 CRB determinations?

6 A. Certainly. I reviewed quite closely the

7 SDARS II and the Web IV determinations.
8 Q. And have you had occasionto review other
9 testimony that has been submitted in this

10 proceeding?

11 A. Yes, I have.

12 Q. Do you recall either specifically or

13 generallywhat that is?
A. Nell

15 Q. Let's go by witness. So with respectto
16 other testimony submittedby Sirius XM, what other
17 testimony do you recall having reviewed?

18 A. Well, certainly Mr. Meyer, Mr. Frear, Mr.

19 Blatter and White, so various executivesfrom Sirius
20 XM. And there is the financial woman who does more

21 of the financials, some of the analysis. I can'

22 rememberher name exactly, I'm sorry. And

23 Q. What about any expert testimony, other
24 than. your own?

25 A. And then Mr. Lenski, whose survey I am
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1 relying on; ProfessorFarrell at the rebuttal stage.
2 I feel like I am probably -- oh, and then Professor

3 Hauseralso in the rebuttal stage. Those are the

4 ones that are coming to mind.

5 Q. Thank you. And have you reviewed any of

6 the written direct and/or written rebuttal testimony

7 submittedby experts for Sirius XM?

Yes.

10

12

Q-

A.

Q.

Who?

Quite a bit.
Who?

Well, certainly Mr. Orszagand Professor
13 Willig.

JUDGE STRICKLER: You mean SoundExchange,

15 right?
16 MR. RICH: Oh, did I misspeak? I beg

17 your pardon.

18 JUDGE STRICKLER: I do that all the time

19 becausethe acronyms are too close.
20 BY MR. RICH:

21 Q. Thank you very much, Judge. The question
22 before you is which expertswho submitted testimony

23 on behalf of SoundExchangewhose testimonyhave you

24 reviewed?

25 A. Certainly Mr. Orszag and Professor
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2 have looked at the Dhar and Simonsonwork to some

3 degree.

Q. Blackburn is in the room. Do you want to

5 include him in the list?
6 A. Thank you, yes. Mr. or Dr. Blackburn, I

7 believe.
8 Q. Doctor. And Dr. Ford?

A. Yes. Thank you.

10 Q. What about any of the survey experts on.

11 -- in. the opening you heard counsel for the other
12 side mention there were four survey experts; two

13 from us, two from them.

Did you review either the surveys done by

15 either ProfessorsDhar and/or Simonson?

16 A. Yes, I looked at their testimony too.
17 Q. Okay. Have you had occasionto look at
18 any of the fact testimony submittedby any of the

19 SoundExchangewitnesses'?

20

21

22

A. Yes.

Q. What do you recall reviewing?

A. So Mr. Harrison and Walker probably both

23 direct and rebuttal stages. Mr. Barros, I think
24 maybe just rebuttal.
25 Q. Let me just associatefor the Court's
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1 benefit, since we'e all getting acquaintedor in

2 some casesreacquainted,Mr. Harris is the Universal

3 employee?

A. Yes.

Q. And Mr. Walker?

A. Would be Sony.

Q. Arid Mr. Barros?

A. Concord.

Q. Thank you. And have you reviewedpart or

10 all of any of the depositionsthat have been

11 conductedin this case?

12 A. I didn't review them in. total, although

13 I, when I askedquestions-- as part of my

14 investigations,my staff has at times given me parts
15 of those depositionsthat I have looked at.
16 Q. Now, have you prepareda set of

17 demonstrativesto accompanyyour testimonybeginning

18 this afternoon?

19 A. Yes, sir.
20 Q. Could you take a look at the set that'
21 before you and that's been distributed to the Judges

22 and confirm whether those are the ones you prepared?

23 A. They are.
24 Q. Okay. And looking at the first of those,
25 let me just indicate the roadmap for Your Honor'
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1 benefit.
We'e essentiallygoing to divide Mr.

3 Shapiro'sappearancetoday, assuminginto tomorrow,

4 into two phases,which is an overview of his direct,
5 written direct testimonyand then an overview of his
6 rebuttal testimony, which was the agreedprotocol.

We will occasionallyflip betweenthe

8 two, just in terms of what's logical to complete a

9 topic, but with that in mind, can you describewhat

10 the first slide depicts, please?
11 A. So this is the outline or overview of the
12 main topics that we will be talking about related to
13 my direct testimony.

14 Q. Okay. Now, let's begin by discussingthe
15 economic framework that you employed in determining

16 the rates that you have recommendedto the Judges

17 here.
18

19

A. Okay.

Q. Can you do that? And that is -- and I

20 will give referenceswhere I can, Your Honors, to
21 the written testimony to facilitate the record.
22 That is written direct testimonySection 5, covering

23 pages 15 through 23.

24 A. So this is the secondslide in the set of

25 demonstrativesthat we just were discussing. So the
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1 first bullet here notes that I'm aware that this
2 proceedingis taking place under certain -- with

3 certain 801(b) objectives as determining the rates.
And that is not the same from my point of

5 view as in the previous proceeding, it is not simply

6 a willing buyer/willing seller standard. They are,
7 I will say, closely relatedor the willing
8 buyer/willing seller analysisvery heavily informs

9 what I understandto be the 801(b) objectives, but

10 they are not identical.
Most of my -- really the vast majority,

12 what I have to tell you is related to the willing
13 buyer/willing seller standard. And then. I have done

14 some work to addressdifferencesbetweenwhat that
15 would imply and 801(b), where I feel I can

16 contribute somethingas an economist.

17 Q. And so was the startingpoint for your

18 801(b) analysisattempting to identify suitable
19 marketplacebenchmarksthat would reflect the

20 prevailing willing buyer/willing seller test?
21 A. Well, so, yes. I guesswe have already
22 now brought in the idea of benchmarking. I am very

23 much taking a benchmarkingapproach. And that is,
24 for most of the market agreementsone would look to,
25 would be willing buyer/willing seller. And then we
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1 have to look at the market conditions.
And that -- then so I need to pay

3 attentionto whether there is some gap betweenthat,
4 a benchmarkingapproachsuitably adjustedand the

5 801(b) objectives. And that's what I pointed to
6 here.
7 Q. And in identifying willing buyer/willing
8 seller rates that would form the basis for
9 benchmarking,what market characteristicswere you

10 looking for?
11 A. Okay. So theseare the additional
12 bullets here. It just statesthe obvious, that what

13 we'e trying to do is deal with the rates that we

14 would see betweenSirius XM as a buyer, a single
15 record company as a seller in a workably competitive
16 market.

17 So that's the key feature that we need to
18 pay attention to. And looking at benchmarksor any

19 agreementswe see, really, if they are not occurring
20 in a workably competitivemarket, then if we'e
21 going to use them, we would need to do some

22 adjustmentsto correct for that fact.
23 Q. Now, in your secondbullet on slide 2,

24 you say "seller equals record company." Do you mean

25 that in the individual as opposedto in the plural?
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1 And, if so, could you explain the importanceof

2 that?
3 A. I do mean it in the individual. And it
4 is -- there is a very big difference betweenwhat a

5 single record company, I will use Warner as my

6 example, would obtain in ratesnegotiatingwith

7 Sirius XM as opposedto all the record companies, if
8 they could band togetherand negotiateas a block

9 would be able to get from Sirius XM.

10 The difference is preciselybecauseof

11 the power of competition, which comes into play when

12 one record company is negotiating, which we, in all
13 markets, the point being one company, one seller
14 will offer better terms to get a bigger market

15 share.
16 So we very much need to be talking about

17 the seller as a single record company.

18 JUDGE STRICKLER: ProfessorShapiro, good

19 afternoon..

20

21

THE WITNESS: Good afternoon..

JUDGE STRICKLER: You just expressedyour

22 concernabout having the record companies

23 negotiating individually as opposedto collectively
24 when they have a monopoly sort of power.

25 But on this bullet point you only have
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1 the one buyer, Sirius XM. Were you concernedat all
2 in doing your analysisof what constitutedworkable

3 competitionor effective competition that you only

4 had one buyer within this satellitemarket and you

5 had a monopsonyissue that you neededto consider?

THE WITNESS: So, yes, I did address

7 that. I can find it if we want in the written
8 direct testimony. I don't see that Sirius XM has

9 monopsonypower becauseSirius XM is a, such a small

10 shareof the record company revenueoverall.
So normally monopsonywe would say arises

12 if a given buyer restrictshow much they buy to
13 raise the price, walking up the supply curve. And

14 if one buyer is one of many that are servedby the

15 sellers, then that is not going to be a concern.

16 JUDGE STRICKLER: You mentionedthe

17 supply curve. In order to figure out whether a

18 potential buyer does or does not have some sort of

19 market power monopsonypower, wouldn't you first
20 need to define the market itself; in other words,

21 what good or what service that you are asking about?

22 THE WITNESS: That would -- okay. I

23 mean, I don't -- you would want to know what the

24 demandand supply curves look like anyhow, yes.

25 JUDGE STRICKLER: To do that, you have to
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1 know what market you were talking about; isn't that
2 correct?

THE WITNESS: Okay. I was talking--
JUDGE STRICKLER: You don't need to

5 patronizeme. You can disagreeif you disagree.
THE WITNESS: I don't -- often defining

7 -- drawing a boundarybetweenwhat is in and out of

8 the market as a zero/onediscretething can be

9 unhelpful, rather than informative. So that's why I

10 have beenhesitating.
I am thinking of the supply curve of

12 music. And if the price that Sirius XM pays for
13 music is less, will there be less music created?

14 That's the economic question I'm asking.
15 And we can put that into a relevant
16 market. We can do that. But that's the underlying
17 question.
18 JUDGE STRICKLER: Well, I asked the

19 questionbecauseat least initially couldn't we

20 conceiveof the market in two different ways,

21 dependingon the substitutabilityor cross

22 elasticity of the services? The market for
23 satellite radio, there is a monopsony, it is only

24 one companyproviding the satellite services in the

25 United States.
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And then if it is broader to look at
2 other types of streaming, non-interactivestreaming,

3 which you look at closely in -- or interactive
4 streaming, as SoundExchangedoes when the market is
5 a broadermarket.

THE WITNESS: Right.
JUDGE STRICKLER: So does it concernyou

8 at all in -- in figuring out what a workably

9 competitivemarket looks like, the fact that Sirius
10 XM is the only provider of satellite servicesand,

11 therefore, the only upstreambuyer that utilizes
12 music to sell into that downstreammarket?

13 THE WITNESS: Okay. So let's talk -- the
14 target market here that we will be talking about is
15 the market for the licensing of recordedmusic to
16 satellite radio. So let's use that. We will be

17 talking about that a lot.
18 And so there is only one buyer in that
19 market, Sirius XM. Okay? You could ask whether the
20 rates that the record companieswould get would be

21 considerablyhigher if there were three or four.
22 Maybe before Sirius and XM merged, for example,

23 there were two.

I have not studied that question. I

25 don't actually know the answer to that question.
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1 But I guess I have gone so far as to say if the

2 concern is higher prices and that having an adverse

3 effect, higher prices in this market, having an.

4 adverseeffect on. the supply of music, I think that
5 that's when you look at the shareof revenuesto

6 record companiesthrough this channel.

JUDGE STRICKLER: But if we'e talking
8 about the one buyer with monopsonypower, we'e
9 talking about potentially, hypothetically is my

10 question, lower, lower prices, becausethe buyer has

11 that power to negotiate lower prices.
I mean, if we abstractedto the point

13 that there was no other streamingat all
14

15

THE WITNESS: Right.
JUDGE STRICKLER: -- other than

16 satellite, Sirius XM would really have terrific
17 buying power becausethere would be no

18 substitutability, right?
19 THE WITNESS: Well, certainly Sirius XM

20 has a certain degreeof bargainingpower becauseof

21 their size.
22 JUDGE STRICKLER: I am not asking about

23 bargainingpower. I am asking about market power.

THE WITNESS: Okay. So normally -- so I

25 don't see that they have market power because
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2 misspoke in my previous answer, but the question I

3 would ask is to distinguishbargainingpower from

4 monopsonypower, would be if Sirius XM can bargain

5 for a lower rate becausethey are the only satellite
6 service, will that lead to a reduction in the supply

7 of music? At least that's how I would pose the

8 monopsonypower question.
And to answer that question, you

10 immediately find that you want to know how important

11 is satellite radio as a revenuesource for the

12 record companies? And we have an exhibit on this
13 that it is -- I don't think that's restricted, I am

14 not sure -- but it is actually slide 8.

15 And it is, I will just say, you know, a

16 small shareof record company revenue. It is the

17 lowest -- it is the
18

19

MR. RICH: It is restricted.
THE WITNESS: It is restricted. It is

20 the dark red at the bottom. Okay.

21 So bargainingpower, yes. Monopsony

22 power, no, is what I'm trying to say.

23 JUDGE STRICKLER: Thank you.

24 BY MR. RICH:

25 Q. We were beginning to talk about searching
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1 for suitablebenchmarksreflecting conditions that
2 you look for in. a workably competitive market.

In general, what characteristicsdoes a

4 workably competitive market exhibit?
5 A. The key thing is

Q. Pardonme one second. I'm sorry to

7 interrupt my own question.
Judges, ProfessorShapiro addressesthe

9 monopsonyissue at page 37 of his written direct
10 testimony.

JUDGE STRICKLER: Thank you.

12 BY MR. RICH:

13 Q. Thank you. Pleasego ahead.

14 A. So the hallmark of a workably competitive

15 market is that the suppliersare offering better
16 terms, in particularprice, to the customersin
17 order to gain market share. And that's a vigorous,

18 meaningful activity that we see.

19 Q. Can a market be workably competitive even

20 if it is quite concentrated?

21 A. Yes, it can. be. Some people say, for
22 example, Boeing and Airbus competevery vigorously
23 to sell their planes to airlines, even though there
24 is only two of them. And that can happen.

25 Q. Is a market that is monopolizedor
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1 controlled by a cartel workably competitive?

2 A. No. It would not be. A cartel is
3 well or a monopoly, then we by definition don't have

4 the competition among suppliers that we need in

5 order to have competitionworking.

Q. Are you familiar with the concept of a

7 must-haveseller?
8 A. Yes, I am.

Q. And as you use that concept, what meaning

10 does it have?

11 A. To me I would use that term to mean that
12 the buyer in. questiondoes not have a commercially

13 viable businessor servicewithout the input of that
14 seller. Let me add for Judge Strickler, we could

15 imagine a must-havecustomer, if we flip things
16 around in the same way. And a must-havecustomer

17 would be one if the supplier can't get the business

18 of that customer, they are not going to be able to
19 have a viable business.
20 There was some discussion, for example,

21 in Comcast/TimeWarner Cable, whether if they

22 merged, they would have so many of the households,

23 they would become a must-havecustomer for certain
24 programming. So it can go in either direction.
25 And I don't think there is any serious
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1 questionthat record companiesdo not need Sirius XM

2 as a customer in order to have a viable business.

So that's anotherway to see the

4 differencebetweenbargainingpower and market

5 power, a must-havebuyer doesn'tapply here. We

6 would be talking, we 'e going to focus on must-have

7 sellersbecausethat is relevant in this situation.
8 Q. Let me ask you this. Can a market

9 featuring one or more must-haverecord companiesbe

10 workably competitive?

A. No, any market with one or more must-have

12 suppliers is not workably competitive simply because

13 each supplier just has so much power over the

14 customerby the definition of "must have."

15 Q. More specifically, what characteristics
16 must the music licensing market under examination

17 here have to meet the test of being workably

18 competitive?

19 A. Well, we have been talking about must

20 have. So for a music licensing market, any of the

21 ones we 'e going to talk about, to be workably

22 competitive, there have to be no must-have

23 suppliers, and the customersmust need to have the

24 ability to shift the music shareof what the -- the
25 play share, I will call it, in responseto
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1 differences in prices or royalty rates chargedby

2 the different suppliers.
So this is an ability to engage in

4 steering.
JUDGE STRICKLER: When you say the

6 customermust have the ability to steer, are you

7 talking about the potential to steeror the actual
8 exerciseof the ability to steer?

THE WITNESS: What I mean is that
10 let's describeit from the point of view of a record

11 company. The record company has to be of the view

12 that if they charge a higher rate than the others,
13 let's say, they will lose some play share. And if
14 they discount below the others, they will gain some

15 play share.
16 Now, that is going to require certainly
17 that the customer in questionhas the ability to
18 move play sharesor steer, but it is more than that.
19 It has to be that the -- that the -- there is an

20 incentive there as well in the sensethat it is
21 credible and believable that the customerwould

22 indeed move significant sharebasedon differences
23 in royalty rates.

JUDGE STRICKLER: Would you be concerned

25 if you saw evidence that there, in fact, was not
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1 steeringgoing on, even though there was the

2 incentive to steer?
THE WITNESS: Well, that raisesnaturally

4 the guestion if there is a significant difference in

5 royalty rates and no resulting steering, that the

6 customermight -- well, either not have the ability
7 or I think more preciselynot have sufficient
8 incentive and, therefore, the market might not be

9 workably competitive.
10 This element could be absent. And we

11 would probably see that going along with a lack of

12 price competition.
13 BY MR. RICH:

14 Q. Beginning at page 17 of your written
15 direct testimony, you discussthe pricing of

16 differentiatedproducts. Do you recall that?
17 A. Yes.

18 Q. And what are differentiatedproducts as

19 relevant to the issuespresentedhere?

20 A. It simply means that the product that one

21 supplier offers is not identical to that offered by

22 other suppliers. The alternative-- the other group

23 would be so-calledhomogeneousproducts, such as

24 maybe agricultural product or crude oil or

25 something.
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So it means the sellers are selling
2 products that are distinct and, therefore, customers

3 will differ in bow they like one product versus

4 another. And they won't entirely make their choices

5 basedon price. There will be other considerations.
6 Q. And is the recordedmusic industry one

7 that reflects the phenomenonof differentiated
8 products?

9 A. Yes. It is a great example. There are

10 many, many songs, and they are all distinct. And

11 we, as listeners, we value variety. So it also is
12 important that customers,whether it is end

13 customersor music services,want to have a wide

14 range of music to offer or listen to.
15 Q. Now, in this sectionof your testimony,

16 you refer to tbe Lerner equation. Can you tell tbe

17 Judgeswhat the Lerner equation is?
18 A. Tbe Lerner equation is the -- describes
19 tbe relationshipbetweenthree variables; the price
20 that a firm sets, which is the object of interest;
21 the marginal cost to that firm, that is the cost of,
22 associatedwith selling more of its product or

23 output; and then the price sensitivity of the

24 customer, which is capturedin elasticity of demand.

25 Q. So how does that equationactually use
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1 those variablesor what does it predict?
A. So the Lerner equation teachesus that a

3 firm will first will set its price above its
4 marginal cost -- a firm with a differentiated
5 product will set its price above marginal cost, and

6 we would call that a markup. And the equation

7 actually describesthe magnitudeof that markup and

8 statesthat that markup will be high if the customer

9 is not very sensitive to price. That is, if the

10 quantity of customerpurchasesdoes not vary greatly
11 or sensitivelywith the price.
12 Put that the other way, if you have a

13 customerwhose quantity of purchasingis very

14 sensitive to price, then the markup will be small.

15 To give an example, as one gasolinestationwith

16 other gasolinestationsvery nearby, they try to

17 chargemore than the prevailing rate. Customers

18 will drive a few blocks, buy somewhereelse. That

19 is a situation where customersare very sensitive to
20 price and we would expect very small margins. The

21 gas stationsare charging relatively little above

22 their cost, which would be normally what they pay

23 for the fuel for the wholesaler.
Alternatively a gas station, and we have

25 all experiencedthis, out in the middle of nowhere
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1 where there is no other gas stationsnearby, the

2 customerswill not be so sensitivebecausethey

3 can't drive -- there is no place to go, particularly
4 if they are low on fuel, and we would expect a

5 higher markup in those areas. And that is widely

6 observed.

7 Q. Is what you describeda sensitivity
8 measuredby what economistscall the elasticity of

9 input demand?

10 A. Yes. In general, the elasticity of

11 demand, in this casewe'e going to be talking about

12 the product being sold is music. The quantity is
13 how much music is being purchasedby the service and

14 listened to by its users, number of songs. And so

15 the elasticity is measuringthe sensitivity of the

16 quantity to the price.
17 Q. Why does one focus on -- why is the right
18 measureof the quantity of music being performed in
19 that analysis?
20 A. Well, wheneverwe'e talking about a firm

21 lowering its price, the -- well, the whole idea of

22 -- well, pricing is if a firm lowers its price, it
23 is going to sell more output. And so Lerner

24 equationsabout those relationships.
25 In this -- in the markets -- well, we'e
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1 going to talk about upstreammarkets for licensing
2 of music and downstreammarkets for music services.
3 We'e now talking or I'm talking about the upstream

4 market where the record companiesare selling.
And if they lower their royalty rate in a

6 workably competitive situation, the service in
7 questionwill play more of their music, steering.

And so playing more is about more songs

9 played on that service. So the units in which we'e
10 measuringquantity and the units in which the Lerner

11 Index applies to record companiesare number of

12 songs.

13 So we'e going to talk a lot about

14 steeringand opportunity costs, so the price is the
15 price per song often put in pro rata terms, but

16 comes down to price per song. Cost is the marginal

17 cost to the record company of having its songs

18 played more on the service. Elasticity relatesto
19 steering.
20 JUDGE BARNETT: ProfessorShapiro, I have

21 a questionfor you.

22 THE WITNESS: Yes.

JUDGE BARNETT: You talked about

24 differentiatedproductsand you said the music

25 industry is a perfect example. But let's just use
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THE WITNESS: Okay.

JUDGE BARNETT: It is not like Sony plays

4 only RGB or has licensed, to license only RGB and

5 Warner has only country and Universal has only

6 classical. They are must haves. They all have the

7 full gamut of music.

And so as far as choosing to steer, the

9 steeringpossibilitiesare greaterwhen one record

10 companyhas the full range of music to offer,
11 correct?
12

13

THE WITNESS: Okay.

JUDGE BARNETT: So I don't know how you

14 can say that the record labels offerings are
15 differentiated.
16 THE WITNESS: So, first, I think since
17 the -- in the, what we'e trying to do here is look

18 at negotiationsbetweena record company and Sirius
19 XM over the entire repertoireof the record company.

20 So the object we will be talking about

21 licensing is not one song; it is the whole

22 repertoire. So when I said: Oh, it is a

23 differentiatedmarket, all thesesongs are

24 different, that's true.
25 I think the more important concept for
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1 our discussionsis that the repertoiresthat each

2 label offers, Major or Indie, are also
3 differentiated. They have distinct artists and

4 songs. So they are big packagesof songs,

5 repertoires. And they are differentiated. And it
6 is still true that the Serviceswant, all the Majors

7 or need all of the Majors.

There would be less substitutionif you

9 had one record company that really had a very large
10 shareof all the jazz or some particular genre, then

11 there would be some additional issuesbecauseit
12 would be hard to steeraway from that specialist.
13 With the Majors, while they are must

14 have, becausethey are spreadin so many genres, it
15 does make steeringeasierthan if they were

16 specialistsand in different genres.
17 JUDGE BARNETT: Thanks.

18 BY MR. RICH:

19 Q. I may maybe ask a questionthat might or

20 might not follow on what the Chief Judgehad in
21 mind.

22 Is the fact that a market is
23 characterizedby differentiatedproductsmake it
24 incompatiblewith steering?
25 A. Absolutely not. If we go back to Web IV,
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