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P R 0 C E E D I N G S

4189

(PUBLIC SESSION)

CHIEF JUDGE BARNETT: Good morning.

Pleasebe seated.

Mr. Klaus, you were on your feet. I

8 mean, everyonewas on their feet, but you looked

MR. KLAUS: I was just the slowest to

10 sit down, Your Honor. So I didn't actually have

11 anything to say.

12 CHIEF JUDGE BARNETT: You looked

13 expectant.

MR. POMERANTZ: May I proceed, Your

15 Honor?

17

CHIEF JUDGE BARNETT: Yes, you may.

MR. POMERANTZ: Your Honor, I have one

18 issue to raise before Mr. Larson gets started.
19 Last week, Judge Stanton of the SouthernDistrict
20 of New York issueda ruling in the BMI/Pandora rate
21 court proceeding. It is not publicly available
22 yet. It is about 50 pages long. We have been

23 trying to get accessto it through Pandora'

24 counsel in this case and have, thus far, been

25 unsuccessful. We believe it may be relevant to
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1 issues that we would cross— examine witnesseson
4190

2 today, but we don' know for sure until we see the

3 opinion.

But, for example, Mr. Herring was a

5 witness by deposition in that case. Mr. McBride,

6 the next witness, testified about the very same

7 experiment that's at issue in this case, and I

8 we have talked to BMI's counsel. They have told us

9 that they can provide us with the decision under

10 the protective order in this case with simply

11 redacting third party, not -- not Pandora, not BMI

12 information, but like publishers'nformation,and

13 they were willing to do so, but we haven't yet been

14 able to get the concurrenceof -- of Pandora. So

15 we are, therefore, without the decision this
16 morning.

17 All I would requestat this point in

18 time is that we have the — — you know, preserveour

19 rights on that. We may ask to recall a witness.
20 And, obviously, we 'll ask permission to do that.
21 We may not need to do that. Our understandingis
22 that the decision will be made available publicly
23 later this week. Unfortunately, the three
24 witnessesfor Pandoraare testifying today and

25 that's why we were trying to get it before today.
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1 And I just wanted to, I guess, alert the panel that
2 we asked for this decision. We have not been able

3 to get it. And so if we come back to this issue
4 later on, I just wanted to make clear that we have

5 tried.
CHIEF JUDGE BARNETT: Mr. Pomerantz, in

7 general terms, what do you think the rate court
8 might have said that would be relevant to this
9 proceeding?

10 MR. POMERANTZ: It — — it may have been

11 critical of the music sales experiment that
12 Professor— — I'm sorry, that Dr. McBride will be

13 testifying about later today. It may be talking
14 about some of the same issuesas to convergenceor

15 other issues. There's a lot of similarities
16 between some of the issues that were being

17 litigated there and litigated here. There's also
18 differences. There's also differences.

And because,quite frankly, Mr. Rich

20 neither Mr. Rich nor I know what's in the decision,
21 it leaves us a little bit hamstrungas to know

22 whether it really is relevant to what's going on

23 here today. I was just hoping to know that before

24 we cross— examine thesewitnesses.

25 CHIEF JUDGE BARNETT: I just wanted to
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1 make sure that you weren' talking about anything

2 having to do with the rates themselves.

4192

MR. POMERANTZ: No, no, no, no. No,

4 no. Not the rates themselves.

CHIEF JUDGE BARNETT: Okay. Mr. Rich.

MR. RICH: Thank you.

If I may put a little further context

8 on this. That is a Federal District Court

9 proceedingunder the auspicesof the government

10 consentdecree regulating BMI, involving different
11 copyright rights, involving the value of the BMI

12 repertoire for the musical works performing rate.
13 A separaterecord -- separatecounsel. We are not

14 involved in that case. The decision was issued

15 under seal subject to a set of proceduresset forth
16 by Judge Stantonworking with outside counsel to

17 identify potentially redactedmaterial that will
18 work its way through in the ordinary course,

19 notwithstandingcounsel for BMI's characterization
20 of what could and could not be released. Our

21 understandingis it would have been entirely
22 inappropriateprivately to provide some, even if we

23 were in a position to, which we'e not, some

24 version prior to that processplaying out. It'
25 purely speculativeas to what, if any, relevance
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1 there would be to any witness appearinghere today.

2 I can't speculateto what I think. It's highly
3 unlikely and tangential.

4193

Needlessto say, if upon the public
5 releaseof that documentMr. Pomerantzfeels there
6 is some basis for having some further colloquy
7 about it as opposedto, perhaps,briefing its
8 consequencesin the post trial briefing, we would

9 be happy to discuss it at that time.

10 MR. POMERANTZ: That's fine, Your

11 Honor.

12

13

CHIEF JUDGE BARNETT: Thank you.

I do think, Mr. Pomerantz, it may be a

14 bit premature. I mean, even though we are not all
15 powerful, pleasebe reminded that we do have the
16 ability to call witnesseson our own if we feel
17 it's necessaryor -- and appropriate. It's not

18 somethingwe'e planning to do right now, either,
19 becausewe'e all operating in a vacuum.

20 So, if necessary,you can raise the

21 issue again later and we can deal with it in
22 that -- at that time in some appropriateway.

23

24

25

Good morning, Mr. Larson.

MR. LARSON: Good morning.

CHIEF JUDGE BARNETT: Mr. Herring, you
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1 remain under oath.

MR. LARSON: Yes. Thank you.

May I hand out some binders here?

CHIEF JUDGE BARNETT: Oh, good.

MR. LARSON: Wouldn ' be a day at CRB

6 without binders.

There are demonstrativesinside.
8 Tucked inside of the binders are a small set of

9 demonstratives,as well.

10 MICHAEL HERRING,

11 having been previously duly sworn, to tell the
12 truth, the whole truth, and nothing but the truth,
13 testified as follows:

14 DIRECT EXAMINATION BY COUNSEL FOR PANDORA

15 BY MR . LARSON:

17

18

Welcome back, Mr. Herring.

Thank you.

We'e here today to discussyour

19 written direct testimony; is that correct?
20 That's correct.
21 Q. Okay. And that appearsin the binder

22 in front of you, is the tab identified as Pandora

23 Exhibit 5007; is that right?
24 Yes.

25 Q ~ And can you just check for me on the
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1 last page that that's your signatureon the

2 exhibit?

4195

It is
MR. LARSON: Your Honor, we'd offer

5 PandoraExhibit 5007 into evidence.

MR. KLAUS: No objection, Your Honor.

CHIEF JUDGE BARNETT: 5007 is admitted.

(PandoraExhibit No. 5007 was admitted

9 into evidence.)

10 MR. LARSON: And we would also of fer
11 PandoraExhibits 5008 through 5015, which are also
12 in the binder, in evidence.

CHIEF JUDGE BARNETT: 5008 through

14 what?

MR. LARSON: 5015.

Yeah, 08 through 15.

CHIEF JUDGE BARNETT: 15, okay. Thank

18 you.

19 MR. KLAUS: And, I believe, Your Honor,

20 these were the exhibits to Mr. Herring's direct
21 testimony. We do object on hearsaygrounds to the

22 newspaperarticle that's attachedat 5011 and the

23 newspaperarticle that's attachedat 5013. No

24 objection to the documentscoming in as evidence of

25 what was stated in a newspaperarticle, but we do
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1 object to considerationof any of the statements

2 therein for their truth.

4196

MR. LARSON: Your Honor, we disclosed
4 theseexhibits to SoundExchangeon their objections
5 to the exhibit list that they sent to us. They did

6 not include a hearsayobjection. So we believe
7 that objection is moot.

CHIEF JUDGE BARNETT: The objection is
9 overruled. We will give whatever weight they are

10 due.

12

MR. LARSON: Thank you, Your Honor.

BY MR. LARSON:

13 Q. Mr. Herring, could you take a look at
14 Slide 1 on the demonstrativesin front of you?

15 Yes.

16 CHIEF JUDGE BARNETT: I 'm sorry.
17 Before you do that -- thank you, Judge Feder. 5008

18 through 5015 inclusive are admitted.

(PandoraExhibit Nos. 5008 and 5015

20 were admitted into evidence.)

21 BY MR . LARS ON:

22 Mr. Herring, do you recognizeSlide 1

23 as the topics covered in your written direct
24 testimony?

25 Yes.
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Q- Okay. And am I correct that you
4197

2 testified to a number of these topics when you were

3 here testifying about your written rebuttal
4 testimony?

Yes.

Q. Which topic on the slide will you be

7 f ocu sing on today?

The first bullet, the Pandora— Merlin

9 agreement.

10 Okay. Let ' talk about that .

Did there come a time when Pandora

12 decided to explore the feasibility of direct
13 licensing with record labels as an alternative to

14 securing rights to the statutory license?
15 Well, yes. And at that time, actually,
16 precededmy working at Pandorasometime in 2012,

17 but has been an initiative at Pandorasince the

18 you know, for my entire time at the company.

19 Q- And what was Pandora'srationale for
20 consideringdi rect li censing?

21 Well, we believed that we would like to

22 have better partnershipswith the music labels and

23 music publishersand we also believed that we could

24 do deals with the music labels specifically where

25 we provided terms that might create lower prices
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1 for the, you know, lower royalty rates for the

2 music that we played, and we were looking for a way

3 to introduce price differentiation into our

4 businessmodel.

4198

Q ~ When you say, "price differentiation,"
6 is that the price competition that you mention in

7 Paragraph23 of your testimony?

Yes.

Q- Were there any other sort of

10 relationshipbenefits or relationshipswith artists
11 and record labels that were part of your direct
12 licensing strategy?
13 Yes. We have a pretty broad strategy
14 to build closer relationshipswith the music

15 industry with both labels and publishers. And we

16 have several initiatives that we wanted to

17 experimentwith to roll out and test their
18 effectiveness,and we felt the best environment to

19 do that would be in a direct label — — in a direct
20 relationship.
21 JUDGE STRICKLER: In that regards, you

22 mentionedexperiments. I want to understandthe

23 time sequencingbecausewe'l hear later from Mr.

24 McBride with regard to experiments.

25 THE WITNESS: Yes.
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JUDGE STRICKLER: The experimentsthat
2 he's testifying to precededthe execution of the

3 Merlin agreement?

THE WITNESS: So I might have conflated
5 two conceptshere. So I was referring there to our

6 ability to use our platform to connect artists with

7 listeners. And, in that context, you know, create
8 value and benefits for the labels and artists, you

9 know, outside of just writing a royalty check. So

10 that's things like direct messagingand promoting

11 of tours and things that they can do on our

12 platform directly with listeners.
13 The experimentsyou'e talking about,

14 one set of those was done in 2013. The second set
15 was done in 2014, were ongoing when we actually
16 signed — — the second set was ongoing, maybe the

17 first section was done when we signed the deal with

18 Merlin.

JUDGE STRICKLER: Was there any

20 experimentundertakenbefore the Pandora— Merlin

21 agreementwas executed?

22 THE WITNESS: Yes. The steering
23 experimentswe did in 2013 were -- precededthe

24 Merlin agreement.

25 JUDGE STRICKLER: Precededand were
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1 completedbefore the execution of the Merlin

2 agreement?

4200

THE WITNESS: Yes. Before we even

4 startednegotiating.
BY MR. LARSON:

Q. That leads directly into the next

7 questions I have for you, Mr. Herring.

First of all, can you just explain just
9 what were the steeringexperiments,as you referred

10 to them?

So there'sreally two sets of them.

12 One set was in 2013 where we instructedour

13 engineersand data scientiststo -- to experiment

14 with overspinning indie labels at various levels
15 and measurethe effect on listening. So the number

16 of times listeners returned, how long they

17 listened, and whether there was a negative effect
18 on retention rates of listenersover a period of

19 time.

20

21

And why did you run those experiments?

Well, we wanted to see -- we believed
22 that our platform is promotional. We wanted to see

23 if we could overspin above the natural rate indie
24 labels as a way of incentivizing lower payments for
25 royalties.
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Okay. When you say, "overspin," what
4201

2 does it mean to steer towards a label or to

3 overspin them by, say, 40 percent? Can you just
4 explain.

Yeah. At a high level, it's just
6 the -- there'sa natural rate that we measurethat
7 a certain label's artists would spin on Pandoraand

8 that does vary somewhat, but it doesn'tvary a lot.
9 You know, outside of a new hit, a massivehit being

10 put into the system and being listened to a lot by

11 listeners is just relatively steady.

What we do is we take that natural rate
13 and let's say for just illustrative purposesa

14 label had representedone percent of our spins, if
15 we were to overspin by 40 percent, we would, you

16 know, put extra weight on that label's songs in the

17 algorithm such that they would spin 1 4 percent of

18 our spins would be made up by that overspin label.
JUDGE STRICKLER: You calculatean

20 actual rate basedon the label's natural rate, not

21 the art -- not an artist's natural rate?
22 THE WITNESS: We do it both ways. We

23 can do it both ways.

JUDGE STRICKLER: Which way did you do

25 it in the experiments?
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THE WITNESS: We did it by label.
BY MR . LARSON:

Q. Okay. And what -- looking just at the

4202

4 first set of steeringexperiments,what were the

5 results of that first set?

The first set demonstratedthat we

7 could overspin indie labels and we specifically
8 targetedindie labels in the first set in 2013.

CHIEF JUDGE BARNETT: Is any of this
10 restricted?

MR. LARSON: No. I believe we can stay
12 in public record.

CHIEF JUDGE BARNETT: Thank you.

THE WITNESS: So I'l be careful.
You know, as much as 40 to 80 percent.

16 So we -- there was a lot of leeway within to -- to

17 spin indie labels much higher than their natural
18 rate.
19

20

BY MR. LARSON:

And how did the secondset of steering
21 experimentsdiffer from the first?
22 A. The secondset was set up to

23 specifically measureour ability to over and under

24 spin major labels by as much as 30 percent.
25 Okay. So returning, again, to the
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1 first steeringexperiments,did Pandorabegin

2 approachingrecord labels to attempt to negotiate
3 direct licensesafter that first set of steering
4 experiments?

4203

Well, we'e always been having

6 conversationswith record labels, both majors and

7 indies. But we got more serious about potential
8 terms, specifically with indie labels following

9 those steeringexperimentswhere we were confident
10 we could deliver on proposedterms.

Q. Okay. And how did you decide who to

12 approach?

13 Well, you know, Pandora is about 35

14 percentof our spins generally are by indie labels
15 or not the three major labels, and so we have a

16 natural propensity to be attractive to the indie
17 labels. Indie labels view Pandorapositively and

18 seemedmore predisposedto do a direct deal and

19 to -- and to value the additional exposureon

20 Pandora. We just did -- although we had lots of

21 conversationswith the majors, that didn't seem

22 you know didn't seem to be taking it seriously.
23 Their offers involved adding additional services
24 like me to on— demand services to compete with

25 Spotify, et cetera, which we weren't — — was not on

(866)448 - DEPO www.CapitalReportingCompany.corn  2015



CapitalReportingCompany
Day 16 In Re: Determinationof RoyaltyRates(Public) 05-18-2015

1 our strategic roadmap.
4204

So, how did you decide to approach

3 Merlin as opposedto other independentlabels?
Well, there's thousandsof indie labels

5 and one of the advantagesMerlin gave to Pandora

6 was the ability to negotiatewith a single entity
7 and agree on a set of terms that then could be

8 adoptedby thousandsof their member labels. So

9 and that was an opportunity to do a lot of deals
10 with smaller labels all at once, rather than going

11 one by one through indie labels.
12 Q ~ And just so the record is clear, can

13 you explain in a general level who Merlin is or

14 what Merlin is?
15 Yes.

16 Merlin, generally, is a consortium that
17 negotiatesor that prosecutescopyright violations
18 on behalf of their membershipas well as negotiates
19 licenseson be -- on, you know -- on behalf of

20 their membershipthat have to be opted in by the
21 members. So they will negotiatea set of terms

22 with say YouTube or Pandora, and then their members

23 can then, you know, voluntarily agree to operate
24 under those terms or not.

25 Q ~ Okay. And did Pandoramake the first
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1 sort of of fer proposal in the Merlin negotiations?
4205

Q.

We did, yes .

And how did you arrive at the rate that
4 you initially proposedto Merlin?

Well, with a little bit of art and

6 science. Our original proposal was a unitary rate
7 of .0011, and that is a combination of, you know,

8 experienceand looking at our businessmodel and

9 finding a balancebetweenwhat we thought was a

10 rate that we could thrive as a business,we could

11 still have the right investment levels basedupon

12 our monetizationpotential, and also pay a fair
13 royalty back to the copyright. holders.

JUDGE STRICKLER: So the .0011 was

15 initially proposedby Pandora to Merlin?

THE WITNESS: Yes.

BY MR. LARSON:

18 What role, if any, did the

19

20

CHIEF JUDGE BARNETT: I 'm sorry.
Mr. Herring, I'm curious, if you know,

21 did you propose this per— play rate becausethat was

22 what was extent under the CRB rules, or did you

23 consider other rate structuresand then divide that
24 the per play rate was the better of the others?
25 THE WITNESS: So you mean as a
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1 structureversus a percent of revenue?
4206

CHIEF JUDGE BURNETT: Correct.

THE WITNESS: Okay. Becauseit's a

4 different rate, obviously, than what the per—play
5 rates were. There was a couple reasonswhy we went

6 per play versus percentageof revenue. In general,
7 it's becausethe percentageof revenue thresholds
8 that we thought were fair and appropriatewe

9 wouldn't be — — you know, be hitting any time, you

10 know, as a — — would have alreadybeen a big drop in

11 the existing revenue that we would have paid to the

12 labels. We didn't think that -- at the time, I

13 mean in late 2013 or early 2014, you know, we'e
14 paying 55 percent of revenue or so basedupon on

15 the Pureplay rate at the time, and that wasn'

16 something that we would have agreed to and so that
17 -- so the percent of revenueswe thought were

18 appropriatewould have been impossible at the time

19 for Merlin to agree to, or, you know, would have

20 not been palatable.
21 When we looked at the Pureplay rate,
22 we'e okay with Pureplay rates in the context of

23 it's a very defined cost and so that, you know, the

24 monetizationbecomesmy problem. Right? I'm just
25 pay ing the fee to them, but it's also my
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1 opportunity. So as Pandoracan drive its own

2 monetization, that's how we'e been able to drive

3 our gross profit up becausewe have, potentially, a

4 fixed rate on a per song basis.

4207

JUDGE STRICKLER: At the time that you

6 proposedthe .0011 per-play fee, did you have an

7 understandingof what you thought that would

8 equilibrate to in terms of percentageof revenue

9 for Pandoraon a pro rata basis for the Merlin

10 THE WITNESS: Yes.

JUDGE STRICKLER: — — labels that would

12 sign on. I realize there'sa lot of moving parts
13 to it.

THE WITNESS: So you mean in a vacuum,

15 or if there was, you know, a hundred percent of

16 our

17 JUDGE STRICKLER: What was your

18 projection?

THE WITNESS: So at the time we made

20 the initial proposal, I believe the rates we were

21 paying were .0012, so it wouldn't have been a

22 significant decreaseoff the ad rate. But we did

23 propose a unitary rate.
JUDGE STRICKLER: Well, what did you

25 think that would result in in terms of percentage
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1 of revenue?
4208

THE WITNESS: Yeah.

It probably would have been slightly
4 below -- if we were 55 percent, it would have been

5 like, you know, 52 percent of revenue, and that'
6 my approximateguess. We did the analysis, but the

7 point-in-time analysis isn't as important as how it
8 works over time when we do these sorts of deals.
9 So it's about projecting where we think our

10 monetizationcould go and whether that and how that
11 per—play rate impact our ability to invest and grow

12 the business.

13 CHIEF JUDGE BARNETT: I have another

14 questi on .

15

16

THE WITNESS: Sure.

CHIEF JUDGE BURNETT: Did you think
17 Merlin just wouldn ' go for the percentageof

18 revenue rate becauseof the shock factor, or was it
19 really substantiallydifferent from what you would

20 be paying them per play?

21 THE WITNESS: The percent of revenue

22 rate historically, at least from our perspective,
23 plays a different role. So the Pureplay rate
24 ensuresthat the labels get paid something as our

25 model develops, maybe is the best way of putting
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1 that. If it was just a percentageof revenue

2 basis, we would be accusedof not driving revenue

3 high up . We still get accusedof that, but

4 generally speaking, that — — becausethere'sa

4209

5 pure — — per-play rate — — sorry — — that that
6 protects against that. Right? That monetization

7 is important.

On a -- we believe that long-term

9 percent of revenue actually aligns our interest a

10 lot more directly. It's actually one of the

11 reasonswhen Merlin proposedthe 25 percent floor
12 as a percent of revenue, we were okay with that
13 level. Even though we didn't think during the term

14 of this agreement,at least in the first two years,
15 likely in the next two years we would achieve a

16 moment where we would be paying on the percent of

17 revenuebasis, we thought 25 percent of revenuewas

18 a, you know, an appropriatelevel of revenue share

19 that where we could still invest aggressivelyand,

20 you know, earn a return on our investment to pay

21 off -- pay for the investing we made historically,
22 but also pay a reasonableroyalty to the copyright
23 holders and let them share in the upside.

Now, one of the problems with the

25 per— play rate is that if we — — if I'm monetizing at
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1 $200 revenueper thousandhours, you know, all that
2 upside accruesmaybe to us, and I would say it
3 sounds great for Pandorabut in a world where we'e
4 partners, that's not a great outcome. So it
5 protects them in the event that there'ssignificant
6 upside on the revenue side and so they get to
7 participate in that revenueupside.

4210

So finding that's part of the win-win

9 in thesenegotiations. We startedin one place
10 that worked for us economically. We got there
11 eventually through a lot of give and take, but also
12 by adding things that made it: a win-win on both

13 sides of the table.
BY MR . LARSON:

15 Q. A couple of follow-up questions, if I

16 could on that, Mr. Herring.

First of all, in the answers that you

18 were giving in the colloquy with the judges, a

19 number of times I think you referred to Pureplay

20 rates. I just want to be clear for the transcript,
21 is that — — you'e referring to Pureplay rates or

22 per-play rates?
23 I was referring to the per-play rates
24 structure, not -- not the Pureplay rates that we

25 operateunder.

(866)448 - DEPO www.CapitalReportingCompany.corn  2015



CapitalReportingCompany
Day 16 In Re: Determinationof RoyaltyRates(Public) 05-18-2015

JUDGE STRICKLER: You used the word
4211

2 "pure" to distinguish it from the greater— of

3 formula? That's your use of the word "pure"?

THE WITNESS: No. I meant per play
5 meaning just a cost per play song, not — — no

6 referenceto the -- to the settlementrates.
BY MR. LARSON:

Q. And another follow — up question, I think
9 you said that the per—play rates you initially

10 proposedwould have resulted in a paying — — Pandora

11 paying a percentageof revenue somewherein the

12 neighborhoodof 50 percent; is that right?
13 I think at — — in the moment that we

14 proposedit, that would have been correct.
15 Q. And how would that — — according to your

16 proj ections of monetizationand the like, how would

17 that percent of revenue change over time in those

18 per— play rates?
19 A. Well, I mean, that percent of revenue

20 would have dropped alongsideour ability to drive
21 monetization. So in that same time over the period
22 of being front to late 2013 to now, our

23 monetization increasedsignificantly where our

24 percent of revenuepaid today is in the 40s. If we

25 were, you know, paying it at a — — at the .0011 cent
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1 per play — — per— play rate, you know, that would be

2 probably closer to 40 percent.

4212

3 Q. Okay. And where do your proj ections
4 show that rate going out over the next couple of

5 years? In other words, would it drop below 40

6 percent?

Yeah. Well, I mean, we intend to

8 continue to invest in our monetization levels, you

9 know. If it remainedat .0011 for the — — you know,

10 for the next few years, we certainly would approach

11 25 percent of revenue in terms of label payments.

12 JUDGE STRICKLER: Now we'e talking
13 about just Merlin?

THE WITNESS: If that -- if that was

15 the rate that we paid overall. Just Merlin.

16 BecauseMerlin is a little over 6 percent of our

17 spins, that rate by itself doesn'tmove. You know,

18 it's not enough to make a material difference to

19 the percentageof revenue. You know, maybe a

20 hundredbasis points of 150 basis points, but not

21 5, 6 percentagepoints.
22 BY MR . LARS ON:

23 Q. What role, i f any, did the upcoming Web

24 IV proceedingplay in Pandora'sdecision to seek

25 direct licenses?
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Well, you know, any direct license we

4213

2 do would be, you know, in a — — it would be

3 generally known by both sides, could potentially be

4 served as a benchmark in theseprocesses. But our

5 initiative is to drive direct licensing as part of

6 a much broader strategy that involves a lot more

7 than just even domestic rates, but also our ability
8 to have non-DMCA compliance featuresand

9 functionality within — — within our service to
10 expanding internationalmarkets, you know, overseas

11 and other markets. There is no equivalent of these
12 statutory rates.
13 So if we want to expand outside of the
14 United States, which is a clearly statedgoal of

15 the business,we would need to do direct deals and

16 work closely with label partners. So establishing
17 direct label relationshipsnow and establishing
18 that partnershipis important part of our long— term

19 strategy.
20 Q. Were you involved personally in the

21 negotiationof the Merlin license?
22 A. Yes.

23 Q. Okay. And over what period of time was

24 that license or agreementnegotiated?

25 I think the initial fall of 2013,
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1 November or so of 2013, maybe December through the

2 signing of August 2014 .

4214

Q. Okay. And how would you generally
4 describe the nature of the negotiations, their
5 tenor?

So they were constructive. I think
7 they -- there was definitely a lot of back and

8 forth. You know, both sides had very specific
9 ideas about the -- what they were wanting to get

10 out of the agreement,and certainly on the Merlin

11 side they had lots of constituentsto represent,
12 and, you know, I'm assumingthere was a lot of back

13 and forth even within Merlin to understand-- make

14 sure we got to terms that everybody was comfortable

15 with.

16 JUDGE STRICKLER: Were you the lead
17 negotiator?

18 NR. LARSON: Chris Harrison was

19 probably more the lead on the day— to-day basis, but
20 in terms of determiningwhat terms we would accept
21 and not accept I was the lead from Pandora.

JUDGE STRICKLER: And by terms, you

23 mean rates and terms?

THE WITNESS: Rates and all the terms

25 of the agreement,yes.
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Q-

BY MR. LARSON:

Was Pandora'sability to steer towards

4215

3 Merlin a part of the negotiations?
A. Yes. It was central to -- central to

5 the negotiations. Once we moved into a discussion
6 off of a single unitary rate, our ability to steer
7 was the way Pandoraaccomplishedits economic

8 objectives under the deal. It also was the

9 mechanismwith which Merlin accomplishedits
10 objectives under the deal.

JUDGE STRICKLER: You said a moment ago

12 in responseto one of my questionsthat the

13 steeringagreementsprecededthe Merlin

14 negotiations,correct?
15 THE WITNESS: The steeringexperiments

16 did, yes.

17

18

JUDGE STRICKLER: Steering experiments.

So, did you go into negotiationswith

19 the goal of having steering in the contract?
20 THE WITNESS: We went into the

21 negotiationshaving -- knowing that if we were able
22 to get pricing that was below what the statutory
23 rates were or how we were paying everybody else, we

24 could use steering to bring our overall costs down.

25 So if we had gotten just a single unitary rate, we
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1 would have then used steering to optimize our own

2 internal cost structureby steering to a

3 lower-priced offering. It became a term of the

4 deal only after they, you know, were looking for a

5 headline rate that was higher than the economic

6 rate.

4216

JUDGE STRICKLER: Correct me if I'm

8 wrong, you said that originally you proposedthe

9 .0011, you meaning Pandora, correct?
10 THE WITNESS: Yes.

JUDGE STRICKLER: So when you proposed

12 the .0011, it was without any steering, whatsoever?

THE WITNESS: Well, it was with the

14 understandingthat our pitch was is if you give us

15 a lower rate, we will spin you more.

16 JUDGE STRICKLER: Let's go back to the

17 number itself. When you proposedthe .0011

18

19

THE WITNESS: Yes.

JUDGE STRICKLER: — — did you say

20 everyonewould introduce the steering term, as

21 well, or you just said -- in other words, you said,
22 here's the rate we proposeand if Merlin had said
23 deal on that rate, it would have been no steering
24 in the agreement?

25 THE WITNESS: My recollection is the
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1 pitch is this is the rate we propose. If you give

2 us this rate, we will spin you -- we will have an

3 economic incentive to play your music more so that
4 you will get a defined benefit from it. Meaning

5 greaterexposureand promotion across Pandora's80

6 million users.

4217

JUDGE STRICKLER: Did you indicate you

8 were going to put that in the contract, or you were

9 just saying it will give us an economic incentive
10 to do so; we won't make it an obligation to do so?

THE WITNESS: I have to admit 1 don'

12 rememberwhat was in the original proposal, and

13 whether there was a commitment or not to it. It
14 quickly became a commitment.

15 JUDGE STRICKLER: I guessmy more

16 important point that I'm trying to pointe out about

17 is when you went into the negotiationsright from

18 the get-go, did you want to have a steering term in

19 there? Not whether you had the economic benefit of

20 steering, but whether you wanted an economic

21 whether you wanted a contractual term to dictate
22 steering?
23 THE WITNESS: I honestly don'

24 remember. If in the first pitch -- within the

25 second round of term sheets, it was a defined term
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1 that we were committing to. I don't remember,

2 honestly, if it was an actual in our initial term

3 sheetwhether that was a commitment or not, I would

4 have to say.

4218

JUDGE STRICKLER: Thank you.

BY MR. LARSON:

Q ~ Mr. Herring, shifting gears just
8 slightly, have you had a chance to review the

9 public version of Mr. Lexton's written rebuttal
10 testimony?

Yes.

12 Q ~ Okay. And who is Mr. Lexton?

13 A. He is in charge of businessaffairs and

14 the lead negotiator for Merlin.

15 Q ~ Now, Mr. Lexton testifies that one of

16 Merlin's objectives in its negotiationswith

17 Pandorawas, quote, "to try to obtain as much value

18 as it could for its members that Pandoraotherwise

19 would not provide."

20 Is that consistentwith your

21 understandingof what Merlin was seeking in the
22 negotiations?
23 Yes.

Q ~ Okay. And have you had the chance to

25 review Mr. Van Arman written rebuttal testimony?
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Yes.
4219

Q. And Mr. Van Arman, has his company

3 opted into the Merlin deal?

4 A. Yes.

Q. And Mr. Van Arman testifies that
6 Merlin, quote, "saw the appeal of gaining a first
7 mover or direct license advantage,particularly in

8 an environmentwhere independentrecord companies

9 are typically not afforded the first opportunity to

10 take advantageof such a term."

Is that consistentwith your

12 understandingof what Merlin was seeking in the

13 negotiations?
14 A. Yes, it is .

15 Q ~ And just one more, do you understand

16 that Beggars Group has opted into the Merlin

17 agreement?

18 Yes.

So Mr. Wheeler of Beggars Group claims

20 in his rebuttal testimony that the Merlin agreement

21 is not the result of free market negotiations;but,
22 rather, the result of an opportunity to experiment

23 with direct licensing under the statutory rates.
Do you agree with that statement?

25 No.
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Q. Why not?

Nothing in this agreementfeels like an

4220

3 experiment. It was an agreementthat involved not

4 some small portion of their music or one or two

5 artists, but their entire catalog; a significant
6 amount of time, a two— year time frame with two

7 additional years tapped on to that. It involved,

8 you know, significant economic terms and also
9 promotional benefits in terms of additional

10 exposureon our platform. You know, it felt like
11 an arm's length negotiation for -- and a real
12 agreementto Pandoraand certainly to Merlin, at
13 least the best we could tell. It certainly didn'

14 feel like any kind of experiment.

18

19

Q.

BY MR . LARSON:

Mr . Wheeler' quote and

JUDGE FEDER: Excuse me, Counsel.

MR. LARSON: Yes.

JUDGE FEDER: You said two years taxed

20 on. Is that an option or has it been definitively
21 been extendedto be an additional two years?

22 THE WITNESS: You know, there's -- each

23 year is an option. The first year is at Merlin's
24 option and the secondyear is at mutual option. We

25 both need to agree.
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JUDGE FEDER: And I don ' know i f this
4221

2 gets into restricted information, let me know if it
3 does, but how many of the indie labels have

4 actually opted into the Merlin agreement?

THE WITNESS: So there'sabout 15,000

6 labels of which about a third of which are

7 currently in our system. So some of these labels
8 have one artist. These are lots of very small

JUDGE FEDER: So a third just gross

10 numbers or a third of repertoire?
THE WITNESS: No. A third in terms of

12 gross numbers. I think it's — — it's -- I don'

13 know the exact total size of those 15 000. My

14 guess is that it', you know, well north of 50

15 percentof the repertoire. The largest labels are

16 the ones that have opted in.
17

18

JUDGE FEDER: Thank you.

BY MR . LARSON:

19 Q ~ Why don't we turn now to the second

20 slide of your

21 JUDGE STRICKLER: Just before you do

22 that, since you talked about who opted in and who

23 did not opt in, the structureof the contract
24 this may have come up previously and I don't recall
25 the answer.
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Did a late Merlin label have to
4222

2 affirmatively opt in or affirmatively have to opt

3 out?

THE WITNESS: So it's my understanding

5 that the answer is both situationsexisted. That

6 there is two different levels of membershipsor

7 types of members within Merlin, and there'sa

8 population of labels where Merlin can negotiateon

9 behalf of those labels and those labels have to opt

10 out if they don't want to accept the terms. And of

11 that population, it's our understandingthat
12 greater than 90 percent of those labels did not opt

13 out. And that's the labels we talked — — you know,

14 we'l talk about. They'e the larger labels that
15 we'e already brought up are in that sort of core

16 group. Then there'sa much larger group of smaller
17 labels that aren't automatically opted in but can

18 opt in voluntarily later if they choose to do so.

19 BY MR . LARS ON:

20 I just want to clarify one thing you

21 said in responseto Judge Feder' question. First,
22 you mentioned 15,000 labels in your answer.

23 Are those 15,000 labels who are, in

24 fact, now coveredby the Merlin license?
25 Yes.
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Q. Okay. And then I think you said a
4223

2 third of those are in your system or something to

3 that effect?
Yes.

Can you explain what you mean by that?
So if in — — a lot of this music isn'

7 already on Pandora. Pandora, becausewe'e not an

8 on-demandservice we don't have to have every song

9 that exists. You will hear other on— demand

10 you'l hear on-demandservicesclaim to have 30

11 million or 35 million songs. You know, we probably

12 have around 2 million, maybe somethingnorth of 2

13 million songs on our databasethat we use. We like
14 to say we have the 2 million songs that matter,
15 that people want to hear. It doesn'tmean that
16 somebodydoesn'twant to hear song number 15

17 million. It's just economically we don't need that
18 to play a lean—back service.

In this context, we are ingesting a lot
20 of music that we hadn't previously ingestedbecause

21 we'e only focused on the 2 million. But as a

22 as part of our work with Merlin, we'e been

23 ingesting a lot of music we previously hadn'

24 ingestedand some labels that we previously hadn'

25 worked with.
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JUDGE STRICKLER: So 15, 000 labels
4224

2 opted into the contract or were automaticallyopted

3 in, as far as you know?

THE WITNESS: That's my understanding.

JUDGE STRICKLER: How many either opted

6 out or otherwise are not in?

THE WITNESS: I don't know the answer

8 to that question. I don't know how many is in the

9 greateruniverse. I think it's like 20,000, but I

10 don'

JUDGE STRICKLER: You think 20,000 is
12 the total universe or

13

14

THE WITNESS: Total universe, yes.

JUDGE STRICKLER: You think 15,000 out

15 of 20,000 opted in?

17

THE WITNESS: That's my understanding.

BY MR. LARSON:

18 Let's turn to the next slide of your

19 deck, if we could, Mr. Herring. And becausesome

20 of this material is restricted, I'l ask you not to

21 state the numbers out loud, if you can, if you'e
22 capableof doing it that way.

23 Does this slide reflect the main

24 financial terms to which the parties agreed?

25 It does.
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Q. All right. And can you just walk us
4225

2 through those basic terms?

A. So the royalty that we pay is a

4 greater-ofstructurebetweenpercentof revenue of

5 a proratedMerlin share -- proratedMerlin share of

6 our percent of revenueor a headlineper-play rate
7 that has various discounts that can be applied to

8 it. One rate for advertisingsupportedservice and

9 another rate for subscriptionservice.
10 Q. And what are those discounts, if you

11 would?

12 So we don't pay additional fees if we

13 steermember Merlin tracks up to about

14 12-and— a—half percent above their natural
15 performancerate. If we steer about that, we are
16 paying the sort of effective rate of 12-and-a-half

17 percent.
18 MR. KLAUS: Your Honor, I believe this
19 is -- I believe this is confidential information,

20 the percentagesthat are being discussedhere in

21 terms of the spinning. I think that's been

22 designatedas confidential and restrictedby the

23 order.

24 MR. LARSON: Well -- so you'e — — on

25 Merlin's behalf, you'e making the objection?
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MR. KLAUS: No, we'e not -- we'e
4226

2 making — — this has been designatedby restricted
3 and restrictedby at least one party who'

4 submitted something to the proceeding. I'm not

5 sure that Pandoracan -- they'enot -- they'enot

6 here to say anything. I'm not sure that Pandora

7 can -- it's appropriatefor it to waive the

8 restricted information of someoneelse who'

9 designatedas well.

10 MR. LARSON: We 'e happy to go to

11 restrictedsession. We thought we could do it at
12 this level and stay on the public record, but to be

13 safe we can go to restricted.
14 CHIEF JUDGE BARNETT: Are you going to

15 have additional restrictedquestions?

MR. LARSON: The next couple of slides
17 I think will be.

18 CHIEF JUDGE BARNETT: Okay. Ladies and

19 gentlemen, if you are in the hearing room and you

20 have not signed a nondisclosurecertificate, please
21 wait outside a couple of minutes.

22

23

(THIS ENDS PUBLIC SESSION)

(RESTRICTED SESSION BOUND SEPARATELY)

25
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(THIS BEGINS PUBLIC SESSION)

2 STEPHAN D. MCBRIDE,

3 being first duly sworn, to tell the truth, the

4 whole truth and nothing but the truth, testified as

5 follows:

MR. MARKS: Good morning, Your Honors

7 We'e preparedsome demonstrativesthat we'l be

8 using during Dr. McBride's direct examination. We

9 have them on the screenand I believe you also have

10 been given copies of printouts, so whatever you

11 find more convenient. May I proceed?

12

13

CHIEF JUDGE BARNETT: Yes, please.
DIRECT EXAMINATION BY COUNSEL FOR SOUNDEXCHANGE

BY MR . MARKS:

15 Q. Dr. McBride, will you pleasestate your

16 full name for the record.

17

18

StephanDouglas McBride.

Where do you work?

Pandora.

20 What is your job title?
21 Senior scientist, economics

22

23

Q

How long have you worked for Pandora?

Just over a year.

Would you please identify for the

25 Judgesany undergraduateand graduatedegreesthat
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1 you have.
4325

Yes. I hold a Bachelor of Arts Honors

3 in economics from Simon Fraser University in

4 Canada. I hold a Master of Arts in economics from

5 Queen'sUniversity also in Canada. I hold a

6 Masters of Study in Law from Yale Law School and I

7 hold a doctor in economics from Stanford

8 University.

Q. And do you have any peer— reviewed

10 publications in scholarly journals?
I do.

12 Q. Before joining Pandora, what type of

13 work did you do?

15

16

Q-

I worked as a professionaleconomist.

Where did you do that?
For the six previous years, I worked at

17 Analysis Group, an economic consulting firm, where

18 — — for clients, I undertook numerous analyses,
19 economic analyses,where I designedand executed

20 and analyzednumerous analyses.
21 Q. What type of work do you do at Pandora

22 now?

23 Similar work. I am taskedwith

24 designing, executing and analyzing analyses,
25 including experimentalanalyses.
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Q. Dr. McBride, did you preparewritten
4326

2 direct testimony in connectionwith this
3 proceeding?

Yes, I did.

Q. I place before you in the white binder

6 on your desk, a document that has been marked for
7 identification as PandoraExhibit 5020.

Q.

Okay.

Do you recognize this document?

I clo.

What is it.?

lt "s the testimony 1 submitted in this
13 mat.ter.

If you could please turn to the last
15 page before the appendices.

16 A. I 'm there.

Q. Is that your signature'?

And are the attachedfigures, tables
20 and appendicesmaterials that you referencedin

21 your written testimony?

22 Yes.

23 MR. MARKS: I offer PandoraExhibit

24 5020 into evidence.

25 MR. CHOUDHURY: No objection.
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CHIEF JUDGE BARNETT: 5020 is admitted.
4327

(PandoraExhibit 5020 was admitted into
3 evidence.)

BY MR. MARKS:

Dr. McBride, do you work with any

6 particular group or team at Pandora?

I do.

Q ~ What is that team called?

I work within the science team. It is
10 a group of now around 20 researcherswho are tasked

11 with designing, executing and analyzing research,
12 primarily using controlled experimentsto

13 understandthe relationshipsand the causal

14 relationshipsbetween featuresand aspectsof our

15 service.
16 Q. And your written direct testimony uses

17 the term gold standardin referenceto Pandora'

18 experimentalresearch.

Could you pleaseexplain what the gold

20 standardrequires?

21 Yes. The gold standardrequires three
22 things: Randomized, controlled and blind.
23 Q ~ And what does it mean for an experiment

24 to be randomizedand why is that important to your

25 work?
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An experiment is where the researcher
4328

2 modifies the experienceof users and — — with

3 randomized, exactly who gets that modified

4 experience, listening, a modified experienceon

5 Pandora'sservice is randomizedso we are able to

6 balanceall of the unobservabledistinctions
7 betweenpeople on our service so that half are in a

8 treatmentgroup and half are not in a treatment

9 group.

10 What does it mean for an experiment to

11 be controlled and why is that important to your

12 work?

13 A. Controlled means you randomize some

14 into treatmentand some -- those not into
15 treatment, into controlled, and that allows you to

16 compare for randomly selectedor assigned

17 individuals, the experiencebetween those who have

18 a slightly modified experienceentirely causedby

19 the researcher,and those in the control who have

20 no difference, and that allows you to compare

21 treatmentto control, so that you have a

22 counterfactualestimateof what would otherwise

23 have occurred absentonly the treatment introduced

24 by the researcher.
25 Q. What does it mean for an experiment to
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1 be blind and why is that important to you?

2 A. The final prong, blind, means that any

3 individual who is in the experiment is unaware of

4 whether or not they are in a treatmentgroup or

5 control. It's important becauseif individuals are

6 aware that they are in an experimentand know which

7 arm they are on, they can modify their behavior in

8 ways that would hamper the inference, the causal

9 inference that gold standardexperimentalresearch
10 allows.

4329

Q ~ Are you familiar with Pandora'sAB

12 f ramework for conducting experiments?

13

Q ~

Yes, I am.

What is the AB framework?

15 A. The AB framework is Pandora'sinternal
16 name for the architecturethat modifies our base

17 code, that allows us to produce gold standard

18 research. The randomizedcontrolled is blind by

19 randomly assigningsome of our listeners to a

20 treatmentgroup that have a modified listening
21 experiencingand the controlled group that allows

22 the counterfactualcomparisonfor causal analysis.
23 Q ~ Have you conductedany sets of

24 experimentsin connectionwith this proceeding?

25 Yes, I have
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Q- So could you just briefly identify what
4330

2 sets of experimentsthat you conductedin

3 connectionwith this proceeding?

Yes. Two sets of experiments. What I

5 refer to as the steeringexperimentsand also the

6 secondset are what I refer to as the music sales
7 experiments.

Q ~ Let's start with the steering
9 experiments.

10 What questionswere you attempting to

11 answer with that research?

12 That researchtried to analyze the

13 effect of changing or modifying the spins of

14 listeners in treatmentgroup basedon the ownership

15 of those sound recordings.
16 Q ~ Did ProfessorShapiro have a role in

17 designing the steeringexperiments?

18

19

20

Yes, he did.

What was ProfessorShapiro'srole?
ProfessorShapiro provided us detailed

21 instructions on the implementationand design of

22 this set of experiments.

23 Q ~ And what was your role?

A. My role was to take those instructions
25 and implement them in the AB framework and then
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1 report back the requestedresults to Professor

2 Shapiro.

4331

Go to the next slide.
If you could pleasedescribe for the

5 judges in general terms what Dr. Shapiro askedyou

6 to do.

For design, he asked that we use AB

8 framework so that we use Pandora'snormal

9 experimentalprocedures. For the experimentand

10 manipulation, the researchermodified experience,
11 what we did was we changedthe share of spins
12 available for an outcome that would be available to
13 the listeners in the treatmentgroups basedon the
14 ownership of those sound recordingsand then get
15 four specific requestsin deflection for steering,
16 changing the spin share.

He asked for negative 30 percent,
18 negative 15 percent, plus 15 and plus 30, so four

19 treatmentobjectives for the spin sharedeflection.
20 JUDGE STRICKLER: Do you know how

21 Dr. Shapiro selectedthe four, negative — — minus

22 15, minus 30 and plus 15 and plus 30?

23 THE WITNESS: I don', Your Honor.

JUDGE STRICKLER: I guesswe will have

25 to ask him.
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THE WITNESS: And then he applied — — he
4332

2 requestedat the directions -- ProfessorShapiro

3 requestedthat those four treatmentsor steering
4 targetsbe applied to the three maj or ownership

5 groups, UMG, which -- Universal, Sony and then

6 Warner Music Group or Warner.

BY MR. MARKS:

And what was the time frame of the

9 steeringexperiments?

They ran from June 4, 2014 through

11 September3, 2014.

12 Q. And are additional details of your

13 methodologyset forth in your written direct
14 testimony?

15

17

Yes, they are.

Turn to the next. slide.
Is this slide, Figure 1, from your

18 written direct testimony?

19 Yes, it is
20 Q- What does this show?

21 This figure shows the di f f erence

22 between the actual spin share in each of the 12

23 treatmentgroups versus control. So the previous

24 slide mentioned that ProfessorShapiro directed us

25 to modify the spin shareby plus 30, plus 15, which
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1 are the values -- I'm sorry, Your Honor, the left Y

2 axis label is not showing there but the left — — the

3 Y axis is the change in spins by music groups, so

4 the steeringquantity in percentageterms or

5 percentagepoint terms, and then -- so the

6 30 percentageterms is plus 30 percent, plus 15

7 percent, minus 15 and minus 30.

4333

What this shows is that our engineers

9 were able to modify the actual spin distribution of

10 listeners in those treatmentgroups to closely
11 approximatethe requestedtarget values that
12 ProfessorShapiro provided.

13 It looks like there is an aberrational
14 point in the middle of August in Figure 1.

15 What is the cause of that?
There was a brief malfunction in the AB

17 framework which preventedthe spin sharesclosely
18 matching the actual requestedtargetedshares.

19 Q- And in your written direct testimony,

20 do you present the results both including that week

21 and then separatelyexcluding that week?

22

23 Q.

Yes, I do.

What is the metric that you used to

24 measurethe effeet on the listening experience?

25 Average hours per listeners.
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Q- Why did you use that metric?

It is Pandora'sstandardmeasureof

4334

3 listening behavior on the service for all business

4 -- for businesspurposes.

Q- And what do the results of the steering
6 experimentsshow?

MR. POMERANTZ: Your Honor, I'm sorry,
8 I had a request from our client. If this is
9 public, we would just want to let the public come

10 in.
MR. MARKS: I apologize. I didn'

12 realize we were in closed session. The entire
13 direct examine will be public, I'm sorry.

JUDGE STRICKLER: Shall we start all
15 over again?

17

MR. POMERANTZ: No, we object to that.
THE WITNESS: This particular table is

18 restrictedin my written direct testimony.

19 MR. MARKS: That's fine. It's fine to

20 disclose. They can come in.
21 CHIEF JUDGE BARNETT: It's noon. We'e

22 going to take our noon break. Thank you.

23 You provided us a convenientbreaking

24 point. We will drop back ten.

25 (A short recesswas taken.)
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CHIEF JUDGE BARNETT: Pleasebe seated.
4335

Mr. Marks, shall we have another run at

MR. MARKS: Please, Your Honor.

And I would just want to note for the

6 record -- I realize that we were in closed session
7 for the portion of Dr. McBride's testimony that was

8 conductedbefore lunch. That does not need to be

9 restricted.
10 And so for purposesof the final
11 transcript, that can be part of the public record.
12 CHIEF JUDGE BARNETT: Great. Thank

13 you.

And for those of you who missed it, too

15 bad.

16

17

Go ahead, Mr. Marks.

BY MR. MARKS:

18 Dr. McBride, you'l recall that right
19 before the break we were talking about the steering
20 experimentsand just about to discusswhat the

21 results of the steeringexperimentswere.

22

23

Do you recall that?
There was quite a cliffhanger. Yes.

So behind the judges are the primary

25 findings. The primary — — the first primary finding
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1 was that
4336

Q- Let me just stop you before you get
3 into it

Is this slide a simplified version of

5 Table 1 from your written direct testimony?

That's correct. Yes.

Q ~ Okay. And does this report the results
8 of the steeringexperiments?

10 Q-

11 A.

Yes, it does.

And what did you fund?

We found that we were able to steer
12 either plus or minus 15 percentwithout

13 statistically significant impact on listening. No

14 listener effect.
15 We found in two instancesa negative 30

16 percentUniversal and a plus 30 for Sony. Small

17 small averageeffect over the period on listening
18 retention.
19 Q ~ And are you aware that Dr. Rubinfeld

20 critiques certain aspectsof your written direct
21 testimony in his written rebuttal testimony?

22

23

I am aware of that.
And what is your responseto his

24 contention that the loss of listenershiptends to
25 grow as the steeringexperimentscontinue and his
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1 suggestionthat the averageeffects you observed

2 may understatethe loss of listenershipover a

3 longer period?

4337

So this exhibit here is Professor

5 Rubinfeld's own Exhibit 13-A. I have added the

6 dotted line. And these representdata that I

7 included in my written direct testimony. He has

8 added the black simple average.

And my interpretationof all of these

10 data, and from my experiencein reviewing these
11 data, is that. there is no trend or any evidenceof

12 declining listenershipover the period of the

13 experiment: after the midpoint. So I would -- I

14 would disagreewith that point.
And that -- so logically I have

16 additional problems with this. First., he presents
17 a simple average, which is an averageof an

18 average, which is not an appropriatemethod when

19 you have different portions of the sample in each

20 of the groups.

21 And then, finally, he doesn'tdisclose
22 or acknowledgeon this exhibit that he ' combining

23 numerousexamples that were insignificant
24 statisticallywith significant results and not

25 reporting that.
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1 Q- And do you think that ' a correct
2 methodologicalapproach?

4338

Q.

I find it irregular.
All right. So turning back to the sets

5 of experimentsthat you mentioned, there' another

6 set of experimentsthat you conducted; is that
7 right?

That is correct.
And what were the music sales

10 experimentsdesignedto test?
The purpose of the music sales

12 experimentswas to test Pandora' causal impact on

13 whether Pandorapromotesmusic sales or substitutes
14 for music sales on net.
15 Q. And if you could — — how did you go

16 about answering that question?

17 A. Yes. So in that experiment, the

18 manipulation imposed by the researcher,myself and

19 my colleagues,was to disable, pre~ent from playing
20 on Pandora, particular music.

21 We had two groups of experiments. We

22 had new music, which was music that had never

23 played on Pandora. So when it was about to start
24 playing for all of our listeners, we interceptedit
25 in the engineeringcode and randomizedwhere it was
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1 available.
4339

We had a second set of experiments,

3 which I refer to as the catalogmusic sales
4 experiments. And these included music that had

5 been long available on Pandoraand numerous other
6 places, in some case years and decades.

And so in that experiment, again, we

8 took that music and randomly preventedour -- some

9 of our listeners in the treatmentgroup not to be

10 able to accessthat music.

So then we have a separationbetween

12 the treatedgroup -- as we defined it, for
13 simplicity -- it doesn'tchange the results, but we

14 define treatmentas having the music on Pandoraand

15 the control is not having the music on Pandora.

So we had a causal -- we had a

17 separationproducedby this experimental

18 manipulation.

19 And why did you distinguishbetweennew

20 releasesor new music and catalogmusic?

21 We thought there were distinctions in
22 expectedsales of new music versus catalog and also
23 potential differences in the generalavailability,
24 marketing of new music versus catalog.
25 Q. How does Pandoraobtain geographic
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1 information about the location of its listeners?
4340

Yes. Upon registration, our U.S.

3 listenersare required to provide us a ZIP code.

4 And that has been case for at least seven years.
5 Those listeners, upon discretion, sometimesat our

6 prompt, are encouragedto update their ZIP code as

7 well.

Q. And do, in fact, Pandora listeners
9 update their ZIP codes from time to time?

10

Q.

Yes, they do.

Why did you perform the analysis by

12 regi on?

13 Yes. So with the steering experiments,

14 we had individual level outcome. We had hours of

15 listening for every listener on Pandora.

16 With the music sales experiment, the

17 equivalent would be we would need individual
18 listeners'urchasedata. And at Pandorawe -- we

19 aren't — — we do not have accessto individual
20 listener purchasedata.
21 As a consequence,we had to go find a

22 source that had the most granular music sales data

23 that we could find.
24 Q. And where did Pandoraobtain the weekly

25 sales data that it used?
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We used Nielsen SoundScanweekly data.

Why did you use Nielsen SoundScan?

We understoodin discussionthat this

4341

4 was perceivedto be the best, most complete,

5 comprehensivedata available at a granular level of

6 music sales for physical albums and digital
7 downloads in the United States.
8 Q. And did the Nielsen data that you used

9 track both physical CD sales and digital downloads?

10 A. That's correct.

Q ~ And what is the geographicalunit by

12 which Nielsen tracks sales?
13 A. The most granular region that Nielsen

14 will make their data available on music purchases

15 is called a designatedmarket area, which in my

16 which is also sometimesreferred to as a DNA.

17 There are -- in our study, we had 228 of these.

Q. And were the experimentsdone at the

19 level of individual tracks, albums or some

20 combination?

21 A. For the new music experiments, we

22 manipulatedthe availability of an album. So all
23 tracks on an album were either available to a

24 listener to play at our normal Pandoraalgorithm or

25 unavailable, and none of the tracks on that album
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1 would be available.
4342

For catalogmusic sales experiment, we

3 used songs. We found that albums of catalogmusic,

4 becauseof golden his, greatesthis, and remastered

5 versions, sales of catalogmusic were too

6 fragmentedacrossalbums to be able to analyze at
7 the album level.
8 Q- Does your written direct testimony

9 describe in greaterdetail how you determinedwhich

10 new music and which catalogmusic to turn off in
11 your experiment?

12 Yes, it does.

Let me

Sorry to

15

16

Q- There we go.

j:f you could just explain what this
17 slide reflects.
18 A. Yes. This is a map of the United

19 States. All of the internal boundariesrepresent
20 the boundariesof Nielsen DMAs -- sorry
21 designatedmarket areas. So all of those internal
22 boundariesare each of the 228 designatedmarket

23 areas.

24

25

The dark color -- I'm sorry.
The dark color and light color were
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1 randomized. This is the actual availability of one

2 of the experimentsincluded in our research. The

3 dark green are the randomly assignedareaswhere

4 the music would be available for one particular
5 experiment. And all of the light green areaswere

6 the randomly assignedareaswhere the music was not

7 available.

4343

So at a high level, we are comparing

9 the sales in the areasthat were randomly

10 available -- sorry -- where the music was randomly

11 available, the total sales in the green areas,
12 comparedto the sales in the light green areas.
13 And notably, our experimentaldesign

14 had separaterandomizationfor all of our

15 experiments. In outcome we had over 1,200 of these
16 music availability experimentsto explore our

17 causal impact on music sales.
And so, for any of the areas that are

19 dark green here, on averagethey would be light
20 green half the time and dark green so that each of

21 thesewere randomizedso that we capture and

22 control for any regional differences in, for
23 example, genre preference.
24 Q. And is there -- do you have any reason

25 to believe that the starting week that you used for
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1 the music sales experimentswas exceptional in some

2 way?

I have no reason for that, no.

And do you have any reason to believe

5 that the ending week was exceptional in some way?

No. No, I don'. I would also

7 actually note that, becausewe ran so many

8 experiments,we also had staggeredstart periods
9 and staggeredend periods so that they weren'

10 entirely overlapping.

So that also was able to addressany

12 concerns that could be had regardingexceptional
13 natures, the periods that we ran the experiments.

Q. And are the additional details of your

15 methodology for the music sales experimentsset
16 forth in your written direct testimony?

17

18 Q.

Yes, they are.

Did the music sales experimentsreflect
19 an averagepromotional effect?
20 A. Yes.

21 Q. And is that what's shown on this slide?
22 This slide here — — I apologize. It
23 says Table 4. This is actually Table 3 from my

24 written direct testimony.

25 And what this shows is that, on
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1 average,music being available on Pandora, Pandora

2 causesthat music — — or sales of that music to rise

4345

3 by 2.3 percent on average for new music. And

4 becausethe music is available on Pandora, we cause

5 catalogmusic sales on average to be 2.66 percent
6 higher.

The confidence interval, the values in

8 the second column, show the range where the -- the

9 range by which we can be very confident the true
10 causal estimateof how much Pandora in this case

11 promotesmusic sales— wise. Both of these are

12 highly statistically significant.
13 Q- And did you also calculate the results
14 separatelyby label type?

15 Yes, we did. This figure here presents
16 a simplified version of Table 4 in my written
17 direct testimony.

18 Starting with the first column — — oh, I

19 apologize, Your Honors. The -- some of the letters
20 are cut off. It says "New Music" -- it says "New

21 Music" in the top table.
22 So we find for new music — — when

23 looking by the ownership of the music that was

24 included in the experiments,we found that Pandora

25 causesmusic sales for music releasedon major
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1 labels to rise by a higher amount 2.82 percent, a

2 very highly significant figure.

4346

You'l note that I did not bold the

4 estimate — — the positive estimateof 0.62 for new

5 music on other labels. One of the — — that estimate

6 wasn't statistically significant.
For catalog music sales, when you

8 separateby the ownership of the music, we again

9 see extremely — — or positive promotional estimates
10 that Pandoracausesincrease in these sales at very

11 high levels of statistical significance.
12 So we are confident that these are

13 promotional effects.
Did you find any evidence that the

15 extent of exposure on Pandora for a given sound

16 recording impacts the size of the promotional

17 effect?
18

19

Yes, we did find that.
And this next figure will need

20 explanation. Broadly it ' Figure 3 (a) in my

21 written direct testimony. It includes three
22 panels.
23 Focusing first on the left panel, these
24 are estimatedpromotional effects for new music for

25 different subsetsof the experiments.
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For new music we had 814 different
4347

2 music albums that we were able to manipulate the

3 availability and then were able to assessthe

4 sales.
And what thesebroadly show is that, as

6 you look at areas-- or for experimentsby which

7 Pandorarepresentsmore exposure, then we see a

8 higher promotional effect.
And so the scale along the X axis is

10 it's a threshold that says, you know, there are at
11 least one spin per sale.

At a high level, when you think about

13 it, if a particular song has 10,000 spins on

14 Pandora, that could be a lot or a little exposure.

15 So if we find that that particular
16 sound recording had two sales, 10,000 spins on

17 Pandoramight represent.substantialexposure.

18 Conversely, if that album or sound

19 recording had 50,000 sales, then I would see that
20 10,000 spins on Pandora is not substantial
21 exposure.

The way we thought about how much does

23 Pandorarepresentshare of exposure is by the ratio
24 on the bottom, which is the ratio of spins on

25 Pandora for the music divided by sales that we
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1 observed from Nielsen. So one measureof relative
2 exposure.

And what we find is, as Pandora

4 representsmore and more relative exposure, we see

5 higher promotional effects. So in the right panel,

6 you'l note that the first couple estimates,
7 becausethey'e gray and they cover -- across the

8 zero dash line, it means they'e not statistically
9 significant.

10 But when you look at the large share of

11 experimentsthat were new music releasedon other

12 labels, we actually observedextremely strong,
13 highly statistically significant promotional

14 effect.
15 And the last value on your right, left,
16 dependingupon how you see it, we estimatea 25

17 percentnet promotional effect of Pandora for the

18 subsetof experimentswhere Pandorarepresents200

19 spins per one sale.
20 And this slide is the promotional

21 impact by exposure for new music.

22 Yes.

23 0- Did you also have a figure of

24 promotional impact by exposure for catalog music?

25 Yes, we did. This figure that's now
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1 shown as Figure 3(b) from my written direct
2 testimony. And the same patternholds.

4349

As you look at the subsetof

4 experimentswhere Pandorarepresenteda larger and

5 larger share of the exposure, how much the

6 listeners in that region were able to accessor

7 experiencethat music, Pandoracontinuously, we

8 estimate, is a higher promotional effect on the
9 sales of that same music.

10 Q. Are you aware that Dr. Blackburn has

11 critiqued your music salesexperiments?

12 Yes, I am.

13 Q ~ Are you aware that Dr. Blackburn has

14 criticized you for not using data related to the

15 buy button on Pandora'sWebsite to measure

16 promotional impact?

17 A. Yes.

18

19

Q ~ How do you respond to that criticism?
My first responseis it's observational

20 insight. It's correlation; it's not causation.
21 All of the results that I'e presentedtoday are

22 causal estimates. They come from an experiment.

23 Thinking about the buy button observational,
24 that -- that's simply correlation.

The secondpoint is it presumesthat
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1 the only way a radio serviceswould be able to
2 promote music sales is through a direct channel of

3 this button. I find that unconvincing, in part
4 becauseterrestrial radio does not have a buy

5 button, and my general senseis that the industry
6 acceptsthat terrestrial radio is promotional even

7 absentany form of direct channel for purchase.

4350

And then finally, I will note that the

9 availability of the data for use of the buy button
10 on our service is not broadly available, in part
11 of -- becauseof privacy and security reasonsfor
12 our service and our listeners.
13 Q- Did Dr. Blackburn assumethat the buy

14 button data would be more available to you than

15 they are?

That's correct.
17 Q ~ And are you aware that Dr. Blackburn

18 has criticized you for excluding experimentswith

19 zero sales from your analysis?
20 Yes.

21 Q ~ Does that criticism affect in any way

22 your catalogmusic sales experiments?

23 No. All of the results that are
24 currently on the image from Figure 3(b) for the

25 catalogmusic salesexperiment.s,none of those are
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1 in any way affected by this criticism becauseall
2 of the music included in the catalogmusic sales
3 had sales. So that argument is simply not

4 applicable to all of thesepromotional estimates.

4351

Q. What other responsesdo you have to the

6 criticism by Dr. Blackburn that you should not have

7 excluded experimentswith zero sales analysis?
A. Most notably, he criticized this

9 researchfor excluding experimentsfor which the

10 vast majority have no data available. So

Q. Does that mean there are no sales?
12 We don't know. No one is able to know

13 whether or not this music had sales. For the vast
14 majority of what he's criticizing, neither he nor I

15 have any accessto data to say whether or not there
16 were sales and Pandorapromoted them or there were

17 sales and Pandorasuppressedthem. It's simply

18 impossible as a researcherto know.

An additional reason that I would note

20 why I think it's a misplacedcriticism is the

21 strong promotional estimatesthat we find for new

22 music where there are some experimentswith zero

23 sales dependson 28.7 million units of sales. And

24 Professor— — or Dr. Blackburn is focusing on a

25 couple of caseswhere some of them had zero.
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Even if they had some units of sales
4352

2 and, for argument, if Pandorasubstitutedfor all
3 of them, it would not materially affect net

4 promotional effects that I show in my report.
5 Q ~ For some of the experimentsthat
6 Dr. Blackburn criticizes you for excluding, were

7 there spins on Pandora?

8 A. Right. Another thing that he -- there
9 were not. For seven of the experimentsthat he

10 criticizes us for excluding, the music that was

11 included in the experimentsnever played on our

12 service.
13 Of course we could not be promotional

14 for music that we did not use. So accordingly,
15 reasonablyas researchers,we did not include that
16 in our analysis.
17 Are you aware that Dr. Blackburn has

18 criticized your experimentsbecauseof potential
19 inaccuraciesin the data Pandoramaintains about

20 the geographiclocation of its listeners?
21 Yes.

22

23

Q ~ How do you respond to that criticism?
It makes a profound error regarding

24 normal interpretationof experimentalmethods.

Conceptuallywe'e comparing the
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1 outcomes for the region that 's treated to the

2 outcomes that the regions are controlled.

4353

If you accept, as ProfessorBlackburn

4 suggests,that there is some inaccuraciesin our

5 ZIP code data, what we'e actually estimating the

6 promotional effect on is a smaller spreadbetween

7 the treatedgroup and the control.
So if anything, if you were to accept

9 his claim, the true promotional effect that I — — is
10 actually higher, is larger than I report in my

11 estimate. It's the very common finding in

12 experimentalmethods. It's called dilution or

13 watering down of a treatmenteffect.
And so the primary implication is in no

15 way to affect the validity of the results but

16 insteadactually to suggesthelpfully that the
17 promotional effect that we find is, in fact, higher
18 than number that I report in my testimony.

Q. And are you aware that Dr. Blackburn

20 has singled out the 90210 area code -- excuseme

21 ZIP code as having particular inaccuraciesas a

22 result of Pandorausers self-reporting that they

23 live in Beverly Hills, California?

Yes.

25 Q ~ How do you respond to Dr. Blackburn'
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1 criticism on the 90210 Zip code point?
4354

I have several thoughts, I think. The

3 first is this is a single region out of 228. And

4 so it is unlikely to materially affect the results.
Second, and I think importantly, the

6 experimentaldesign of our researchrandomizeseach

7 region, sometimesto treatment, to sometimes

8 control. So contrary to any assumptionin this
9 material things, sometimesit could be driving

10 sales; sometimesit could not. It's simply not

11 it's balancedbecauseof the experimentaldesign.
12 And then finally, to the previous

13 point, this is a -- this could be an example of

14 inaccuracieswhich suggesta spreading, the

15 difference between treatmentand control, so that,
16 if you were to accept his argument, in fact, the
17 true promotional effect would be higher than I

18 report in my testimony.

MR. MARKS: No further questions,Your

20 Honor.

21 CROSS-EXAM I MAT ION BY COUNS EL FOR SOUNDEXCHANGE

22

23 Q.

BY MR. CHOUDHURY:

Good afternoon, Dr. McBride. Good to
24 see you again.

25 Thank you. Likewise.
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Q ~ As you know, I representSoundExchange.

Yes. I know that.
So first of all, just by way of

4355

4 background, the two studiesyou report in your

5 testimony, you'e been working on them since your

6 first day at Pandora, correct?

Very close. One I started-- on my

8 first day I startedthinking about. The other one,

9 my first week.

10 Q. And when you interviewed for your

11 position at Pandora, you interviewed with Mr.

12 Harrison, right"?

Q.

That's correct.
And he's not in the sciencedepartment

15 of Pandora, right?
16 A. He is not.

17 He is in-house counsel at Pandora,

18 right?
19 He is that. He is also vice president
20 of businessaffairs.
21 Q ~ And looking back to your first day,

22 after you completedyour human resourcepaperwork,

23 what was the first thing you did at Pandora?

After that I met with my boss for an

25 orientationmeeting.
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Right.

And that ' Mr. Bieschke?

4356

Yes, it is
Q. And you discussedwith him there the

5 music sales experiments,correct?
A. That is correct.

And between the time you were hired by

8 Pandoraand the time you submitted your written
9 direct testimony, is it correct that the only

10 studies or experimentsyou worked on were the two

11 sets of experimentsin your testimony plus a study

12 on how ad load affects listener retention?
13 That's not true

Q. Okay. What was the other study or

15 experiment?

16 The other two were ad quality and the

17 effect of ad repetition on listening patterns. I

18 did not work on the ad load experiment.

Q. And all of those were at the direction
20 of counsel, correct?

21 That's not correct.
22 Which wasn'?
23 The two that I added were not at the

24 direction of counsel.

25 Okay. And at the time you were deposed
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1 though, all of the studies or experimentsyou had

2 executedsince coming to Pandorawere at the

3 direction of counsel, correct?

4357

Q.

Sir, could you ask the question again?

Sure.

At the time you were deposed

Yes.

Q ~ And as you might imagine, I'm harkening

9 back to our deposition .

10 Yes.

Q ~ At the time you were deposed,all of

12 the studies or experimentsyou had executedsince
13 coming to Pandorawere at the direction of counsel,
14 correct?

15 I don't think exactly correct. The

16 only experimentsI had run as of our deposition
17 were at the direction of counsel.

Q- And that was counsel for this
19 li ti gati on, right?
20 A. Yes.

21 Q. At the time I took your deposition,
22 it's true that you had no researchto report that
23 was not at the direction of counsel, correct?

A. That's correct.
25 JUDGE STRICKLER: Just so it's clear,
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1 when you say you had no researchto report that
2 wasn't at the direction of counsel, in terms of

3 topic or in terms of results?

4358

THE WITNESS: In terms of results. So

5 the two studies that I reminded counsel about were

6 exploratory studies. And when I becamemore

7 involved in executing these experiments, those were

8 performed and finished by colleagueson the science

9 team.

10 JUDGE STRICKLER: Was counsel involved

11 in managing the results?
12

13

15

THE WITNESS: No.

JUDGE STRICKLER: That was my question.
THE WITNESS: Sorry, Your Honor.

BY MR. CHOUDHURY:

16 I ' like to begin by discussingthe

17 music sales experiments.

18 Your assignmentthere was to test
19 whether performancesof sound recordings on Pandora

20 have a positive or negative impact on sales of the

21 sound recordings, correct?
22 That's correct.
23 And you never worked in the music

24 industry, right?
25 I have not.
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Q- And when you worked at Analysis Group,
4359

2 none of your projects there involved the music

3 industry, correct?
That's my recollection, yes.

Q ~ You never publishedan academicpaper

6 on the music industry, correct?
That's correct.

Q ~ You never publishedan analysis of

9 promotion or substi tution, right?
10 That's correct.

Q ~ And besidesthis experiment, you'e
12 never studied the reason that consumerspurchase

13 music, correct?

14

15

A. That's correct.

Q ~ And besidesthis experiment, you'e not

16 studied the reasonsfor increasesor decreasesin
17 salesacross the music industry, right?

That's correct.
And that includes regional variations,

20 correct?

21

22

It would, yes.

And that includes seasonalvariations,
23 too, right?
24 A.

25

I agree.

Okay. So before we get into the
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1 experimentsthemselves,I just want to understand

2 the scope of the testimony you'e presentingto the

3 judges.

4360

So your testimony isn't studying

5 whether Pandora is a substituteor promotional for
6 revenue from interactive streamingservices, right?

A. I agree.

And you agree that your experiments

9 don't say anything about how promotion interactive
10 servicesare, right?

A. I agree with that.
12 Q ~ Or terrestrial radio?

13 I agree. And my studiesweren'

14 designedto test any of those.
15 Q ~ Or simulcasters?
16

17 Q ~

I agree.

Or any other Webcastersbesides
18 Pandora, correct?

19 A. I agree.

20 Q ~ And you'd also agree that your

21 experimentsdon' say anything about how

22 promotional Pandora is as comparedto an

23 interactive service, right?
24

25 Q ~

Studiesdon't test that. I agree.

Or as compared to terrestrial radio,
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1 right?
4361

Q ~

I agree with that.
Or as compared to simulcasters?
I agree.

Or as compared to any other Webcaster,

6 right?
I agree.

And you'd also agree that your

9 experimentsdon't say anything about whether

10 Pandorapromotes subscriptionrevenue to any other
11 digital service, right?

We didn't have those data. So

13 certainly we weren't able the study t:hat, no.

14 Q. Or to concert revenue to the music

15 industry, correct?

17

18

I'm working on it.
But that's not in your testimony.

It is not.

19 Q ~ And, in fact, your experimentsdon'

20 say anything about any revenuesource besidessales
21 of CDs and downloads, right?
22 A. And the direct royalties that we pay

23 for the music that we'e playing in the

24 experiments,yes.

25 Sure.

(866)448 — DEPO www.CapitalReportingCompany.corn  2015



CapitalReportingCompany
Day 16 In Re: Determinationof RoyaltyRates(Public) 05-18-2015

So you tested the royalties in your
4362

2 experiments?

The royalties certainly went down when

4 we turned the music off.
Q- I see.

So that's what you mean when you say

7 you tested the royalties?
I didn't mean to suggestI tested the

9 royalties.
10 Q. Okay. Now, you acknowledgein Footnote

11 27 of your testimony that to draw a broader

12 interpretationof Pandora'seffect on aggregate
13 sales — — oh, and, please, by all means, take a

14 look. This is on Page 17.

15

16

A. I m good.

Q- Okay. So you suggestthat to draw a

17 broader interpretationof Pandora'seffect on

18 aggregatesales of manipulatedmusic, you would

19 need to assume that sales of a specific sound

20 recording are not affected by manipulation of other
21 music in the experiment, correct?
22 That is what it says, yes.

23 Q. And you did nothing to investigate
24 whether that assumptionwas correct, right?
25 I did not.
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Okay. And, in fact — — well, did anyone
4363

2 -- did counsel tell you that you couldn'

3 investigatethat assumption?

They did not.

Okay. So you were free to, correct?
Yes.

Q. But you chose not to.
I don't know if it's feasible, but I

9 I did not do that.
10 Q ~ And that would mean that your

11 experiment doesn't tell us anything about whether

12 Pandora increasestotal music sales for the

13 industry, right?
I don't fully agree with that

15 interpretation. The study resultsprovide insights
16 on that broader interpretation. This is a

17 necessaryassumptionfor the exact numbers to

18 apply.

Well, Dr. McBride, this isn't the first
20 time you'e been asked that question, is it?
21 It's not.

22 Okay. So you, in fact, provided

23 deposition testimony in the BMI rate setting
24 proceeding, correct?
25 I did.
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Q ~ And you -- in that proceeding,we'e
4364

2 talking about these same music salesexperiments,

3 correct?

That's correct.

Q ~ So I'd ask you to turn to Tab 3. If
6 you can turn to Page 14 of that document.

10 Q.

JUDGE STRICKLER: That 'd big Page 14?

MR. CHOUDHURY: It'd be big Page 14.

BY MR . CHOUDHURY:

If you could look at the

MR. MARKS: I just want the record to

12 be clear. Counsel identified -- he referred to
13 deposition testimony. Tab 3 is not deposition
14 testimony.

15 MR. CHOUDHURY: Thank you for that
16 correction.
17

18

BY MR. CHOUDHURY:

In fact, this is your trial testimony

19 from the BMI hearing; isn't that correct?
20 A. You'l have to give my a second. Yes.

21 It appearsto be.

22 Q ~ Okay. So if you look at the -- on

23 page -- big Page 14, you see Page 1922, correct?
24 A. Yes, I do.

25 And you see -- you'e -- and this is
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1 this is your testimony, correct?
4365

CHIEF JUDGE BARNETT: Are you asking

3 this
MR. CHOUDHURY: I'm just using it

5 for

CHIEF JUDGE BARNETT: To refresh
7 recollection?

MR. CHOUDHURY: -- impeachmentand to
9 refreshhis recollection.

10 CHIEF JUDGE BARNETT: Okay. Go ahead.

THE WITNESS: Yes. That is my

12 testimony.

13 CHIEF JUDGE BARNETT: I'm sorry. Just
14 so the record is clear, this is testimony that was

15 given in the U.S. District Court for the Southern

16 District of New York on March 4, 2015, before the
17 Honorable Louis Stanton.

19

MR. CHOUDHURY: Thank you, Your Honor.

BY MR. CHOUDHURY:

20 So if you could look at Line 11. The

21 questionyou'e asked is: "But you would agree

22 that your experimentdoesn't say anything about

23 whether Pandora increasestotal music sales,
24 right?"

25 Your answer there is: "The results are
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1 specific to the music that is included in the

2 experiments,which I agree is not all of the music

3 that is available on Pandora."

4366

And then the question is: "Right. If
5 Pandoradidn't exist, you'e not testifying that
6 your music sales say anything about whether there
7 would be more music sales or less music sales in
8 the absenceof Pandora, right?"

And you answer: "It's somewherein
10 between. It provides insights on that, but it does

11 not directly addressthe question."
12 A. I said

Is that correct'?

exactly that. I would also direct
15 you to Line 1, which says: "That is certainly true
16 prior to the period of experimentation. But the
17 promotional effect for the music study does provide
18 insight on the generalpromotional effect."
19 CHIEF JUDGE BARNETT: Dr. McBride, I'm

20 going to ask you to read that again at normal

21 speed.

22 THE WITNESS: I apologize. So I was

23 reading you Line 1 from Page 1922, which says,
24 answer to a question: "That is certainly true
25 prior to the period of experimentation. But the
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1 promotional effect for the music study does provide

2 insight on the generalpromotional effeet."

4367

I would say that directly pertains to
4 your interpretationof my Footnote 27

JUDGE STRICKLER: That begs the

6 question: What insights?
THE WITNESS: Right. So I would assert

8 that it's the only -- it is, to my knowledge, the

9 only gold standardevidenceof promotional or

10 substitutionaleffect of radio. And it suggests
11 that, becausemusic is on Pandora, not correlation
12 but cause, Pandoracausessales to go up.

13 JUDGE STRICKLER: Sales of a specific
14 song that's been manipulated.

15

16

THE WITNESS: That's true.
The impact of the responsefrom the

17 exposureeffeet, where I show figures 3 (a) and

18 3(b), say increasedexposureon Pandoracausesor

19 is associatedwith higher promotional effect, which

20 my

21 JUDGE STRICKLER: With regard to that
22 specj.fz.c song.

23 THE WITNESS: True. But becauseit'
24 inducing higher sales of that song, the core issue
25 is where are those sales coming from? And it is
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1 unknown broadly. But some of those, becauseof the

2 responsefrom the increasedexposureeffect, it
3 suggeststhat it does induce pure promotional

4 effect of increasedsales overall.

4368

BY MR. CHOUDHURY:

Q ~ Now, the answer you just gave, that is
7 specific to the song that is being manipulated,

8 correct?

Is it not.
10 Q ~ In fact, that's what your Footnote 27

11 assumptionis about, right?
12 That if we wanted to know Pandora'

13 effect on aggregatesales of manipulatedmusic, we

14 need to assumethat the sales of a specific sound

15 recording are not affected by the manipulation of

16 other music in the experiments,correct?
17 That's not correct.
18 For -- what Footnote 27 says is, for
19 the exact value reported in my study derived from

20 admittedly a sample of it -- of music, for that
21 exact value to be the aggregatepromotional value

22 does require this assumption.

23 I'm not assertingthat it is the true
24 promotional effeet overall. I am noting that it
25 provides insights on the interpretationof is
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1 Pandorapromotional in general on music sales.
4369

JUDGE STRICKLER: So you don't know

3 whether the net promotional effect could be lower

4 becauseit might just -- the sales of the

5 manipulatedsong may be offset to some extent by

6 fewer sales of a nonmanipulatedsong.

THE WITNESS: I agree.

JUDGE STRICKLER: And is it — — your

9 study doesn'taddresswhether or not the reduction
10 in sales in the nonmanipulatedsong might swamp the

11 promotional effect on — — of the manipulatedsong.

THE WITNESS: I agree, Your Honor. It
13 doesn'tdirectly test that.

My interpretationof the dose response

15 effect, the increasedexposureof music on Pandora

16 being associatedwith higher promotional effect.
17 So if you'e producing more exposureon this one

18 but less on this, that does produce a difference in

19 exposurewhich would be suggestiveof an overall
20 effect on informing music sales.
21 Because, if you'e giving this
22 particular song ten more spins, but you'e giving
23 one extra spin to ten other songs, there'sa

24 difference in quantity of exposure. And my

25 interpretationis that that provides insights on
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1 the effect broadly.
4370

But -- so my meaning in Footnote 27 is
3 simply, for the exact values I report to be Pandora

4 causesa broadermusic effect of the exact figures,
5 requires this assumption. And I did not test that
6 assumption. I think it provides insight.

Q-

JUDGE STRICKLER: Thank you.

BY MR. CHOUDHURY:

And just to be clear, your insights
10 there, you'e not providing a statistically
11 significant value to the panel, right, on those

12 insights?
13 It's not a test. It's not a

14 statistical test. It's an interpretation.
15 Q ~ And you'e not, in fact, providing any

16 numerical value on the net promotional effect;
17 you'e saying that this is your interpretationfrom

18 what you'e seeing, correct?
19 That's correct.
20 Q ~ Now, this experiment, I think we talked
21 about in your direct examination, happenedat the

22 regional level.
23 You picked what we call DMAs, and you

24 chose on a either specific song or specific album

25 level two stops spinning Pandoraon them, correct?
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That's correct.
4371

Q ~ And then you compared the sales for
3 where DMAs were being -- where the song was being

4 spun to where it wasn', right?
Correct.

Q ~ And that's because— — and you didn'

7 have listener level data, right?

Q ~

We wanted it, but we don't have it.
You don't have it, so you couldn'0 use

10 it.
Could not use it.
Right.

So consumersinside a DMA who are not

14 subscribersto Pandora-- I mean let's say that I

15 am not a Pandorasubscriber. I'm in one of your

16 DMAs. I buy music.

Are my purchasesof music still
18 counted?

19 Yes.

20 Q ~ Okay. And consumerswho are Pandora

21 usersbut didn't use Pandoraduring the weeks in

22 which your experimentswere conducted, were their
23 purchasescounted as well?

24 Yes.

25 Okay. And consumerswho are Pandora
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1 users would have never found the songs, either
2 becausethey had — — just have different tastes,
3 they would have never used the songs manipulated.

4372

Were their purchasescounted?

Yes.

Q. Okay. And it is true, right, that,
7 with respectto, for example, consumerswho are not

8 Pandorausers, you couldn't control which of them

9 received the treatmentversus the control in terms

10 of the manipulation of the sound recording, right?
False.

12 Q. But you have no ability to, in fact,
13 control whether someonehears a song on Pandoraor

14 not if they'e not actually a Pandorauser.
15 I think that's a wrong interpretation.
16 So I agree

17

18

Let's start with my question.

Do you have the ability to control a

19 user who is not a Pandorauser with respectto
20 whether they'e going to hear the sound recording
21 you'e manipulating or not?

22 They have the exact same experienceas

23 everyone in our control.

Q. Which is to say that they'e not on

25 Pandoraat all.
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A.

Q ~

So they'enot exposedto the music.

But some of them are inside your

4373

3 treatmentDMAs, correct?
That's correct.

Q ~ And some of them are inside your

6 control DMAs, correct?
That's correct.

8 Q. And their purchasesare being counted

9 toward the sales you call the first spin

10 performanceof Pandora, correct?
Yes.

12 Now, let's talk about consumerswho

13 were Pandorausers.
Yes.

CHIEF JUDGE BARNETT: Before we go

16 t:here, Dr. McBride, was there any attempt to
17 compare the sound recordings that. Pandorawas

18 leaving in

19 THE WITNESS: Yes.

20 CHIEF JUDGE BARNETT: -- or — — that '

21 the scientific term -- that Pandorawas spinning

22 with contemporaneousactivity on either other
23 streamingservicesor terrestrial radio?

24 For instance, if Taylor Perry or Katy

25 Swift or any of those were hot on terrestrial radio
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1 at the same time that Pandorawas using that
2 particular sound recording, you wouldn't know what

3 Pandora'seffect was, correct?

4374

THE WITNESS: We would. So the direct
5 answer to your question is no, we didn't directly
6 control for that. But it's included in the

7 experimentaldesign.

So becausewe'e randomizing, we'e
9 accounting for some of those differences in

10 perhapsTaylor Swift is really popular in

11 Nashville. And so randomly, becausepart of

12 Nashville might be in the treatment, and part of

13 Nashville is in the control, we'e comparing really
14 like to like. And they might actually have access

15 to the exact same radio experience.

16 And so becausewe'e randomizing and

17 running an experimentand we'e manipulating the

18 experiment, so running a real experiment, we can

19 actually control for all of those things.
20 And so, if we had had those data and

21 been able to control for it, it's my contention
22 that our -- our confidence intervals would be

23 tighter. We would have a more exact estimateand

24 higher statisticalsignificance.
25 So we didn't do it. But becauseof the
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1 randomizationand the design of the study, it'
2 part of the reasonwe'e able to control for that
3 difference. And that's a core difference between

4 observationaland correlation.

4375

In causation,becausewe'e balancing

6 all of those differences, is this music on

7 terrestrial radio here or not, becauseit'
8 entirely balanced,we'e able to account for that.

10

Q ~

CHIEF JUDGE BARNETT: Okay. Thank you.

BY MR. CHOUDHURY:

And so just to follow up on that,
12 consumerswho, for example, may have seen a TV show

13 like "The Voice," and then decided to go buy their
14 artist music, those purchaseswere counted in the

15 purchasesyou called the Pandoraspin -- you know,

16 the effect of Pandora'sperformances,right?
17 A. We did. We included all sales from

18 those regions.

19 Q ~ And to follow up on your answer to
20 Judge Barnett, that's becauseyou assumedthat,
21 through your randomization,half the time those

22 performanceswould end up, you know, in a

23 controlled DMA and half in a treatmentDMA?

That's not an assumption. That'

25 testable. So for that to be true, all we had to do
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1 was test whether or not we successfullyrandomized.

2 It is the exact same requirement for any clinical
3 trial to be valid. Did we randomize correctly.
4 And we tested that.

4376

5 Q ~ Did you randomize for how many consumer

6 purchasesoccurred as a result of a consumer

7 listening to Taylor Perry when she was hot on the

8 radio?

I really don't know what that means.

10 Q. Well, let me ask you. You say that
11 randomizationis the way you can test for whether

12 you'e controlled for these circumstances.

13 So my question to you sir, is
14 MR. MARKS: My objection is just that
15 it mischaracterizesthe witness' testimony. I

16 believe he was characterizingwhat he said. I

17 don't think it was an accurateor fair
18 characterization.

CHIEF JUDGE BARNETT: Would you

20 rephrase.

21

22

MR. CHOUDHURY: I 'l rephrase,yes.

BY MR. CHOUDHURY:

23 Q. Did your randomiz at i on — — did your

24 study of your randomizationspecifically look at
25 whether a consumerpurchasedmusic after watching a
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1 television show of their favorite artist?
4377

2 A. No. It seemsquite unrelated.
3 Q. And did your study specifically test
4 whether a assumerpurchasedmusic after using an

5 interactive service?

6 A. No.

7 Q. Did your study test whether a consumer

8 purchasedmusic after attending a concert for their
9 favorite artist?

10 No.

Q- And did your study test whether a

12 consumerpurchasedmusic after watching a music

13 vi deo?

No.

15 And did your study test whether a

16 consumerpurchasedmusic while they were

17 simultaneouslysubject to other experimentson

18 Pandora?

19 No.

20 And you agree with me that Pandora is
21 constantly running experimentson its users, right?
22 A. I agree we run lots of experimentsfor
23 researchpurposes.

24 Q- And so the subjects of your experiment

25 could have been subject to up to 50 different
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1 experimentsat any one time, right? Becausethat'
4378

2 — — well, let me ask you.

Dr. McBride, how many experimentsdoes

4 Pandora, on average, run on its listenersat any

5 given time?

40 to 60.

Q ~ And so any given consumer on Pandora

8 could be subject to 40 to 60 different experiments

9 in a given time.

10 A. That's not correct.
And — — well, let me see.

12

13

What is the hold-out group on Pandora?

There'smany hold-out groups.

But how many -- is there a hold-out

15 group that is exclusively excluded from all
16 experiments?

17 Yes. There's one of those.

18

20

Q.

Q.

And that is about what percentage?
It's 1 percent of our listeners.
Okay. But your experimentswere not

21 subject to the hold— out group, right?
22 A. The steeringexperimentsoperated

23 through the AB framework. So yes, they did not

Just to be clear
25 JUDGE STRICKLER: They did not what?
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1 Let him finish the answer.
4379

THE WITNESS: They did not affect or

3 interact in any way with that one hold— out group.

The music sales experimentsoperated

5 outside of the AB framework becausewe'e not able

6 to randomizeat the individual level becausewe

7 didn't have individual— level transactiondata

And so becausethey were randomizedat
9 the region, and we were getting music sales from

10 of f platform, all U. S. listenerswith a ZIP code,

11 so 95 percent of all of our listeners, were

12 randomized. So they -- inclucling people in our AB

13 framework hold— out group.

BY MR. CHOUDHURY:

Q. And so you agree with me that the

16 subjects of the music sales experiment could have

17 been subject. simultaneouslyto other experiments

18 from Pandora, correct?
19 Yes.

20 Q ~ Okay. Now, you determinedthe

21 treatmentversus the control group -- I think we

22 by looking at a user's ZIP code, correct?
23 That's correct.

Q. And that's the ZIP code they either
25 provided to Pandorawhen signing up or subsequently
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1 updated, correct?
4380

That's correct.

Q. And I think you testified that Pandora

4 can sometimesprompt users to update their ZIP

5 code, correct?

We do do that sometimes.

But you didn't prompt any users to

8 update their ZIP code as part of the music sales
9 experiment, right?

10 I did not.

Q. And so, if they hadn't updated their
12 ZIP code, and they moved, you would be using the

13 incorrect ZIP code, right?
This goes to the dilution point I went

15 about earlier. But yes, I agree. They would be in

16 a control region if they were assignedto

17 treatment, and

18 Q. Just so we make it very clear. I think
19 we talked about this in your deposition.
20 If I was a user who lived in Washington

21 State, and then I moved to Washington, D.C., but I

22 didn't update my ZIP code, your experiment would

23 have called me a Washington State user, correct?
That's correct.

25 JUDGE STRICKLER: And sometimeshe
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1 would have shown up in the treatedgroup, and

2 sometimeshe would have shown up in the untreated
3 group?

4381

THE WITNESS: Yes. Becauseof the

5 regional variations acrossall of the experiments.

BY MR. CHOUDHURY:

And you'e aware that -- or are you

8 aware that, among younger demographics,like 18 to

9 25, those individuals frequently move, correct?
10 A. Yes.

Q. And you didn't do anything to

12 particularly update the ZIP codes of that
13 demographic, correct'?

14 A. I didn't update the ZIP code data, no.

Q. And you matchedup the salesby looking
16 at saleswithin a DMA, right, from Nielsen

17 SoundScan?

18 That's correct.
19 Q ~ And how does Nielsen SoundScan

20 determinewhat sales occur in a DMA?

21 A. They get data from retailers from where

22 the sale occurred.

23 Q ~ On where the sale occurred, correct?
24 Correct.

25 Q ~ So if I drive to another DMA — — for
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1 example, I live in one Nashville DMA; I drive to

2 the other one — — you would have reported the sale
3 where it occurred, correct?

4382

Correct.

Even if my registeredZIP code with

6 Pandorawas in the first DMA

Correct.

Q. correct?

And that would have been a mismatch in

10 your data betweenwhere the sale occurred and where

11 the user was, as far as Pandora is concerned,

12 experiencingthe treatment.

13 So they would experiencethat treatment
14 anywhere. But I would agree that we would allocate
15 them to a region that they were not resident and

16 they would make purchaseselsewhere, in — — in your

17 situation.
18 Q. And you tried to use predictive
19 information about sales in the DMA; is that right?
20 Yes.

21 Q. But that predictive in formation

22 wouldn't necessarilymeasurethe sales of a song

23 that was new to Pandora, correct?

25

I -- can you explain that?
Your predictive information about a DMA
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1 was predictive information about past sales in the

2 DMA, correct?

4383

Yes. Absolutely. Certainly
4 pre— experiment

Q. Right.

And you know that albums have

7 li fecycles of sales, right?
A. Yes.

They tend to sell more upon releaseand

10 less in the weeks that follow?

Yes.

12 Q. And so, if a song was new to Pandora,

13 that would be at a particular point in its
14 lifecycle, correct?

15 All over the li fecycle. We have new

16 music on Pandora that is very new to the world.

17 And we ingest and have new music on the service
18 that is a little older, yes.

Q. And I know you haven't studied
20 seasonality.
21 Did you account for seasonalityin this
22 experiment?

23 We did not.

And all of the music sales experiments

25 occurred over the summer, correct?
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Starting at different periods. But
4384

2 yes, they all occurred over the summer of 2014

Q ~ And one thing you did find out is that
4 sales releasesare actually higher in the music

5 industry in the summer, correct?

Yes.

But you didn't do anything to control

8 for any possible seasonalityeffect?
So those are different. But I agree

10 that I didn't account for that. So

JUDGE STRICKLER: So you said that'
12 different.
13 What's different?

THE WITNESS: Right. So seasonalityI

15 interpret as differences in purchasingpatterns
16 rather than more music being available and you

17 purchasingat the same rate, but there'sa greater
18 quantity. And becausewe'e calculating a

19 percentage,it'
20 BY MR. CHOUDHURY:

21 Q ~ In terms of what a sale meant for your

22 study, you didn't include physical singles, right?
23 We did not.

25 Q.

Would you like to know why?

Well, becauseit ' not in the Nielsen
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1 SoundScandata, correct?
4385

3 Q ~

Sorry. Say that again.

It isn't reported to you by Nielsen

4 SoundScan,correct?

No. Incorrect. Nielsen's
6 representativessaid it's not worth it, that there
7 are 1,000 units of physical salesper week, and

8 since we were getting around 5 million total sales
9 a week

10 Q ~ See, but you -- and you made an

11 independentjudgment, too, that you didn't think it
12 was worth it to include it in the study, correct?
13 A. We decidednot to include that
14 additional form that where Pandoracould be

15 promotional.

16 Q ~ Let's understandhow -- if an album is
17 purchased,how that counted in your study.

18 So if an album was purchased,you used

19 what you called track equivalent album; you counted

20 that as ten sales, correct?
21 So yes, it counted as ten units, which

22 is Nielsen'smeasureof the averagenumber of

23 tracks per album.

25

Q ~ Right.

And you used what Nielsen said, right?
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Me used their standardmeasureof units
4386

2 of sale, yes.

Q. And in the new music sales experiments,

4 let's understandhow an experiment'screated.

So a song comes into Pandora, Song A,

6 let's call it, correct? Right?

Q.

Okay.

And it meets your inclusion criteria.
And so then the album that song A is on

10 becomesan experiment, correct?
That's correct.

12 Now, if there is Song B on the same

13 album, and I purchaseSong B, do you count that as

14 a sale toward that experiment?

15 Yes. That was one unit of sale
16 Even if Song A is the one that is
17 manipulatedin the treatmentand control?
18 A. No. All of tracks on that album, A, B,

19 C, through let's say F, would also be included.

20 All of those would be turned off for a person in

21 the control.

22 Q ~ But if Song A is the new-to-Pandora,

23 how do we know that Song B was even ever going to

24 play on Pandora?

25 So we don'. That said, if we'e not
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1 manipulating it, we'e driving our promotional

2 ef feet down.

4387

Q. But, of course, you'e still counting

4 those sales as sales towards the total sales that
5 you'e measuring, correct?

Correct.

Okay. And you chose to end the

8 experimentsafter eight weeks and then, in one

9 instance, after four weeks, correct?
10 We designedour experimentsbefore

11 starting them. And we set periods of

12 experimentation,which were, in all cases, eight
13 weeks with the exception of the final ones, which I

14 agree were four weeks.

15 Q. And did you decide, prior to starting
16 experiments, that the final one would be four

17 weeks?

18 Yes.

19 Q. And why did you want to have one

20 four-week experiment and the rest of them eight
21 weeks?

22 We were required to finish our research
23 prior to the filing of evidence in this case.

25

JUDGE STRICKLER: Required by whom?

THE WITNESS: Pandorabroadly. We
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1 part of it was we had a limited accessto data from

2 Nielsen SoundScan,which had an end date from our

3 original agreement. So we had to meet that.

4388

That end date was basedoriginally on

5 needing to finish our researchby the end of the

6 period.

JUDGE STRICKLER: The period meaning

8 being defined as what?

THE WITNESS: The period of research
10 where we could get accessto music salesdata from

11 Nielsen. And so our agreementwith Nielsen I think
12 ended September13.

13 JUDGE STRICKLER: And the period -- the
14 end date was a function, in part, of when evidence

15 neededto be submitted in this proceeding?

17

18

THE WITNESS: Yes.

JUDGE STRICKLER: Thank you.

BY NR. CHOUDHURY:

Q. And just to follow up on that, you knew

20 that the margin of error in your study would

21 decreaseif you extendedthe experimentout to 12

22 weeks or 16 weeks, correct?
23 A. Yes. We did many studiesbefore

24 starting experimentsto design our experiments.

Q- Right.
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But you chose eight weeks and for
4389

2 weeks, correct?

3 A. We analyzed the data that you might

4 presentwould show that we would get precise
5 estimatesof a promotional effect, if there be one,

6 using eight weeks'ata. We made the judgment to
7 use eight weeks.

Q. Now, Dr. McBride, I want to take a look

9 at some of the results that we were looking at. So

10 if we can start with Table 4 in your testimony.
11 And if you -- if you want to look at that.
12 CHIEF JUDGE BARNETT: Can you give us a

13 page ref erence, please.

MR. CHOUDHURY: I wish I could. It '

15 in the middle of his written direct testimony, but

16 it's not actually page numbered.

17

18

JUDGE STRICKLER: Figure or a Table 4?

MR. CHOUDHURY: So it ' — — I want to
19 look at Table 4. And so this is betweenTable 3

20 and 5.

21 This is -- so there's the testimony,

22 then the figures, then the tables. And this is the

23 one that says "Music Sales Experiment Effective
24 Performanceon PandoraBy Music Ownership Group."

25 BY MR. CHOUDHURY:
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Q. Now, I think we discussedthis in your
4390

2 direct, that you did not find a statistically
3 significant effect on what you label here as other

4 recording label, correct?

I agree.

And if we look at -- within the

7 confidence interval there, noting that it's not

8 statistically significant result, am I reading this
9 correct that, when it says negative 2.86, that

10 would be the possibility of substitution?
Correct.

12 Q. And if we look at the confidence

13 intervals for majors where you found a

14 statistically significant result, within the

15 confidence interval there'sstill a possible effect
16 of less than 1 percent, correct?
17

18

That's the lower range, but yes.

So now if we could turn to Table 7.

So now, if we look at Table 7 with

20 respect to the new music experiments, am I correct
21 that this is the same experiments,but you'e using

22 a Poissonregressionas your estimator insteadof

23 TMLE, correct?

Yes.

25 Q. Okay. And here you do not find a
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1 statisti cally signif icant result, correct?
4391

A. Not at 5 percent. I agree.

Q. And, in fact, if we look at the Poisson

4 regression,you find the possibility of

5 substitutionwithin the confidence interval of all
6 experiments,majors and others, correct?
7 A. I presumeyou'e talking about new

8 music and not

9 Q ~ Yes. The new music.

10 A. Oh, okay. Yes. That's correct.
Q ~ Now, you made the decision to use the

12 TMLE methodologyas your estimator, correct?
13 A. My colleaguesand I, as researchers,
14 prior to experimentation,before we had any data,
15 we did select that as our estimator, yes.

16 Q ~ So you -- but you had personallynever

17 used TMLE, right?
18 I had not.

19 Q. And also that's true with the respect
20 to your six years at Analysis Group; you never used

21 TMLE there, right?
22 That's correct.
23 JUDGE STRICKLER: Excuse me.

You said you decided to use TMLE before
25 you ever had any of the data.
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THE WITNESS: That's correct.
JUDGE STRICKLER: Is there

4392

3 documentationto that effect?
THE WITNESS: We didn't write that

5 down. What we can say and is -- has been produced

6 is that we used it to analyze the pilot prior to

7 having any data.

And what I would say more broadly is my

9 colleague, Oliver Bembom, who assistedwith this
10 research,his adviser was the creator of this
11 method. He used it numerous times at previous

12 work.

13 And for numerous statistical
14 properties, specifically contrary to the Poisson

15 regression,it's proven mathematicallyto produce

16 the smallest confidence interval, the most precise
17 estimate for promotion or substitutionaleffect.
18 JUDGE STRICKLER: So you used the TMLE

19 when you did the pilot?
20

21

THE WITNESS: Yes, we did.

JUDGE STRICKLER: Is there

22 documentationof that in the record?

23

25

THE WITNESS: Yes, there is.
JUDGE STRICKLER: In your report?
THE WITNESS: It was in the materials
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1 that were provided as exhibits last night.
4393

MR. MARKS: And, Your Honor, if I could

3 clarify one question.

I think it's possible the witness may

5 be confusing your questionabout whether or not

6 something in the record with whether or not it'
7 reflected in information that was producedduring

8 the discoveryphase.

JUDGE STRICKLER: Fair enough. So let
10 me ask counsel is the use of TMLE in the pilot
11 project something that's been in evidence in this
12 case now?

MR. MARKS: I don't believe so beyond

14 his testimony.

15 MR. CHOUDHURY: And we -- I think, when

16 we get to the restrictedsection, we'l get
17 we'l look at that document.

18

19

JUDGE STRICKLER: Okay. We 'll wait.

BY MR. CHOUDHURY:

20 Q ~ So just with respectto TMLE, you

21 didn't discover TMLE through your college, Oliver

22 Bembom, right?
23 That's correct.

25

Q. How did you discover it?
I ran into a professorwho mentioned
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And that was at the airport, and this
3 is the Berkeley statisticsprofessor?
4 A. He's a Berkeley professor, I believe of

5 econometrics,but.

6 Q ~ And you did take a graduatestatistics
7 course just a year or two ago, correct?
8 A. I took two courses, one of which I

9 audited. A data analysis, empirical analysis
10 course using a particular statistics language from

11 Stanford. And I also took another course through

12 an online source.

Q. And neither of those coursesrefer to

14 TMLE, correct?

15

16

They do not cover that, no.

And in your work at Analysis Group, did

17 you know anyone else who applied TMLE?

18 A. Not to my knowledge.

19 Q- Now, I think a secondago, in response

20 to Judge Strickler ' question, you said that TMLE

21 has a very small confidencenumber, right?
22

23

That's a math proof, yes.

And so, therefore, it's most likely to

24 generatea statistically significant result, right?
25 I mean yes and no. I mean that is
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1 certainly the implication. But that's becauseof a

2 core statisticalproperty, which is that it is
3 efficient. It has the smallest confidence

4395

4 interval.
Q ~ Right.

And so the answer to my question is it
7 is most likely to generatea statistically
8 significant result, right?

If there is, in fact, a true effect.
10 Q ~ And if the music sales experiment found

11 a statistically significant result that was not

12 promotional, that would be helpful to the evidence

13 Pandorapresentsin this proceeding,correct?

15

That's seems logical.
And you knew that these studieswere

16 done at the direction of counsel, correct?
17 Yes.

18 Q. And that, if they were helpful, they

19 were likely to be of fered in this proceeding,
20 correct?

21 Yes.

22 Q ~ And when you were conducting the study,
23 you were assuming that, if they did not -- if they

24 were not helpful, they would not be used in this
25 proceeding,correct?
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So I assumedthat they would not be
4396

2 presentedby Pandora. But I have no senseof the

3 discovery process, whether or not they would be

4 provide by yourselves.

So when you were making the decision to

6 use TMLE, you knew it was most likely to produce a

7 statistically significant result, correct?
It satisfies -- it has that

9 implication.

10 Q. And that result, if net promotional,

11 would be helpful to Pandora in this proceeding,
12 correct?

Among other settings, yes.

Q. And if net substitutional, you were

15 assuming that Pandorawould not present that study

16 in this proceeding, correct?
17 A. I -- yes

Q. And the steeringexperiments, they did

19 not use the TMLE methodologyas an estimator,
20 right?
21 That's correct.
22 And those were done at Dr. Shapiro'

23 instruction, correct?
That's correct.

25 Q. And he is not a full — time Pandora
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1 employee, right?
4397

He is not.

Q. And at his instruction, you used a

4 difference in unconditionalmeans analysis,
5 correct?

Yes, we did.

Q. If you had used a difference in

8 unconditionalmeans analysis for the music sales
9 experiments,you would agree with me that your

10 results were much more likely to have not been

11 statistically significant, correct?
12 Correct.

13 And even though you knew that, you

14 didn't attempt to use analysis under this
15 difference in unconditionalmeans, which I think at
16 least you can tell us is not -- is the more

17 conventionalestimator, correct?
18 It's also -- it is more conventional,
19 and it ' also inappropriatein this setting.
20 Q. I'd like to take a look at Table 5.

21 Yes.

22 Okay. So here is where you attempt to
23 put a per— spin effeet on the revenue to labels and

24 artists, correct?

25 Yes.
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And what you see here is that, using
4398

2 your own numbers, the per— spin ef feet on catalog is
3 much smaller than the per— spin effect you found on

4 the new music sales experiments, right?
That's direct.

Q. And there, in fact, is not a

7 statistically significant effect when we look at
8 other recording labels under new music experiments,

9 right?
10 I agree.

Now, I want to draw your attention to

12 Footnote 1. Here it says: "Results are cents per
13 spin assuming that track equivalent units sell for
14 $ 1," correct?

15 Yes.

Q ~ And this assumptionis important to

17 your calculation in this table, correct?
18 Yes.

Q- Okay. And that's not -- $ 1 is not the

20 revenue that a label or artist receives from a sale
21 of a single, correct?

22 Correct.

23 Becausea label or artist receives
24 approximately70 percent of the sale, correct?
25 That's my understanding.
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Q. And so, when a song is sold, a label or
4399

2 artist would actually receive 70 cents, not a

3 dollar, correct?

Q-

I agree.

And so if that's true, then Table 5 is
6 not an accuratestatementof the revenue to labels
7 and artists, right?

I think the title is not as clear as I

9 would like. This estimate of retail price, and I

10 agree -- so this is gross, and then there is a net
11 implication.
12

13

Right.

So you agree with me that this does not

14 reflect the revenue to labels and artists.
15 Yes.

16 Q. And you didn't consult with anybody

17 about whether $ 1 a track was the appropriate
18 assumption, right?
19 I didn't when I submitted it.
20 And you didn't consult with any

21 industry sourceseither, right?
22 Not when I submitted this
23 Q. At the time of your study, you also
24 weren't aware of the averagealbum price in the

25 industry, correct?
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That's correct.
4400

And you didn't look at how catalog
3 albums are priced in the industry, correct?

That's correct.

Q ~ And you aren't aware of whether

6 download signals could be priced at a retail level
7 lower than a dollar, correct?

I knew that to be true.
MR. CHOUDHURY: Okay. Mr. Nichols, I'm

10 going to ask you if you can pull up the first
11 demonstrative,please. And yeah, we'e also handed

12 out the demonstrativeslides there in the folder.
13

14

15

17

Q ~

Q.

BY MR. CHOUDHURY:

Dr. McBride, do you recognize this?
I do.

Okay. What is this?
This is Apple iTunes, which was

18 accessedby Philip recently. And it shows some of

19 the recent songs that were available for sale for
20 digital download from iTunes and also shows their
21 prices.
22 Q ~ And you would agree with me that at
23 least some of the downloads are sold at 69 cents,
24 correct?
25 I see that, yes.
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Q. And do you also see in the top left
4401

2 where it says: "New album plus 7.99 albums"?

Q.

Yes, I do.

So you'd agree with me that some albums

5 are priced at 7.99, correct?

A. I interpret it that way, yes.

Q. And so, if we assumethat an album was

8 ten songs, that would actually be less than a

9 dollar a song, correct?
10 That would be.

MR. CHOUDHURY: And if we can go to the

12 secondslide.
13 BY MR. CHOUDHURY:

Dr. McBride, here we'e looking at the

15 B.B. King album, which I think if we got lower on

16 the first demonstrat:ive,you'd see is actually on

17 the top 10 right now.

18 Do you see that it's a 7.99 buy?

I see that it's priced at -- oh, sorry.
20 Yes. I see exactly those words.

21 And that is, in fact — — and I 'm going

22 to representto you it', in fact, a top 10 album,

23 correct?

25 Q ~

I'l accept that representation.
So even new albums or albums that are
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1 -- let's not say new albums. Let's withdraw that.
4402

Even albums that are high on the charts

3 can be priced below $ 10, correct?

Yes.

Q ~ Just so we'e clear, you didn't have

6 anyone look at the price of the albums in your

7 experimentat the time of the experiment, correct?

A. Correct.

Q ~ And you didn't have anyone look at the

10 price of the digital singles in your experimentat
11 the time of the experiment, correct?
12 That's correct.
13 Q ~ That was true for both the new music

14 salesand the catalogmusic sales experiments,

15 right?
16 A. That's correct.
17 Q ~ And you haven't done any analysis to

18 see how sensitive the results you'e reporting in

19 Table 5 are to your assumptionin Footnote 1,

20 correct?
21 It's straight math. So any changesin

22 that assumptionwould directly scale the numbers.

23 So if the number were 25 percenthigher, all of the

24 numbers in the table would be exactly 25 percent
25 larger. If it was 25 percent lower, all the
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1 numbers on the table would be exactly lower.
4403

2 Q- And if you looked at Table 6, Table 6

3 is dependenton your results from Table 5, correct?

So if those were incorrect, so too

6 would be Table 6, correct?

So the effect estimate in revenue terms

8 would be affected by the price assumption. The

9 confidence interval and the P value, whether or not

10 the results are statistically significant, are not

11 dependenton the assumedprice.
12

13

Q- So thank you for that clarification.
If we look at Footnote 1 on Table 6,

14 are you making the same assumptionin Footnote 1,

15 Table 6, that you made in Footnote 1 of Table 5?

16 Yes.

17 Q. Now, if we can look at Figure 3 (a) . So

18 this is a figure. So we'e now pretables.
19

20

Sorry for that.
CHIEF JUDGE BARNETT: Do you have a

21 page number for that one?

22 MR. CHOUDHURY: You know, it — — the

23 figures are right before the tables.

25

CHIEF JUDGE BARNETT: Oh, thank you.

MR. CHOUDHURY: So I can give you
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1 the -- betweenFigure 2 and Figure 3 (b)
4404

THE WITNESS: I apologize for not

3 having sequentialnumbering.

Q ~

JUDGE STRICKLER: 3 (a)?

MR. CHOUDHURY: 3 (a) .

BY MR. CHOUDHURY:

And this was a figure that we looked at
8 during your direct examination, correct.
9 A. Correct.

10 Q ~ Now, you would agree with me that, on

11 all three of your graphs, at the 50-spin-per-sale
12 threshold, you find a statistically insignificant
13 result, correct?

That's correct.
15 Q- So just so we'e clear, it's not a

16 linear dosage; it ' not that, the more spins per
17 sale, it'l automatically increase,correct?

18 A. I don't think that interpretationcan

19 be made from a single data point. A linear
20 relationship can still have noise around it.
21 So if you drew a line, that could still
22 fall within the upper confidencebands of those

23 points. So I agree that those points are

24 insignificant.
25 Q ~ And, Dr. McBride, do you have any
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1 explanation for why you get a statistically
2 insignificant result at every -- on all three
3 charts at the 50-spin-per-salethresholdbut not

4 necessarilyat thresholdslower than that?

4405

I think it's -- the data are speaking.

6 These are the results.
Q. Okay. If we can look at Page 21 of

8 your written direct testimony.

I'm there.
10 Q. So there you write: "It's logical that
11 Pandorawould not create a detectible impact. on

12 sales for songs that are playing heavily on

13 alternativeplatforms while playing very little
14 relatively on Pandora," right?
15 And we used Taylor Swift. as an example,

16 so of course that. got my attention, right?
So what we'e talking about here is the

18 dosing effect, correct?
19

20

So -- largely, yes.

And what you'e saying here is that, if
21 a song is spinning on an alternativeplatform at a

22 very high level, for example, it's getting a lot of

23 terrestrialspins, and it's not spinning that much

24 on Pandora, you wouldn't actually see a very large
25 promotional effect, right?
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Q-

That stands to reason.

And so, as long as a song is spinning

4406

3 on an alternativeplatform at a high level, you

4 wouldn't actually see the large promotional effect
5 that you'e reporting in your study, correct?

Q.

Sorry. Could you repeat that, please.
Sure.

Here we'e looking at, Paragraph46.

9 And what you'e explaining there, I believe, but

10 correct me if I'm wrong, is that, if a song is
11 spinning on an alternativeplatform at a high rate,
12 but it's spinning relatively litt:le at Pandora, you

13 wouldn't expect to see a promotional effect, right?
I -- if it's spinning at a low rate, I

15 agree.

16 Q. And so the promotional effect of

17 Pandora is actually dependentin some senseon the

18 availability of the song on alternativeplatforms,
19 correct?
20 So our ability to estimate it does not,
21 but the estimateamount might — — might depend on

22 whether it '

23 Q ~ Right.

You would estimatea lower promotional

25 effect if a song was spinning heavily on

(866)448 - DEPO www.CapitalReportingCompany.corn  2015



CapitalReportingCompany
Day16 In Re: Determinationof RoyaltyRates(Public) 05-18-2015

1 al ternativeplatforms, correct?
4407

That's not what I said. What I said

3 was, when that's true and it's spinning very little
4 on Pandora.

So it stands to reasonto me, if it has

6 essentiallyno exposureon our service, I don'

7 I find it unlikely that we would be promotional for

8 that. 1'm sure we cannot. defect it when we have

9 such a minuscule effect, relatively.
10 Q. Well, the logical inferenceyou'e
11 drawing is that the availability of a song on an

12 alternativeplatform would affect the possible
13 promotional effect on Pandora, correct?

A. I didn't say that.
Q ~ Okay. I just want to be clear. I

16 think we talked about this earlier.
You testified about theseexperiments

18 in the BMI rate court proceeding, correct?
19 That's correct.
20 Q ~ And you'e aware that Judge Stantonhad

21 issueda decision in that proceeding, correct?
22 A. I'm told that's the case, yes.

23 Q ~ Do you know whether Judge Stanton

24 relied on the music salesexperimentsas part of

25 their opinion?
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MR. MARKS: I'm just going to object to
4408

2 the -- just caution the witness -- I don' know

3 what the witness -- if he has an understanding

4 other than as a result of conversationof counsel.

5 But I just want to be clear it's not going to be

6 intruding on conversationsthat Dr. McBride may

7 have had with counsel.

CHIEF JUDGE BARNETT: If you can answer

9 the questionwithout revealing a conversation

10 you'e had with counsel, then you may answer.

JUDGE STRICKLER: Also, just — — didn'

12 we hear this morning that the decision is
13 embargoed? So if it's embargoed,even if he knows,

14 why would we violate the embargo and let him say

15 something that he knows otherwise is
16 MR. CHOUDHURY: Your Honor, I'l
17 withdraw the question.

18 And, in fact, at that point, we should

19 move to restrictedsessionfor the rest.
20 CHIEF JUDGE BARNETT: Okay. We will be

21 closing the hearing room now to anyone who has not

22 signed the nondisclosurecertification.
23 MR. CHOUDHURY: I actually have a few

24 more public questions,but -- so people can hang

25 around while I'm asking them if they want.
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THE WITNESS: I'l stay.
MR. CHOUDHURY: Great. Me too.

BY MR. CHOUDHURY:

Q. Dr. McBride, I want you to assume for a

5 second that, in your experiment, 90 out of a

6 hundred listeners stoppedbuying music becauseof

7 what. they heard of Pandora. They just -- they

8 decided to walk away. And ten out of the hundred

9 users decided to buy more music becauseof what

10 they heard on Pandora.

Does your experiment show the effect on

12 the 90 users who walked away?

13 JUDGE STRICKLER: When you say walk

14 away, you mean walk away from purchasing?

15

16

MR. CHOUDHURY: From purchasing.

THE WITNESS: I think so. Becausethey

17 would be randomizedbetween treatmentand control.
18 BY MR. CHOUDHURY:

So if someonechoosesnot to purchase,

20 in this example the 90, how would we see that in

21 your results?
22 So sorry. You'e saying that 90

23 percenthave chosennot to purchaseanything. We

24 see a difference in whether or not there are sales.
25 So your hypothesizingthat Pandora
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1 causedthem to stop purchasing?
4410

Q- For example, they thought that Pandora

3 was satisfying enough that it was net

4 substitutional for them.

I'l have to think about it more. My

6 general sense is that it's an extreme hypothetical.
7 If they'e randomized, we would not see any

8 promotional or substitutionaleffect.
Q ~ And for any individual user who decided

10 not to purchasebecauseof what they heard on

11 Pandora, how would we see that substitutioneffect
12 reflected in your results?
13 A. That would not directly be observable.
14 We would observeother effects.
15 MR. CHOUDHURY: Okay. Now let's move

16 into a few restrictedquestionsabout some of the
17 documents.

18

19

(THIS ENDS PUBLIC SESSION)

(RESTRICTED SESSION BOUND SEPARATELY)

20

21

22

23

24

25
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10

12

13

15

16

17

18

20

21

22

23

25
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(THIS BEGINS PUBLIC SESSION)

MR. RICH: Thank you, Your Honors.

REBUTTAL EXAMINATION BY COUNSEL FOR PANDORA

(CONTINUED)

4468

BY MR. RICH:

Welcome back, ProfessorShapiro.

A. Thank you.

Q ~ I wish I could say it feels like
9 yesterday,but honestly, it doesn'.

10 We left off -- still covering on your

11 prior examination, a series of topics drawn from

12 your original rebuttal testimony.

13 Do you recall that?
I do.

15 And just to recenterwhere we are, if
16 you will take a look at the first — — pardon me, at
17 the seconddocument in the demonstrativewhich

18 begins: "Seven major topics."
19 Do you have that?
20 Yes.

21 We coveredTopics 1 through 4 as of the

22 time we interruptedyour examination, and

23 therefore, Your Honors, we'e going to pick up with

24 Topics 5 through 7 beginning this afternoon.

So Topic 5, ProfessorShapiro, relates
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1 to ProfessorRubinfeld's theory of convergence,

2 which you discuss in considerabledetail in your

3 written rebuttal testimony principally at Pages 42

4 to 47; is that correct?

Yes, that's right.
So as a preliminary matter, at a high

7 level, what is your reaction to Professor

8 Rubinfeld's convergenceanalysis?

So I have two main points regarding
10 convergence. First is, I think it's disconnected

11 from the benchmarkingexercise that we'e -- when

12 we really get down to it, in terms of setting the

13 rates.
The second, I think that the way it has

15 been port.rayed and used is quite inaccuratein

16 terms of what is going on in the market.

17 Q. So we'e going to drill down on both of

18 those, but as a preliminary, what is it you

19 understandto be ProfessorRubinfeld's central
20 thesis as it relates to convergence?

21 Well, as he states in his written
22 direct testimony, his convergencetheory is that
23 interactive services on the one hand and Webcasters

24 on the other are relatively close substitutes.
25 Q ~ So assuming for the moment that that
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1 premise was factually correct and proven, we will
2 come back to that in a bit, even so, in your

3 opinion, would that justify and support the use of

4 the proposedinteractivebenchmark in this

4470

5 proceeding?

6 A.

Q-

No, it would not.

Can you explain to the judges why you

8 have concluded that it would not, and feel free to
9 make referenceback to our favorite Figure 5 as

10 part of that.
I have it and I'e already turned to

12 Figure 5, so I -- I think you all have, Your

13 Honors, the slide deck so I told you this was going

14 to be my go to figure and here we are.
15 Just to remind you, this depicts the

16 downstreammarket for listenersand then the two

17 upstreammarkets we have been talking about, the

18 interactivemarket and the statutory or Webcasting

19 market.

20 So convergenceis a claim or a

21 statementabout the downstreammarket, that the
22 interactive servicesare relatively close
23 substitutesto the statutoryWebcastingservices.
24 We are ultimately -- when we get back to the

25 benchmarking,going to be talking about -- we have
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1 a proposedbenchmarkby ProfessorRubinfeld in the

2 interactive upstreammarket, and he is making a

3 claim that is a good benchmark for the statutory
4 market.

4471

That involves a comparisonof two

6 upstreammarkets, while as the convergencetheory
7 is about the downstreammarket. So there is a

8 disconnectright there as a starting point.

10 JUDGE STRICKLER: Excuse me. Again,

11 this goes back to your testimony from several days

12 ago, Professor, the difference betweenupstream

13 market is that in the interactivemarket, the

14 repertoire from the various services, various
15 record companiesare must— haves or essentialfor
16 the interactive, whereasyour testimony are not for
17 the noninteractive; is that correct?
18 THE WITNESS: Not quite right. The

19 starting point here is — — the first part of that,
20 yes, absolutely. They, I think, generally it'
21 been establishedthat the major record company

22 repertoiresare must—haves for the interactive
23 services

And that is the problem that — — I think
25 we have monopoly rates in that market. I have not
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1 said — — I don' know one way or another about

2 whether the major record companiesare must-haves

3 in the statutorymarket. So this argument is not

4 basedon that. Such a claim there.

4472

JUDGE STRICKLER: Maybe we are getting
6 aheadof ourselves,but is the concept of steering
7 that's injected into your testimony designedto

8 show that they are and must—haves to the same

9 extent to the noninteractivemarket as they are to

10 the interactivemarket?

THE WITNESS: I think of steering and

12 must— haves as two separateconcepts. Steering is
13 — — refers to the — — we are going to be talking
14 quite a bit tomorrow as well, refers to the ability
15 of a service to shift the mix of the performance.

16 That is the music that played to their users or

17 listeners, in particular, in responseto different
18 royalty rates, so that is a — — shifting the mix.

19 Must-have is what happensto .a service if they have

20 complete lack of accessto an entire repertoire.
21 Those are different questions.
22 JUDGE STRICKLER: Are you going to
23 addresswhether you consideredthe repertoire of

24 all the majors as must—haves in the noninteractive
25 market as your testimony continues?
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THE WITNESS: My -- so in terms of the
4473

2 rebuttal part of my testimony, neither parts of my

3 testimony is
JUDGE STRICKLER: Hang on one second.

MR. POMERANTZ: This is an issue that
6 we addressedthe last time that ProfessorShapiro

7 was here and I think an objection that I made was

8 sustainedbecausehe did not offer an opinion on

9 that subject, either in his written testimony or

10 well, in his written testimony, either rebuttal or

11 direct, and therefore, we felt it was not proper
12 for him to offer an opinion now and I believe that
13 objection was sustained.
14 JUDGE STRICKLER: In any event, I think
15 it deals with -- I think it deals with his direct
16 testimony rather than his rebuttal testimony, so

17 maybe I just jumped gun by asking that question
18 now. Maybe we revisit that — — this whole issue.
19 THE WITNESS: I think I can clarify
20 without -- while being respectfulof

21 Mr . Pomerantz' objection.
22 JUDGE STRICKLER: It is leading into
23 your direct testimony so why don't we just wait.
24 Hold it and continue on with the rebuttal.
25 MR. RICH: We are entirely flexible
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1 with whatever Your Honors prefer.
4474

BY MR. RICH:

Q ~ Staying with -- again, the factual
4 premise, taking it for the sake of discussionto be

5 true, that interactive and noninteractiveservices
6 are, as ProfessorRubinfeld asserts,relatively
7 close substitutes,what would that tell us about.

8 whether interactive and noninteractiveservicesare

9 similar buyers in the relevant upstreammarket

10 here?

So it does not, -- the convergence

12 theory does not imply that they are similar buyers

13 in the upstreammarket.. So ProfessorRubinfeld's
14 own test for benchmarkasks, are they similar
15 buyers. And convergence,he falls back on that to
16 defend the use of the benchmarkbut it is not

17 actually about the buyers, the two buyers in the

18 as licenseesof recordedmusic.

19 So it doesn'taddressthe -- go to his
20 own tests. Again, I come back -- the fundamental

21 problem is we have monopoly rates in the

22 interactivemarket and convergencedoes not address

23 that fundamental flaw with his benchmark.

24 Q- Again, taking as a given for purposes

25 of just this portion of our examination, that
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1 interactive and noninteractiveservicesare

2 relatively close substitutesas ProfessorRubinfeld

3 asserts,what would that tell us about whether the

4 royalty rates as a percentageof retail price
5 should be equivalentbetween those paid by

6 interactive servicesand those paid by

7 noninteractiveservices?

4475

A. It would not indicate that those ratios
9 should be the same, even if convergenceis true.

10 Q ~ Reason is?
The downstreammarket, competition

12 there does not lead to this equilibration in the
13 upstreammarket. There is no theory that implies
14 that. ProfessorRubinfeld has offered none at all.
15 It's just disconnected.

16 Q. Now at Pages 46 and 47 of your written
17 rebuttal testimony, you note that Professor
18 Rubinfeld's convergenceargument in this respect is
19 not only flawed, you call it dangerous.

20

21

22 Q ~

Do you recall that?
I do.

What did you mean when you wrote that?
23 A. I meant that if you accept convergence

24 as a basis for using the interactivebenchmark,

25 then you are in real danger of taking a monopoly
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1 rate that we see in the interactive market and

2 importing it over to the statutorymarket where we

3 are trying to establisha rate that reflects
4 competition. That would be, I think undesirable
5 for a lot of reasons,and would essentially
6 propagatethe monopoly situation into another

7 market.

Q ~ Now turning back to the factual basis
9 for ProfessorRubinfeld's convergencethesis, what

10 form of investigationdo you understandProfessor
11 Rubinfeld to have undertakento reach his
12 conclusions?

13 A. In his written direct testimony, he has

14 a section devoted to convergenceand he described
15 some similarities between the services, interactive
16 and statutory services, and offered some other
17 qualitative discussionthat is the basis for
18 convergence.

19 Q. How would you assessthe degree of

20 persuasivenessor rigor of ProfessorRubinfeld's

21 methodologyas an economist to determinewhether

22 two products are reasonablyclose substitutes?
23 I'l leave it to the judges to assess
24 persuasiveness,but I can assessrigor. I think
25 this is really quite inadequatein terms of
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1 let's go back.
4477

The questionat issue is: Are

3 interactive servicesand statutory services
4 relatively close substitutes? That has a specific
5 meaning to an economist, substitutes. Is there a

6 lot of substitutionby listeners from one type of

7 service to the other, if -- dependingon the

8 relative prices or the qualities. That is what

9 economistsmean by substitutes,and we measurethat
10 through cross elasticity or diversion.

The starting point to do that is to

12 look in that market where the two types of products

13 compete, which is the downstreammarket, and

14 ProfessorRubinfeld did not even do the first step,
15 which would be to look at market shares in that
16 market.

17 If you could flip back to -- what slide
18 is it here -- Slide 4 in this deck, we covered this
19 -- it was ten days ago, but...
20 CHIEF JUDGE BARNETT: Was it really
21 that long ago? Times flies when you'e having fun.

THE WITNESS: I was having fun. I

23 don't know about you.

24 So just to remind you, this is the
25 market shares in the downstreammarket. So that'
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1 a good starting point. By ProfessorRubinfeld did

2 not even do that.

4478

BY MR. RICH:

Did you — — basedon your review of

5 ProfessorRubinfeld' written direct testimony, did

6 you locate any empirical evidence that he drew on

7 to indicate the significant numbers of listener
8 substitutebetween these two ways of getting music

9 in responseto small changes in the relative price
10 or quality for the prices — — or -- between these
11 services?

No. He did not do that type of

13 analysis to assessthe -- whether they'e
14 relative — — a close substitute.

Let s turn 'to any analys1 s you have

16 done of the issue of potential close
17 subst1tutabj13.t;y .

Have you performed any analysis along

19 those lines?

20 Well, the starting point is here

21 already in Figure 2. So we look at the market

22 shares. And this is common for industrial
23 organizationeconomists

So the first thing that jumps out

25 and I had mentioned this when I was here before
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1 in Figure 2 is that terrestrial radio is basically
2 half of the market. And so that is a really
3 dominant feature. So I'e looked into what the

4 relationshipbetweenWebcastingand terrestrial
5 radio, in particular. And that's what really I

6 think we find pretty clearly in the empirical

7 evidence is that. Webcastingand terrestrial radio

8 are close substitutes.

4479

Q. What is your understandingof what

10 analysis ProfessorRubinfeld engagedin with

11 respectto the role which terrestrial radio plays
12 in the downstreammarket?

Well, he virtually ignores it. I think
14 he mentions it once or twice in passing in his
15 written direct testimony. So a very limited role
16 in his analysis.
17 Did you review any survey work that was

18 done in connectionwith this proceedingaddressing

19 the topic of potential close substitutability
20 between interactive service offerings and

21 noninteractiveofferings?
22 Yes. So this is -- I believe you'e
23 referring to the work by Larry Rosin, his survey

24 work regardingbasically what -- how people are
25 shifting their listening, and their willingness to
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1 pay for subscriberservices.
2 Q ~ And you reproducedcertain of his
3 results as part of this deck at the beginning of

4 Page 17?

4480

Yes. That.'s right.
Q. And could you walk the judges through,

7 as you do in your written rebuttal testimony, some

8 of the conclusionsrelevant to competition in this
9 downstreammarket drawn from your analysis and

10 understandingof Mr. Rosin's survey results?
11 A. Sure. I'm happy to. So let's start at
12 Slide 17. And I know that Mr. Rosin has already
13 testified here, and you'e seen these. So I'm

14 going to confine myself to how I used them and how

15 these results fit into my analysis.
So Slide 17, his figure 11, the

17 question: "Is the time you spend listening to
18 Pandoramostly replacing the time you used to spend

19 listening to," and then we see the answers.

20 So first just that question. That'

21 the type of substitutionquestion that economists

22 are interestedin. And the way I think about this
23 generally is streaming is growing, obviously. And

24 the question is where is it taking listening time

25 from, or what's it's effect overall?

(866)448 - DEPO www.CapitalReportingCompany.corn  2015



CapitalReportingCompany
Day 16 In Re: Determinationof RoyaltyRates(Public) 05-18-2015

And we'e going to come back to this a

2 lot tomorrow as well. So what we'e seeinghere is
3 actually half of the listening time is new

4 listening. Okay. Which that's going to be

5 particularly important for other reasons.

But the convergencetheory would say

7 the additional time listening on Pandorawould be

8 coming at the expenseof an interactive service, if
9 they were -- that's what you'd look for, to see if

10 they'e a relatively close substitute.
And you absolutelydo not see that.

12 The on— demand music service like Spotify or

13 Rhapsodyhere, is the tiny I guess orange or red

14 sliver. It's 1 percent. A much larger chunk, as

15 orange, is coming from terrestrial radio listening.
16 So that's a strong support for the
17 statementI made earlier that terrestrial radio is
18 a much closer substitute for Pandora than is
19 Spotify, for example.

20 Q. And turning to demonstrative18, which

21 is another of Mr. Rosin and Edison Research's

22 conclusions, what's the relevanceof that to this
23 drscussron

This is essentiallythe same finding
25 except we'e asking — — he's asking a different set
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1 of listeners. And these are -- if you look in the

2 lower-right corner, he reports the base, which is
3 who got asked this question. These are people who

4 have listened to other online music services in the

5 last week. Not Pandora.

So basically the results we just had

7 for Pandoraapply for the other Webcasting

8 services.

Q. And what's the most relevant pie wedge

10 that addressesProfessorRubinfeld' thesis?
A. So again, the coloring is the same. So

12 it's the -- here we have 2 percent of the listening
13 is coming at the expenseof Spotify or Rhapsody.

14 We had 1 percentbefore. Those are both very

15 small.

16 And now the terrestrial radio happens

17 to be a bit bigger. And the new listening times

18 remain, by far, the largest, the purple. So we'e
19 getting the same story here.

20 JUDGE STRICKLER: You said a moment ago

21 with regard to the largest pie wedge there, the

22 purple wedge, new listening time not taken from

23 other sourcesof audio listening is going to be

24 important for other reasons.

25 Are you going to be addressingthat in
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1 your rebuttal testimony or in your direct
2 testimony?

4483

THE WITNESS: It's going to come up in

4 my rebuttal testimony becauseit's one of the

5 reasonsthat Webcastingadds to record company

6 revenues. To the extent it's causingpeople to

7 listen more, it's generatingincremental revenues

8 to the record company. That's our very next topic
9 in -- if we get to it today.

10 It's also going to come up in the

11 direct testimony becauseit ' one reason the

12 opportunity costs to a record company of licensing
13 to a Webcasteris low, becauseWebcasting is not

14 cannibalizingother sourcesof music revenues.

15

16

JUDGE STRICKLER: Thank you.

JUDGE FEDER: Professor, if you turn
17 back to Figure 11 on Page 17, the question that was

18 posed was: "Is the time you spend listening to

19 Pandoramostly replacing the time you used to spend

20 listening to"...
21 And you opined that that means that
22 traditional over-the-airAM/FM radio is one of the

23 main sourcesof substitution for Pandora.

The way the questionwas posed is
25 really the other way around. Pandora is a
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1 substitutefor people who are listening to AM/FM

2 radio.

4484

Is it possible that the way the

4 questionwas structuredoverlooks an effect of

5 people using Pandora, if you will, as a gateway to

6 other types of music services?

THE WITNESS: Yes. I think it might:

8 miss that becauseit's a snapshot. And I totally
9 take the first part of your question — — I agree

10 with that.
This is really strong substitution from

12 terrestrial radio to Pandora, which is one reason I

13 made the point. Streaming is growing. It'
14 cutting into other forms of listening and adding

15 new listening.
16 We'e not seeing a lot of substitution
17 going the other way, people, you know, stopping
18 Pandoraand turning on the radio. That's not the

19 phaseof the world we'e in.
20 But this other gateway type of thing,
21 you'e just not going to pick that up in this
22 survey. I don't think it's capableof doing that
23 as a snapshot: What did you do now versus -- how

24 did you spend your time listening now versus

25 recently.
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JUDGE FEDER: In a sense, isn' that
4485

2 question really the question that the whole concept

3 of convergenceis trying to get at?
THE WITNESS: I don't think so. I

5 would say no. Because,again, as describedby

6 ProfessorRubinfeld, the view is that interactive
7 and noninteractiveare close substitutes.

And again, I will have trouble with the

9 theory becauseit doesn'treally connect to the

10 benchmarkingexercise. But it is a statement
11 about, if Pandoragets better, they would be -- the

12 whole notion is, if they get better, people would

13 shift from Spotify to Pandora; or if Spotify gets
14 better, they'd shift the other direction. It'
15 that tug between the two.

And there is some of that, to be sure.
17 But it's really dwarfed by these other forces.
18 BY MR. RICH:

19 Q. If you could turn to Slide 19, please,
20 which is another -- a reproductionof another of

21 Edison Research'ssurvey findings.
22 What do you derive from that relevant
23 to the instant conversation?

24 Okay. So this is a different question,
25 just to get our heads into this, which is the
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1 question: For a paid on-demand-- on-demand

2 services,would you be -- how likely would you be

3 willing to pay 9.99 a month for such a service?

4486

So is basically a way of scoping out

5 how many people are willing to pay ten bucks a

6 month for Spotify type of service.
And the answer is most people -- I

8 guess it's 88 percentare saying not at all likely
9 or not very likely. And they are asking people who

10 did use Pandoraor anothernoninteractiveonline
11 service.
12 So this is, again, relevant to the

13 questionwe were just talking about, which is: Is

14 a Pandorauser, are they kind of close to tempted

15 to sign up for Spotify for $ 10 a month? And the

16 answer is, by and large, no.

17 So again, just coming back to the main

18 premise here, which is, if one were testing as an

19 economist and trying to test fairly rigorously for
20 whether two products or service are relatively
21 close substitutes,just to be clear, what does this
22 slice at the pie -- no pun intended -- tell us

23 about that?
24 A. This is telling us that. the Spotify
25 on-demandservicesare not a close substitutefor
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1 Pandoraand the Webcastingservicesbecausethe

2 current customersof Pandoraare not attemptedor

3 on the margin to shift to Spotify at $ 10 a month,

4 by and large.

4487

Of course, some are. And some are

6 using both services. I know that. But we'e
7 talking about, in the main, that's not the case

8 that they would want to switch.

Q. And then turning to the next slide,
10 which asked the same questionbut at a lower price
11 point, what do you derive -- which is $ 4.99,

12 correct?

13 Yes.

15

Q ~ What do you derive from that?
So not surprisingly, more people are

16 interestedin Spotify at $ 5 a month than $ 10 a

17 month. But even so, you have — — would be 70

18 percent are saying not at all likely or not very

19 likely to subscribe.

20 These are, again, the users of Pandora

21 and other statutory servicesare not attemptedto

22 or not inclined to go with an on— demand service for
23 $ 5 a month.

So look, this all fits with — — my

25 interpretationof all this is there is a place in

(866) 448 — DEPO www.CapitalReportingCompany.corn  2015



CapitalReportingCompany
Day 16 In Re: Determinationof RoyaltyRates(Public) 05-18-2015

1 the market for the interactive services, the

2 subscriberservices, when say $ 10 a month, which is
3 Spotify's main price. It's not a widespread

4 appeal. It's more of a niche product for the

5 audiophiles. Very cool, and a bunch of people love

6 it.

4488

But, you know, Pandora is primarily
8 competing and seeking to grow in a -- a much bigger
9 game, if you will, with many larger -- much larger

10 number of subscribers. And their route to growth

11 is terrestrial radio.
12 So this notion that, you know, they'e
13 head-to-headgoing after each other for the same

14 type of customersis really not supportedby this
15 evidenceand other evidence.

16 Finally, by way of evidence, if you

17 have your written rebuttal testimony handy, I'd ask

18 you to turn to Page 56, please.
19 A. Yes.

20 Q ~ And you make referencethere in the

21 third paragraphdown to a study performedby Bain &

22 Company for Universal Music.

23

Q ~

Do you see that?

Yes, I do.

What do you cite that for?
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1 A. So first of f, this is a — — you can see

2 there'8 a footnote there. This is an October 2014

3 Bain study that was done for Universal.

4489

And I cite this for their conclusion

5 here on the slide that reads: "Lean back streaming

6 stealing share from terrestrial radio."
And they'e some bar charts here to

8 show what's happenedfrom 2011 to 2014. And what

9 you see there is Pandoragrowing significantly and

10 terrestrial radio declining.
So that', you know, anotherpiece of

12 empirical evidence supporting the proposition that
13 I'e been developing the last few minutes that
14 Pandoraand terrestrial radio are close

15 substitutes.
16 Q. Barring any questions from the judges,
17 let's -- on this topic, let's move to the sixth
18 topic in your written rebuttal testimony that we'e
19 covering, which is what was labeled "Preservation

20 of Revenues."

21 So in your written rebuttal testimony,

22 beginning at page 47, you discusswhat you term as

23 SoundExchange'spreservationof revenuesargument.

24 What are you addressingin that section
25 of your testimony?
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This is the argument put forward by
4490

2 some of SoundExchange' witnessesthat the

3 Webcastinghas causeda significant decline in

4 their record company revenues, and they need to

5 preservethose revenuesin order to get a

6 reasonablerate of return and — — going forward.

Q. And have you analyzed that proposition?
Yes, I have.

10

And what conclusionshave you reached?

I think that it's simply not true as a

11 factual matter that Webcastinghas causeda

12 significancedecline in record company revenues

13 I also think it is -- this will sound

14 familiar now — — disconnectedfrom the benchmarking

15 exercise, by and large, for various reasonswe can

16 talk about.

17 And why don' we start with the second.

Why is it disconnectedfrom — — by

19 "disconnectedfrom," is that another way of saying
20 it should be irrelevant to the exercise?
21

22

23

That might be a little strong for me.

All right.
But let's just say it doesn't take us

24 to -- it doesn'tget us anywhere in the

25 benchmarkingexerciseby the way it's been
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1 presentedby SoundExchange.
4491

Q ~ Why is that?
3 A. So as a starting point, revenues— — why

4 would you look at revenues-- if anything, you'

5 look at profits. And the record company profits
6 are healthy, are higher than they'e been in the

7 past.

And, of course, the difference between

9 revenuesand profit is cost. So the starting point
10 of looking at revenues I think is mistaken. And

11 so -- for one thing.
12 And the other thing is there'sno

13 economic law that says revenuescan't fall for an

14 industry. Pretty — — pretty common, when the

15 Internet comes, actually, and there's some

16 disintermediationand from lower cost of

17 distribution, that we would expect revenuesto

18 fall.
19 JUDGE STRICKLER: Question for you,

20 Professor. I understandwhat you'e saying about

21 how the marketedwould work and how revenuesmight

22 fall when a disruptive service comes in.
23 But if we look at Section 114 of the

24 statute, it says one of the things that we'e
25 supposedto consider and thereforemust consider
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1 congresstelling us what to do -- is whether use of

2 the servicemay substitutefor or may promote the

3 sale of phonorecordsor otherwise or otherwisemay

4 interfere with or may enhancethe sound recording

5 copyright owners'therstreamsof revenue from its
6 sound recordings.

4492

So while, in the -- an unregulated

8 market, not only not regulatedby us but not

9 regulatedby congress,we would say that's a

10 disruptive thing. We have competition, and maybe

11 revenuesfall. Maybe the supply of sound

12 recordingsavailable falls, and that's the market

13 working its own particular dynamics.

14 But since we have to be concernedwith

15 it, don' we have to just focus in on whether and

16 to what extent the noninteractiveservicesmay

17 impact upon revenues.

18 Yes. Absolutely. So I think built
19 into all parts of my testimony is the notion that,
20 if a -- let's say Universal negotiateswith

21 Pandora, just to make it specific. If Universal

22 believes correctly, let's say, that Pandorawill
23 cannibalizeother revenuestreams, then Universal

24 would not be inclined to offer a very low rate to

25 Pandora. Doesn't pay for them. Okay?
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That -- but you should totally take
4493

2 that into account. And I am. Okay?

I'm -- what I'm saying here is the

4 decline in revenues— — I'm about to go through the

5 data -- that the record companieshave experienced

6 is predominantlynot the result of Webcasting.

JUDGE STRICKLER: I understandthat.
8 But you were making two points. So I wanted to
9 focus you on that latter point that you just made.

10 Becauseif noninteractiveserviceswere

11 causing the decline in revenue, we'e got a

12 statutoryobligation to consider that. And it'
13 your point, which may be the more important point
14 for us to consider, is whether or not that'
15 happening.

THE WITNESS: Well, okay. But let me

17 push on the other point, too, if I may, which is I

18 believe what's happening-- we'e going to talk
19 about this more tomorrow — — is that Pandoraand

20 iHeart are looking for direct licensesor looking

21 to activate competition in the statutorymarket, to
22 get better rates by shifting the music in the

23 direction of record companiesthat give them better
24 rates.
25 Let's suppose— — and I think this is
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1 happening-- that that puts competitive pressureon

2 the record companiesand also what causesthe

3 revenuest:o fall.

4494

I don't think you should be stopping

5 that -- I don't think you should -- how should I

6 put this? That would be, I would say, a natural
7 part of the workings of a competitive market, and

8 you should not close the door on that.
Now, at the same time, competition

10 when Universal sits down and negotiateswith

11 Pandora, and Pandorasays, "Well, if you give us a

12 discount, we'l play your music more," Universal
13 could say, "Well, that's tempting, but actually I

14 think you cannibalizea lot of my other sales."
15 Supposethey thought that. They'e going to say

16 no.

17 So we can account for competition and

18 at the same time properly account for this
19 cannibalizationto the extent it's going on. And

20 that still may lead to a loss of revenues.

21 I think the market is showing signs of

22 becoming more competitive. And that will lead to a

23 loss of revenueseven when all the sellers fully
24 account for the effect on their other revenue

25 streams.
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JUDGE STRICKLER: So you can account
4495

2 for cannibalizationand adjust for the lack of

3 competition. They'e not mutually exclusive.

THE WITNESS: And I'm going to argue

5 that the Merlin benchmarkthat we'e going to be

6 presentingtomorrow is very good for that purpose.

Q ~

JUDGE STRICKLER: Thank you.

BY MR. RICH:

So let's turn directly now to the basis
10 for your conclusion that. the statutoryWebcasting

11 servicesare not the primary reason for the decline
12 in record industry revenue.

13 That's what you cover extensively in
14 your written testimony of Pages 49 to 62. So could

15 you begin to summarize the highlight of that
16 analysis, please.
17 Yes. I think that easiestway to do

18 this is if Your Honors could turn to Slide 21. And

19 since it's late, but I think -- I'm hoping we can

20 get through this without having to cut it in parts.
21 The -- so this is taken from Professor
22 Rubinfeld's written direct testimony. I think the

23 — — everybody' using this RIAA data for the record

24 company revenues. And we see the peak in 1999.

25 And then it's come down a lot since then.
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And this question came up, and I kind
4496

2 of alluded to this when I was here last time. The

3 -- so just let me tell the story, and stop me if
4 you need to.

So if you look at the data here, what'

6 happenedis, from the peak in 1999, I would draw

7 I would flag for your attentionwhat happensby

8 2010, which just look at that bar. That'

9 essentiallyall of the drop in revenuesthat we

10 looked at happenedbetween 1999 and 2010.

And then you see the streaming, red

12 bars that are growing, of course. They'e really
13 pretty small even by 2010.

14 Okay. And I have other evidencehere

15 in the written rebuttal testimony indicating that
16 streaming just was not very much of a factor in the
17 overall market prior to 2010.

18 So I mentioned timing mismatch before

19 so -- when the question came up. So the vast
20 majority of the decline in revenuesthat the record

21 companieshave experiencedprecededthe meaningful

22 growth of streaming.

23 So we'e -- can be pretty sure, based

24 on that, that streaming-- and by the way, this
25 streaminghere includes Webcastingand interactive.
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1 It's both types — — did not cause this decline
2 becauseit came later.

4497

Q. Have you reacheda conclusion as to

4 what the primary drivers of that steepdecline, in

5 fact, were?

I think there's-- it's very clear
7 there that piracy is the cause. The record

8 companieshave understandablybeen deeply concerned

9 with piracy since the late '90s, probably earlier,
10 but. particularly since that time. It's all over

11 the documents. I don't think it's disputed.
12 And it also, by the way — — one of the

13 reasons,my understanding— — is that the record

14 companiesagreed to basically go with digital
15 singles through iTunes was to combat piracy as

16 well. That unbundling of the album further
17 contributed to the decline in revenues. But that
18 was ultimately causedby a combination of

19 technologicalchange and piracy.
20 All of that clearly is not becauseof

21 streaming.

22 Q- So have you seen any empirical analysis
23 done by any of SoundExchange'switnessesthat would

24 suggestthat Webcastinghas causeda decline in

25 record company revenues,not merely a correlation
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1 but a causationdemonstration?
4498

Well, if we turn to the next slide,
3 this is, again, from ProfessorRubinfeld's written
4 direct testimony where he sets side by side the

5 growth rates of streaming-- that's the blue, and

6 the streaming is growing year to year -- and the
7 shrinkageof the overall revenues-- that's the
8 red.

Now, let me be very clear becauseI did

10 hear ProfessorRubinfeld on the witness stand. He

11 presentedthis in his written direct testimony.
12 And I'm respondingto that.
13 I think he was -- said on -- when he

14 was here in the witness stand, in responseto
15 questions, that he was not -- did not believe this
16 showed causation. Okay.

17 But he did presentthis chart, and I'm

18 respondingto it .

19 Q ~ You mention in your rebuttal testimony
20 at Page 52 that this exhibit is highly misleading
21 in its portrayal of data.
22

23

Do you recall that?
I do.

24 Q ~ How is it misleading?

Well, I think the implication here to
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1 visually look at this chart is to see streaming is
2 growing, quite nicely, in fact, and the overall
3 revenuesare declining. And it certainly implies,
4 I would think to a normal viewer, that there'sa

5 connection.

4499

I think that that's not the case. And

7 one reason it's misleading is becauseit's only

8 percentagechangesare shown here. Right? The

9 percentagegrowth of streaming, you know, 13.6

10 percent in 2009-'10, and the percentagedecline in
11 overall revenue.

But if you look at the actual numbers,

13 look at them -- you get a very different picture.
Q. And you depict that in your Figure 9 on

15 the next. page?

That's t:he next slide, Slide 23, Figure

17 9.

18 So this is exactly the same data,
19 exactly the same time period. And the red bars are
20 the decline of music revenues. So take 2009— '10.

21 The music industry -- from 2009 to 2010, revenues

22 decline by -- this says a billion dollars. These

23 are millions. So a thousandmillion -- it's a

24 billion dollars. Streaminggrew by 83 million.
25 Okay?
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Now, i f you go back — — you know, that '

4500

2 the same figure we had on the previous chart where

3 they look kind of comparable. They'e not

4 comparable. The scalesare completely different.
And it's even more dramatic if you look

6 at the earlier years where, as I said, the decline
7 of revenueprior to 2010 was dramatic, and

8 streamingwas really a blip.
Just to absorb this chart, to make sure

10 that everybody reads it the same way, the red bars
11 reflect total music revenue losses, correct?
12

Q-

Yes. I hope I was clear about that.
And the blue bars refleet streaming

14 revenuegains; is that correct?
15 That's correct. Yes. Sorry if I was

16 unclear about that.
17 But the other thing — — so his figure,
18 that ' the one piece of empirical analysis I 'e
19 seen that SoundExchangehas put forward to

20 regarding this connectionor really lack of

21 connection, I'm telling you, between streamingand

22 the record companies'evenuedecline.
23

Q.

The other thing

Let me just ask you, if I may, on

25 that
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Q.

Sorry.

staying with that figure for a

4501

3 minute

Looking at 2010 forward where the blue

5 bars outstrip in the three reportedyears -- the

6 last three reportedyears the red bars, does that
7 indicate anything meaningful to you?

Yes. It does. But I think it's easier
9 to see if you go back to Slide 21. I mentioned

10 before that record company revenueshad declined
11 quite dramatically actually from 1999 to 2010.

12 Since 2010, they'epretty much leveled
13 off. Not entirely. There's a small decline. But

14 they'epretty much leveled off. And you see this
15 in the documentsas -- it's recognizedas the
16 period in which revenueshave stabilized. That'

17 the word, stabilized.
18 And so there'sreally two parts to what

19 I'm doing here. One is to say, from 1999 to 2010,

20 dramatic decline in revenuesnot causedby

21 streamingand not causedby Webcasting in

22 particular.
23 Then from 2010 to now -- although the
24 data we have here only goes through '13 -- but 2010

25 to now, revenueshave stabilized.
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And now I think we need to ask -- and
4502

2 this is I think right along the lines of your

3 question, Judge Strickler, what's been going on

4 since 2010 when streaming is getting to be a bigger
5 deal? What impact is it having on the other
6 revenuestreamsof the record companies?

And that's going to come in to the

8 willing buyer, willing seller, cannibalization
9 issues in the world that we'e seeing it more

10 recently. And, of course, we'e trying to look

11 forward for another five years.
12 Q. And have you undertakenany further
13 investigation into that question, namely whether

14 statutoryWebcastersdid or didn't cause a decline
15 in record industry revenuesover the time period
16 we'e been examining?

17 A. So yeah. BecauseI look at that pretty
18 closely.
19 Q- And what have you looked at, and what

20 have you concluded from that?
21 A. So this is where we come back to a

22 point we were at I guess a half hour ago, which is
23 the primary effect of Webcasting in terms of how

24 people are spending their listening time — — we saw

25 it in those charts from Nr. Rosin — — it's adding to
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1 new listening hours, and it's taking time away from

2 terrestrial radio. Okay?

4503

Both of those are accretive to the

4 record companies. Becauserecord companiesdon'

5 make any money on terrestrial radio listening. And

6 of course new listening is just gravy.

JUDGE STRICKLER: Did you find it at
8 all anomalousthat, in Mr. Rosin's figures, he

9 found that 46 percent of the time -- replacement

10 time came from people who weren't listening to

11 music at all before? Looking at Slide 18.

12 THE WITNESS: Well, I wouldn't -- I

13 don't think it's people who weren't listening to
14 music. I think it's the extra time spent on

15 Pandorahad previously not been listening time.

16 So I don't -- so, look, I can't swear

17 to the exact numbers. Okay. But I do see a lot of

18 people walking around with their phones with their
19 headphoneon more than I used to. And mobile -- we

20 know mobile -- a large fraction of the listening
21 is -- on Pandoraand the other services is mobile.

22

23

So I don't find it implausible that
JUDGE STRICKLER: You'e saying it'

24 people who might have been listening to music at
25 home or in the car, but when they walked around
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1 previously, they weren't listening to music; and

2 now, given the mobile capacity, they have their
3 headphoneon everywhereyou go.

4504

THE WITNESS: Exactly. Or they have a

5 little box playing music that streams.

So I think that's what we'e picking up

7 in term -- and there are a lot of other pieces of

8 evidence, not just Mr. Rosin's survey here, that
9 indicates time spent listening -- you'l see TSL in

10 some of these documents-- has gone up.

And that's actually a historical trend.
12 Time spent listening has typically gone up and has

13 often been becauseof new technologieshave come

14 along to make it more convenient. So I think
15 that's a chunk of what's going on.

I want to be very clear though. At the
17 same time, there is some degreeof cannibalization
18 of other -- you know, there'ssome people, of

19 course, who are not buying CDs becausethey'e
20 listening to Pandora. There are some people who

21 are not doing digital downloads.

22 So it's a mixture of these things. And

23 it's the net effect when you put all that together
24 that we'e trying to explain. And I think we'e
25 seeing revenuestabilizationwith streaming
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1 contributing a lot to revenuesnow. They'e
2 reducing some other the revenuestreamsbut more

3 than making up for that in these two categories:
4 additional time spent listening and capture from

5 terrestrial radio.

4505

Q.

BY MR. RICH:

And in your written direct testimony,

8 you cite the direct license agreementsin evidence

9 ent:ered into by both Pandoraand iHeartMedia as

10 further evidence to disapprovethe causeof the
11 decline in record industry revenuesattributable to
12 noninteractiveservices," is that correct.?

Yes.

Could you explain that testimony?

So we have in -- let's take the -- the
16 Pandora-Merlinagreementis an example, but it'
17 not the only one.

18 We have others where -- supposedlyyou

19 see record companiesgoing to statutoryWebcasters

20 and saying, "All right. You play my music more,

21 and I'm not going to get much of any more money."

22 ProfessorsFischel and Lichtman do

23 calculationsregarding the iHeart deals in this
24 respect. And I have the same structure in the

25 Pandora-Merlindeal where up to 12 and a half
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1 percentmore plays of the Merlin music on Pandora,

2 no extra money for Merlin.

4506

So I love this type of evidencebecause

4 it's companiesputting their mouth where their
5 mouth is in the sensewhy would the record

6 companiesdo that? Why would they say, "Play my

7 music more, but I don't need any more money."

They must value those plays. So at
9 last those incrementalplays that we'e seeinghere

10 are net promotional. Okay? And that's what -- at
11 least in these instances,we have record companies

12 that their -- the deals they'e cutting, their
13 actions speakdirectly to the net promotional

14 nature of Webcasting.

15 MR. RICH: Your Honors, the last topic
16 on the rebuttal side is ProfessorShapiro's
17 analysis of the -- of ProfessorRubinfeld's Apple

18 majors agreements.

19 I don't know what your preferenceis
20 about whether we continue that now or pick that up

21 in the morning.

CHIEF JUDGE BARNETT: I think we have

23 to recessat this point.
24

25

MR. RICH: Okay.

CHIEF JUDGE BARNETT: And just a
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1 heads-up. I do need to leave immediately tomorrow

2 at 4 15.

4507

MR. RICH: Thank you.

MR. LARSON: Your Honors, we had

5 scheduled-- it wasn't on the letters that had been

6 sent, but Mr. Malone's client, Mr. Papish from

7 Harvard Radio, we had slotted him for last thing
8 tomorrow afternoon. And I know we'e perhapsa

9 little behind already. And I'm not positive that
10 we'e going to get to him, but we were hoping to

11 slide him in with Mr. Malone.

12 CHIEF JUDGE BARNETT: Do you have an

13 estimateof how much time he will be on the stand?

MR. LARSON: Mr. Malone before had said
15 he thought 15 to 30 minutes, I think, for his
16 direct.
17 MR. POMERANTZ: We expect less than ten

18 minutes of cross.

CHIEF JUDGE BARNETT: Okay. Well,

20 maybe there will be a break.

21 Will he be available earlier in the

22 day?

23 MR. LARSON: I don' know. I can check

24 with him. I think they'eplanning to come in in

25 the morning, but I'd have to check with him to see.
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1 And I can send an e—mail to let you know if that is
2 helpful .

4508

CHIEF JUDGE BARNETT: Well, I think
4 we 'll just have to kind of wait and see how the day

5 flows tomorrow. But I would like to get that taken

6 care of .

I also know that ProfessorShapiro has

8 spent probably more time on airplanesand in

9 humidity than he is accustomedto.
10 We'l be at recessuntil 9:00.

(Whereupon, the proceedingwas

12 adjournedat 4:33 p.m.)

13

15

16

17

18

19

20

21

22

23

25
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CERTIFICATE OF COURT REPORTER
4509

I, Bonnie L. Russo, do hereby certify that the

4 foregoing transcript is a true record of the

5 proceedingsto the best of my ability, that I am

6 not related to or employed by any of the parties
7 involved in theseproceedings,and, further, that I

8 am not a relative or employee of any attorney or

9 counsel employed by the parties hereto, or

10 financially interestedin the proceedings.

12

13
Bonnie Russo
Notary Public in and for
the District of Columbia

15 My Commission Expires:

16 May 16, 2016

17
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