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PROCEZEDTINGS

(PUBLIC SESSION)

CHIEF JUDGE BARNETT: Good morning.
Please be seated.

I'm sure I cleared my desk off on
Friday. What is this? Binders.

Professor Katz, you remain under oath.

Mr. Joseph.

MR. JOSEPH: Thank you, Your Honor.
NAB calls Professor Michael Katz on his direct
testimony.
MICHAEL L. KATZ, Ph.D.,
having been previocusly duly sworn, to tell the
truth, the whole truth and nothing but the truth,
testified as follows:

DIRECT EXAMINATION BY COUNSEL FOR NAB

BY MR. JOSEPH:

0. Good morning, Professor Katz.
A. Good morning.
Q. Would you please turn to the tab in

your direct examination binder marked NAB 4000 to
confirm that that is your written direct testimony

which I believe is already in evidence.
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A, It is.

MR. JOSEPH: Your Honors, I believe it
was admitted subject to —-—- without prejudice to
possible objections. I have been informed by
counsel for SoundExchange that there are none, but
I wanted to raise that just in case there were, so
now it is fully in evidence.

MR. POMERANTZ: No objections, Your
Honor.

CHIEF JUDGE BARNETT: 4000 to the
extent it was in doubt, is now fully in evidence.

(NAB Exhibit 4000 was readmitted into

evidence.)
MR. JOSEPH: Thank you, Your Honor.
BY MR. JOSEPH:
Q. Professoxr Katz, in your written direct
testimony, you state that, and I quote: "A market

cannot be effectively competitive in the absence of
buyer choice."”
Could you explain what you mean by
that?
A. Yes. I mean, absence of buyer
choice --
MR. POMERANTZ: Objection, Your Honor.

I think we exhaustively covered effective
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competition the last time that Professor Katz was
here, and while i1t is in his direct testimony for
sure, it was also in his rebuttal testimony and at
some point, the subject matter becomes cumulative.
I'm not sure why there is anything in effective
competition that was not already covered when he
was here the last time.

CHIEF JUSTICE BARNETT: Mr. Joseph, do
you want to respond?

MR. JOSEPH: Your Honor, it's clearly
in his direct testimony. I believe we are entitled
to present his direct testimony to the extent there
were 1ssues that were not covered, and we going to
keep this part brief, and there were a few
observations that Professor Katz had coming out of
his direct testimony.

CHIEF JUDGE BARNETT: The key is to the
extent it was not already covered, so the objection
is sustained as far as cumulative testimony, but
you may set the stage.

MR. JOSEPH: Thank you, Your Honor.

BY MR. JOSEPH:

Q. Professor Katz, the question was: In
your written direct testimony, you state: "A

market cannot be effectively competitive in the
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absence of buyer choice.”
Could you explain what you mean by
that?

A. Yes. As I said, the buyer choice is
the essence of competition because it's the
possibility of substituting the products of one
seller for another that drives sellers to want to
compete, is they say -- like the seller says, if I
will give you a better offer, then maybe as a
buyer, you will substitute to me, so it's really
the essence of competition.

Q. Does that same conclusion apply when

the buyer is in a noninteractive sexvice?

A. Yes, it's the same principle.
Q. Do you recall in your written direct
testimony a section starting on Page 24 titled: "A

monopolized market is not competitive?"

A. Yes.

Q. Just to discuss a couple of the points
you make in that section, suppose there is a buyer
that i1s large in some sense. In that case, could
the market be effectively competitive even if the
buyer could not engage in substitution?

A. No. I mean, it's the same principle.

If the buyer doesn't have choice, then there is no
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competition effective or otherwise. Sometimes,
particularly in antitrust, economists will single
out large buyers as potentially being able to
engage in more substitution because a large buyer
may be able to vertically integrate or to sponsor a
new entrant in order to create new options for the
buyer, create the possibility of substitution, but
I don't think anybody is saying here that any of
the services have the ability to start their own
record company or to sponsor a new major.

0. In a situation where there are
must-have sellers and no possibility of —-- excuse
me, is a situation in which there are must-have
sellers and no possibility of steering, one
characterized by effective competition?

A. No. It is just an example of what we
have been talking about where the buyer doesn't
have choice, so by definition, there is no
competition.

Q. Would it matter to your answer whether
the sellers have acquired their must-have status
lawfully or legally?

A, Not to the analysis of whether or not
there is competition. Obvicusly, it matters

whether or not it's lawful, but if they have a
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lawful monopoly, it is still a monopoly.

Q. Now in Paragraph 37 of your written
direct testimony, you quote a portion of the Web TII
decision which is shown on your demonstrative Slide
2, and in Part A of the technical appendix of your
written direct testimony, you then provide what you
consider to be a counterexample.

Can you explain to the judges what
point you are making-?

MR. JOSEPH: Excuse me. Before you do,
I think we need to have the demonstratives --

CHIEEF JUDGE BARNETT: That helps.

Thank you.

MR. JOSEPH: -- given to the Court. I
didn't notice that the judges were scratching their
heads when I said demonstratives.

CHIEF JUDGE BARNETT: Are we looking at
the one on Page 27

MR. JOSEPH: Slide 2, yes, Your Honor.

CHIEF JUDGE BARNETT: Okay.

THE WITNESS: Where the first two words
are "a competitive." Everybody has it.

So what I was responding to here is,
you see it's a quotation from the Web II decision

where it was putting forth an economic principle,
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and it is saying that a market would be
competitive, you can say 1t was competitive if you
had buyers and sellers that had equal bargaining
power and it says the reason you can think of that
is competitive as -- is the price you would get
would be closer to the competitive price than
either the monopoly price or the monopsony price.
And earlier in my testimony, it's
actually the preceding paragraph, I had already
talked about some of the broad principles why that
wasn't correct, and in particular, the discussion
of large buyers and the lack of large buyer options
here.
But then what I did in the technical

appendix is just provided an example to show a -- a
plain vanilla example to show that this wasn't
correct as a general statement of economics. That
it's not the case that whenever you have roughly
equal bargaining power, you get a price closer to
the competitive one than the monopoly one, and what
I did is just provided a simple example with linear
demand, et cetera, to say, look, just this one
example is enough to show it's not true.

Q. Is it your view that the licensing of

sound recording performance rates to interactive
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services i1s a situation in which the buyer and the
seller have roughly equal bargaining power?

A, No, I wasn't offering the example as a
model of the industry, certainly not a model of how
bargaining works for interactive services. It was
really a response to this quotation, because I
don't think that they have equal bargaining power.
That is, you know, opinion -- certainly at one
point at least I shared with Dr. Rubinfeld, and I
won't belabor the famous slide and stuff, but where
he explained to the Federal Trade Commission that
the sellers have almost all the bargaining power,
so it is not a situation of equal bargaining power.
The example is just responding to this quotation.

0. On Page 11 of his written rebuttal
testimony, Professor Talley asserts that your
example i1s, and I quote: "Inconsistent with the
fundamental nature of the market and conventional
economic theory.”

He also objects to your model on the
grounds that there is no scope for a monopolist --
a monopsonist, I'm sorry, to truncate demand.

Do you agree with these criticisms?

A. No. As I understand his criticism

about -- the truncation is what he is objecting to,
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is in sort of a standard model of a monopsonist
facing a bunch of perfectly competitive suppliers,
there is a way in which the monopsonist potentially
cuts back on how much it demands to drive price
down.

Now the situation in this industry is
very different from that, the thing about the
typical bargaining for interactive services. The
way the bargaining works is, the parties would
negotiate a price and then after the price is
negotiated, then the buyer gets to chose the
gquantity. And in that situation and that is
something that's captured by the examples I have in
my appendix, in that situation, you don't get the
standard monocpsony output reduction, and Professor
Talley apparently is objecting to that.

I think that objection is completely
misplaced because in a sense what he's doing is
objecting to the actual feature of the market.

It's not a statement about my analysis. I did a
completely conventional analysis of the bargaining
institutions in this market.

Q. What is your response to his claim that
your model is inconsistent with the fundamental

nature of the market?
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A. As I say, I think that is backwards.
Again, it 1is not -- the model is not offered as a
full analysis of the industry. It's a
counterexample but that particular feature I
thought was important to include, and that is
realistic, and so it is a conventional analysis
having an assumption that reflects the way this
market actually works.

Q. Professor Talley also says that your
example can't support your categorical conclusions.

Do you agree?

A. No. I mean, the categorical conclusion
that I used that model for, as —-- the Court was
surprised when I said no, I don't agree.

CHIEF JUDGE BARNETT: Shocked.

THE WITNESS: 1In another matter, I have
to say there was one where everyone in the
courtroom got the opposite of the answer they
thought I was going to would give, but not this
time.

No, the categorical conclusion, the
point I was making is that the statement here is
not a general economic proposition. And I assume,
I think that now it's four for four, and I think it

supports it.
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BY MR. JOSEPH:

Q. Professor Katz, the question I think
everybody in the courtroom is waiting for the
answer for is: What is the point of your
demonstrative Slide No. 37

A. Maybe the fundamental point is —- I
know you have all been in this room for a long
time. But the point of it is this. It's a
well-known point in logic, so I thought we might
have a fun way to illustrate it and the point is
this. If what you are doing is trying to prove
that the claim that all crows are black, 1f you
want to disapprove that claim, you only have to
find one white crow, you don't have to find a lot
of others, so I am just making the point that --
what I was doing in my appendix or the example was
doing was showing that the general proposition in
Web II is false.

Q. Well, but wait, do you think that
examples like the one you gave in which equal
bargaining power price is closer to the monopoly
price than the competitive price are as rare as
white crows?

A. No, actually, I don't. See, I was

clever, I used a diagram with equal numbers of them
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but I also could have said, what I have done is
shown -- I can disprove the claim that all crows
are white by showing it's black because I think the
examples I gave are plain vanilla example. I
agreed that there are other examples that go the
different direction, but again, the point is
established.

And I think what is really more
important is rather than getting caught up in the
example, which I stand by, it makes the point I
wanted to make, is that we should really be
focusing on the features of the industry and in
this industry, there are multiple buyers. It is
not a situation of one seller and one buyer.

Q. In Paragraph 14 of your written direct
testimony, you say, and I gquote: "A seller will
not agree to a price below its marginal or
incremental costs of providing the good or service
including the opportunity cost of doing so."

Can you explain what you mean by the
marginal or incremental costs when applied to a
record company licensing or selling its music?

A. Okay, so when a record company is
selling the CD, the marginal cost is going to be

the extra cost it triggers to sell one more CD so
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that's going to have the production cost, the

distribution cost, et cetera.

Now when you think about the marginal
cost of the license, the out-of-pocket cost is
probably going to be zero or near zero. If what
you think is you already have a license with a
particular service, and they're going to have one
more play. I mean, the record company may do
essentially nothing, so in that sense, the marginal
cost is near zero, but we also -- as an economist,
we're taking into account opportunity costs, and
would say, okay, if the record company -- if there
is one more play of its intellectual property, one
more play of its recording, that may affect its
sales of other products, and the record company is
going to want to take that into account and that's
what the notion of opportunity cost is getting at,
is saying, 1f there is one more play of -- when you
are recording, how does that affect your revenues
and profits from other sources.

JUDGE STRICKLER: Would you say --
first of all, good morning.

THE WITNESS: Good morning.

JUDGE STRICKLER: Would you say that

the concept of opportunity cost is essentially the
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same as the concept of substitution as is set forth
in the statute that we are dealing with?

THE WITNESS: I would say substitution
and also promotion. If we take those as two sides
of the same coin --

JUDGE STRICKLER: Promotion being a
negative opportunity.

THE WITNESS: Exactly. Exactly.
Again, I'm not offering a legal opinion but
certainly as an economist, I think that is what
it's getting at.

JUDGE STRICKLER: I want to stay with
your Paragraph 14 for the moment. The first
sentence in your Paragraph 14 of your written
direct testimony says, quote: If interpreted
literally and narrowly, the willing buyer/willing
seller standard would exhibit a broad range of
indeterminately the level of license fees."

Do you see that?

THE WITNESS: Yes.

JUDGE STRICKLER: Do you mean by that,
that there is an interpretation of the willing --
economically, that there is an interpretation of
the willing buyer/willing seller standard, other

than the literal and narrow approach that would
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exhibit an absence of indeterminately such that we
can set a rate by applying an economic version of
the willing buyer/willing seller standard?

THE WITNESS: It is certainly my view
that you can interpret it economically as saying
what we mean by a willing buyer is that the buyer
has choice and where the choice is beyond just --
you either take the firm's product or you don't,
because in that sense, any buyer has a choice. But
that it has meaningful choice and that really gets
into the point of effective competition.

Now I think that saying that what we
mean by a willing buyer is -- a willing buyer is
one who's in a situation with effective
competition, that by itself, is not going to get
rid of all the indeterminates, it's going to narrow
things down, but as I think you've heard from
multiple witnesses, and here from me about, is that
the concept of effective competition doesn't give
you a precise number by itself. It is a little
fuzzier concept.

JUDGE STRICKLER: When you interpret it
literally and narrowly as you suggest in Paragraph
14 or under the effective or workable competition

standard, either way we have indeterminately and --
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either way we have a range of indeterminately --

THE WITNESS: You're going to have a
range either way. It's just going to be much
broader this way and as I say —-—

JUDGE STRICKLER: Broader which way?

THE WITNESS: Much broader, if it is
just interpreted as saying, well, the buyer entered
into the agreement without literally having a gun
put to his or her head.

JUDGE STRICKLER: There would be no
indeterminately in that situation. In a take it or
leave it situation, we have determinately, you
either pay the price the seller demands or you
don't enter the market at all, so we have
indeterminately, but not necessarily good
indeterminately.

THE WITNESS: There is a sense, but if
you are saying that that would be the high end and
then the low end would be the seller's marginal
cost, then I am saying that almost any price --
basically, you would be saying any price between
marginal cost and presumably -- well, actually in a
market with complements, it would be saying, look,
any price is fine between marginal costs and the

price that would come out of a situation where we

5661

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5662
have complements, that is actually higher than the

monopoly price.

JUDGE STRICKLER: I have a question for
you about marginal cost pricing in this market.
Perhaps counsel can move along because it comes up

a little bit later in your written direct

testimony.
MR. JOSEPH: Thank you, Your Honor.
JUDGE STRICKLER: Thank you.
BY MR. JOSEPH:
Q. Could you provide an example of how

opportunity costs would apply to a record company
when licensing to an on-demand service?

A. Yeah, I think the next demonstrative --
for some help in thinking about that, so we think
of an on-demand service, it's here, shown as an
interactive service, using those terms
synonymously. If the record company licenses an
additional play, the marginal play, through the
interactive service, that could adversely affect
its sales of downloads to own or its sales of CDs,
and so that would be an opportunity cost of
licensing to the interactive service, that there
would be some forgone profits that the record

company otherwise would have gotten from downloads
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or CD sales.

Q. Could you provide an example of how
opportunity costs would apply to a record company
when licensing an Internet simulcast of the
terrestrial broadcast?

A. So in the simulcasting case, one that
happened -~ Judge Strickler and I just were talking
about this and we've got to think about negative
opportunity cost as a possibility as well, that an
additional play on a simulcast, then it's going to
have promotional effects that actually encourage
the sale of downloads and CDs, then it would
actually have a negative opportunity cost because
the additional play would actually be simulating
other sales for the record company that are
profitable.

Q. In Paragraph 8 of his written rebuttal
testimony, Dr. Blackburn claims that promotion that
shifts share among record companies, what he calls
diversionary promotion, should not be taken into
account in assessing opportunity costs or benefits
as part of determination of an effectively
competitive price.

Do you agree as a matter of economics?

A. No, I don't agree with that at all,
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because what he is saying is, suppose there is a
form of promotion, and what it does is it's going
to shift share among record companies.

Well, if I am a record company and I am
competing, that's a good thing from my perspective.
If I can shift share from my rivals to me and make
money on it, I'm going to count that, so when I'm
thinking about what sort of deals I'm going to
enter into, I'm going to count that kind of -- that
diversionary promotion is going to count, and that
is something I'm going to take into account in
thinking about the costs and benefits. It's going
to affect my decision calculation.

JUDGE STRICKLER: So if I understand
your testimony correctly, you are saying that
promotion can have two effects. It can expand the
entire pie, more listeners, more music, more
revenue flowing into the market for all services,
but it could also simply divide the existing pie,
the existing percentages in either way, that --
those are examples of competitive functions.

THE WITNESS: That's absolutely
correct. So Dr. Blackburn is drawing that
distinction under -- different names of distinction

appears all the time in economics, and what I am
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testifying to is that both of those types of

promotions would count. If I am a competitor and I
am thinking about what my opportunity cost is or
what my benefits are of getting the promotion.
There is no reason that I would exclude one and
include the other.

JUDGE STRICKLER: Thank you.

BY MR. JOSEPH:

Q. Do you recall that Dr. Blackburn
asserts that the statutory standard compels the
judges to ignore diversionary promotion?

A. Yes, I do.

Q. Could vyou explain to the judges why you
disagree with Dr. Blackburn on this point?

A. So, I think, again, turn to Slide 5 in
my deck and let me walk through my understanding of
what Dr. Blackburn had to say.

The first quotation is summarizing -- I
believe his argument in his own words, and where he
is saying, you notice he is singling out
diversionary promotion, so the one that's shifting
share among the companies, and he says that is not
relevant or doesn't answer the question at issue
here, and he i1s saying how would the Webcasting

engage in substitution of promotion so just what we
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have been talking about. You notice he says
affects the copyright owners, plural, so he's
talking about the entire industry, stream of
revenues from their sound recordings.

So what he is saying is, look, the
statutory standard is asking how would the
industry's revenues be affected, in a sense, what
would be the industry if it were a monopolist, what
would be the industry's opportunity costs and he is
saying that's the way we should think about it.
That is how he is summarizing the statute.

Now the reason I disagree with him can
be seen in the second quotation which is also from
Dr. Blackburn's written rebuttal report and here,
instead of paraphrasing the statute to our
advantage, he gquotes it, and if you look and you
ask yourself what is the difference between the
quotation and the paraphrase, and I'm going to get
beyond the grammar in just a moment to talk about
what it means for economics.

If you look at the statute, it says the
sound recording copyright owner, singular, other
streams of revenue from its sound recordings as
opposed to from their sound recordings. If one

steps back and looks at the standard overall, and I
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suspect most of the people in this room have that
memorized by heart better than I do, it talks about
a willing buyer and willing seller and it then
talks about competitive conditions and it's saying
it is singular, singular in context.

Well, let's get beyond grammar, what
does that mean to the economics? There is a big
difference in the point of view of economics in
thinking about competition. If whether you are
talking about a single record company competing
with other record companies and asking itself, all
right, what are the benefits of promotion to me,
that is wvery different than asking the question,
well, what are the benefits of the promotion to the
entire industry, or to put it another way, the
first box, Dr. Blackburn is simply saying that --
let's think about the standard as what would a
monopoly do and then the second box where he is
guoting the statute, it is asking what would a
permanence in a competitive situation do, and those
are obviously very different.

Just to wrap up, obviously, I think the
-- what matters, right, is what the standard says
not his paraphrase, right, so I completely disagree

with his conclusion. I think he is asking the
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judges to put effective competition aside in this
section. He's asking them to adopt a monopoly
standard which is not my understanding of what the
standard is.

Q. Thank you. Professor Katz, do you
recall that in Section 8A of your written direct
testimony, you testified that record company's
behavior with respect to terrestrial radio provides
valuable economic insights regarding the
appropriate statutory rate for simulcasting?

A. Yes, I recall that.

Q. In Paragraph 7 of his written rebuttal
testimony, Professor Rubinfeld wrote, and I guote:
"Since Congress has chosen not to create a
terrestrial performance rate in sound recordings,
there necessarily is no market for terrestrial
licenses in them. Terrestrial radio has no
relevance under the willing buyer/willing seller
standard.

Do you agree with his claim that
terrestrial radio has no relevance for applying the
willing buyer/willing seller standard for
simulcasting?

A. No, I don't. As I discussed in my

testimony, while it is true that generally, you are
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not going to see a market or payments for the right
to broadcast on terrestrial radio for sound
recordings, there is still a lot of marketplace
behavior we can observe and I think appropriately
draw inferences from it and the central lesson I
draw from it is this: That even though the record
companies are getting no license payments for play
on terrestrial radio, they spend tens and even
hundreds of millions of dollar a year, seeking
promotion on terrestrial radio, and so what that's
telling me, right, is that that is valuable to them
to get that play even though they are getting no
royalties from it, so what it is telling me is that
they perceived -- to put it in the language we have
been talking about, they perceived there would be a
negative opportunity cost or in plain English, they
see a benefit of getting terrestrial radio air
play, and then just to wrap up, that as -- again,
as I have talked about in my testimony, in many
ways, I think in all the critical ways,
simulcasting is like terrestrial radio and so a
reasonable inference is that it would have similar
promotional benefits and therefore, what it is
telling us is it does have very low opportunity

costs associated with it.
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JUDGE STRICKLER: But even though we

see spending on promotion -- significant spending
on promotion, that really doesn't answer the
question, does it, as to whether terrestrial radio
has a net promotion effect. It could well be that
the record companies see -- at least arguably,
significant substitution effects, negative
substitution effects. They still want to mitigate
that by getting whatever promotional benefits they
could out of it. It's a little bit like analogous
and saying, well, we have a trade surplus because
we see a lot of exports, but ignoring all the
imports that swamp the exports without a market.
How do we know?

THE WITNESS: What I was saying that
that analogy, I believe breaks down is if the
record company concluded that on balance, right,
there could be -- I take your point certainly and
agree that there could be effects both directions,
but if the record company concluded that on balance
the terrestrial air play was harmful to the record
company, then they should not be seeking to get
additional air play, right.

They should say, well, there is some

effects going some way, some the other, on balance,
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it's negative so I should do what I can to prevent
air play.

JUDGE STRICKLER: Would they still want
to have air play just to create a change in
relative shares or does your position hold even if
it is just an attempt to promote a change in
relative shares?

THE WITNESS: No. It certainly would
hold if it's an attempt to -- relative shares.

That is the point in talking about Dr. Blackburn.
The diversionary promotion is going to be important
to a competitor so the record companies that are
competing with each other, they will count on
promotional diversion as a benefit and that may
well be the main driver of what is happening with
radio.

JUDGE STRICKLER: If you're going to
get the substitution effect anyway because radio is
going to play music, some music, sort of like you
have lemons in it because you see a substitution
effect, you figure, well, I might as well get --
you're going to get that substitution effect
anyway, shouldn't I at least try to promote my
music and get whatever promotional effect out of it

or is there something wrong with that?
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THE WITNESS: ©No, that is exactly right

and the way you just described is competition,
right. That is exactly what is going on. When you
are a conmpetitor, you're happy if you can get
completely new business and expand the market, but
you are also happy 1f what you are doing is getting
business you are taking from your rivals.

JUDGE STRICKLER: Right. I may lose X
percent, because there will be a substitution
effect, people will be happy to hear that music on
the radio and they'll go out and buy it, some
people, but you'll get a promotional effect to the
extent that if you are Sony, you may take away some
business from Warner in the process. It is still
net negative, but less negative than it otherwise
would be.

THE WITNESS: Well, now we've got to be
careful, because it is net positive for Sony. It
may be net negative for the industry, but that is
true generally with competition, right. I mean,
once an industry moves away from being a cartel,
that's why industries try to cartelize, sometimes
even when it is illegal, because price competition
may be a net negative for the industry, but it's a

positive for consumers.
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JUDGE STRICKLER: Let me say arguably

Sony could lose ten percent of its sales through
terrestrial radio, because that has a sub —--
overall substitution effect, if we claw back, so to
speak, three percent by promoting successfully and
taking that away from the other record companies,
so it's still net negative of seven, but it
mitigated the loss of the ten percent just because
terrestrial is overall substitutional, that was
able to shift the market shares and make the best
of a bad situation. Doesn't that make sense?

THE WITNESS: Two things, I think we
are talking about as a hypothetical, let me talk
about because I think the notion that it would -- I
am not aware of evidence that would have that kind
of loss on it, but it would still be the case in
that situation that in thinking about its
opportunity costs and thinking about what it would
do as a —-- what it's doing as a competitor and
here, the competition is taking the form of
promotion, it is going to take into account the
part about clawing it back.

So what I think economics would say on
that is if there were a price, suppose there were a

sound recording right for terrestrial radio, Sony
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in thinking about what price it would charge for
that, would then say, well, maybe I don't like the
fact that radio exists overall, but when I go out
and negotiate, I got to take into account my
ability to claw back, that I have to compete.

So I agree with you certainly
hypothetically, there could be these effects, but
again, if we are asking what would the competitive
outcome be, they're going to focus on that three
percent in your example.

JUDGE STRICKLER: Right, but the reason
I brought up the example, the numbers certainly are
arbitrary because I feel like it takes us back to
Professor Rubinfeld's point, is that it's the
absence of the market because there is no
performance right that we can't balance out the
substitution and promotional effects, because we
just don't see them in action. We see them in
promotion, but we're missing the other side of it
because we just don't see a market that will allow
us to decide whether any payment would otherwise be
made and if so, who would pay whom.

THE WITNESS: See, that is wherxe I
completely disagree because it's a separate -- it's

a different point, because suppose there were a
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market, okay, the point about saying, well, in your
hypothetical example, the point saying, well, you'd
lose the ten percent from the existence of radio,
that would be irrelevant to bargaining over the
price if you are Sony. Sony would be saying to
themselves, I have a choice. I can refuse to
license to you if we are talking about the radio
station, fine, I'm going to lose the ten percent or
I can license to you and lose the ten percent.

It's not relevant to that decision.
What Sony would be focusing on as a competitor is
the three percent that will make a difference
whether or not I have this deal.

JUDGE STRICKLER: If Sony is losing ten
percent in a hypothetical market, wouldn't it say
I'm just not going to allow you, radio station, to
play my music and avoid that ten percent and divert
that over to record sales?

THE WITNESS: No. If I understood your
hypothetical correctly, the ten percent would be
lost anyway because you are saying if Sony didn't
do the deal, it would lose it to somebody else.

JUDGE STRICKLER: No, I am talking
about losing through substitution, because

terrestrial radio substitutes for records.

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

THE WITNESS: Then I want to step back.
If you are saying the following, that Sony has a
deal where it gets play, it is going to lose ten
percent but then can claw back three percent, then
it wouldn't engage in -- I think you still have
this thing -- also then would not want promotion.
It would just say, look, every time there is
another play --

JUDGE STRICKLER: I'd lose money.

THE WITNESS: Yeah, so why then it
wouldn't do promotion either.

JUDGE STRICKLER: But it would if those
numbers were flipped around. If you lose three
percent overall by the plays, but you can claw back
ten percent by shifting market shares, that is what
I took from Professor Rubinfeld's criticism is that
we don't know the answer to that.

We don't even know which way the money
would flow. Use payola in the past, but you don't
know if the money is flowing from the record
companies to the radio stations or from the radio
stations to the record companies in a hypothetical
market, so how can we use -- why is Professor
Rubinfeld wrong? I don't see how he is wrong.

THE WITNESS: Because -- so first off,

5676
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to the extent he says we can't tell which direction
it goes, I agree with that, because it's close to
zero and you can imagine it being positive or
negative.

I think that fact alone is telling us
something that we are saying in the case like this
and I think that carries over to simulcasting, we
are talking about rates that are near zero because
we can see benefits and costs going both ways. So
I think actually that -- we are learning something
but second of all, I think it is just wrong for him
to say that essentially there is a different
economics for price than there is for promotion,
because in the end, they are going to have similar
effects, they have obviously worked through
slightly different mechanisms, but they're going to
have similar effects on the record company.

If the record company thinks that every
play hurts it, when we balance things out, it
shouldn't be promoting incremental plays. That
would be irrational for them to do that. So the
fact that they want additional plays and they spend
money to get additional plays, says the record
company has concluded that on balance, it's good

for that record company to get more plays. If it
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is good for them to get more plays, that means they

have a negative opportunity cost and that is
something that is then going to push -- if they
were bargaining over price, it's going to tend to
push price downward, so I think it is telling us
that they perceive there is a benefit of the
margin.

So that is the part I take away from it
is given that the price they are getting is zero
and given they want to push to have it happen, it
is they perceive a negative opportunity cost, at
the individual firm level. I am not saying at the
industry level, but at the individual firm level,
the record company perceived there to be a negative
opportunity cost, and that I think is the part that
Dr. Rubinfeld is ignoring.

JUDGE STRICKLER: Thank vyou.

BY MR. JOSEPH:

0. And Fjust to be clear, a negative
opportunity cost is an opportunity benefit. Would
that be another way to put it?

A. Yeah, I'm not sure I've ever heard
economists use that term, but yes, it is a benefit
at the margin.

Q. Professor Katz, you've explained that
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simulcasting can stimulate the sales of recorded
music, but does it take business away from
somewhere else?

A. That is clearly, you know, it's a
possibility. I mean, some of what it can be doing
is just bringing in completely new listening, but
the listeners also can come from other sources of
music, and in particular, I think the evidence
indicates it is primarily coming from terrestrial
radio.

Q. What would that mean for the
calculation of opportunity costs?

A. Well as we have been talking about,
terrestrial radio right now, there isn't a right
that the record companies have to charge for it.
When you are taking business away from terrestrial
radio, that part doesn't have an opportunity cost
and, in fact, that what it's going to tell you then
is that if you are a record company, if you are
licensed to a simulcaster and you are getting a
royalty rate, that is going to be a benefit to you
that you were not getting before, because you were
not getting paid when it's on terrestrial and now
you are getting paid, so another way of just saying

it is that element of opportunity cost would be
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Q. Given all of that, what would the
marginal cost including any opportunity costs be
for licensing recordings to simulcasters?

A. What this is saying is this discussion
we had so I won't belabor it, it's saying that it
certainly could be negative in some cases and for
some recordings and some simulcasters, but it, in
any event, is going to be close to zero.

Q. Following it up to the end point, what
would the implications be for a willing seller of
having marginal costs including opportunity costs
near zero?

A. Again, that is going to affect their
decision calculus and they're going to realize that
their costs are low so that's going to tend to have
lower prices all else equal. In fact, you could --
in specific cases and I think we see that
essentially in terrestrial radio, it's the
equivalent of having a negative price even.

Q. Is all of this related to the efficient
component pricing rule that Judge Strickler has
asked about?

A. At a core level, they are, and the

efficient component pricing rule is -~ a central
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part of it is to look at the seller's opportunity

cost in a situation where if an upstream seller
sells to a downstream buyer, that could affect the
upstream seller's profit streams from other
sources. So in that sense, these things are very
closely related.

Now I do want to be clear that the
efficient component pricing rule was developed
under situations or under the assumption that the
downstream firms were perfect substitutes for each
other, which clearly I think you have heard from
several witnesses, that these are —-- the downstream
products are differentiated. They are not
identical to one another and also the rational for
the efficient component pricing rule envisioned
regulations that downstream prices so that in this
market, it would be the streaming prices and record
companies, so this of course, we don't have, but
the basic principle of the ECPR would be that you
would -- the downstream buyer would pay the
upstream seller the upstream seller's opportunity
cost and what it would say here, for example,
applied to the case of simulcasting is that the
efficient component pricing rule would tell you

that the price should be near zero of the
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simulcasting because the opportunity cost and
marginal costs are near zero.

JUDGE STRICKLER: And the reason the
opportunity cost, according to your testimony,
would be a zero is because there is such a
differentiation in the product that there is no
substitution lost, according to your testimony, if
the song is simulcast, it's not a loss to the
record company because they are not losing a play
or a subscription or advertising on an interactive

service or on a download.

THE WITNESS: I wouldn't -- I want to
be clear. I wouldn't say that there's no such
effects. There can certainly be to some people,

but primarily, it's taking business from
terrestrial radio and it is having these beneficial
effects on the sales of downloads and records, but
there could be. I would expect there is some other
substitution with other services.

JUDGE STRICKLER: To the effect there
is any of other substitution effects as you
testified, that would be where the efficient
component pricing rule would be applicable but only
in those situations where there would be that level

of substitution?
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THE WITNESS: I would say at a broad
level, the rule would be applicable if you'd want
to take it all into account. The efficient
component rule would say, well, wait a minute, you
are mainly taking away terrestrial radio, okay, so
that is telling us, in that case, the opportunity
cost is zero, then as I say, you'd get a negative
component when it is helping sales, and then there
would be some offset the other direction to the
extent you were taking away from on-demand sales
and I certainly -- on-demand streaming revenues,
and I think there would be some of that, but I
think the evidence indicates that overall, you are
going to end up with a net effect that's near zero.

JUDGE STRICKLER: You're saying that
the ECPR framework works in all situations, but we
have to be very cognizant of measuring or
estimating at least what the opportunity cost as
your counsel pointed out, opportunity benefit would
be in order to apply it properly?

THE WITNESS: Exactly.

BY MR. JOSEPH:

Q. Now you just told the judges what the
ECPR might imply for a licensed price for

simulcasting.
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What about noninteractive services
generally?

A. I think an important point to keep in
mind in applying the ECPR to the noninteractive
services generally is -- again, to the extent the
record shows and I think it is where the evidence
does point us that the diversion of the
substitution is coming from terrestrial radio.
It's again telling us that the opportunity cost and
therefore the ECPR price is going to tend to be
low.

Q. Now you have testified that licensing
to a simulcaster would have a particularly low
marginal cost for a record company. Are there

other ways in which simulcasting is different?

A. Yes, and I won't go through them, but I
have a -- the next demonstrative just summarizes
the neutral points made in my testimony. Of

course, these are also points I think some other
witnesses made, but as we have been talking about
the net promotion, we talked about earlier, so I
won't repeat, about non-music content playing a
larger role that its advertisers supported and then
as you've heard, I guess somewhat colorfully from

Professor Weil, that there are also accounting
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problems.

Counsel promised me that the Court
would know what I meant when I said that.

JUDGE STRICKLER: You mean the word
colorful?

THE WITNESS: Yes. So yes, there
clearly are these differences.

BY MR. JOSEPH:

Q. Do you also recall that Professor
Rubinfeld admitted in his cross-examination that
simulcasting is different from other streaming
services and he did not take simulcasting into
account when conducting his benchmark analysis?

MR. POMERANTZ: Objection, Your Honor.
I think he's leading the witness at this point.
CHIEF JUDGE BARNETT: Sustained. He
needs to reframe the question.
BY MR. JOSEPH:
Q. Professor Katz, do you recall what

Professor Rubinfeld said about whether simulcasting

was similar or different -- let me withdraw that
question.
A. Can I cut through one thing? It so

happens by coincidence, I read the opening pages of

Dr. Rubinfeld's cross-examination fairly recently,
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in which counsel asked him a set of questions about
these things. You could just say, is there
anything you want to say about Dr. Rubinfeld and I
will give you the same answer.

Q. Thank you, Professor Katz. I think the
record will speak for itself with respect to what
Dr. Rubinfeld said, but let's take into account the
unigue characteristics of simulcasting.

What conclusion, if any, do you draw
from -- withdrawn.

Taking into account the unique
characteristics of simulcasting, what conclusions,
if any, do you draw, A, for the level of an
effectively competitive license fee and, B, for the
lower bound of reasonableness for a statutory rate?

MR. POMERANTZ: Your Honor, I think
this is beyond the scope of his testimony. He
specifically did not offer any testimony in his --
actually, in any of his written testimony about
whether simulcasting should get the same or
different rate than other Webcasting.

I believe Mr. Joseph is now trying to
elicit that testimony.

MR. JOSEPH: Your Honor, he testified

specifically about what he believed an effectively
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competitive license fee for simulcasting would be.
That is the point of his boundary discussion and he
specifically discussed the lower boundary.

MR. POMERANTZ: I don't object to that
question, because that is not in comparison to
other Webcasting, so if he specifically wants to
ask him what he thinks the zone of reasonableness
is for simulcasting rates, that is obviously
something he did testify to in his testimony. It's
just the comparison to other Webcasting where he
did not offer an opinion on that subject.

JUDGE STRICKLER: Is there a section
you can point to in his written direct testimony
where he did make such a comparison?

MR. JOSEPH: Your Honors, my question
actually didn't call for a comparison. My question
was asking about simulcasting and he certainly
speaks at length about simulcasting in --

CHIEF JUDGE BARNETT: That's true. To
the extent you are not asking for a comparison, the
objection is overruled. Go ahead.

BY MR. JOSEPH:

0. Professor Katz, what conclusions, if
any, taking into account the characteristics of

simulcasting that you described, do you draw, A,

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

18

20

21

22

23

24

25

for the level of an effectively competitive license
fee for simulcasting and, B, for the lower bound of
reasonableness for a statutory rate for
simulcasting?

A. So as I said in my written direct
testimony, in fact at Paragraph 84, I said that the
—~— it indicates the effectively competitive fee
could well be negative, in some situations for some
simulcasters or some recordings, but that I did not
reach a conclusion that that should be a negative
zone of reasonableness because there clearly is
heterogeneity in the net promotional effects, and
because I think there is a danger of gaming the
system i1f you started to have a negative license
fee, what I concluded i1s that the lower bound of
the zone of reasonableness would be zero.

MR. JOSEPH: Now, Your Honors, I am
actually going to ask Professor Katz to respond to
some comments by Professor Rubinfeld, which under
the rules, we agreed he is entitled I believe to
do, so let me ask the qguestion.

BY MR. JOSEPH:

Q. In Paragraph 205 of his written
rebuttal testimony, Professor Rubinfeld says that

he thinks simulcasting should not pay a separate

5688
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rate and he raises several objections. Let's
discuss those objections.

In Paragraph 206, he claims that a
separate rate for simulcasting is, quote,
"unnecessary," because he believes the market will
take care of themselves. He says, guote: "If it
turns out that there are distinct segments of the
market for which this default rate, meaning a
single rate set by the judges is too high, it would
be in the interest of both the services and the
labels to negotiate a direct deal.”

Do yvou agree?

MR. POMERANTZ: Your Honor, I believe
this is again beyond the scope. When Professor
Rubinfeld did address the issue in his rebuttal
testimony about whether simulcasters should pay a
different and lower rate, Professor Katz never
expressed an opinion on that even at his
deposition, which was after he had seen the
rebuttal testimony of Professor Rubinfeld.

So I think by the fact that he has
chosen not to offer any testimony in his direct
testimony, in his written rebuttal testimony or at
his deposition on whether simulcasters should pay a

lower rate means that it's beyond the scope of his
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testimony to now address this in this context.
JUDGE STRICKLER: Question for you:

Assuming that's true, and let's say that the

experts for the Pandora say or don't testify about

the potential disparity between the two rates

because they have different opinions as to what the

rates should be, does that mean nobody ever

addresses Dr. Rubinfeld's written rebuttal

testimony in this way on direct examination because

each one has a starkly different rate and neither

one in their own particular testimony discussed the

difference, even though we know the difference is

out there and Dr. Rubinfeld discussed it, does that

mean we don't hear from any of the services's
witnesses or the NAB expert witness with regard to
whether there should be a disparity?

MR. POMERANTZ: Absolutely. I think
that we have rules here they are supposed to put
their opinions in in writing. 2And by the way,
iHeart also has simulcast services and they could
have put something in in writing. And so if the
only fair way to govern the process is if they
don't offer the opinion in their direct, in their
rebuttal or in their deposition, which occurred

after both of those, it's only fair to us not to

5690

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

then allow the opinion come into evidence at this

point under the guise of rebutting Professor

Rubinfeld.

JUDGE STRICKLER:

~— got to the last question I have here,

You're saying that he

you're

saying that even though we have that rule that

apparently we've agreed upon,

criticisms in your direct

made in rebuttal testimony against you,

doesn't fall within that.

MR. POMERANTZ:

that you can address

testimony of -- that were

this

Well, clearly,

Professor Rubinfeld wasn't criticizing Professor

Katz by saying the two rates should be the same.

That 1s not a criticism of Professor Katz because

he didn't offer a contrary opinion,

the rates should be different.

trying --

JUDGE STRICKLER:

is implicit?

MR. POMERANTZ:

it. I mean, really, they
thought that simulcasters
and they thought they had
that, they were motivated

testimony,

which was that

So I think you're

You don't think that

They could have said
were motivated. If they
should get a lower rate

analysis that supported

to say so in their direct

in their rebuttal testimony and in their
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deposition. I don't think it's fair to us to then
have it come in at this pocint in this way when the
record was clear up to this point, that neither NAB
or i1Heart, both of whom are simulcasters, put in
any evidence that the simulcast rate should be
lower than the non-simulcast rate.

CHIEF JUDGE BARNETT: Mr. Pomerantz,
isn't that what we are to conclude from this
testimony from Professor Katz in which he says it
could effectively be negative, but he doesn't want
to go there. I mean, that is lower than what
Professor Rubinfeld is proposing. No?

MR. POMERANTZ: It is lower —-- he's
proposed a lower -- NAB has proposed a lower rate
than Professor Rubinfeld. I'm not disagreeing with
that. The real question here is whether it's
permissible at this point in the proceeding to
allow an opinion from Professor Katz that the
simulcast rate should be lower than the
non-simulcast rate. If you allow that testimony
in, it is the only testimony that they will have to
point to that makes that recommendation. It has
not come in to any --

CHIEF JUDGE BARNETT: I'm just saying,

isn't that what he said in his direct testimony?
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MR. POMERANTZ: We're willing to live

with that direct testimony. I don't think it is
what he said. 1In fact, I asked him at his
deposition expressly, are you —-- is it your opinion
that simulcasters should be paid a lower rate or a
different rate than non-simulcasters? He said no,
I'm not offering that opinion. That was just a
month ago, month and a half ago.

It was after all of the written
testimony, both direct and rebuttal. But to now
come in here and offer that opinion and then have
it be the only piece of evidence in front of Your
Honors where anybody is saying that the simulcast
rate should be lower, I don't think it's fair under
the rules.

CHIEF JUDGE BARNETT: Thank you, we've
heard you.

Mr. Joseph, are we going to have a
witness who's going to say simulcasting rates
should be different?

MR. JOSEPH: Your Honor, we have a
witness that says what the simulcasting rate should
be, and he has testified as to what he believes the
economics point to for the simulcasting rate. That

is -- we don't have --
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CHIEF JUDGE BARNETT: Who?

MR. JOSEPH: Professor Katz.

CHIEF JUDGE BARNETT: Yes. According
to Mr. Pomerantz, he asked him in his deposition,
do you think simulcasting rates should be
different? He said no.

MR. JOSEPH: Only because he didn't
take the position on what other rates should be.
The only position he's taking is simulcasting
rates. Now we have Professor Rubinfeld coming
along directly criticizing NAB saying the NAB's
direct case proposes segmentation of a different
sort by proposing broadcaster specific rates and
terms as Paragraph 205. It implicitly suggests
that simulcasters should be subject to their own
distinct rates, so Professor Rubinfeld is directly
taking on the proposition that simulcasters should
be paying a low rate.

JUDGE STRICKLER: But Professor
Rubinfeld gets to that point by comparing two
things. He takes a look at the testimony of
Professor Katz and he sees a lower rate. Then he
lookéd at the testimony of the other experts,
Professor Shapiro and whatever other experts you

have on the other side, and say, these two rates

5694

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015



Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5695

are different, and I, Professor Rubinfeld, have an
opinion as to the import of that and I want to
express it.

That's doesn't mean any other witness,
in fact, also did the same thing and compared the
two rates as I understand Mr. Pomerantz is
offering.

MR. JOSEPH: I understand that's his
argument.

JUDGE STRICKLER: And he's correct in
that, that no other witness actually did that. I
asked you to point to me where Professor Katz made

that comparison and you went back to Professor

Rubinfeld.

MR. JOSEPH: It is true that he did not
make an explicit comparison. He made a
recommendation with respect to simulcasting. That

carries with it potentially the implication if
Professor Rubinfeld is proposing one rate and then
says, don't worry, the market will take care of
itself, Professor Katz should be able to respond to
the statement that the market will take care of
itself.

That is actually what I was planning to

ask him, what his view is of Professor Rubinfeld's
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claim that the market will take care of itself.

JUDGE STRICKLER: Just so —-—- so you
wanted to ask him before he confirms it. You
wanted to ask him not about the comparison but
about Professor Rubinfeld’'s point that the market
will take care of it, if the rate for simulcasting
is above the market rate? That's the guestion you
wanted to ask him?

MR. JOSEPH: If the rate the judges set
is above what the rate should be for simulcasting
that the judges should not worry about that,
because simulcasters will be able to take care of
it.

JUDGE STRICKLER: Just that question?
That i1s not a comparative question. That is a
different question. That's different. That
doesn't seem to go to the objection. It doesn't
even go to what I thought was another question
coming down the pike.

MR. POMERANTZ: I agree with Your
Honor.

MR. JOSEPH: Actually, that was where I
was heading, so I may have some more questions. I
will have to weigh them against the objection but

that was where I was heading at this point.
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JUDGE STRICKLER: If that was the

guestion, is your objection withdrawn as to that
question?

MR. POMERANTZ: Correct. Yes, it is.

CHIEF JUDGE BARNETT: Okay. Ask that
guestion then, Mr. Joseph.

BY MR. JOSEPH:

Q. In Paragraph 206 of his written
rebuttal testimony, Professor Rubinfeld says that
if it turns out there are distinct segments of the
market for which the rates set by the judges, and
that's paraphrasing, he said this default rate
which is the rate set by the judges is too high, it
will be in the interest of both the services and
the labels to negotiate a direct deal.

Do you agree?

A. No, I don't. I mean, this 1s actually
an error that I think Dr. Rubinfeld makes in a few
places, where he basically says, don't worry if the
rate 1s too high, the market will take care of it,
and I think the economics of that are against him,
because as you heard earlier from me and so I won't
go over it again, and alsoc from Dr. Shapiro and I
think Professor Lichtman as well, and we will see

actually from SoundExchange witnesses, we have got
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the shadow pulling rates up so we can't assume
that, oh, vyes, we will just -- in the shadow of the
statute, we'll just bargain down.

We have got the focal point effects and
the precedential effects and the change in the
threat points, all those things going up, and then
also we are bargaining situations of so-called
private information where even i1f it were the case
that it actually could be in the interest of both
the record company and simulcaster to negotiate a
lower rate, they may not get there because
bargaining does not always work perfectly.

The two sides have strategic incentives
to try to get the best deal for themselves and
sometimes those strategic incentives get in the way
of actually getting the deal, even though it would
be good for them, so what Professor Rubinfeld has
done, 1is essentially said, let's assume that
bargaining works perfectly, and let's assume that
there is no effect in the statutory shadow, and I
think you've heard quite a bit saying that those
are just not wvalid assumptions.

JUDGE STRICKLER: But don't Professor
Shapiro and alsoc Professor Fischel and Lichtman all

argue that the reason why we see the -~
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respectively, the Pandora-Merlin agreement and the
iHeart-Warner agreement is because they are below
the statutory rates in one case, the Settlement Act
rate for iHeart-Warner, the Webcaster Settlement
Act for the NAB rate, and the other case below the
Pureplay rate, it is because they argue the
statutory rate from Web III or IV, in the
settlements anyway, were too high, and that's why
we had negotiations and agreements at levels that
were below? That is -- below those settlement
rates which were the default rates.

So that sounds like it is some sort of
hard way that I can't fully comprehend at the
moment consistent with what Professor Rubinfeld is
saying that Professor Rubinfeld is saying, oh, if
it's too high, you will be able to bargain for a
lower one. He doesn't also say that with regard to
those agreements, but I am finding it odd at the
moment .

THE WITNESS: But the one thing I think
though, I believe you'wve also heard through
Professor Rubinfeld, oh, look, you just don't see
very many of those and they shouldn't count, and
I'm staying out of that issue, but we get into the

question of why don't we see very many agreements
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that are below the statutory rate, and I believe

what Professor Rubinfeld would say is, oh, because
everything is just fine and so we shouldn't expect
to see very many that are coming in below and then

the alternative interpretation is, well, no, the

rate and I think for other reasons I think the rate

is too high, we don't see it because there are all

these bargaining positions and there is the problem
of the statute. So you could ask the question, for

example, why don't we see Pandora having agreements

with the majors.

JUDGE STRICKLER: Isn't one of the
problems that people have to act in real time and
economics behavior has to occur with people, the
old joke about the two economists walking down the
street and one of them sees a $20 bill on the

ground and goes to pick it up, and the other one

says, don't bother, it can't be real. Why can't it

be real? Because if it was real, somebody would
have picked it up already.

That's the problem. Somebody has to
begin the process, so I understand the argument
from Pandora and iHeart here is that the process
has begun here in Web IV that didn't exist in Web

III. It doesn't mean it's unrealistic. It just
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means this is what happens to be happening now. Is
that what is going on?

THE WITNESS: Well, I mean certainly I
think it's their position, they said, well,
competition has started to break out finally and we
are seeing some of it, but there is still a
guestion of why aren't we seeing more.

In a sense, take your $20 bill joke, I
think that in a way applies to what Professor
Rubinfeld is saying because he is saying, well,
look, if the rate were too high, then we would have
seen all these other deals so the fact that we
don't, allows me to conclude the rate must be fine.

What I am saying is there is a lot of
economics that tells us we should be concerned that
there are obstacles to bargaining, and even if the
rate is too high, you wouldn't see these deals.

I am not saying the following. I
certainly want to be clear. I am not saying, oh,
if we don't see deals, that shows there must be a
problem. If the rate were set at exactly the right
level or too low, you wouldn't see deals. What I
am saying is I think it is a mistake and it's not
sound economics to say, oh, don't worry if the rate

is too high, everything will be taken care of,
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because there are well-identified obstacles to
bargaining your way to efficiency, and in
particularly, the private information in all this
shadow.

JUDGE STRICKLER: Were there also
issues involving market power that would preclude
such agreements?

THE WITNESS: So there is -- we also
get to the question of whether the market for
licenses to noninteractive services, I have to get
the noninteractive, interactive right, to
noninteractive services whether that is fully
effectively competitive. That would be another
overlay on that.

JUDGE STRICKLER: Thank you.

BY MR. JOSEPH:

Q. Did Professor Talley have anything to

say about these points --

A. Yeah.
Q. -— that you have been discussing?
A. Yes. On Page 7 of my demonstratives

has two quotations from Professor Talley's written
rebuttal testimony, and the first one what he is
saying, if you look, he is talking about the

introduction of statutory rate, so this is a
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quotation having to do with the -- what we have
been calling the shadow.

The part I'd direct you to, rather than
going through line by line, he says, well, the
introduction of statutory rates, so the shadow -~
the statute says that the parties go exclusively to
non-consensual transactions, which is to say they
end up at the statutory rate, even if they would
have bargained for a lower rate, lower price in the
absence of a statutory rate.

My interpretation is that's Professor
Talley making the point that the shadow of the
statute can pull the rates up, so that you would
not see a rate negotiated below the statute in this
particular case that he is talking about. So I
think he is also agreeing that there is a shadow.

Now in the second quotation what he is
doing is talking about private information, so just
as I said, what we mean by that is if I am the
buyer, I know what I am really willing to pay or I
know that if I pay a particular price, how much I
choose to play, okay, but that may have been
something the seller doesn't know and certainly the
seller knows about opportunity cost is and its

willingness, so you have private information and
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what he is saying here is it can reduce the set of
negotiated contracts which is to say in particular
you may fail to reach a negotiation because you
each have private information and you're going to
engage in strategic behavior to get yourself the
best deal and that can lead the whole thing to
break down.

Now you might say, wait a minute. I am
reading an awful lot in to just four lines, but
what I have done on the next page, because Dr.
Talley unpacks that for us. What I have done here
is this is a Yale Law Journal article that he
co—authored with Professor Ayers, it's cited in his
written rebuttal testimony, actually it's a
footnote either actually on the quotation I just
showed you or closely related to it and there, what
he is doing is explaining it in greater detail
where again, he is identifying private information,
how it functions as a transactions cost, and if you
go to after the ellipses, he is saying here again,
as a result of such strategic behavior, so each
side is trying to get the best deal for itself it
can, possibly concealing or strategically
misrepresenting its position. Again, nothing wrong

with that in the context of bargaining for both
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sides to do it, but it can have the effect as he
says to fail to detect and exploit a mutually
beneficial trade, which is to say you may not reach
a deal even though it's otherwise in your
interests.

So he is making the same point I was
that there are these bargaining positions and why I
think it's not sound economics to think well, the
market will Jjust take care of things.

Q. Let's change subjects, Professor Katz.

Do you recall the statement in
Paragraph 94 of your written direct testimony where
you said that there is a need to break from the
past?

A. Yes.
Q. Let's talk about the past, specifically
the Web III remand decision.

Do you recall the primary basis for the
statutory rate set by the Web III remand decision
with the Webcaster Settlement Act agreement between
ScundExchange and the NAB?

A. Yes.
Q. Why is there a need to break rates
based on that agreement?

A. My analysis, what I mean to conclude
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that the rates they agreed to don't reflect the

rates that would be agreed to by a willing buyer
and a willing seller in the absence of the statute
in an effectively competitive marketplace.

Q. At a very high level, could you please
tell the judges why not?

A. Well, most fundamentally, because it
was in the shadows of Web II and III, and I never
can keep them straight, like the east and west, but
both shadows were there, and then also the fact
that SoundExchange, in my opinion, was a
monopolist. It was acting as a monopolist in that
situation.

Q. Let's start with the shadows. Can you

elaborate on how the shadows affected the

agreement?
A. There is the shadow of Web II because
it == sorry I didn't know if you were objecting.
MR. POMERANTZ: WNo. Just shifting
position.
THE WITNESS: Trying to be a sensitive
witness.

You have the shadow of Web II which --
both directly in the first two years, they were

ultimately covered by the agreement were actually
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under the Web II rates so obviously, it affected
expectations of what would happen in the absence of
a deal, but also the way Web II had gone from the
perspective of NAB was quite unfavorable, the way
the noninteractive -- sorry, the way the
interactive benchmark was adopted, so they saw
under Web II, the prospects of paying quite high
rates and they were —-- expected that that is what
would happen in Web III.

Then you also had the shadow going the
other way, that -- while you have this negotiation,
which would then get the broadcasters out of Web
III, SoundExchange would still be in Web III, so
SoundExchange, if you recall, I think you've heard
testimony, SoundExchange wanted and got the
agreement to be precedential that for
SoundExchange, saying, boy, we got a higher rate
from you, not only do we get more money from
broadcasters, well, that's goiling to help us when we
get into Web III, so that's the shadow you'wve heard
so much about.

Q. In your written direct testimony, you
talk about selection bias. What did you mean by
that?

A, If SoundExchange is going to have a say

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5708

in which agreements are precedential and which are
not, as a rational decisionmaker, it will chose to
have the ones that are precedential and the ones
that are favorable to it, so we are not getting a
random sample of agreements coming through.

Q. Now does it matter that Web II cast a
shadow on the NAB Webcaster Settlement Act
agreement?

A. Well, I think it does because I believe
that -- the analysis that -- underlying the Web II
decision, the interactive benchmark that was used
there, that was developed by Dr. Pelcovits, I think
resulted in prices that were too high so I think
given the record that was before the Web II judges,
they had to work with what they did, but I think
the result of that was rates that were unreasonably
high and then the problem is you then have the
shadow of Web II influencing what happened in the
Webcaster Settlement Act agreement.

JUDGE STRICKLER: In light of the fact
that the Web III rates also —-- let me recap for a
moment, why does that shadow not exist here? Why
don't we see the same sort of settlements before
this Web IV proceeding given the existence of the

shadow from prior determinations?
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THE WITNESS: So I don't know why it

is. I could speculate on some reasons why more
parties are participating this time than last time,
but I really don't know. I wasn't part of the
decision.

I guess I am one of the investments
they're making in it but I wasn't part of the
decision on whether or not to spend the money on
me, so it would just be speculating.

JUDGE STRICKLER: Thank you.

BY MR. JOSEPH:

Q. Now the other high level point you made
was monopoly. You say in Paragraph 68 of your
written direct testimony that SoundExchange
possessed monopoly power.

What led you to conclude that?

A. Well, they were in a position -- again,
apparently, it was legally granted to them, but
they were in a position of being able to represent
the entire industry and therefore serxrve as a
monopolist in representing the industry in this
negotiation.

Q. Professor Rubinfeld claims in Paragraph
220 of his written rebuttal testimony that you

didn't show that SoundExchange was acting as what
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he called a classic monopolist, and he notes that,
quote: "In reality, from his understanding,
SoundExchange was representing a multitude of
interests."

Does the fact that SoundExchange was
representing a multitude of interests mean that it
could not have exercised monopoly power?

A. So I am not quite sure what he means
when he says a classic monopolist. If he means
sort of a textbook monopolist, where the monopoly
is almost like a person. It wasn't that, but real
world monopolies, even if it is literally a
monopoly in a single firm, you've got lots of

different executives that can have different

opinions but in the end, it gets to act as a single

entity and so I just —-- this thing about
representing a multitude of interests, I think

again is not sound economics.

Similarly, if what he wants me to do is

say, all right, it's not acting as a classic
monopolist, it's acting as a classic cartel, why I
would accept that, but it's the same thing, a
cartel can have a multiple of interests but it is
still a cartel and it's not competition, so I just

don't see the relevance of his saying it here,

5710

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5711
given —-- they had the legal right to represent

these different parties and that's what they were
doing.

Q. In Paragraph 226, Professor Rubinfeld
says that SoundExchange was not a monopolist
because, and I quote: "NAB could negotiate with
individual record companies."

Do you agree?

A. No. I just don't think -- they could
try to but it's a realistic alternative given that,
you know, I talk about these issues again of focal
points and given again that it is all legal, that
the majors were all on SoundExchange board and T
understand that they were on the bargaining
committee, so they were able to put forth a single
position, and it would be pretty obvious if you cut
a side deal, as another firm -- i1f you broke off
from that, so I think there is a lot of reasons
here, good economics, you'd expect full tacit
collusion.

And again, Mr. Pomerantz doesn't have
to stand up, I'm not making any accusations about
it being illegal, but there was a structure set up
that I think made it an unrealistic alternative to

think you would go and then bargain separately with
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the majors.

JUDGE STRICKLER: Isn't there an
economic theory that suggests that cartels have
difficulty sticking together because there is
different demand facing different members of the
cartel, the cost structure of the market shares
that they have so you can split members of the
cartel off one from the other? In other words, you
can bargain with independents, or if you are seeing
some of that right now because a cartel can be
inherently unstable, if that is —-- if you accept
that.

My question is: Doesn't
Dr. Rubinfeld's criticism, isn't it more
appropriate?

THE WITNESS: So look, I certainly
would take the point that cartels can be unstable.
We have alsco seen unfortunately numerous examples
of cartels that actually are quite successful and
last for many years until —--— these are illegal
cartels. And so -- say we have amnesty programs.

Well, here, it is a legal structure
which effectively helps the stability quite a bit
because the members can communicate. There is

nothing wrong with that. Also, the reason you see
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-—- classically, you can see a cartel break down is
because you try and get one member to have a lot of
substitution for the others and say, wait a minute,
I'm going to break ranks and I'm going to get all
this stuff going to me and that's not something
that -- until very recently, we have seen it all,
and it is something that the industry has resisted.

In fact, it is something that
Dr. Rubinfeld himself actually has argued against,
because if I understand it correctly, his position
is that the majors are must-haves for
noninteractive services and so then you wouldn't be
able to break away and go get, say, oh, look,
undermine the cartel. We will bring all your
business to you but he is saying you can't do that
anyway.

JUDGE STRICKLER: So would you
characterize the independent or the direct
agreements between Pandora and Merlin and iHeart
and Warner and some of the other 27 or 28
agreements that we have seen as examples of
contracts that are undermining a cartel?

THE WITNESS: So I would want to be
careful about the language of the cartel. I am

saying, in a particular case, SoundExchange was
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acting like a cartel. I don't, as I sit here and
understand, I don't want to say that the industry
today overall is acting as a cartel.

JUDGE STRICKLER: I don't mean by that
as an illegal cartel.

THE WITNESS: If you just mean, do I
think it's undermining classic coordination, do I
believe we have seen classic coordination in the
past, yes, it seems to me from what I understand in

the agreements, that that is what is starting to

happen.
JUDGE STRICKLER: Thank you.
BY MR. JOSEPH:
Q. In Paragraph 223 of his written

rebuttal testimony, Professor Rubinfeld also claims
that the fact that NAB and actually also SiriusXM
were able to negotiate discounts from the
prevailing statutory rates, the Web II rates, shows
that SoundExchange did not unilaterally dictate
rates and terms.
Do you agree that this shows

SoundExchange did not have monopoly power?

A. No, I don't. Let's be clear about two
things. One, my understanding is the discounts at

the front end came with higher prices at the back
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end so it is not like saying a discount -- you'd
normally think and say, oh, I got a discount on my
car and I paid less for it.

They are saying they agreed to shift
the time pattern of the payments. Now it is the
case, though, there were some -- we call them
concessions, there were agreements as I understand
it, it was not the case that SoundExchange has said
here is the deal, here is every last term of it,
that's it. There was some back and forth.

None of that though undermines the
conclusion that they were monopolists. If you
think about the case I just mentioned, the case I
testified last year American Express. BAmerican
Express is found to have market power. American
Express engages in a lot of negotiations.
Microsoft, obviously, one of the most familiar
antitrust cases ever, they were found to have
market power. They bargain with their customers.
Bargaining with your customers and having some of
the give and take can even be a form of price
discrimination in a way to get additional monopoly
profits, so the mere fact that your customer asks
for something and you say, okay, I will give that

to you, particularly if that is going to help you
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get more money, the fact that you do that doesn't

show you lack monopoly power. It shows you are
economically rational.

JUDGE STRICKLER: Is bargaining by a
monopolist also consistent with what Professor
Talley talked about, about trying to obtain private
information in order to price appropriately?

THE WITNESS: I don't remember -—-—

JUDGE STRICKLER: I was obviously
referring to the comments that you had in your
demonstrative.

THE WITNESS: The private information
-— certainly, as part -- referring back to that, it
certainly is part of a real world bargaining
process. You would try to figure out what is it
you're -- what's really going on with the other
side of the bargain, and you may learn some things
through the give and take that may tell you some
things about the private information on the other
side, absoclutely.

BY MR. JOSEPH:

Q. Professor Rubinfeld also claims that
the fact that NAB entered into the deal instead of
litigating or just taking the result of Web III in

his words, quote: "Suggests that they believe that
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the rates reasonably represented the statutory
willing buyer/willing seller rate." That is in
Paragraph 227 of his testimony.

Does economics tell us whether that is
a rational conclusion for Professor Rubinfeld to
draw?

A. I think that is an unfounded
conclusion. I think what economics tells you is
that NAB and its negotiators and then the stations,
the broadcasters signing on to the agreement,
believed that that was better for them than the
alternative. They believed it was better than to
continue to pay the two years of the Web II rates
and it was better than what they expected to happen
in Web III, but that is a very different statement
than saying that they thought it was reasonable or
had met the statutory standard.

It just -- it meant that they concluded
it was in their economic self-interest to go with
the bargain instead of go with the status quo.

Q. Now in Paragraph 212 of his written
rebuttal testimony, Professor Rubinfeld states
that, quote: "He sees no sound basis for such a
dramatic departure from the CRB's rate setting

precedent, " and where he says "such," he is
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referring to the services's various proposals.

Do you agree with Professor Rubinfeld?

A. Well, as I talked about it, I disagree
with that because we talked about -- did I think we
learned from -- particularly when we are talking

about with simulcasting, that we learned from the
experience of terrestrial radio that it is
informative and it tells us that we would expect to
see an effectively competitive rate close to zero,
and I think far below what we have seen in the
statutory rates, and then as we've just been
talking, I think that there is some serious
problems with the Webcaster settlement agreement,
and that that is leading -- led to high rates and
so there is a need to break with it and then as
I've also testified earlier, I actually think

Dr. Rubinfeld's analysis properly construed and
corrected, says that there is a need to break.
That he hasn't made the case to stay with it.

0. Professor Rubinfeld asserts in
Paragraph 214 that if it did not turn -- I'm sorry,
that if it did turn out that the statutory rate was
too high, private negotiations would take care of
the problem.

Do you agree with that as a general
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proposition?

A. No, again, I mean, this is the point we
were talking about in a somewhat different context
specifically for simulcasting a few minutes ago.

I think it matters a lot whether or not
the judges get the right rate, and if it is too
high, I don't believe that the market will Fjust
automatically take care of itself.

I think that will be a good thing given

on how much effort everyone has put into this

proceeding.

MR. JOSEPH: Thank you, Professor Katz.
Thank you, Your Honors. I have no further
gquestions.

CHIEF JUDGE BARNETT: Thank you.
Morning recess for 15 minutes.

(A short recess was taken.)

CHIEF JUDGE BARNETT: Please be seated.

JUDGE STRICKLER: These book titles
drive me crazy. Direct, cross.

MR. POMERANTZ: We were just talking
about that. Cross, redirect, recross.

CHIEF JUDGE BARNETT: Oh, I forgot to
mention to the reporter my realtime is not working

so when you have a chance.
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JUDGE STRICKLER: Before you begin, I

wanted to follow up on some of the direct
examination briefly.

One of the concerns I had when I was
reading your testimony and I kept making notes as I
was going through, you kept repeating an
appropriate point and by way of example in
Paragraph 18 of your written direct testimony, you
say that "an effective competition standard
resolves the indeterminacy identified above that we
talked about and it does so by identifying prices
near marginal or incremental costs as the
appropriate level. That's sort of standard
microeconomic theory, but every time I saw that T
had a note to myself or in the margin saying has he
considered the fixed-cost issue or the fixed-cost
problem. And, again, in basic private goods,
microeconomic theory, fixed costs or sunk costs you
don't worry about them. You've got a rising
marginal cost curve, so fixed costs are going to
get covered to the extent they can, if demand is
appropriate.

But I kept looking, and then, finally,
I got to Paragraph 29 of your written direct

testimony on Page 20, and I wrote "finally." You
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1 wrote: "The theoretical conditions of perfect

2 competition often are not satisfied in actual

3 markets. 1In particular, the presence of economies
4 of scale, marginal costs will be below average

5 costs. So the pricing of all of its products at

6 marginal costs causes a supplier to incur losses."
7 I thought, okay, now we've got it

8 addressed, and the way you addressed it, and

9 appropriately so, was by making reference to

10 product differentiation and that by differentiating

11 a product, a company -—- a supplier can create, if
12 vyou will, sort of an island of limited market power
‘ . 13 or Chamberlain, like, differentiated monopolist

14 competition and make profit with prices above its
15 marginal costs.

| 16 The problem I have is this, and maybe
17 you can help me out. Product differentiation will

? 18 allow a price to go above marginal costs to the

19 extent there's a demand for the differentiation and
20 it operates on the demand side of the market. So
21 whether or not product differentiation is

22 sufficient to cover fixed costs is really just a

23 matter of good fortune and allows the -- would

24 allow a market with declining long-run costs to

O 25 survive because if there's not enough profit in the
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differentiation it doesn't cover fixed costs. And
in this particular market, with intellectual
property, some costs are different, aren't they,
because we have recurring sunk costs?

That's a problem. It's not atypical.
Sunk costs build a large factory or a large plant
and then you hope you cover the costs constantly.
Companies have to constantly sink new costs in in
terms of artists and repertoire and recordings
costs and the like that are not necessarily
marginal but fixed.

How do we make certain that fixed costs
are covered and properly apportioned in the
noninteractive market, assuming that structure of
this market?

THE WITNESS: Okay. So I'll try to
address all the points you raised because you
raised several.

So, first, let me just start with --
and I will talk about fixed costs and the issue of
covering them, but do ocbserve, I think, Professor
Shapiro brought it up in his testimony, and I
confess I can't remember whether it was his
rebuttal or his direct, given it started to merge.

But this question of whether the fixed costs -- in

5722
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fact, now it is a part that large for the record
companies. There's clearly the case that the
marginal costs are very low, so it's declining
average costs. I agree with that.. But there is a
gquestion whether, certainly, he raised about
whether the -- some absolute sense the costs are so
high because the costs of recordings have gone down
due to technological change and distribution is
different.

But holding that aside, that I just
want to just for the record note that I did observe
that he raised issues about how large they are. If
they are there, I agree that they have a wviable
industry. They're going to have to be covered, and
I mentioned some of this also a few paragraphs
later in my report. In thinking about record
companies, and we do need to think about that
they're making money from noninteractive but also
from interactive streaming and then from download
sales and CDs. So you have to look at all of those
sources.

And —-- but, ultimately, I mean, what we
generally do in the U.S. economy, and this includes
industries with very large fixed costs particularly

like an operating system is we rely on the
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competitive outcome and, you know, firms -- if the
firms can't cover it, they end up failing. But
that firms that can successfully offer the product
that is differentiated, we have. And you're right,
it doesn't come out as sort of the perfect outcome
that the omniscient planner would get, but we've
made the judgment as a society and I think it's a
judgment economists generally support that this is
the best we can do and we rely on market forces
because if we try to second-guess them, it's not
going to work.

JUDGE STRICKLER: I understand and
agree with that point.

We also have a statute to deal with.
And as we discussed before, we tried to deconstruct
what Professor Talley criticized and he quoted the
statute. We have a statute that talks about our
concern about preserving the revenue streams of the
record companies. And as you just pointed out, the
way it would work with an operating system if the
demand is such, that even with whatever
differentiation you can do with regard to the
product, you can't cover your cost, it fails, it
goes out of business or it retrenches

significantly.
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Given the statute, we may be in a
position where we have to be certain that, first of
all, obviously, that doesn't happen or that a level
of retrenchment itself might not be appropriate.

How, if at all, should the
noninteractive market cover its, for lack of a
better phrase, fair share of these fixed costs?

Why should it fall only to downloads, CDs and
interactive services to bear a portion of the fixed
costs?

THE WITNESS: Well, see, that's where I
think the effective competition standard helps us
because -~ and, again, fair -- and economists do
talk about fairness even though they're fond of
saying they don't. But one view of what fairness
is, is we see what the effect —-- what allocation of
fixed costs, if you want to put it that way, would
emerge from in effect a competition?

And, obviously, I'll state -- I will
state obvious things. One i1s it's up to you and
your colleagues to make the decision and it's not
my position to offer a legal opinion, but I would
say as an economist I disagree with the
interpretation of the statute as saying that it --

your obligation to preserve the revenues of the
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record industry; but, instead, I interpret it, the
second clause, to say take it into account --
sorry —=- I guess clause one about the substitution
and promotion and that's something that would be
taken into account in an effectively competitive
market, that if a record company was selling a
license and said, wait a minute, by selling this
license we're going to lose a ton of profitable
sales somewhere else, it would take that into
account and the effectively competitive price would
be higher. BAnd I think that's the appropriate way
to think about it and I think that does -- you
know, in one sense of the word helps preserve
record industry revenues. It takes five times. It
takes them into account, but it's different, I
guess, than saying, well, there's some absolute
level they're guaranteed. Let them have -- and
that's how I as an economist, and not offering a
legal opinion, understand the statute to say let's
look at what comes out of effective competition,
how much they would bear.

Now, as I said, a record company
competing would have to take that into account and
I think the case we're talking about steering,

which you've heard a lot about, to the extent that
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steering is limited by product differentiation,
that would then give them a greater ability to
cover their fixed costs, you know, charging a
higher price and that actually would give them
incentives to try to have more distinct music and
product differentiation.

So I think that that -- you know,

that's a reasonable way to do it and I think it's

one that's supported by economics. But, really, it

comes down to saying —-- getting back to the

effectively competitive price will have built into
it some contribution margin, which will go towazrds
the overall costs, and that that's an appropriate
way to think about it, whatever falls out of that.

JUDGE STRICKLER: And if that

contribution isn't sufficient, it might, in certain

markets, in this particular market say
hypothetically cause a retrenchment in the amount
of resources devoted to the development of artists'
music and then effectively work with the
competitive market might have less music and less
sound recordings to be more specific than what
otherwise be the case because the overhead costs
and fixed costs simply can't all be recovered so

there has to be —-—- there might, which is

5727
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theoretical at a high level, people are saying
might be a situation where the supply in the market
for sound recordings would retrench.

THE WITNESS: So I would say that's
certainly an issue that the record companies have
raised and it's certainly, as an overall
theoretical possibility at some point, if
profitability falls low enough to stop investing.

Now, I want to point out on that, to
raise the issue, there is a big difference between
that and looking at industry revenues because of
the fact at least one economist has looked at
what's happened with the record industry and asked,
well, do we see evidence that its revenues have
fallen and the industry revenues have
contributed --

JUDGE STRICKLER: You're talking about
in this proceeding or somewhere else?

THE WITNESS: ©No. I'm saying that
yvou're asking about can these things happen, and I
don't believe it's in evidence in this proceeding.
Any found effect that the supply of music hadn't
fallen because you've got -- we've got a few
things. There's literature on some of this where

economists identified the following costs and also
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identifying other revenue streams. And so, for
example, there's been a shift to charging more for
concerts as a way of supporting artists.

So one of the -- in response to your
question, one of the things can happen if you've
identified, possibly, retrenching. The other thing
is actually redoubling your efforts to seek other
revenue streams or engage, actually, in more
investments and innovation to try to figure
outweighs to increase revenues.

JUDGE STRICKLER: Do you —-- I don't
know how I want to ask you this.

Asking these questions about fixed
costs and the need to cover recurring sunk costs,
do you see any evidence in this recoxd, in this
proceeding that gives us data with regard to costs?
After all, we're not a public utility commission.
We're not setting reasonable rates of return.

Do you see any evidence that allows us
to, with any level of particularity, identify costs
and profits and any particular sunk costs?

THE WITNESS: And you're saying in
particular for the record, record companies?

JUDGE STRICKLER: In this proceedings.

THE WITNESS: So there is certainly --
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there's pieces of evidence. I believe Professor
Shapiro was talking about a specific spreadsheet
and -- I mean, there are various pieces, but I
certainly don't -- as I sit it, I certainly don't
know enough to put together any sort of detailed
model of the record companies and their
profitability and what their costs. You know,
again, I've seen some of those numbers but not at
the level, assuming I could put together a model
and tell you this is what's going to happen and
here's what, you know, their -- here's what their
profits really are and here's how changing this
rate is going to affect overall.

JUDGE STRICKLER: Thank you.

MR. POMERANTZ: Your Honor, before I
start my cross—-examination, if I can just inquire.
There were some briefs filed over a week ago
relating to Apple and whether we would be allowed
to ask questions of our witnesses who will be
coming in later this week. 2And it will be helpful
in our preparation -- they're not coming in today,
but it will be helpful in our preparation efforts
to know whether we're going to be allowed to ask
them questions relating to the Apple agreements.

CHIEF JUDGE BARNETT: We'll let you

5730
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know.
MR. POMERANTZ: Okay. Thank you.
CROSS—-EXAMINATION BY COUNSEL FOR SOUNDEXCHANGE
BY MR. POMERANTZ:

Q. Professor Katz, in your written direct
testimony, vyou propose a Zone of Reasonableness for
simulcasting rates, correct?

A. Well, actually, it's a little less
precise than that. I talk about, I think, you
know, a lower bound of Zone of Reasonableness and
then I talk about getting some insights into what
an upper bound would be, but -- so, as I say, a
little fuzzier than that, but broadly yes.

Q. Okay. And you say that the lower bound
of that zone is near zero, correct?

A. Yes.

Q. And you say that 13 percent of revenues
would be an unreasonably high number for the upper
bound, correct?

A. Yes, based on partly comparing it with
SDARS, vyes.

Q. Okay. And so, in your view, the rate
for simulcasters should be set somewhere between
near zero and 13 percent of revenues, correct?

A. That's what I said about the Zone of
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Reasonableness. Now, as you know, I did not offer
a specific statutory proposal and I have some —-—
now I have some concerns about how you would
measure the revenues; but ves, that's what I think
conceptually.

Q. All right. And so just to be clear,
you did not propose a specific rate within that

range, correct?

A. That's correct.

Q. Now, i1f you could turn to Page 52 of
your written direct testimony, Paragraph 80 -- and
I'm sorry. I have put a binder in front of you.

It's also in the binder that you have there, so
either one. But in my binder that I handed to you,
it's behind Tab 2.
A. Okay. I'll use this binder because
it's smaller.
Q. All right.
CHIEF JUDGE BARNETT: Paragraph number
again, and page?
MR. POMERANTZ: 80. Page 52, Paragraph
80.
CHIEF JUDGE BARNETT: Thank you.
And for the record, that is Exhibit

4000, which has been admitted?
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MR. POMERANTZ: Yes, Your Honor.

BY MR. POMERANTZ:

Q. And in the last sentence of Paragraph
80, you state: "Given the information currently
avallable to me, I cannot determine an exact value
of the upper end of the Zone of Reasonableness, but
I expect to be able to make a more precise
determination after reviewing evidence that is
introduced by other parties or otherwise obtained
in the discovery process.”

Do you see that?

A. Yes, I do.

Q. And you understand that after you
submitted this direct testimony in October of 2014
and before you submitted your rebuttal testimony at
the end of February of 2015 a lot of marketplace
agreements were exchanged by the parties in the
discovery process?

You're aware of that, correct?

A. Yes, I am.

Q. And you're aware that those agreements
involved both independent record labels and major
record labels, correct?

A. Yes.

Q. And you're aware that there were dozens
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of agreements produced that related to interactive
services, correct?

A. Whether the -- I don't recall if the
agreements were all produced or not. It's
certainly in the aspects of the agreements were
introduced. I don't recall looking at -- oh, I
certainly looked at some -- I don't remember about
dozens, but yes, they were introduced.

Q. All right. And you're aware that
agreements between record labels and noninteractive
services such as iHeart, Pandora, and Apple were
also produced during the discovery process,
correct?

A. Yes, subject to there was some debate,
I guess, among some about Apple; but yes, I'm aware
of those being introduced.

0. And you reviewed some of those
agreements between the time of your direct
testimony and your rebuttal testimony, correct?

A. That's correct.

Q. And your staff reviewed some of those
agreements, too, correct?

A. Yes.

Q. But after receiving those agreements

and reviewing those agreements, you did not amend
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your written direct testimony to make a more
precise determination of the bounds of the Zone of
Reasonableness, correct?

A. That's correct.

Q. And you didn't do so in your rebuttal
testimony either, correct?

A. In terms of specifying a new zone,
that's correct. I think -- certainly, information
in my rebuttal testimony that I think is relevant
to the issue, but I did not propose a refined Zone
of Reasonableness.

Q. Now, you understand that NAB had --

(Interruption.)
BY MR. POMERANTZ:

Q. Professor Katz, you understand that the
NAB has proposed a specific rate of .0005 in this
matter, correct?

A. Yes.

Q. Can you identify a single marketplace
agreement in which any record company has agreed to
a per-play rate of .0005?

A. If I'm recalling correctly, and it's
not something I have offered, I believe that that's
what i1Heart's experts have testified that Warner

agreed to with iHeart.
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0. Well, the .0005 rate is not set forth

anywhere in the iHeart-Warner agreement, correct?

A. And if you're asking me the question
does that number appear in print, my understanding
is it doesn't. If you're asking a question do —--
how people testified that they believe that that is
the effective rate of the contract, my
understanding is that's what they testified to
unless you correct my memory.

Q. Are you aware of any internal document
at iHeart or at Warner that sets forth the .0005
rate?

A. I'm not aware of documents. There
could be. I haven't reviewed their internal
documents on that issue.

Q. And what you're testifying to is what I
think Professor Fischel referred to as his
incremental rate analysis, correct?

A. I'm not testifying to his analysis.
It's what I've identified -- I have identified that
they said that number. If that's what he's calling
his incremental rate analysis, then that's what it
is.

Q. So putting aside what you recall seeing

from Professor Fischel regarding the iHeart-Warner
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deal, have you seen any other marketplace agreement
in which any record company has agreed to a
per—-play rate of .00057

A. No.

Q. Can you identify a single marketplace
agreement other than the iHeart-Warner one,
according to Professor Fischel, in which any record
company has agreed to a per-play rate anywhere
close to .00057

A, We're going to get into the definition

of "close," but if you mean within, like, you know,

0007, no.
Q. 87
A. No.
So I can't remember --
Q. 9, 107
A. Well, that's the question. I can't

remember when Pandora numbers start kicking in.

Q. Okay. But, as you sit here today, you
can't think of any marketplace agreement in which
any record company has agreed to a per-play rate

double .0005, can you-?

A. That's correct.
Q. If you could turn to Page 62 of your
written rebuttal testimony, Paragraph 95. This is
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your conclusion about the Zone of Reasonableness,

correct?
A. Yes.
0. And, in particular, you're offering

this Zone of Reasonableness for simulcasting,

correct?

A. Yes.

Q. So let's turn to what you mean by the
term "simulcast." You would agree that a

transmission is a simulcast i1f the Internet
transmission is exactly the same content as what is
played on the terrestrial radio station, correct?

A. Yes.

Q. So if it has the same music and the
same DJs and the same advertisements, that's a
simulcast, correct?

A. Yes.

Q. And you would agree that if the
Internet transmission swapped out all of the music
and all of the DJs, that that would not be a
simulcast, correct?

A. Yeah, that's certainly not how I was
thinking of it as a simulcast when writing my
report, yes.

JUDGE FEDER: Excuse me, Counsel.
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We're talking about Paragraph 95 in the

written direct testimony?

MR. POMERANTZ: Correct. Correct.

JUDGE FEDER: You had said written
rebuttal.

MR. POMERANTZ: Ch, did I?

I am sorry. Yes, written direct. I
apologize. Page 52 of the written direct
testimony. My apologies.

BY MR. POMERANTZ:

Q. Is that where you were looking at?

A. Yes, it was.

MR. POMERANTZ: Thank you, Your Honor.

BY MR. POMERANTZ:

0. So what we know is that if it's exactly
the same programming on the simulcast as
terrestrial, you view that as a simulcast. But if
you swap out all of the music and all of the DJs,
that is not a simulcast, correct?

A. Yes.

Q. By the time you submitted your direct
and your rebuttal testimony, you hadn't thought
about where between these two examples you would
draw the line between a simulcast and a

non-simulcast transmission, correct?
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A. If you mean that as a -- drawing a
bright dividing line, that's correct. I mean, I
certainly had something in mind about simulcasting,
but I did not engage in a line-drawing exercise.

Q. Well, you said in your deposition that
you hadn't even thought about where to draw that
line, correct?

A. As I say —-- just said, I did not engage
in a line-drawing exercise, that's correct.

Q. Even though you were proposing a Zone
of Reasonableness that applied only to something
called "simulcasting," correct?

A. Correct.

Q. Now, you were aware that technology
exists that allows a simulcaster to change the
music or the advertisements from a terrestrial

broadcast when it's transmitted via the Internet,

correct?
A. That's my understanding, yes.
Q. And you, yourself, have not proposed

any particular definition of simulcast in your
testimony, correct?

A. That's correct, I have not proposed a
definition to the judges.

Q. But you were aware that NAB has
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proposed a definition of simulcast, correct?

A. I am now, yes.

Q. All right. So if you turn to Tab 6 in
the binder I handed to you, and if you look at the
first page of Tab 6, which is SX 283001.

MR. POMERANTZ: I actually think this
is not in evidence yet. I'm not sure if it
formally has to be in evidence, but I will offer it
into evidence at this point.

MR. JOSEPH: ©No objection.

CHIEF JUDGE BARNETT: 283 is admitted.

(SoundExchange Exhibit No. 283 was
admitted into evidence.)

BY MR. POMERANTZ:

Q. You understand that this document is
NAB's proposed rates and terms for this proceeding?
A. Yes, that is my understanding now.

Q. All right. And if you turn to the
second page and in the middle of the page there is
a paragraph that begins "broadcast
retransmissions."

Do you see that?

A. Yes, I do.

0. Do you understand that to be NAB's

proposed definition of what a simulcaster is?
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A. You'll need to give me a minute to look
at it.

Yes, I recall -- with two
gqualifications that came up when you and I
discussed it in deposition. If you're saying that
broadcast retransmission is a synonym for
simulcast, which I would expect it to be, then yes.
And then subject to the question of whether there
are other parts of the document that either provide
context or elaborate on this, but this is defining
at least in part what it means to be a broadcast
retransmission.

Q. And, therefore —-- and that's what you
loosely refer to as a simulcast, correct?

A. Yeah, I believe it's talking about the
same thing.

Q. Okay. And you see in this definition
there's four subparts in the latter half of the
definition, including what I'm going to direct you
to, Subpart 4.

Do you see that?

A. Yes, I do.

Q. All right. And NAB is proposing that a
broadcast retransmission include occasional

substitution of other programing that does not

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5743

change the character of the content of the
transmission.
Do you see that?

A. Yes, I do.

0. You do not have an opinion as to what
the phrase "occasional substitution of other
programming"” means, correct?

A. I certainly don't have a precise
numerical opinion. I may have a view that it would
mean less than half and, you know, some qualitative
view, but I do not have a numerical wview.

Q. Well, you don't have a view as to
whether "occasional” means something closer to 49
percent or 1 percent, correct?

A. That's correct.

Q. And if we look at the phrase at the end
of that definition, that Clause 4, which says, "the
character of the content of the transmission,”" you
haven't offered an opinion about what that phrase
means, correct?

A. That's correct.

Q. And so it's fair to say that while you
offer a Zone of Reasonableness for something called
"simulcasting," you do not offer a definition of

what qualifies as a simulcast, correct?
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A. And if you're asking have I put --

stated a definition of simulcasting, no, I have not
stated one.

Q. All right. ©Now, you also have not
proposed different rates for simulcasters versus
custom Webcasters like Pandora or others, correct?

A. I have not made a specific rate
proposal for anyone.

Q. All right. And you understand that
Professor Shapiro has not testified that
simulcasters should be paid at a different rate
than nonsimulcasters such as Pandora, correct?

A. I'm not sure that is correct, actually.
I have thought, maybe I'm wrong, that Professor
Shapiro, for example, thought that it would be
appropriate to have a music adjustment or a content
adjustment for simulcasters, but I may be
misremembering, but -- so as I sit here, I'm
certainly not prepared to testify that he thinks
there should be no difference.

Q. Well, you -- you're aware that
Professor Shapiro offered a rate proposal in this
case, correct?

A. Yes. I believe he offered a multi-part

rate proposal.
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Q. He made a distinction between
ad~supported services and subscription services,
correct?

A. I think that's correct. I haven't
looked at it recently, but that's my recollection.

Q. But his rate proposal makes no
difference -—- no —-- doesn't make any distinction
between simulcasters and nonsimulcasters, correct?

A. Again, the part I'm having difficulty
is I don't recall whether or not he talked about
having an adjustment for the difference in
non-music contents or not.

Q. And you're not aware of Professor
Fischel or Professor Lichtman offering a proposed
different rate for simulcasters than
nonsimulcasters, correct?

A. I don't recall, as I sit here, what
their specific proposal was.

Q. And you're not aware of Professor
Rubinfeld offering a different rate for
simulcasters versus nonsimulcasters?

A. That one, I'm quite sure about. He did
not.

Q. Now, if a lower rate applied to

simulcasters than to nonsimulcasters, that might
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simulcasters, correct?

A. In theory, yes.

Q. If innovating the simulcast service
would result in having to pay a higher rate, an
economically rational simulcaster would take that
higher rate into account before deciding whether to
innovate, correct?

A. If such an innovation existed, if you
were rational, you would take that into account,
yes.

Q. Now, you conclude that the lower bound
of the Zone of Reasonableness for a statutory rate
for Webcasting -- sorry, for simulcasting is near
zZzero, correct?

A. Correct.

Q. And you reach this conclusion based on

your analysis of terrestrial radio stations,

correct?
A. I see that's the primary basis, yes.
Q. And your belief that simulcasts are

largely the same as terrestrial radio broadcasts,

correct?
A. Based on my review of the record, yes.
Q. Now, terrestrial radio stations have

5746
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the right to play recordings without getting the

permission from the owner of those recordings,

correct?

A. That's my understanding from music
recordings. I don't know if that's true generally,
but...

Q. And that's because the copyright laws

have not created a public performance rate when
recordings are played on terrestrial radio
stations, correct?

A. That's my understanding.

Q. And so radio stations can play the
recordings for free, correct?

A. Yes, that's actually one of -- that
assumption or understanding is part of my
testimony, yes.

Q. And so they don't need to negotiate

rates with record companies or with artists,

correct?
A. Correct.
Q. Now, under the willing buyer, willing

seller standard record companies are not willing
sellers to terrestrial radio stations, correct?
A. If you're asking me that -- about the

hypothetical negotiation over price, I certainly
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would agree with that.

0. And terrestrial radio stations are not
willing buyers under that standard either, correct?

A. I don't know. That seems like we're
getting in semantics because I'm sure the radio
stations are quite happy with the price of zero.
They're not holding out for a negative one. So we
could debate whether they're a willing buyer or
not.

Q. Assume the law was changed and

terrestrial radio stations had to license public

performance rights from record companies. Okay?
A. Okay.
0. Is it your view that in that situation

the record companies would actually pay the radio
stations rather than the radio stations paying the

record companies?

A. I think that if you -- let me add
something else. As part of this, do radio stations
have the right -- are they going to have the right

to steer if they want to-?

Q. I'm just asking you the question. You
can make whatever assumptions you want.

A. If we move to a market where now

there's going to be a license and the radio
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stations get to pick which licensing they take and
which not, my testimony is that it could be
negative in some cases for some stations because of
the promotional value we would have to see.

Q. Well, it's your testimony, isn't it,
that record companies would actually end up paying
the radio stations rather than radio stations
paying the record companies?

A. No. I believe my testimony is in some
cases for some songs and some stations, it could
end up being negative and they could pay them.

Now, there's also gquestions you're going to have to
get into about whether the market would really be
effectively competitive, and I believe my testimony
is that under the standards of effective
competition, that could happen in cases, but I
don't believe I said it would happen in all cases.
In fact, I'm quite sure I didn't say that because
my conclusion you shouldn't go with a negative
lower bounds for Zone of Reasonableness was based
on the fact that I didn't think it would always be
negative.

Q. Are you aware that the record companies
and artists have been lobbying Congress to pass a

law creating a terrestrial public performance right
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for sound recordings?

A. Yes.

Q. And you're aware of the current
legislation called the "Fair Play Fair Pay Act of
2015" that is being supported by the record
industry that would create a public performance
rates for terrestrial radio stations?

A. Not -- I'm not aware of the name of any
specific piece of legislation. My answer 1s -- you
know, the answer I gave you the first time I'm
aware of sort of broad efforts, but I'm not aware
of the specifics in the specific legislation.

Q. And you're aware that record companies,
big and small, and artists have been lobbying
Congress for years and years to try to create a
public performance right for terrestrial radio
stations, correct?

A. I'm aware that they've been doing it
for multiple years. I don't know when it started
or when there were gaps, or anything like that.

But I know they've had a persistent effort.

Q. And you're aware that the terrestrial
radio stations have opposed that legislation,
correct?

A. I'm not sure if I know they have a
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unified view or not, but it wouldn't surprise me.

Q. Well, you're here testifying at the
request of the National Association of
Broadcasters, correct?

A. That's correct.

Q. Are you aware that the National
Association of Broadcasters has issued a statement

saying that it strongly opposes the Fair Play Fair

Pay Act?
A. No.
Q. Let me ask you, i1f you could, to turn

to Tab 7 in your binder.
A. (Witness complies.)
Q. I'm sorry. If you could turn to Tab 8

in your binder.

A. (Witness complies.)

0. You see that this is an NAB statement?
A. Seems to be.

Q. And if you could read the second

paragraph, the first line, and tell me whether that
refreshes your recollection that the NAB strongly
opposes the Fair Play Fair Pay Act.

MR. JOSEPH: Objection, Your Honor.
The witness hasn't testified that he doesn't recall

anything. He said he doesn't know of any such
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thing.
CHIEF JUDGE BARNETT: Sustained.
BY MR. POMERANTZ:
0. You're aware, Professor Katz, that the

broadcasters have opposed legislation creating a
public performance right for sound recordings when
used by terrestrial radio stations for years and
years, correct?

MR. JOSEPH: Objection. Asked and
answered.

CHIEF JUDGE BARNETT: I think it's a
different question.

THE WITNESS: No. I mean, I -- in
fact, I thought you had asked part of that. As I
said, I'm not sure what the position is of radio
broadcasters on this. I believe that some are
against, but I don't know if all of them are or
not. As I said, I mean, they may have heterogenous
views so I don't have an opinion on that.

BY MR. POMERANTZ:

Q. Well, as an economist, if the results
of a change in law to create a terrestrial public
performance right meant that the record companies
would actually pay the radio stations, do you think

record companies would be in favor of that change
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in law and radio stations would be against that
change in law?

A. I just want to make sure because we've
been talking about actual legislation, which I
haven't seen and I don't know the clauses, but
you're just asking as a hypothetical example
because since I don't know what this legislation
is, for all I know it says that the radio
companies —-- the radio broadcasters cannot respond
to price in making their choice of what music to
play, yet would have to pay a license fee which
would then create de facto monopolies for the
record companies, and then I would think a rational
broadcaster would be against that. But I don't
know what's in that legislation.

Now, if you want to ask me a
hypothetical guestion, then I can answer it. But
if you're asking me a question about the specific
legislation, I don't know about the legislation,
and, as an economist, I can't start answering
guestions about it unless I know what the wvarious
clauses are.

Q. Well, perhaps, my question wasn't
clear, because it in no way mentioned a particular

piece of legislation. So let me ask my question
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again.

As an economist, 1f the result of a
change in law to create a terrestrial public
performance right meant that record companies would
pay radio stations rather than radio stations
paying record companies, do you think the record
companies would be in favor of that change in law
and the radio stations would be against 1t?

A. And in your hypothetical is all the
record companies would pay all radio stations?

Q. They would have to enter into a license
agreement, private marketplace agreements.

A. Wait. Now you're changing your
hypothetical. I =-- you said a -- I thought a key
element of your hypothetical was the direction of

payment, and I'm asking --

0. Let me make —-

A. -— you to clarify the --

0. I'11 claxrify.

A. -- whether it's everybody is paying. I

just need to know what the hypothetical is and then
I'm happy to answer.

Q. Fair. I'll try to be clear. I thought
I was clear.

Assume that there's a change in law
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that creates a public performance right for sound
recordings when they are aired on terrestrial radio
stations. Assume further that that means that a
terrestrial radio station cannot use a recording
unless they negotiate a deal with whichever
copyright owner owns the recording. In that
situation, would you expect record companies to be
in favor of that change in law and radio stations
to be against it if we assume that in that
eventuality it actually would be the record
companies paying the radio stations?

A. In every case?

Q. No. In whatever cases you were

imagining before.

A. I wasn't imagining cases. It's your
hypothetical.
0. No. You had said earlier in this

proceeding that you think there will be situations
where record companies would be paying radio
stations, correct?

A. I said, vyes, there well could be such
situations. And, again, I said it in the
hypothetical market that had effective competition.
I think there is open questions about whether there

will be effective competition here. So you're
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asking me a different question than the ones in
which I testified.

Q. So you want to —-

A. But let me fill in your hypothetical.
If you're telling me in your hypothetical that
every single station would have to pay —-- every
single play would pay the record companies, then I
would expect the -- and you're telling me there's
no other changes, then I would expect the recording
industry to be in favor of it. But there's a lot
built into your hypothetical that I don't agree
that has to do with the real world.

Q. All right. You're aware that listeners
have only a limited number of choices of
terrestrial radio stations in their particular
geographic location, correct?

A, Yes.

Q. In a particular geographic location,
there may be only one country music station, for
example, correct?

A. That's -- I guess it's possible. I

don't know if it's true or not, but it seems

possible.
Q. Or one jazz station, correct?
A. Seems like it's possible.

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5757

Q. And you're also aware that listeners of
simulcast stations can choose from thousands of
radio stations that are available across the
country or across the world, correct?

A. Correct.

Q. And you, yourself, listen to simulcast

radio stations, correct?

A. I have been known to, yes.

Q. And you live in the bay area, correct?
A. That's correct.

0. But you listen to radio stations from

Texas, Los Angeles, France and Germany, correct?

A. I have, yes.

Q. Have you done any empirical analysis to
determine whether the far greater number of
stations that are available to simulcast users

affects the promotional effects of simulcast radio?

A. I have not conducted a quantitative
study, no.
Q. Have you done any empirical analysis of

the promotional effects of terrestrial radio
compared to the promotional effects of simulcast
radio?

A. I believe in my rebuttal testimony,

there's a -- I may be misremembering because it's
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my rebuttal testimony, but there is -- there's a
discussion of the effects of simulcasting and its
role in helping consumers with music discovery. So
I think there is evidence I have cited as well as
the fact that the record industry executives, I
think in two cases, have testified that they found
simulcasting more promotional, and maybe that's
getting off your question, more promotional than
other forms of streaming. So there is other
evidence. But to your question have I conducted my
own empirical study, no.

Q. If you could turn to Slide 5 in the
demonstratives that Mr. Joseph went over with you
this morning.

A. (Witness complies.)

Q. And do you recall that Mr. Joseph asked
you some questions about diversionary promotion in
connection with this slide?

A. Yes.

Q. And you recall that one of the points
you made was that in the quote from the statute in
the box at the bottom of this page it uses the
singular copyright owner.

Do you see that?

A. Yes, I do.
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Q. And you recall that you made a point of

pointing out that that was singular, correct?

A. Yes.

Q. In diversionary promotion, that means
that a sale made by one record company would be
taken away from another record company, correct?

A. That's my understanding of how he's
using the definition, yes.

Q. So the singular copyright owner in this
phrase, there's going to be one copyright owner who
gets an additional sale and another singular

copyright owner who loses a particular sale,

correct?
A, Yes.
Q. All right. Let's talk about SDARS IT,

which you used to create the unreasonably high

upper bounds of your Zone of Reasonableness,

correct?
A. Yes.
0. SDARS II —-- the rate established

through the SDARS II proceeding was not a

negotiated market rate, correct?

A. I mean, if you mean, ultimately, the
actual SDARS rate, it was one that was -- yeah, set
by judges.
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Q. All right. And you understand that the

SDARS II proceeding involved a statutory standard
that is different than the standard that applies in
this case?

A. Yeah, I'm aware that the statutory
language is different. My understanding was,
though, that the process by which the rate was
derived had some substantial overlap in the use of
market agreements, particularly interactive ones,
and then there were adjustments and there were
certainly some differences. But my understanding
is that the statutory language overall is
different, yes.

Q. Well, from an economic point of view,
do you think the words "reasonable rates and terms"”
means the same thing as rates and terms that most
clearly represent the rates and terms that would
have been negotiated in the marketplace between a
willing buyer and a willing seller?

A. I am not offering an opinion as an
economist as to the equivalence of those or not.

My reliance on the SDARS rates was based on the use
by the Court of having the noninter -- interactive
benchmark and the way it was applied, and then that

the process and the considerations that were
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discussed and used to derive at, that those were
similar. I'm not offering it based on my reading
of the statute.
Q. Before you decided to adopt the SDARS
I1I rate as your upper bound, you considered two
potential adijustments, correct?
A. You don't mean before temporally?
Could you re-ask the question?
0. Sure. I'll word it differently.
A. I apologize. Something just threw me
when you asked it.
Q. Is it -- turn to Paragraph 87, Page 57
of your written direct testimony.
A. (Witness complies.)
JUDGE STRICKLER: Which page?
MR. POMERANTZ: Page 57, Paragraph 87.
BY MR. POMERANTZ:
Q. As part of your analysis of using SDARS
IT as an upper bound for your Zone of
Reasocnableness, you consider something you refer to
as a music listening adjustment, correct?
A. That's correct.
Q. And you also considered something that
you refer to as a music revenue adjustment,

correct?

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015



Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5762

A. That's correct.

Q. And after doing your analysis of those
two adjustments, you decided that you didn't need
to make any adjustments, correct?

A. Well, I'm not going to get into
semantics.

What I concluded is that the adjustment
factor you would use would be near one, and
therefore, making the adjustment wouldn't have an
effect; but, nonetheless, it was taking these
factors into account.

Q. All right. You did not make any
adjustment for the fact that SiriusXM relies on a
subscription model and simulcasters rely on an
ad-supported model, correct?

A. That's correct.

Q. And you did not make any adjustment for
the differences between the costs of SiriusXM and
the costs of simulcasters, correct?

A. I would say that is not an accurate
characterization. What I did in that regard was
actually rely on what the judges had done there
because the rate for SiriusXM is actually not this
rate but a higher one because there was the —-- I'1ll

probably get it wrong -- the 801 (b) factors.
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Anyway, there were other factors taken into account
and there was an adjustment made in the SDARS
proceeding for infrastructure costs and I did not
import that adjustment over here. So, in doing so,
I did make an adjustment.

Q. All right. Well, we'll take a look at
where you actually got your 13 percent number from
in a second.

But the SDARS II panel noted that
Sirius had a preferential bargaining position
because of the name recognition and status as the
sole provider of satellite radio services, correct?

A. As I sit here, I don't recall that. If

you want to represent it...

Q. Yeah. Go to Tab 13, please, in your
binder.

A. (Witness complies.)

Q. This is the SDARS II decision which is

a decision you relied upon, correct?

A. I believe so, yes.
Q. All right. Now, if you could turn to
Page 23065, and on the very —-- on the right-hand

column near the bottom there is a sentence that
begins "no single buyer."

Do you see that?
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A. I'm sorxry, 23065 right column?

Q. Near the bottom?

A, Near the bottom.

Q. Maybe 15 lines up there's a sentence

that begins "no single buyer or group of buyers."
Do you see that?
A. Is it all right if I write on your --

can I write on your copy?

Q. You sure can.
A. So I don't lose the small print.
Okay. I do see the word "no single
buyer."
Q. And it says: "No single buyer or group

of buyers in that market seems comparable to
SiriusXM in terms of its name recognition and
status as the sole provider of satellite radio
services; therefore, the judges believe that
SiriusXM likely would have been in a preferential
bargaining position to the interactive subscription
service providers and may have negotiated very
different rates as a result.”
Do you see that?
A. Yes, I do.
Q. Simulcasters are not in the same

bargaining position as SiriusXM was in, correct?

5764
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A. I think that's probably -- well, it's

certainly correct as far as they're describing,
yes.
Q. There isn't a single simulcaster that

is the sole provider of simulcasting services,

correct?
A. That's correct.
0. Or the sole provider of Webcasting

services, correct?

A. I agree with that.

Q. But you didn't make any adjustment
because of this difference in bargaining position,
did you?

A. I will point out that the bargaining
position he was talking about was referring to an
analysis by Dr. Ordover. So no, I didn't make an
adjustment to Dr. Ordover's analysis because in
this aspect of it, ultimately, it wasn't part of
the rate.

Q. All right. So could you turn to Page

56 of your written direct testimony, Paragraph 852

A, (Witness complies.)
Yes?
Q. Now, in the middle of Paragraph 85,
you —— there's a sentence that states: "In SDARS
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II, the judges found that 13 percent constitutes a
sensible upper bound on the Zone of Reasonableness

before adjusting to account for the Section 801 (b)

factors."
Do you see that?
A. Yes, I do.
Q. And you understand that 13 percent to

be a reference to 13 percent of revenues, correct?

A. I believe so, yes.

Q. All right. And you're relying on that
particular 13 percent figure in your direct
testimony in this case, correct?

A. Yes, as a guidepost, I am.

Q. And you're saying that that is an
initial guidepost and you believe that the rates
set in this proceeding for simulcasters should be
less than that 13 percent of revenue, correct?

A. Yes. Well, yes, subject to -- yes.
Yes.

Q. Do you understand that in the SDARS II
decision the judges arrived at that 13 percent

figure by looking to what happened in SDARS I?

A. As I sit here, I was actually blanking
out. I thought it carried over from that and it
was from the underlying -- that, ultimately, there

5766
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benchmark that carried across, but I may be
misremembering as I sit here.

Q. Okay. So let's just look back at the
SDARS II decision. Go to Page 2 -- it's at Tab 13
and go to 23066.

A. (Witness complies.)

I'm there.

Q. And if you look at the bottom of the
first column, right above the Heading 4 at the
bottom, do you see Heading 4 at the bottom?

A. Yes.

Q. And two sentences above that it states:

"Lastly, the judges consider the prevailing
statutory rate of 8 percent, which the judges
adjusted down from a 13 percent rate in SDARS I,
based on the fourth Section 801 (b) factor."

Do you see that?

A. Yes, I do.

Q. All right. So, do you have any reason
to disagree with the fact that the 13 percent
figure was simply something that the judges in
SDARS II took from the SDARS I decision?

A. I just want to make sure I understand

vour question. Are you asking me did the SDARS II

5767
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judges Jjust take the SDARS I decision without
considering it? They just imported it
mechanically, is that what vyvou're asking? I don't
understand the question.

Q. You are relying on this 13 percent
figure in your testimony, correct?

A. I am relying on a 13 percent figure,

whether it's the one being discussed here I'm not

sure because it says about consider -- I mean, this
may be a different 13 percent. You're asking me
about one paragraph in a long document. I

certainly rely on a 13 percent figure they came up
with; but, as I sit here, I don't know if this

is —--— I mean, one of them even as I thought one of
the judges had a different opinion as a result. So
just looking at this paragraph in isolation, I'm
not sure this is the 13 percent.

Q. So, where did you get your 13 percent
figure from?

A. I mean, I would have to go back and
look through it, but it seemed like there was an
overall discussion and where they came out, but I
don't remember if it's that line. I would have to
go back and read through SDARS.

Q. But as you're sitting here today, you

5768
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can't think of any other source for that 13 percent
figure other than what I just showed you here as a
direct reference to SDARS I?

A. Wait. I don't understand.

You're saying -- if you're asking do I
think the judges said, well, there's 13 percent in
SDARS I, we're not going to do any thinking, let's
just adopt it again without looking at the record,
I don't believe that's what they did.

Q. Well, I didn't say that's what they
did.

A, Well, that's what I'm saying, I don't
understand what guestion you're asking.

Q. My question is: Where did they come up
with the 13 percent figure that you're relying on
in your testimony?

A. I guess you go back and you can read
the decision or they explained it. I was talking
about the fact that they ultimately came up with
it, and then I thought that it -- as I believe I
wrote in my testimony, that it had been influenced
by an interactive service's benchmark.

Q. Well, do you under -- okay. Let's go
to SDARS I. You understand that there was also a

13 percent figure referred to in SDARS I, correct?
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A. Certainly. Based on what I just read,

that would be my understanding.

Q. Okay. And is it your understanding
that the 13 percent figure that was referred to in
SDARS I was derived from an analysis of interactive
service agreements that were entered into before
20087

A. I don't have a recollection, as I sit
here. I would have to go back and read through the
decision.

Q. Well, is it your view, as you sit here
today, that it's proper for the judges in this
proceeding to rely on a percentage that was derived
from interactive service agreements that were
entered into prior to 20087

A. If there were intervening adjustments
made and considerations, yes.

Q. So you believe that it's okay to
consider interactive service agreements in setting
an upper bound for the Zone of Reasonableness?

A. I have said that I think that
interactive service agreements do have a role to
play in thinking about it, and I testified about
that extensively in my written rebuttal testimony,

as you know. And -- but would I have come out,
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both in terms of using the SDARS agreements and
also on the interactive service agreements
generally with Dr. Rubinfeld and said, well, it
provides some information, I have not been able to
use it to come up with a specific rate, and that's
why I didn't propose a specific rate here. And I
also, in identifying what I thought were numerous
significant errors, Dr. Rubinfeld did not
ultimately say here is the rate that comes out of
it, but I certainly have taken the position that
there is information to be gleaned from looking at
those. TIt's a question of how you use that
information.

Q. Do you believe that the judges in this
proceeding should be relying on agreements entered
into before 2008 to set an upper bound for the Zone
of Reasonableness?

A. If you're saying that there's
agreements from 2008 that were part of the overall
record developed as part of SDARS and that it
carried through into SDARS II, of course, subject
to the judges looking at the updated records, I
think they can have a role to play. If you're
asking me would I be comfortable if the present

judges said, oh, let's just look at agreements from
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2008 and ignore the rest of the record and anything

that's happening in the intervening period, I would
not be comfortable with that.
Q. All right. Let's go to a different
subject.
Could you turn to Page 30 of your
written direct testimony?
A. (Witness complies.)
I'm there.
Q. All right. And you see in Heading 5
you state: "Dr. Pelcovits's Web II interactive

services benchmark was so seriously flawed as to be

unusable."
Do you see that?
A. Yes, I do.
Q. And then you go on for the next ten

pages, or so, and discuss those flaws, correct?
A. Yes. I won't check the number of
pages, but yes.
0. Well, it's at least 10.

Let's go to Page 40. 1If you could turn

to Page 40.
A. (Witness complies.)
Q. And you see Heading 3 states:

"Dr. Pelcovits relied on what is very likely a bias
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sample of contracts.”
Do you see that?

A. Yes, I do.

Q. And by a bias sample you're saying that
he looked at only contracts between interactive
services and major record companies and did not
look at agreements between interactive services and
independent record companies, correct?

A. That was one of the points. I need to
check whether there are -- I can't recall if there
were other points I was making here about bias
because guestions of bias samples have come up in
other contexts; but, certainly, that's one of the
points I was making.

Q. All right. So in the context of not
considering independents, you discuss this in
Paragraph 60 on the next page of Page 41 so I want
to direct your attention to Paragraph 60. And in
Paragraph 60, you state: "More generally, the
greater the buyer's ability to shift uses to or
from a seller with whom the buyer is negotiating,
the more competitive will be the resulting price.
Hence, negotiations between any given buyer and
small labels will tend to be closer to effectively

competitive rates than corresponding deals between
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the buyer and a major record company because
significant share shift is more likely to be
possible with respect to the smaller labels.”

Do you see that?

A. Yes, I do.

Q. What do you mean by the term
"significant share shift"?

A. I mean that the buyer could have an
intent -~ greater ability as measured as a
percentage of the purchases of that particular
seller to substitute away from that seller and into
another or to substitute to that seller and away
from other sellers.

Q. And why do you think that significant
share --

(Interruption.)

BY MR. POMERANTZ:

Q. Again, we're at the last sentence of
Paragraph 60, Professor Katz.

Why do you think significant share
shift is more likely to be possible with respect to
the smaller labels?

A. Well, if you've got a large enough
label, at some point -- actually, not label, but if

you've got a large enough record company, at some
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point trying to shift away from them entirely is
going to significantly degrade the buyer or
certainly it's guite possible significantly degrade
the quality of the buyer's product that it's, in
turn, offering to its customers.

Q. And why do you think that the
significant share shift would lead to the smaller
labels receiving a lower rate than the major record
companies?

A. Well, actually, I think what I said
here and what I've learned since is a little more
optimistic about competition than, perhaps, is
warranted because there actually is an issue of
whether the smaller labels will just piggyback on
the majors, and by doing that undermine this
competitive force. But if we hold that aside,
which is an important thing to hold aside, if they
weren't able to piggyback, the fact that they could
potentially, you know, could double their business
would make them -- they would seek greater
competitive benefits and so it would make them more
likely to break ranks with the rest of the
industry.

Q. All right. Let's turn to Page 43 of

your testimony.
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JUDGE STRICKLER: Before you do, does

that mean the opposite would be true if we finished
off and rephrased the last phrase in Paragraph 60
of your written direct testimony, that significant
share shift is less likely to be possible with
respect to the larger labels?

THE WITNESS: Yeah. I mean, careful
about how we're measuring it, but you could have a
bigger absolute quantity of share shift Jjust
because the record company is much bigger. But,
yveah, I think -- sure. I mean, just take a
mechanical point. You could have a small label

where you could triple your plays of that label.

You couldn't -- I mean, it would be hard pressed to
triple the place of Universal. I mean, the share
would be over a hundred percent. So, that level,
yes.

JUDGE STRICKLER: So, does that mean
you could affect the price, that is to say the rate
through steering with regard to the smaller labels
than the larger labels?

THE WITNESS: Potentially, yes. I
mean, they could do -- I mean, they would --

BY MR. POMERANTZ:

Q. Let me turn you now to Page 43, and
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this is where you begin your discussion of the

settlement agreement between NAB and SoundExchange,

correct?
A. Yes.
Q. And the heading here says: "The

NAB-SoundExchange WSA agreement is not a valid

benchmark."
Do you see that?
A. Yes, I do.
Q. At the time you wrote this, did you

think SoundExchange was going to be offering the
2009 settlement agreement as a benchmark in this
2015 proceeding?

A. I wasn't sure if they were or not.

Q. But that's why you wrote this heading,
right, because you thought SoundExchange was going
to be relying on it as a benchmark in this
proceeding?

A. No. I think it's also —-- it's of
interest because I think the questions of the
shadow and the fact that it played an important
role in the past, I think it's worth understanding
because, as you know, I believe there's a need to
break with the past.

Q. And you understand that SoundExchange
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is not offering the NAB-SoundExchange settlement
agreement as a benchmark in this proceeding?

A. Actually, I'm not sure I have an
understanding. My understanding is that your
economic experts or at least Dr. Rubinfeld is not
offering it. I don't know if there's something

else SoundExchange is doing. I haven't, for

example, read what various SoundExchange executives

are saying.

0. And you understand that NAB and
SoundExchange entered into their settlement
discussions before the Web III proceeding had
concluded, correct?

A, Yes.

Q. In fact, you understand that NAB and
SoundExchange reached an agreement before the

direct cases in Web III had even been submitted,

correct?
A. That's my recollection.
Q. And, therefore, neither NAB nor

SoundExchange knew what rates would be set by the
CRB in Web III at the time they reached their
agreement, correct?

A. Exactly, yes.

Q. And both NAB and SoundExchange knew
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that if they didn't reach a settlement, the

broadcasters could still use the recordings of the
labels by paying whatever rates were set by the CRB
in Web III, correct?

A, Yeah, exactly. That's the shadow.

0. So NAB had a choice at the time it
entered into the settlement agreement, correct?

A. Yes.

Q. It could have set rates by reaching an
agreement with SoundExchange, or it could have not
reached an agreement with SoundExchange and just
relied on whatever rates were issued in the Web III
proceeding, correct?

A, Exactly. I think that's what I just
said in my direct testimony earlier this morning.

Q. And NAB could have participated in the

Web IIT proceeding if it wanted to, correct?

A. You're saying conditional on the
agreement or not. It depends on what you're --
yes.

Q. If they didn't reach an agreement --

A. If they didn't reach an agreement, my

understanding is they could have participated.
Q. They could have hired you to come in

and testify, correct?
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A. I would have to see if I was busy then,
but potentially, vyes.

Q. They could have made all of the
arguments they were making about interactive
service agreements today, they could have made them
back in Web III, correct?

A. I don't think that is correct. I think
we have a lot of new information today that wasn't
available then, so I don't believe they could make
the arguments. I mean, take the case of the
Universal-EMI merger about which the judges have
heard a lot, I think all of those documents —— I
don't think would have been available to them, I
believe. Anyway, they weren't available to the
Court then.

We've also seen, as you and I have
discussed a little bit earlier today, the -- you
know, the breaking out of competition in some of
the noninteractive direct deals now. So no, I
don't think you could. 1It's a different record
now, and that's one of the reasons why I think it's
appropriate to break with the past because it's now
a different record with a lot of information that,
I think, leads to a different decision. So I don't

see how you think they could have run Web IV at the
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Web III time frame.
Q. Do you think the majors or must-haves
were streaming services back in 20097
A. I —--
MR. JOSEPH: Objection. Ambiguous.
CHIEF JUDGE BARNETT: Sustained.
JUDGE STRICKLER: Is the ambiguity

because the phrase "streaming services" is not

defined?
THE WITNESS: Yes, Your Honor. In the
question.
BY MR. POMERANTZ:
Q. All right. Let's talk about

interactive streaming services.

Do you think record companies -- do you
think the major record companies or must-haves were
interactive streaming services back in 20092

A. I would have to look at the full set of
majors then because it was somewhat different than
now, and whether they all were I'm not sure, and I
haven't -- but I would believe, for example, that
Universal would have been as well, but I have not
gone back and conducted a detailed examination of
the status of things in 2009.

Q. And the NAB certainly was capable of
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paying for lawyers to handle the Web III

proceeding, correct?
MR. JOSEPH: Objection. Calls for
speculation. Lack of personal knowledge.
CHIEF JUDGE BARNETT: Sustained.
BY MR. POMERANTZ:
Q. You don't have any idea of whether
the -- do you know what the NAB broadcasters
revenues were in 20097
A. No. I believe in 2008 and 2009 that
they were depressed, but I don't -- because of the
great recession, at least that's my recollection.
But as I sit here, I don't have a view on revenues.
I do have a view as an economist that the revenue
probably would be the wrong measure if you were to
be allowed to ask a question about affordability
because you should look at what the profits were.
Q. Do you understand that the broadcasters
were bringing in more than $10 billion in the
depressed years of 2008 and 20097
A. And you're talking specifically about
radio broadcasters?
Q. Right.
Whoever are members of the NAB.

A. So if I recall figures that include
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television, I believe it's bigger than that,
significantly.

0. Now, in addition to deciding not to
reach an agreement and wait for the Web III
decision, the broadcasters also could have reached
out directly to the major record companies to try
to strike a direct deal, correct?

A, Well, as I testified earlier, if you
mean they could contact them and reach out, in
essence, sure.

Q. Are you aware of any evidence that any
broadcaster or the NAB reached out to the major
record companies to see if they could reach a
direct agreement with a major record company rather
than a settlement agreement with SoundExchange?

A. No. I believe Mr. Newberry might have
told me that, you know, they thought about it and
they just thought it wasn't -- there was no point
that they didn't believe the rates. Certainly as I
sit here, I'm not aware of any specific efforts to
try to contact him and reach side deals.

Q. Now, what you said was that Warner or
the majors sit on the licensing committee of the --
of SoundExchange, and therefore, they wouldn't go

ahead and do a direct deal, correct?
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A. That's simplifying things a bit, but I

believe their ability to formulate an industry
position then would affect theixr overall incentives
and would increase the ability to engage in tacit
coordination, yes.

Q. And you're aware that when Warner
entered into the iHeart deal it held the same
position on the SoundExchange board and licensing
committee, correct?

A. No. I mean, Sound -- I -- when you say
correct, it's not my recollection because I'm not
aware of whether they were on it or not, and also
I'm not aware that they're engaged in a specific
negotiation now in the same way that they were.

And if you represent it, I don't have a reason to
disagree with you, but I just don't know what the
current structure is.

Q. Now, you say that you spoke with
Mr. Newberry in advance of submitting your written
direct testimony, correct?

A. Yes.

Q. And you understood that he was one of
the lead negotiators for the NAB in the discussions
that led to the settlement with SoundExchange,

correct?
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A, That's my understanding, yes.

Q. And when you talked to Mr. Newberry,
you were seeking relevant information about the
negotiations of the terms of that settlement
agreement, correct?

A. Yeah.

Q. As part of your efforts to gather
relevant information about that settlement
agreement, did you read the press statement that
was issued by the NAB at the time that the
settlement agreement was announced?

A. I don't believe that I had read that
press statement at the time, but I'm not sure T

read it at that time or not, but I don't think I

did.

Q. Have you read it now?

A. I believe I have seen parts of it. I'm
not sure -- I don't recall if I read the whole

thing or not. Maybe you're talking about a
different press statement. I have, I believe, seen
part of a press statement.

Q. Are you aware that the executive
director of the NAB said back in 2009 that the
settlement agreement provided fair compensation to

artists and copyright owners?
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A, I don't remember specific language.
But, again, if you want to represent that to me or
show it to me, I don't have a reason to doubt you.

Q. As part of your efforts to gather
relevant information about the settlement
agreement, did you review the motion that the NAB
and SoundExchange jointly filed with the CRB panel

seeking adoption of the settlement?

A. I don't believe that I reviewed that as

part of conducting the analysis that led to my

written direct testimony.

Q. Have you read it since that time?
A. Again, I believe I have read parts of
it. It may be referring to something different

than what I'm recollecting, but I have seen some
sort of -- parts of some sort of joint motion.

0. Well, are you aware that back in 2009
NAB expressed a view that because the rate and
terms provided by the settlement had already been
embraced by over 380 commercial broadcasters
comprising thousands of individual stations in the
context of the Webcaster Settlement Act agreement,
the settlement manifestly provides a reasonable
basis for setting statutory terms and rates?

A. That language sounds familiar, but I
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don't have it committed to memory.

Q. So, as part of your efforts to gather
relevant information about the settlement
agreement, did you seek out information about the
number of broadcasters that have taken out
Webcasting licenses at the rates set forth in the
NAB-SoundExchange settlement agreement?

A. I did not seek it out. I was aware
that many broadcasters had done it. I thought it
was in the order of hundreds, so I was aware of
that. But beyond that, I didn't seek additional
information.

Q. And you're aware that those hundreds of
broadcasters who had taken out licenses pursuant to
the settlement agreement between NAB and
SoundExchange were paying the rates set forth in
that settlement agreement, correct?

A. That's what I would assume they're

doing, yeah.

Q. Could you turn to Tab 4 in the binder.
A. (Witness complies.)
Q. This is the testimony, the written

testimony of Jonathan Bender of SoundExchange in
this matter. And if you could turn to Page 13...

A. (Witness complies.)
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I'm there.

Q. All right. And you see that Mr. Bender

has Figure 2 which describes the licensees by type.
Do you see that?

A. Yes, I do.

Q. Is this -- and I want to direct your
attention specifically to the broadcaster line up
at the top of the chart.

Do you see that?

A. Yes.

Q. 678 licensees in 2011; 851 in 2012; and
949 in 2013.

Do you see that?

A. Yes, I do.

Q. Were you aware at the time that you
submitted your written direct testimony that there
were almost a thousand broadcasters who were paying
the rates set forth in the NAB-SoundExchange
settlement agreement?

A. As I said, I don't have a recollection
of thinking of a specific number. I thought it was
somewhere in the hundreds, and beyond that, I
didn't form a specific belief.

Q. Is it fair to say that no broadcaster

is legally compelled to simulcast?
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A. Not that I'm aware of, but I wouldn't
offer a legal opinion on that. But not that I'm
aware of.

Q. But it's your understanding that

broadcasters choose whether to simulcast or not,

correct?
A, That's my understanding, vyes.
Q. And it's your understanding that almost

a thousand broadcasters have decided that they want
to simulcast using the rates set forth in the
agreement between NAB and SoundExchange, correct?

MR. JOSEPH: Objection. I don't
believe he has testified to that understanding.

MR. POMERANTZ: That's my gquestion to
him.

THE WITNESS: I'm sorry. I —--—

CHIEF JUDGE BARNETT: Would you repeat
the question, please.

MR. POMERANTZ: Sure.

BY MR. POMERANTZ:

Q. Is it your understanding that the
almost thousand broadcasters -- actually, I'll ask
a different question. I'll withdraw that question.

CHIEF JUDGE BARNETT: Okay.

BY MR. POMERANTZ:
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0. The almost thousand broadcasters that
have decided to simulcast and to pay the rates in
the NAB-SoundExchange settlement agreement are
doing so because they think doing so is in their
best interest, correct?

A, I would assume sSo, vyes.

MR. POMERANTZ: I have no further
questions, Your Honor.

CHIEF JUDGE BARNETT: Mr. Joseph, how
much redirect?

MR. JOSEPH: Very little, Your Honor.
I would say —-— in the past, I have said under two
minutes. This may be about that amount.

CHIEF JUDGE BARNETT: All right.

REDIRECT EXAMINATION BY COUNSEL FOR NAB

BY MR. JOSEPH:

Q. Professor Katz, let me ask you to turn,

please, to Paragraph 74 of your direct testimony.

A. (Witness complies.)

CHIEF JUDGE BARNETT: I'm sorry. Where

did you direct?
MR. JOSEPH: Paragraph 74 on Page 48.
CHIEF JUDGE BARNETT: Thank you.
BY MR. JOSEPH:

Q. Does that paragraph place where you
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address the significance or meaning of the number
of broadcasters that have signed up under the
Webcaster Settlement Act rates?

A. I mean, it's certainly one place where
I did and that's the subject of the paragraph.

0. And is that still your conclusion
regarding the significance of the number of
broadcasters that have signed up for the Webcaster
Settlement Act rate?

A. Yes. I mean, in some sense this just
comes back to the last question that counsel for
SoundExchange asked me, which is I assume it was in
their self-interest and that means they thought it
was better in the alternatives, but that doesn't
mean that in any way it was saying it was
effectively competitive or reasonable. It meant
the broadcasters saw themselves as -- their other
options as being worse.

MR. JOSEPH: No further questions.

CHIEF JUDGE BARNETT: Okay. Thank vyou,
Professor.

We will be at recess until 1:05.

(A short recess was taken.)

CHIEF JUDGE BARNETT: Good afternoon.

Please be seated.
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Do we have a witness?

MR. STURM: Yes, Your Honor.

NAB calls John Dimick.

JOHN DIMICK,

being first duly sworn, to tell the
truth, the whole truth and nothing but the truth,
testified as follows:

MR. STURM: Your Honoxr, I have a
relatively small binder for you.

CHIEF JUDGE BARNETT: Thank vyou.

MR. STURM: And, Your Honor, Mr. Dimick
has both direct and rebuttal testimony. So what
we're going to do is we'll do a little background
and then his rebuttal and then the direct.

CHIEF JUDGE BARNETT: Thank you.

DIRECT EXAMINATION BY COUNSEL FOR NAB

BY MR. STURM:

Q. Mr. Dimick, would you state your full
name, please.

A. John Dimick.

Q. And could you spell it for the court

reporter, please.

A. J-0-H-N, last name is D-I-M-I-C-K.
Q. Where do you work, Mr. Dimick?
A. I work for Lincoln Financial Media
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Company.
Q. Where is that located?
A. Corporate headquarters is based out of

Atlanta, Georgia.

Q. Can you just tell the court very
briefly how you got your start in the radio
business and how long you've been involved in it?

A. Yeah. I've been doing it 35, almost 36
years. Started when I was 15 kind of doing weekend
news on the air and then put my way through college
doing overnights and nights on the air, you know
pulling air shifts.

Eventually wound up programing a radio
station in Logan, Utah, which was kind of an AC
station, adult contemporary station. Programming
that for a while.

Went to Bakersfield, California, to

program an oldies station. Went back to Salt Lake

to program an active rock station. Kind of a --
Q. And what --
A. Active rock, Slaughter, Tesla, Wingers,

Scorpions, all the hair bands of the early to -—-
not a particular format we're proud of, but it
existed.

From there I programmed a top 40
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station called Kissin' 97 in Salt Lake City before
I moved to Seattle to program at that time, which
was kind of an emerging format, called hot AC. It
was kind of a cross between top 40 and adult
contemporary music.

I left Seattle to go to Columbus, Ohio
to program a -- at that time a very big top 40
station in the Midwest named WNCI and eventually
came what is the flagship station of our parent,
Nationwide Communications. And eventually wound up
becoming the group programmer for that company
before it was sold.

I moved to San Diego, California, where
I worked for the predecessor to Lincoln Financial,
which is Jefferson-Pilot Communications, where I
started out as program director for the country
station and eventually was promoted to operations
manager. So I oversaw country, oldies, conversion
to '80s, conversion to alternatives, smooth jaz:z
with conversion to AC.

0. Did you have a hair band?
A. No hair bands there. No hair bands

there.

And then from there was asked to come

and program Hot 97 in New York. For somebody in my
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position, I mean Hot 97 is a huge and influential
radio station. It's arguably the largest hip hop
radio station in the country.

So I programmed that for three years
before getting an opportunity to return and work
for my old boss at now Lincoln Financial Media as
the vice president of programming where I was there
for two years before being promoted to senior wvice
president of programming.

Q. So your present position is senior wvice
president of programming for Lincoln Financial?

A, Yes.

Q. What are your responsibilities as SVP
as programming?

A. If it has something to do with the
product or how we engage an audience or, you know,
marketing, promotion, high=-level technical,
audience outreach, that's -- in one way or another,
either I work directly with it or the people that

work directly with it work for me.

Q. Have you recently added a new
responsibility?
A. Oh, yeah. At the end of March I was

named the acting daily program director of Star 94

in Atlanta. It's our company's flagship station.
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It's the biggest station, our biggest market. And
I'm now charged with the day-to-day programming
responsibilities for it as well.

Q. Let's talk a little bit about Lincoln
Financial.

How many radio station does Lincoln

operate?

A. We have 16 radio stations in four
markets.

Q. Ckay. What are those markets?

A. We're in Miami, Atlanta, Denver and

San Diego.

Q. And how many music stations and how
many nonmusic stations?

A. We have ten music stations and six

nonmusic stations.

Q. Do you stream those stations as well as
broadcast?

A. Yes, sir.

Q. Do you have some HD stations as well?

A. All of our analog stations are
broadcast in HD1l. And then we have in some areas

HD2 and HD3 signals. Depending on whether we
program them or someone else programs them, we'll

stream. One of ours is a religious broadcaster,
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and they handle it. But anything that we have

direct control over we also stream.

Q. Let's turn to -- I believe it's the
second tab in your binder, Exhibit 4 -- NAB Exhibit
40009.

Do you have it there?

A. Yes, sir.

0. And is that your written rebuttal
testimony?

A, Yes, sir.

Q. It's your signature on Page 87

A. Yes, sir.

Q. Have you reviewed that testimony
recently?

A. Yes, sir.

Q. Do you believe everything in there to

be true?
A. Yes, sir.
MR. STURM: Okay. I move the admission
of Exhibit 4009.
MR. OLASA: No objection.
CHIEF JUDGE BARNETT: 4009 is admitted.
(NAB Exhibit No. 4009 was admitted into
evidence.)

BY MR. STURM:
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Q. All right. Could you flip these --
bottom of Page 2 of your written rebuttal
testimony. And this was responsive to some
testimony that Mr. Kooker gave in his written
direct statement. And there's a long quote there
on Page 2 carrying over to page 3.

Are you there?

A. Yes, sir.

Q. So the first thing Mr. Kooker says is:
"One of the original justifications for allowing
statutory services to pay these lower rates was
that the offering under the statutory license would
provide a user experience similar to terrestrial
radio."

Assuming that that statement is true,
to what extent does your simulcast stream provide a
user experience similar to terrestrial radio?

A. All of our -- all of our streams are
exactly identical to our over-the-air products.
It's a hundred percent simulcast. They're the
same. I mean whatever you hear over the air you
will hear on our stream.

Q. Okay. Are there any differences at
allw

A. There can be some slight difference in
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commercials where we have to replace an
out—-of-market —-- you know, part of our
out-of-market stream with a generic commercial as
opposed to a local commercial.

But that happens wvery, very rarely.
And so, other than that, no. They're —-- whatever
we say over the air you hear on the stream.

Whatever we play over the air your hear on the

stream.
Q. Mr. Kooker goes on to say and -- this
is the second paragraph -- that: "The fundamental

distinction between statutory services mirrors
terrestrial radio and directly licensed services.
Enabling customized music access is rapidly
disappearing. Statutory services now provide
highly customized offerings to consumers."

Do you see that?

A. Yes, sir.

Q. Is your simulcast stream becoming more
customized to the user?

A. There's no way ——- no. There's no way
for the user to customize our stream. You either
start it, or you stop it. But that's about the
only thing that you can do. It's exactly the same

as what we put out over the air.
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Q. And then he talks about various
feedback mechanisms. I won't read the whole thing.
Sophisticated algorithms and user interface
controls and that kind of thing.

Do you have anything like that?

A. All of our streams are set up —-- no.
There is -- we have nothing -- there's just --
it's -- exactly what you hear over the air is
exactly what you hear on the stream. So there's --
Q. How do you get feedback from listeners?
A. Telephone, audience research. I mean
we have a -- somebody calls or -- and, you know,

they give us feedback.

But once again, there's no —-- there's
no one thing any one individual can do to provide
us feedback of any kind of substance that would
affect what we would put on either over the air or
on a stream.

Q. In the last sentence in that paragraph,

he talks about individualized programs streamed to

users.
Do you give individualized programs to
users?
A, No. We —-—- once again, we're a
simulcast. So what we have -- what we have over
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a one-point-to-many-point sort of system.

There's no way to customize what it is
that we do or for a listener -- an individual to
customize anything.

Q. Let's move on to Paragraph 9 of your
written rebuttal testimony. And you mentioned
there there's some various places where users can
access your station stream. And one of them that
you mention there is Tuneln.

Do you see that?

A. Yes, sir.

Q. Have you used TunelIn personally?

A. Yes.

Q. And just for this case or previously?

A. No. I mean -- well, we've used Tuneln
for quite some time. I've used TunelIn for gquite

some time.

Q. Okay. And what is TunelIn?
A. TunelIn, for me and for us, is a -- kind
of like an aggregator. It's a one-stop shop. It's

sort of where everybody goes to find out what'’s
being streamed.
Q. And how did it come about —-- and I take

it your stations are on TunelIn?
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A. Yes.
0. So how did that come about?
A. And I'm assuming we're talking about

our music stations.
Q. Yes.
A. Our music stations are on Tuneln.

You know, for a while, when the
company -—- I —-- my understanding, when the company
TuneIn was first created, they were just sort of
taking streams and -- or taking over-the-air signal
and putting it on a stream.

And several of us kind of went, yeah,
that's not cool. So we reached an agreement with
them several years ago that we would provide them
our stream. And, in return, if they sold, you know
what we call a gateway ad or a preroll ad, that we
would have an opportunity to share in the revenue
of it.

But —-- so that's where we are now. We
feed them our stream, and they make it available to
their consumer base.

Q. Who pays for the royalties when your --
for the stream on your station when a listener
comes in through TuneIn?

A. We do.
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Q. Are you trying to get a national
audience by being on TunelIn for your stations?

A. No. I mean that's —-—- our stations are
very much designed to be live and local and focused
on our community.

So what we try to get through Tuneln is
access to —-- that anybody can access us wherever
they happen to be, you know, in our community. Or
if they're out of the community but want to know
what's going on in Atlanta or want to know what's
going on in San Diego, you know, they can access it
from there.

You know, if you're out of town when a
hurricane hits Miami, you know, you might not be
able to hear our over~the-air signal from wherever
you are, but you can access it through Tuneln or
one of our other places.

Q. Does TunelIn add to your streams any of
the customization features that Mr. Kooker
discussed?

A, No. You can't. ©No. There's no way
for them to do anything. Once our stream starts,
there's nothing else you can do but let it play.

So they don't have the ability to —-- once the

preroll is done, you know, Tuneln's involvement for
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any kind of interjection in our stream is over.

0. Now, you're familiar with the fact that
TunelIn has a search function?

A. Uh-huh. Yes.

Q. So I'm a big Bruce Springsteen fan.
Let's say I want to hear "Born to Run," and I
search for "Born to Run," and I'm hoping to hear it
on a Lincoln Financial station.

How many of your ten music stations
might play "Born to Run"?

A. In general, one, maybe another one,

based on what we have going on at any given time.

Q. Which --

A. WMXJ in Miami, Magic 102.7.

0. How big is its playlist?

A. We run between about 280 and 320 or 330
songs.

Q. So let's say I get lucky, and it

happens to be playing on that station, and I click

on it.
Then what would happen?
A. If you click on it on Tuneln?
Q. On Tuneln, yes.
A. Well, assuming once you got through the

preroll, whatever it was, i1f there was, then you'd
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join our stream in progress. 1 mean you'd join us
wherever we were in the part of the song that we
were playing, most likely not at the beginning but
some point in the song.

Q. And I would have to listen to the
preroll while the song is playing, so I wouldn't
get to hear that?

A. Well, no. You literally -~ it's just
kind of like you'd turn on the radio. You hear our
song, wherever we are in the song.

Q. And then what happens at the end of the
song?

A, Depending on what's next to -- what's
programmed next over the air and going on. I mean
local traffic, local weather. We could be reading
an event that's going up.

Or, you know, we could actually play
what we call a liner, which says the station name
and "Playing Michael Jackson, 'Beat It.'" It's
just whatever's next for us to play.

Q. And I can't control or influence what

happens next?

A. No, not -- no. Unless you turn it off,
and then you can control it. But that's about it.
Q. And you're hoping that won't happen.
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A. Yeah. Well, my mortgage company hopes

that.

0. Now, if Mr. Pomerantz said that this
is —-- the search function is almost on demand,
would you agree with that?

A. I don't -~ there's no demand. It's
kind of like a -- maybe on scan. But there's no on
demand. There's -- if you're searching, you're
searching. There's nothing I can do about it.
It's not like I'm going to meet your demands. So
no. For me it wouldn't be considered on demand.

Q. And are you trying to get listeners to
use -— to get onto your stream in this way to
search for individual songs?

A. No. No. That's not what we do. We're
sort of a -- well, we're a broadcasting service.
You know, we're looking for a total user
experience.

If -- there are other places you can
go. If you want to hear Bruce Springsteen, if
you're a big Bruce Springsteen fan, and you don't
want the wait -- if I play two Bruce Springsteen
songs on Magic, and you don't want to wait for me
to play the other 318 songs before I come back to

Bruce Springsteen again, you can go find a way to
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do that.

So we don't —-—- that just doesn't make
any sense. 1'd like to think you'd search for like
events going on in Miami and find our station in
Miami but not searching for a Bruce Springsteen
song.

Q. Let's switch over to your direct
testimony, which hopefully is the first tab in your
book, Exhibit 4002.

Got it there?

A. Yes, sir.

Q. Is Exhibit 4002 your written direct
testimony?

A. Yes, sir.

Q. And that's your signature on the last
page?

A. Yes, sir.

Q. Have you read over your written direct

testimony recently?

A. Yes, sir.

Q. Any changes to be made before I move it
in?

A. There's one that I noticed that was a
typographical error. One of our radio stations in

Denver is listed here as KWRZ —-
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Q. Which page are you on?

A. On Page 5.

Q. Okay.

A. It's listed as KWRZ, and it's actually

KRWZ, AM 950.
And then on the footnotes on Page 4 --

Q. And that's where you're talking about
some of your additional HD channels?

A. Yeah. You know, through the normal
course of business, you know, some channels come
up; some channels go down. I mean it's a constant
evolution. And we try new things. You know,
maybe, you know we lease it out to a sports station
that's no longer there.

So it's changed. But the HD channels
are pretty insignificant to our overall operation.

0. So it changes —-- some of the formats of
those stations have changed?

A. Yeah. I think one was listed as
sports. It's now dark. But they're just small
nuancey changes.

Q. With those changes noted, you believe
everything else in the written direct testimony is
true?

A. Yes, sir.
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MR. STURM: Okay. I move the admission

of the Exhibit 4002.
MR. OLASA: No objection.
CHIEF JUDGE BARNETT: 4002 is admitted.
(NAB Exhibit No. 4002 was admitted into
evidence.)
BY MR. STURM:

Q. All right. And then behind your
testimony, there are a number of additional
documents that were attached to your written direct
testimony. It's Exhibits 4102 through 41089.

A. Yes, sir.

Q. And are those all documents that were
attached to your written direct testimony?

A. Yes, sir.

Q. Okay. And you're familiar with all
those documents?

A. Yes, sir.

MR. STURM: Move the admission of 4102
through 4109.

MR. OLASA: No objection.

CHIEF JUDGE BARNETT: 4102 through 4109
inclusive are admitted.

(Exhibit No. 4102 through 4109 were

admitted into evidence.)
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MR. STURM: Thank you, Your Honor.

BY MR. STURM:

Q. Okay. So let's go back to your written
direct testimony.

For Lincoln's music stations -- 10 out
of 16, right?

A, Yes, sir.

Q. Do you believe that music is an
important component of the programming of those
stations?

A. Yeah. It is a very important
component, but it's not the only component.

Q. Okay. Can you have a successful

station with just music?

A. In my 35 years of experience, no.
Q. Why not?
A. Primarily because, you know, music,

while it's important, is for us in radio sort of
the least -- it's the least unique thing that we
have. Every radio station can play Katy Perry if
they want to. So just the fact that I play a song
doesn't mean that it's unique to me. I'd love it
if it could be, if I was on the receiving end of
all that exclusivity. But it's not.

So everything else is -- it's kind of
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like music just sort of levels the playing field.

It's what you do after that that really starts to

help separate you from your competition in the

market.
Q. And you discuss some of these
components in your written direct testimony. And I

don't want to go through each and every one of

them.
But how is on-air talent important?
A. If —-- you know, on-air talent is for us
the —-- it's sort of our first line of product

differentiation and our most important line of
product differentiation, primarily because these
people are very unique.

I mean there's only one Larry, Kendall
and Kathie, our morning show in Denver. There's
only one Drex, Cassiday and Tingle, our morning
show in Atlanta. There's only one Heather Branch,
who's our midday person, or one DJ Jones.

So I don't to want to belabor the
point, but it's where we spend a lot of time,
effort, energy, money. Because it's the thing
that's the most unique about our radio statiomns.

And then you start talking about

marketing and promotion. That's sort of another
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part of what we build our radio stations on and the
uniqueness of that and how we try to -—- I mean
we literally will try and find it out with other
broadcasters about who gets an event and who
doesn't. So that provides another level.

So it's a constant battle for what's
unigque and what's original.

Q. And who are you battling with?

A. The other radio stations in town.
Sometimes the television stations, but it's mostly
—-— you know, it's my competitors in Atlanta that I
try to beat or any one of the other markets.

Q. In Paragraph 32 of your written direct
testimony, right in the middle of that paragraph
you say: "A great morning show can even draw
listeners from outside the base music demographic
of the station.”

What do you mean by that?

A. Probably the close —-- the qguickest
example I can think of is we have a rhythm top 40
station Denver, KQKS, KS 107.5. Those stations are
targeted to perform well with 18 to 34 persons.
They tend to kind of be younger demo, cool sounding
station.

Our morning show Larry, Kendall and
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Kathie, not only do they perform extremely well 18
to 34, but they perform well 18 to 49 and 25, 54,
you know, which is way outside the expected
performance of a radio station 1like that.

So when you see a station perform that
well, 25, 54, on a radio station that's focused
sort of that young, it's almost like the morning
show, you know, succeeds in spite of the music that
we play.

People will listen to them for their
humor and kind of ignore, you know, maybe the songs
that we play. I don't think they hate it, but they
just -- it's not what they're there for.

Q. Because they're not going to play Bruce
Springsteen, are they?

A. Yeah. ©No. We're not going to play
Bruce Springsteen there. Wiz Khalifa maybe. Bruce
Springsteen, no.

Q. Are there -~ do you also provide local
news, sports, weather, information?

A, Constantly on most of our radio
stations. In some way, shape, or form it's, you
know, newscasts, traffic reports, weather,
community events, what's happening in the

community, public service, you know, all the way
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from, you know, here's what's going on this weekend
at a park to here's a charity function while we're
trying to raise money for children of cancer. So
it's nonstop.

Q. And are there times when that kind of

information is particularly important?

A. Yeah. You know, I was thinking. We're
~— we —-— I'm not so sure you want to live in a
Lincoln radio station market. We have hurricanes
in Miami. I think they called it snowmageddon in

Atlanta where the freeways froze up and, you know,
nobody could drive around. It was really stupid to
see, and I got a front-row seat it to. I could see
out my window.

But, you know, we were giving people
information. People were calling us with
information about where their loved ones were.
Emergency response people were calling us, you
know, providing us with information to give to
people.

In Denver a couple of years ago a bunch
of mountains caught on fire, and we were providing
evacuation routes for people that were caught in
those general areas. It just happened to hit an

area where one of our country stations, KYGO really
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performance well. So we knew we had a lot of
listeners up there.

So willing to drop music and go to Jjust
this nonstop coverage of telling people what's
going on.

Same thing happens in San Diego. You
know, we have earthquake preparedness because it's
just a matter of time. But, you know, the fires
out there. And it even goes further than that kind
of information.

It's literally -- like when an area
called Mimona in San Diego caught on fire,
surprisingly -- you know, something that most
people don't realize is there are a lot of horses
in that general area.

When your house catches on fire, when
the forest is burning, you can go find a hotel.

You can't necessarily do that for a horse.

So we began working with Humane Society
and trying to find places where we could put these
horses or put large animals just because it's Jjust

something you don't think about.

So we do that hopefully -- we do it
when necessary, hopefully not too much. But...
Q. Let's change gears here and go on to
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Paragraphs 41 to 47 of your written direct
testimony where you discuss emotional value when
the labels attempt to promote their music on the
radio.

So what personal involvement do you
have with that?

A. It's kind of been a long process. I

mean when I was a program director, back before I
became the vice president of programming, you know,
I would handle those calls and promotional messages
and CDs on a daily basis.

Once I got to the position that I was

in before also assuming the program directorship at

Star, it was more an intermediator -~ intermediary.
Sorry. You know, I --

0. What do you mean by that?

A. Well, through 35 years of being in the

business, I know a lot of people at the labels. A
lot of people at the labels know me.

And so, as we hire new program
directors or bring in new music directors,
promotions directors, you know, there's —--
sometimes there's just introductions that need to
be done.

Or I may know somebody at a label one

5816
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of our program directors doesn't know, so I provide
that sort of building of relationships.

And I'm also -- have been on
occasion -- I'm kind of like a mediator. If
sometimes there's somebody at a label that I know
that feels like they're not getting a fair shake in
getting a song on our air, and, you know, they're
either angry at the program director or worried
that there might be something else going on, I'll
arrange to have, you know, sort of a -- it's not
necessarily at the level of a beer at the White
House, but it's —-- you know, try to work that kind
of stuff out and make sure that everybody's getting
a fair shake.

Q. So do artist and labels routinely
approach Lincoln to play their music?

A. Yeah. It's almost -- "nonstop" is
probably not an accurate word, but it is frequent.
In the old days, old school, they used to FedEx us
tons of CDs. ©Now it's e-mails and MP3s through
mail and fliers and phone calls and in-person
visits to the station and, you know, on-air
interviews and private performances.

Q. And do the artist participate in those

efforts?
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A. Oh, yeah. Yeah. I mean especially new
artists and just kind of like up-and-coming
artists.

Brand-new artists are -- the labels
are, you know, reasonably aggressive in trying to
get new artists exposed on the radio. So they
bring them by. There's phone calls. There's
conference rooms where, you know, people come in
and play a guitar or play a piano and, you know,
perform for us in a conference room.

Or they'll let us bring in a small
group of people or, you know, even put them on the
air. If they're a more established, you know,
artist, you know, they'll ask for an on-air
interview, and we'll put them on the air.

0. In the promotional activities directed
at you, do the labels distinguish between music

going over the air and what's going over the

stream?

A. It's the same -- no. It's the same
thing. It's -- there's no difference. So that --
I'm trying to answer your -- there's no way for
that to come -- it just doesn't come up. There's
no difference, so it -- no.

Q. Does that -- have any of them expressed

5818
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any aversion to being on the stream?

A. No. But once again, that just --
everybody knows that, you know, if —-- whatever we
play over the air plays on the stream. So it's --
I'm trying to think of an analogy. But it's just
the ——- it's one and the same thing.

Q. Let's change gears again and talk about
revenues from streaming and profits or losses. And
I'm going to -~ I think I can probably ask these
guestions so we don't have to close the courtroom.

If T ask a gquestion in a way that
requires confidential information, let me know.

A. Okay.

Q. I'1ll try to rephrase it, or we can
close the courtroom if we need it.

Generally, how has Lincoln historically
received revenues from streaming? What are the
sources?

A. Up until we moved to what's now called
total line reporting --

Q. Let's discuss the format before you
made the change.

A. OCkay. Spot insertion and prerolls. We
would insert commercials and, of course, preroll if

you were joining a stream.
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But, you know, that was the only way.

I mean it was —-- I mean essentially the same place
thing; we just replaced the commercials.

Q. So there's two ways, prerolls and ad
insertions, right?

A. Yes, sir.

Q. Okay. And preroll is what you hear
before you click on "Listen Live" or whatever, and
you hear an ad or see an ad -- see and hear an ad
before you get to the stream?

A. Right. If you click on "Listen Live,"”
the preroll starts. There's no way to get to our

stream without seeing the preroll.

Q. Do you let people skip those?

A. No. No.

Q. Even if they want to?

A. It's not like YouTube. You've got to
watch it.

0. And then what is ad insertion?

A. Ad insertion was a technology that was

developed when radio stations wanted to start
streaming again after some settlements through
Astra.

But we basically just take —-— when we

start playing commercials over the air, we would
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stop what we were streaming and put different
commercials in. So that was -- and then, when we
were done playing those commercials, i1f we didn't
have a -- what we call a full-stop set, we'd have
to £ill it with Smoky the Bear and McGruff The
Crime Dog and various other public service
announcements.

That's basically spot insertion. We
just take the commercials that we're playing over
the air and off the stream and put different
commercials in.

Q. And to the extent you couldn't sell an
ad on the stream, then you'd have to fill that time
some other way?

A. Yeah, which was the -- yes. That's --
that was one of our biggest problems with ad
insertions.

Q. Well, so why did this ad inserxtion

model not work for you?

A. Well, there's -- you know, our —-- a
couple of reasons. One is that, you know, the
demand for ad insertion -- the demand for our

streams wasn't high. And so trying to sell them
was problematic because the demand for them wasn't

nearly as high as the demand for our over-the-air
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product.

So when we'd go to a break over the
air, we may have, for example, six minutes worth of
commercials in a break over the air but only a
minute worth of commercials on the stream. Then we
have to fill it with something or go silent.

And in my experiencing, you know, a
radio station shouldn't be silent at any time. So
we'd wind up having to fill it. And we fill it
with whatever content we could find, usually
station promotional announcements, public affairs
announcements, public service announcements.

It was one of the things that just

really made that model not work for us.

Q. Was that a monetarily successful model?
A. No. No. I mean if you're talking
about profit, yeah, no. Not even close. We made

-—- wWe were able to generate some revenue for it.

But the revenue versus expense was nowhere near

profitable.

Q. And so what change have you made more
recently?

A. A couple of years ago Nielsen allowed

us to do what they called TLR, which is total line

reporting.
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If our over-the-air signal and
streaming signal are substantially the same, we can
apply for what they call TLR, which is Nielsen will
combine the ratings from both our stream and the

over—-the-air and issue one rating.

So there's some requirements that -- on
how we replace -- if we replace commercials, how we
replace them. But that happens so -—- so rarely
that -- matter of fact, I'm not aware of something

that's happened in the last couple of months where
we had to replace commercials.

Q. What was an example of when you did
have to replace a commercial?

A. Like McDonald's, if =-- if they want to
do their McRib special in Miami, but they don't
want the rest of the country to know that, you
know, somebody in Miami is doing a McRib special,
apparently even some of their other vendors, they
would ask us to do what we call in-stream
replacements.

So Nielsen rules were that we either
have to -- we could replace the streamed
commercial -- out-of-market stream commercial in
one of two ways. We could either put a

substantially similar but generic commercial on the

5823
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air from the same advertiser, you know, so a
McDonald's general spot, an example would be the
I'm Loving It" commercial. Or we could replace it
with a station promotion, some kind of promotional
announcement.

But the one rule that Nielsen has is
that we couldn't try and sell that to anybody else.
So we didn't -- it's not like we had a revenue
opportunity. If we had to replace the McDonald's
spot, we could either replace it with another
commercial or a station promo but couldn't sell it.

0. You don't have to do that all that
frequently; is that correct?

A. No. I mean it was more of an issue of
advertisers wanting the ability to do it as opposed
to the need to do it.

I don't get down into our day-to-day
business at that level on a regular basis. But I'm
not aware of anything that's happened in the recent
past.

Q. In Paragraph 18 of your written direct
testimony, which is on Page 7 --

A. Yes, sir.

Q. -~ you say that: "Streaming audience

measurement remains in its infancy."”
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Do you see that?

A. Yes, sir.

Q. What do you mean? Could you explain
why that is?

A. The over-the-air ratings are fairly
well substantiated, and advertisers are comfortable
with them, and there's a monitoring system in place
to do it and relates what advertisers understand.

Q. What system is that?

A. It's PPM, Nielsen PPM. So it's a --
you know, the Personal People Meter or Portable
People Meter, however you want to —-- you know, it's
just PPM. So —--

Q. Is that available everywhere?

A. No. 1It's available in the top 50
markets with PPM. And then there's a different
methodology that they use for the smaller markets
up to a certain point. And then there's no ratings
methodology available at all for various —-- at
least Nielsen doesn't offer a ratings methodology
at all for wvery small markets.

Q. And do you have to pay for the Nielsen
ratings?

A. Yeah. Yeah. They're pretty expensive.

Actually, they're really expensive. Some --

(866) 448 - DEPO  www.CapitalReportingCompany.com  © 2015




Capital Reporting Company
Day 21 In Re: Determination of Royalty Rates (Public) 05-26-2015

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5826

because of the markets that we're, in top 20
markets, and a lot of the -- you know, the
advertisers have that kind of —-- they understand
why they're buying.

So you're almost required -- if you're
going to run kind of a major operation, it's almost
a necessity -—- it i1s a necessity to have Nielsen
ratings. There's no way to tell advertisers how
big you are without them.

Q. Okay. So now compare that with
streaming.

A. With streaming right now, it's sort of
a mixed bag. There are people that are getting
into it. Triton's getting into it. Nielsen is
getting into it. There's some measurements that
you have.

But to try and get them to eguate back
to what we do over the ailr is difficult. You know,
I mean duplicating people, duplicating listening
time. There's just no —-- there's no accurate way
right now to get an audience -- an audience
estimate out of them.

So i1t may be coming in the future, but
I don't think it's any time soon.

Q. What has the effect of going to TLR
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been for Lincoln Financial Media?

A. In which way? Money or audience or
both? Both?

0. Do both.

A. Okay. In money, we've lost more money.
What we did know -- what I believe is that the way
we were doing it was spot insertion. We weren't
seeing any headway there.

So the kind of definition of insanity
is doing the same thing over and over again
expecting a different result. So we figured we
might try something different.

So we knew we were going to take

another short-term loss. So what we tried to do -—-
Q. And what would the short—-term loss be?
A. Well, all of a sudden now, 1f we pull

out any availability for spot insertion, obviously
—-- even though there were small dollars there,
there were dollars. So those dollars went away.

We couldn't insert the commercials. So
we couldn't charge them. We kept it preroll.

But what we did was got an immediate
improvement in our product, because now we didn't
have to do the clunky spot insertion where things

got hacked up. And buffering and all kinds of
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crazy stuff was happening when we were inserting

spots.

So now it sounds -- wasn't exactly like
it sounds over the air all the time. So that's
helped.

So =-- and what we're hoping to do is

that eventually, through TLR, Nielsen will be able
to, you know, pick it up. We now share the same
coded signal that we do over the air. So the
meters hear the same thing. So maybe we get some
more ratings in there.

We've seen little spurts. I mean we've
-— you know, we've seen something that's like --
almost like a hatchling --

Q. What's the smallest increment that you
could get?

A. A .1 rating point, which is really,
really small and wouldn't make you available --
wouldn't -—- no advertiser's going to buy a .1 when
there are stations in the market that sell .5, .6,
1.0. So .1 is the smallest one you can get.

And we've been able to see it a couple
of times in a couple of our stations on a couple of
months. Like our station in Miami, sometimes we'll

see it around Christmastime. When we play a lot of
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1

Christmas music, we'll see a little bump in the
2 stream. And then the numbers go back down.
3 Or we'll just see kind of a gradual —--
4 the difficulty we're having right now is, until we

5 can get it to consistently happen, those .ls, .2Z2s,

6 .33, 1f we ever see that, advertisers aren't

7 willing to -- advertisers aren't willing to buy it.
8 I mean, first of all, ratings come in

9 behind. So I mean when we see a ratings bump, what

10 we did to get the rating is already over. So
11 advertisers aren't buying that. You know, they're

12 buying our ability to sustain it. And we Jjust

' 13 haven't been able to sustain it yet.

14 Q. And so financially how are you doing
15 now that you've moved to TLR?

16 A. Oh, we're losing money. I mean so —-
17 it's still a tough pot. You know, we're still

18 hoping that we can find -- we can find that magic

19 elixer.

20 I can tell you that, you know, the

21 expenses on the stream are astronomical. It is

22 a -- it's a hard thing to overcome SoundExchange
23 fees. They're just —-- they're really expensive.
24 Q. Okay. And let's put some specifics on

‘ 25 that.
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Could you look at Page 12 of your
written direct testimony.
Do you it have there?
A. Yes, sir.
Q. And again, maybe we can do this without
discussing this specific numbers.
But can you describe for the court
generally what this chart shows?
A. I mean it's broken down by, you know, a

full year of 2013 and, you know, 2014 through
August 31. It has two of our music stations —-—
streaming music stations in Miami and two of our
music streaming stations in Denver.

Q. Why did you chose those stations?

A. I mean we —-- the revenue that we make
is so insignificant, that trying to measure it on a
regular basis and engage at that level is extremely
difficult and time consuming.

But we do have some institutional
knowledge in our controller in Miami and our
controller in Denver, who were able to kind of
like, from an experimental standpoint, really kind
of figure out -- we wanted to know what to do.

So instead of trying to implement it

companywide, we Jjust picked the two markets that
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more often than not have had success with streaming
and tried to take a look at that, see what that
looked 1like.

0. What does the streaming revenue column
show?

A. That's everything that can be directly
attributed to the stream: the preroll, the spot
insertion, any revenue that's directed at the
stream.

Q. Now, for more recent periods, would TLR
have any affect on the streaming revenue?

A. As I said before, TLR was —-- we knew
that going to total line reporting would diminish
our ability to access revenue because we can't
insert spots.

So the reductions in revenue that you
see were kind of a calculated move on our part to
try something new and see if we can get something
going somewhere else.

Q. So does that explain why revenues are

going down somewhat 2013 to 201472

A. Yes.
Q. SoundExchange royalties, I assume, is
self -- self-evidence.

The third column is streaming
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bandwidth, scheduling and composer royalties.

Can you explain what those are and why
you chose to include them in the chart?

A. Well, I mean the streaming bandwidth is
what we pay Triton, our streaming provider.
They're the people we send our signal to. And they
distribute it. So, you know, they charge us a fee
for doing that.

The bandwidth charges that we tie up in
order to send the stream or the people tie up
with with Triton, you know, there's a charge for
that.

There's RIA and -- and -- or excuse me.
There's ASCAP, SESAC and BMI fees, the licensing
fees that go into that. So anything that was in
there is, you know, a cost that would directly go
away 1if we stopped streaming.

So, in other words, we didn't put like
the program director cost who puts together the log
and all the production costs of people and
everything else. That's just -- we really wanted
to take a look at how much it was costing us to do
this.

So those are —-— like I said, if those

numbers —-— the numbers in that column are, if we
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stopped streaming, those expenses would immediately
just go away.

0. And the final column is the loss with
respect to direct revenues and direct costs?

A, Yes, as sad as that may seem.

Q. If royalties stay about the same, do
you see any likelihood that this picture is going
to change substantially?

A. No. I mean from a business
perspective, when you take a look at that, and
honestly, when we started putting together this
chart where you asked us to put together this chart
and we were trying to figure it out, 1t was
astounding.

I mean this graph alone caused major
discussions inside our company whether we should
continue to do this or not. Because trying to
sustain these losses -- these kinds of losses over

a long period of time is just not a good business

model.

So unless we see -—- I mean, you know,
bandwidth charges are going down. We pay less and
less for bandwidth every year. It gets cheaper.

So unless some other costs go down, we

—-— I don't see a foreseeable business model doing
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it.

Q. And is whether or not to continue
steaming something that continues to be under
discussion?

A. Every month when we -- you know, when
we pay bills.

MR. OLASA: Objection, Your Honor.
This part is beyond the scope of the written
direct.

CHIEF JUDGE BARNETT: Are you -- you
look like you're holding up.

MR. STURM: Yes. That was my last
guestion.

CHIEF JUDGE BARNETT: Okay. Overruled.
We'll leave that in the record.

MR. STURM: Thank you, Your Honor.

CHIEF JUDGE BARNETT: Thank vyou.

Mr. Olasa.

JUDGE STRICKLER: Just before -- you
can go on up to the podium.

Just a question for you following up --
good afternoon, by the way.

THE WITNESS: Good afternoon.

JUDGE STRICKLER: A qguestion for you

with regard to something you just talked about, in
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particular, with reference to a statement you make
in Paragraph 18 of your written direct testimony
and then again in Paragraph 20 -- a different
statement in Paragraph 23.

So take Paragraph 18 first.

THE WITNESS: Sure.

JUDGE STRICKLER: You say: "Many of
our advertisers are unwilling to pay anything extra
for inclusion of their advertisements on our
streams."

And you talked about that at length
this afternoon, right?

THE WITNESS: Yes, sir.

JUDGE STRICKLER: And you also talk
about how ad insertion now is no longer being done
because of the reporting requirements.

And then on Paragraph 23 you say:
Well, we do not believe our listeners would pay a
subscription fee to receive our streams, close
guote.

Do you see that?

THE WITNESS: Yes, sir.

JUDGE STRICKLER: So you're not making
money because the advertisers won't pay more. You

can't get revenue from listeners because they won't

5835
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pay for streaming. So there's no revenue source
for it. I understand you just saw this chart, and
you said it's an eye opener for you.

THE WITNESS: Right.

JUDGE STRICKLER: But it's probably
pretty intuitive to you before you saw the chart.
If nobody is paying for it, you're not making any
money on it.

What's the economic interest in doing
it while rates -- and you've been doing it for
eight years, you've said.

THE WITNESS: Yes.

JUDGE STRICKLER: What's the economic
incentive to do that for eight years? If you're
losing money chronically, you're certainly not
making it up on volume.

THE WITNESS: ©No, no. Really it's, you
know, kind of -- one of the things that we do is
try to skate to where the puck is going to be.

And so, you know, trying to be in all
places, the same with HD, is to have our services
there where listeners might find us.

S0 —-- because they start moving over to
streams, you know, we want to be there like

everybody else, like our competitors.
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JUDGE STRICKLER: Your hockey analogy

intrigues me because losing money and having no
source of revenue seems more like an own goal than

moving the puck across the blue line.

THE WITNESS: Yeah. It's just -- you
know, we don't have to stream. We take a look at
it and go there's -- we think there's something

there. We want to try and be there.

We know that more and more consumers
are moving to the convenience of their mobile
phones. We know that automakers are, you know,
rapidly gearing toward Internet-accessible
features.

That's kind of like why we're on
TuneIn, so that when -- we make our living mostly
in morning shows with funny, entertaining people in
cars on commutes to and from work and in the
office. So to be able to have our product there is
—-— it's pretty important.

JUDGE STRICKLER: So is it fair to say
you've trying to invest in a presence in that
market in the anticipation that it's a burgeoning
market, so you'll be there when the market takes
off?

THE WITNESS: That's what we've been
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saying for eight years. Yes, sir.

JUDGE STRICKLER: Okay.

THE WITNESS: And that eventually there
might be a there there, and it's incumbent upon us
to try and figure out how to make that work.

JUDGE STRICKLER: To keep that going,
you need lower rates?

THE WITNESS: Yes. I just -- I can't
tell people, "Go listen to our stream," if I move
them from over the air to the stream. Because it
immediately begins to cost me money.

The second I put one listener on a

stream it immediately begins to cost me money. And
advertiser don't buy one listener. Advertisers buy
a bunch.

So I mean that's sort of the place that
we're in right now, was I'd love to scream from the
rooftops, "Listen to our stream. Listen to our
stream.” But I can't afford to do that because my
costs go up long before my revenues go up.

JUDGE STRICKLER: And you're hoping
that loss gets offset down the road when the market
finally takes off?

THE WITNESS: Yes, sir.

JUDGE STRICKLER: Okay.
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CROSS-EXAMINATICN BY COUNSEL FOR SOUNDEXCHANGE

BY MR. OLASA:

0. Good afternoon, Mr. Dimick.
A. Good afternoon.
Q. My name is Kuruvilla Olasa, and I

represent SoundExchange.

And I think we can keep most of this

public, in fact, maybe all of it public. If at any

time I ask you a question and you need to get into

some restricted material, we can close the

courtroom.
Is that okay?
A. Sure. Thank you.
Q. Let's start with your rebuttal

testimony. And that's Tab 2 in the binder that I
just put on your desk.

A. Okay. So the binder that was here, I
should switch to this one?

Q. You can put that aside. We may look
back at it, but for now...

A. Okay.

Q. And that's your written rebuttal
testimony in front of you?

A. Yes, sir.

Q. And you reject the contention that

5839
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