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L. INTRODUCTION AND SUMMARY OF KEY PROPOSED FINDINGS

Executive Summary

1. This is a case about the value of music to the SDARS, and what Section 801(b)
requires the SDARS to pay for that value.

2. The SDARS’ rate proposal values music at “near zero,” 8/16/07 Tr. 168:5-11
(Noll), despite the fact that the SDARS’ internal documents exclaim that [—
I <X Trial Ex. 52 at SX Exhibit 125 DR, p.
XMCRB 0016479. SoundExchange, of course, values music more highly, proposing a rate that
increases over time until, in the final year of the rate period, it is consistent with the amounts that
the SDARS pay for non-music content and the rates paid for sound recordings by similar digital
music services.

3. Evidence from the marketplace and survey research evidence both support
SoundExchange’s valuation. The SDARS’ own survey evidence, conducted for internal business
purposes, repeatedly concludes that music is by far the SDARS’ most valuable content and is
responsible for drawing and retaining far more subscribers than anything else they broadcast.
See, e.g., SX Trial Ex. 1 (XM); SX Trial Ex. 35 (Sirius). The SDARS’ lead economic expert,
Dr. Woodbury, reviewed the SDARS’ surveys and concluded that that music represents between
[—] of the value of the SDARS’ content offerings, with talk, sports, news and
entertainment splitting the balance. Woodbury WDT at 34, XM Trial Ex. 8. A survey prepared
by SoundExchange’s retained survey expert, Dr. Wind, reaches similar conclusions. Wind
WDT, SX Trial Ex. 51. As one of the SDARS’ experts explained, music is the one type of

content that the SDARS literally cannot do without. Joachimsthaler WRT at 11, SDARS Trial

Ex. 73.
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4, Marketplace evidence likewise proves the high value of sound recordings.
Economists retained by SoundExchange presented multiple benchmarks with useful parallels to
the SDARS. Dr. Pelcovits examined the SDARS’ agreements to license non-music content,
because that benchmark involves the same buyers with the same cost and revenue constraints,
and who acquire non-music content for the same reason they want music — to attract and retain
subscribers. Pelcovits WDT at 10, SX Trial Ex. 68. Dr. Ordover analyzed agreements between
the record companies and digital music services, because those benchmarks involved the same
sellers, licensing the same sound recordings, for digital dissemination by a mobile or portable
services. Ordover WDT at 36, SX Trial Ex. 61. These benchmarks were supplemented by a
bottom-up analysis of the SDARS’ costs and revenues, as well as by a calculation of the record
companies’ opportunity costs of licensing sound recordings to the SDARS. See, e.g., Eisenberg
WDT at 8, SX Trial Ex. 53; 8/28/07 Tr. 118:5-19, 120:12-21 (Pelcovits). The different
approaches all yield significantly similar results, suggesting a rate at or slightly higher than the
rate proposed by SoundExchange in the final year of the rate term of 17% of revenue,
$2.25/subscriber/month, or an equivalent rate re-stated in the most practical available “per listen”
metric.

5. The SDARS offer two benchmarks in an attempt to support their “near zero”
valuation of music. But their “musical works” benchmark was recently and unequivocally
rejected by this Court in its Webcasting Determination, Digital Performance Right in Sound
Recordings and Ephemeral Recordings (“Webcasting IT”), 72 Fed. Reg. 24084, 24094 (May 1,
2007), and the SDARS have articulated no reason why that ruling should not be repeated here.
With respect to the SDARS’ PSS benchmark, that rate originated with a CARP decision in 1998

that was based on the now-rejected musical works rate, which is reason enough to dismiss it.
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Pelcovits WRT at 11-12, SX Trial Ex. 124. Moreover, the parties renegotiated that rate in 2003,
and it is impossible to know whether and how the parties to that negotiation addressed the
§801(b) factors. See, e.g., Pelcovits WRT at 9-10, SX Trial Ex. 124; 6/12/07 Tr. 245:7-246:8
(Woodbury); 8/23/07 Tr. 282:22-283:5 (Ordover). Finally, the PSS services and the SDARS
services have different functionalities and dramatically different values to consumers, and
therefore the derived demand of the buyers is likewise dramatically different. Pelcovits WRT at
12 & n.30, SX Trial Ex. 124; 8/23/07 Tr. 230:10-20 (Ordover). Even if it were possible to adjust
for such differences, Dr. Woodbury did not try.

6. The SDARS fall back on Section 801(b), unpersuasively contending in effect that
it does not require them to compensate the copyright owners for anything approaching the
reasonable market value of music. Having lavished a $[-] million, five-year contact on
Howard Stern, SX Trial Ex. 27, and having spent hundreds of millions of dollars on other non-
music programming that consistently draws and retains far fewer subscribers than does music,
see SX Trial Exs. 20, 22, 23, 26, 32, 36; SX Trial Exs. 1, 35, the SDARS justify their “near zero”
rate proposal on the grounds that they cannot afford to pay SoundExchange without
disappointing their investors or postponing their target dates for profitability. But Section 801(b)
was not intended to guarantee any particular level of financial performance or protect the
expectations of stockholders. And Section 801(b) does not give the SDARS a blank check
drawn on the accounts of the record companies and artists, allowing the SDARS to spend freely
on talk show hosts and football games while requiring SoundExchange to foot the bill.

7. When Congress drafted Section 801(b), it did not intend to divorce the rate-setting
standard from economic reality and basic fairness. Consistent with the courts and tribunals that

have construed that statute in the past, see SoundExchange’s Proposed Conclusions of Law,
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SoundExchange submits that marketplace transactions provide important evidence of the kinds
of rates that meet the §801(b) statutory factors. It is the marketplace evidence — and not simply
an accounting determination of how much the SDARS can comfortably afford after they buy
everything else they want — that should determine the rate in this case.

8. That is not to say that this Court is required by the statute to set a market rate.
Indeed, SoundExchange’s proposed rates are well below market levels for all but the final year
of the rate period. However, as this Court held in its Webcasting Determination, the relative
contributions of the parties with respect to statutory considerations such as creativity,
technology, capital investment, costs and risks, generally are already factored into prices that
have been negotiated in the marketplace. Webcasting I, 72 Fed. Reg. at 24092. And prior
tribunals have repeatedly held that, although the ending point of the analysis of §801(b) factors
need not to be a market rate, marketplace rates are the starting point. See SoundExchange’s
Proposed Conclusions of Law. Consequently, marketplace evidence provides the appropriate
starting point and a strong foundation for this Court’s analysis. And that evidence, as we outline
in somewhat more detail in the balance of this Introduction, and in far greater detail in the
remainder of these proposed findings, strongly supports the rates proposed by SoundExchange.

Music Is By Far The Most Valuable
Programming on the SDARS’ Services

9. The value of music to the SDARS’ subscribers should not be an issue in this case.
The SDARS’ own principal economic witness, Dr. John Woodbury, provided his best estimate of
that value and came up with a [} figure for Sirius and a i figure for XM. Woodbury
WDT at 20, XM Trial Ex. 8; 6/13/07 Tr. 90-21-91:2 (Woodbury) (Sirius); Woodbury WDT at
20, 34, XM Trial Ex. 8; 6/12//07 Tr. 288:8-289:22 (Woodbury); 6/13/07 Tr. 91:7-11 (Woodbury)

(XM). On cross examination at trial he was quick to agree that if the SDARS operated a pure
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music-only service it would sell for approximately $6.00, roughly half of the current subscription
price. 6/13/07 Tr. 52:1-7 (Woodbury).

10.  The SDARS’ own documents show that music is by far the programming that
subscribers listen to the most. See, e.g., SX Trial Ex. 35 at 17; SX Trial Ex. 52 at SX Exhibit
123 DR, p. XMCRB 00045107; SX Trial Ex. 52 at SX Exhibit 120 DR, p. XMCRB 00024001.
And it is by far the programming most responsible for keeping subscribers from cancelling their
service. SX Trial Ex. 52 at SX Exhibit 120 DR, p. XMCRB 00024001. In XM’s words, internal
studies consistently show that [—
.
| SX Trial Ex. 1 at2; 6/5/07 Tr. 61:20-64:6

(Parsons). See also, e.g., SX Trial Ex. 1 at 24; 6/5/07 Tr. 64:15-65:2 (Parsons) (“music is by far
the most important type of programming for [subscribers]”). Sirius similarly has concluded that
music programming is its biggest draw, SX Trial Ex. 35 at 17, its “most appealing aspect.” id. at
30, and is what its subscribers listen to the most, id. at 22. Sirius’s surveys reported that [-]
of its subscribers would cancel their service if there were no music programming. SX Trial Ex.
33 at 5. Despite the alleged importance of Howard Stern, Sirius data shows that [-] of
subscribers who joined in June 2006 — the last month for which Sirius has provided has data —
joined because of either music programming or commercial-free music, and only [-] of
subscribers joined because of talk and entertainment programming. SX Trial Ex. 35 at 17.
Subscribers citing sports [-] and news [-] programming as a reason for being interested
in satellite radio were even rarer. Id.

11. The XM and Sirius internal survey data is consistent with a study commissioned

by SoundExchange and conducted by Dr. Jerry Wind of the Wharton School. Wind WDT, SX
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Trial Ex. 51. The study found — by every measure of value — that music programming is more
valuable than non-music programming. For example, respondents in the Wind survey were
asked to name the types of programming that were “most critical” to their “decision to

subscribe.” The figure below shows music’s high draw compared to other programming (Wind

WDT at 29-32, SX Trial Ex. 51):

Figure 1. Music Has A Far Greater Draw Than Any Other
Programming Type
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12. Respondents were also asked to name the types of programming that were “most
critical” to their decision to “continue to subscribe.” Id. at 33. Again, 59 percent of respondents
cited music programming. /d. Talk and entertainment programming was the next highest, and

was cited by just 21 percent of respondents, with sports and news trailing at 19% and 5%

respectively. Id.
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The SoundExchange Benchmarks and Economic Analysis

13.  The question remains how the Court is to put a dollar figure on the substantial
value of sound recordings to the SDARS, pursuant to the four statutory factors. All parties agree
that it is appropriate to begin the analysis under § 801(b) with reference to appropriate
benchmarks. Woodbury WDT at 3, XM Trial Ex. 8; Ordover WDT at 35, SX Trial 61; Pelcovits
WDT at 5, SX Trial Ex. 68. The economic experts sponsored by SoundExchange examined a
range of the most relevant marketplace benchmarks. Over and over again these different
benchmarks pointed to a range of rates at or above the rate that SoundExchange proposes at the
end of the rate period.

14.  Dr. Pelcovits explained that the amount that the SDARS pay in open market
transactions for content other than sound recordings is highly instructive in determining the
amount that the SDARS would pay for music in the marketplace. In the end, content adds value
by attracting and retaining customers, making music content and non-music content reasonably
substitutable inputs. Pelcovits WDT at 9-10, SX Trial Ex. 68; 7/09/07 Tr. 299:19-300:3
(Pelcovits). The amounts that the SDARS pay for non-music content, in light of their own cost
structures, thus is a powerful indication of how they would value music. 7/09/07 Tr. 54:18-56:3
(Pelcovits).

15.  Dr. Pelcovits first aﬁalyzed Sirius’s deal with Howard Stern. His approach was
straightforward: Determine what Sirius is paying Stern for the incremental subscriber revenue
that he generates for the service, and assign to music the same share of the incremental
subscriber revenue for which it is responsible. Using Sirius’s data, Dr. Pelcovits determined that
Stern receives 50% of the incremental subscriber revenue that he attracts to Sirius. Dr. Pelcovits

also drew on evidence from Dr. Wind’s survey showing that music is responsible for 56% of the
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SDARS'’ total revenue. Dr. Pelcovits then calculated a market rate for sound recordings of 23%
of the SDARS’ revenues, or $2.76 per subscriber per month. Pelcovits Amended WDT at 8, SX
Trial Ex. 70; 7/09/07 Tr. 71:3-72:7 (Pelcovits); Pelcovits WDT at 14, SX Trial Ex. 68.

16.  Inaddition to analyzing the payments made to Howard Stern, Dr. Pelcovits also
examined the payments made by the SDARS in the aggregate for non-music content. Dividing
the sum of the SDARS’ non-music content payments, excluding Howard Stern, by the sum of
their revenues reveals that in 2006 non-music content providers were paid 18.3% of the SDARS
revenues. Dr. Pelcovits then adjusted that figure to deduct the amount paid by the SDARS for
musical works rights and the costs of music production and programming costs incurred by the
SDARS. 7/09/07 Tr. 81:3-81:10 (Pelcovits). The resulting music royalty at which Dr. Pelcovits
arrived was 13.3% of total revenue. 7/09/07 Tr. 278:1-279:13 (Pelcovits). By adding back in the
2006 pro-rata share of the Howard Stern deal, the applicable implied percent of revenue rate
increases to 22%. See infra Section V.B.3.

17.  Dr. Ordover reached similar results by studying the rates that music and other
content commands across a broad spectrum of digital services, including portable and non-
portable interactive subscription services, music downloads, cellular or wireless downloads, and
interactive and non-interactive music video streaming services. Ordover WDT at 43-52, SX
Trial Ex. 61. Dr. Ordover made a series of adjustments to those rates to account for the value of
interactivity, the value of immediate mobile access to the music, and differences in the services’
retail rates. Id. In addition, in order to ensure that he properly took account of any costs that are
unique to the SDARS among music delivery services, Dr. Ordover separately examined the rates
that direct broadcast satellite television (“DBS”) providers pay for the content they deliver.

Ordover WDT at 38-43, SX Trial Ex. 61. Having surveyed the landscape of digital services, Dr.
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Ordover concluded that sound recordings licensed by the SDARS should command between
19% and 28% of the SDARS’ revenue or $2.48 per subscriber per month. Ordover WDT at 50-
52, SX Trial Ex. 61 (as amended by SX Trial Ex. 119 at SX Exhibit 210 RP).

18.  Examination of the record companies’ opportunity costs — the money they lose
when consumers listen to music on the SDARS rather than buy music from the record companies
through other channels — confirms the benchmark analysis. As SDARS’ own witness Professor
Noll put it, the price for sound recordings “should not be less than marginal costs,” including the
“opportunity costs . . . arising from substitution affecting other distribution channels.” Noll
WRT at 19, SDARS Trial Ex. 72. In other words, the money that sound recording holders lose
through substitution represents a lower bound on a fair royalty rate: it is the compensation
necessary just to break-even.

19.  The SDARS clearly substitute for other sales of recording music. The evidence is
overwhelming, and includes the following:

® The SDARS FCC Filings: The SDARS themselves have publicly stated to goveﬁlment

agencies their understanding that their services are substitutional. In a July 2007 filing

with the FCC, the SDARS argued that there is “substantial substitution among satellite
radio and various other services and devices.” SX Trial Ex. 106 at 37 (emphasis added).

The SDARS explained that “[w]hen people activate a satellite radio subscription, they

substitute satellite radio programming for other audio entertainment to which they

historically listened.” SX Trial Ex. 106 at 37. The SDARS’ FCC filing details at length
how “satellite subscribers can and do substitute” for “many other popular audio

entertainment options,” including “CD players,” “MP3s and iPods,” “mobile phones that
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can receive and play audio and video content,” and “Internet Radio.” SX Trial Ex. 106,
Ex. A, at 11-12.

o The Mantis Survey: On behalf of SoundExchange, survey expert George Mantis
conducted a survey of 690 satellite radio listeners to determine whether and to what
extent satellite radio affected their purchases of CDs and downloads. The survey relied
on a before and after methodology that is well-accepted in the marketing community.
Mr. Mantis found that satellite radio caused subscribers to purchase 2.6 fewer CDs per
year than they otherwise would. Mantis WRT at 2, SX Trial Ex. 132.

® The Pelcovits Testimony: Dr. Pelcovits reviewed and in his expert opinion deemed
reliable a study by Dr. Wind, who conducted a telephone survey of current and potential
future SDARS subscribers. Pelcovits WRT at 31, SX Trial Ex. 124. The Wind survey
asked respondents to recall when their two most recent CD and MP3 purchases took
place, and how many CDs and MP3s they purchased on those occasions. The results
show that the current subscribers purchased 2.7 fewer CDs and 4 fewer downloads per
year than considering subscribers. /d. Because the only relevant difference between
these groups is that one group includes only current subscribers who listen to satellite
radio, and the other group includes only respondents who have not yet subscribed and
therefore do not listen to satellite radio, Dr. Pelcovits concluded that the significantly
greater number of music purchases by the non-subscriber group demonstrates that
satellite radio has a substitutional effect. Pelcovits WRT at 31, SX Trial Ex. 124; see
also 8/30/07 Tr. 98:20-98:7 (Herscovici).

® The XM and Sirius Surveys: XM and Sirius both conducted surveys for internal

business purposes that demonstrate satellite radio’s substitutional effect. Both surveys
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measure listening time to CDs and MP3s before and after getting satellite radio. Prior to
getting XM, subscribers reported that CD listening comprised [-l of their audio
listening time, and that MP3s comprised another [-] of listening time. SX Trial Ex.
15 at 35. After getting XM, CD listening time [ ||| | |GTcINENINNIIIIK . -«
. . [ total, CD and MP3 listening time was
.|
Y |- irius data i
similar. Prior to getting Sirius, respondents spent ||| | | ]l in their vehicles
listening to CDs or MP3s. SX Trial Ex. 35 at 26. After getting Sirius, CD/MP3 usage
[—]. Id. Dr. Wind explained at trial that listening time was highly
correlated with purchase behavior. Those who listen less are likely to purchase less.
8/29/07 Tr. 119:13-21 (Wind). The SDARS agree; their FCC filing makes this precise
point. They argue that their own listening studies “demonstrate that there is substantial
demand substitution between satellite radio and other audio entertainment devices.” SX
Trial Ex. 106 at 37.

® The NARM Survey: Dr. Wind reviewed a March 2007 study commissioned by the
National Association of Recording Merchants (“NARM?™) that examines, among other
things, the CD and MP3 buying habits of satellite radio subscribers. [—
Y |- 5 Wind
WRT at 20-22, SX Trial Ex. 129. [ GG
|
.
e
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I ot 22. See also 8/29/07 Tr. 158:1-159:9 (Wind).

20.  The economic effect of this substitution is substantial. Dr. Pelcovits found, upon
reviewing the evidence described above, that satellite radio is responsible for causing subscribers
to purchase 2.6 fewer CDs per year. Using CD margin data obtained from one of the record
companies, Dr. Pelcovits calculated that satellite radio accordingly causes record companies to
lose $1.29 per subscriber per month. 8/28/07 Tr. 118:5-19, 120:12-21 (Pelcovits). Notably, the
SoundExchange rate proposal proposes a royalty fee of only $0.85 per month per subscriber,
until the number of subscriptions reach 9 million. In other words, even under SoundExchange’s
rate proposal, record companies and performers lose money in the early years of the license
period. Only as the SDARS subscriber base grows and the royalty fee increases under the
SoundExchange rate proposal does this net loss becomes a modest net profit. Pelcovits WRT at
34 and n. 60, SX Trial Ex. 124.

21.  Asacomplement to his benchmarking analysis, Dr. Pelcovits also conducted a
modeling analysis using a widely endorsed economic modeling tool known as the Shapley
solution to cooperative game theory. Pelcovits WDT at 13-30, SX Trial Ex. 68. The Shapley
solution attempts to determine how a coalition of parties brought together to perform some
business activity would be compensated, based on the value that each brings to the coalition
rather than on strategic considerations such as bargaining power or the order in which each
arrives at the bargaining table. 7/09/07 Tr. 95:6-95:22, 99:8-100:4 (Pelcovits). The Shapley
cooperative game solution attempts to measure the “fairest” outcome in which each participant is

compensated in proportion to the value of its contribution to the endeavor. As a result, Shapley

12
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is uniquely well-suited to offering meaningful guidance in setting a rate under § 801(b). 7/09/07
Tr. 95:3-96:10, 229:8-229:12 (Pelcovits).

22.  Based on inputs taken in large part from the SDARS’ own financial documents
produced in discovery, and on other record evidence showing the paramount importance of
music to the SADRS?’ service, Dr. Pelcovits’s Shapley analysis revealed that music should
receive 62% of the economic “surplus” in 2012, which translates to 24% of revenue. Pelcovits
WDT at 30, SX Trial Ex. 68. After making appropriate downward adjustments to account for
the musical works royalty and the SDARS’ own music production costs, Dr. Pelcovits concluded
that the Shapley model yielded a fair royalty rate of 18% of revenue or $2.37 per subscriber.
Pelcovits WRT at 38-39 & n.64, SX Trial Ex. 124.

23.  The analysis of the economists retained by SoundExchange, taken together,
presents mutually reinforcing evidence that sound recordings in the marketplace typically
command rates at or above SoundExchange’s rate proposal, and nowhere approach the SDARS’

“near zero” rate. Their revenue share and per-subscriber minimum results are summarized in the

following chart:

Method | % of Revenue Per Subscriber Per Month
“Howard Stern” Benchmark 23% $2.76
(Pelcovits)!

Non-Music Content Benchmark | 22% n/a
(Pelcovits)(including Howard

Stern)?

Non-Music Content Benchmark | 13.3% n/a
(Pelcovits)3

Digital Music Services 19-28% $2.48-$2.81
(Ordover)4

Satellite Television Analysis 18.5-23.5% $2.17-$2.70

I Pelcovits Amended WDT at 8, SX Trial Ex. 70.

2 See infra Section V.B.3

3.7/09/07 Tr. 278:1-279:13 (Pelcovits).

4 Ordover WDT at 46-51, SX Trial Ex. 61, amended by SX Trial Ex. 119 at SX Exhibit 210 RP.
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(Ordover)?
Shapley Model Analysis® 18% $2.37
Opportunity Cost Floor? n/a $1.29

The SDARS Benchmarks

24.  The SDARS’ economist, Dr. Woodbury, uses as his primary benchmark the
7.25% rate negotiated for the pre-existing subscription services (“PSS” or “PES”) in 2003.
There are myriad reasons to reject it. First, because there is no relevant evidence in the record as
to what the product of the negotiation represents, Dr. Woodbury himself could not say with any
modicum of certainty whether it represents a market rate, the parties’ own interpretation of the §
801(b) factors, or the parties’ attempt to avoid the application of § 801(b) altogether. E. g.,
8/23/07 Tr. 55:10-57:19 (Woodbury); 8/28/07 Tr. 132:5-14, 133:11:134:7 (Pelcovits); Ordover
WRT at 4-5, SX Trial Ex 119.

25. To the extent that the PSS rate reflects the § 801(b) considerations at all (as Dr.
Woodbury assumes), it reflects the § 801(b) considerations as the they pertain to the PSS
services, which are not remotely comparable to the SDARS under any measure. Pelcovits WRT
at 35-36, SX Trial Ex. 124. The PSS is a wholesale service that is tethered to the television, that

could not be successfully offered to the public at all as a stand alone service, and that yields its

providers only [l per subscriber per month (XM and Sirius [|| | G
—]), while the SDARS charge almost $13.00 per subscriber per

month. Ordover WRT at 17, SX Trial Ex. 119; Pelcovits WRT at 13, SX Trial Ex. 124; 8/23/07
Tr. 292:7-293:21 (Ordover). The value and the dynamics of the two services could not be less

comparable.

5 Ordover WDT at 41-42, SX Trial Ex. 61.
6 Pelcovits WRT at 38-39 & n.64, SX Trial Ex. 124.
78/28/07 Tr. 118:5-19, 120:12-21 (Pelcovits).
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26. Second, Dr. Woodbury’s reliance on the PSS rate founders because his analysis is
based a faulty assumption that music has an “inherent value” that dictates how it is priced
regardless of the context in which it is being sold or consumed. See, e.g., 6/12/07 Tr. 359:5-
360:2 (Woodbury); 6/13/07 Tr. 8:21-9:5 (Woodbury). That is not how music or any other
intellectual property is priced in the marketplace, and it is not as a matter of economics a pricing
regime that can operate without bankrupting the owners of intellectual property. It is settled
economics — indeed it is the whole point of copyright law — that intellectual property owners
must be compensated above their marginal or incremental cost of production. Ordover WDT at
14-17, SX Trial Ex. 61. The only way that copyright owners and creators of other intellectual
property could ever recover their initial investment and make a profit (and thus create more
works in the future) is when the rights owner is able to capture some part of the value to the
consumer of the product that makes use of its intellectual property — a regime of value-based
pricing.

27. That, in fact, is precisely how the markets for sound recordings work. The record
in this proceeding is replete with evidence showing that sound recordings command significantly
different rates from music services depending on the value to the consumer of the product or
service in which it being used. See, e.g., Eisenberg WDT at 18, SX Trial Ex. 53. See also
Ordover WDT at 44-45, SX Trial Ex. 61; Kenswil WDT 10-13, SX Trial Ex. 66; Eisenberg
WDT at 17-21, SX Trial Ex. 53. For example, where an interactive subscription delivery service
offers both portable and non-portable version of its service, the rate received by the record
companies for the portable service is [[JJJJ NN what it receives for the non-portable service.

See, e.g., 6/18/07 Tr. 162:2-21 (Eisenberg). Dr. Woodbury had no cogent explanation when
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confronted with the irrefutable market place evidence that disproved as a matter of fact the
commodity pricing assumption underlying his analysis.

28.  The other benchmark that the SDARS have put in the record is the musical works
rate. This is the same benchmark this Court previously rejected in the webcasting context. Itis a
different right, operating in a different market. The evidence shows that in every context, there
is no pattern or relationship between the rates obtained by sound recording copyright holders and
the rates obtained by musical works copyright holders — except for one: the rates obtained by
sound recording copyright holders are invariably higher. Eisenberg WRT at 1-10, SX Trial Ex.
126. That is because the sound recording is simply more valuable to the consumer, and therefore
to the service, than is the musical work. It also because, as the record amply reflects with
virtually unrebutted evidence, the production of sound recordings demands far greater
investment, costs and risk than does the production musical works. Ciongoli WRT at 5-11, SX
Trial Ex. 118. All of the reasons the Court found that the musical works rate was an
unacceptable benchmark in the context of webcasting apply fully here. The Court should reject
this benchmark just as it did in its previous decision.

Comparison Of The SDARS Proposal Rates
And The SoundExchange Proposed Rates

29.  For the purposes of comparison, Dr. Pelcovits converted the SDARS’ proposed
rate and the SoundExchange proposed rates into a per play rate, similar to the type of per play
rate metric used by this Court in its Webcasting Determination. Pelcovits WRT at 15-17, SX

Trial Ex. 124. The results appear in the table below (see id. at 17):
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2007 2008 2009 2010 2011 2012
Statutory $.0011 $.0014 $.0018 $.0019 $.0019 $.0019
Webcasting
Per-Play Rate

SoundExchange | $.00092 | $.00120 | $.00156 $.00161 $.00206 | $.00265
Per-Play Rate

SDARS Per- $.00014 $.00015 $.00015 $.00016 $.00016 $.00016
Play Rate®

~

30.  As the comparison shows, the SoundExchange proposed rate is similar to the rate
established by this Court in its Webcasting Determination, while the SDARS rate is less than
one-tenth of the webcasting rate. As Dr. Pelcovits noted, the disparity between the SDARS rate
and the webcasting rate is striking. But webcasting and the SDARS have one significant
difference — the SDARS offer mobility and the webcasters generally do not. Because mobility is
highly valued and typically results in higher royalty rates in the market, see, e.g., 6/18/07 Tr.
162:2-21 (Eisenberg), the fact that the SDARS’ proposed rate is a small fraction of the
webcasting rate (approximately one-tenth) confirms that the SDARS’ benchmark analysis is
deeply flawed. 8/28/07 Tr. 90:3-18 (Pelcovits).
The Section 801(b) Factors

31. Analysis of the § 801(b) factors confirms that there is no reason to adjust
SoundExchange’s benchmarks in light of these factors, and, to the contrary, that
SoundExchange’s royalty at a level equal to or below the benchmarks best implements the four
statutory factors.

32.  The first § 801(b) factor seeks to “maximize the availability of creative works to
the public” and it has consistently been interpreted to mean that copyright holders must be fully

compensated for their creative efforts and continue to be incentivized to create additional works.

8 The figures in this row have been changed from those in Dr. Pelcovits’s written rebuttal
testimony to reflect the SDARS’ amended rate proposal, which was filed simultaneously
with Dr. Pelcovits’s rebuttal testimony.
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See, e.g., Adjustment of Royalty Payable Under Compulsory License for Making and
Distributing Phonorecords; Rates and Adjustment of Rates (*“Phonorecords”), 46 Fed. Reg.
10466, 10479 (Feb. 3, 1981) (the first factor is to provide “an economic incentive and the
prospect of pecuniary reward” for the copyright owner’s “creative efforts”). The courts, the
Librarian, and the former Copyright Royalty Tribunal have repeatedly rejected claims that those
who use and disseminate copyrighted works are entitled to some reduction to the market rate
based on this factor. As Dr. Herscovici and Dr. Ordover explained, a higher rate will, all else
being equal, most effectively advance the first statutory factor — maximizing the availability of

creative works to the public. Herscovici WRT at 17, SX Trial Ex. 130; Ordover WDT at 22-23,

SX Trial Ex. 61.

-~

33.  The second § 801(b) factor looks to provide the copyright owner with a fair return
and the copyright user a fair income. As prior tribunals examining this factor have found, this
concept of fairness is best accomplished by replicating to the greatest extent possible the returns
that would exist in workably competitive markets, where producers and distributors are rewarded
for their risks and for the value of what they bring to the market. See, e.g., Phonorecords, 46
Fed. Reg. at 10479 (“We find that the copyright owner’s right to receive a fair rate or return for
the compulsory use of his song derives from Congress’ decision to afford commercial protection
to the author of a creative work . . . . [I]n most instances, the rate of return afforded the
copyright owner is determined on the free market.”). A market rate is “fair” because the parties
have voluntarily agreed to it, and because it does not distort the competitive playing field to

favor one party to the transaction over another and generates transaction surplus for both, to the
benefit of the listening public. A below-market rate would have the undesired effects of both

giving the SDARS an undue competitive advantage vis-a-vis other distributors of music, and
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weakening the incentives for production of new recordings and for efficient distribution of music
in the new media. Ordover WDT at 27-28, SX Trial Ex. 61.

34.  The third statutory factor seeks to accomplish precisely the sort of considerations
captured by marketplace negotiations. Market prices, by their very nature, “reflect the relative
roles of the copyright owner and the copyright user ... with respect to creative contribution,
technological contribution, capital investment, cost, risk, and contribution to the opening of new
markets. It is the marketplace and the role of negotiations in the marketplace that place value on
the parties’ relative contribution, their investments, and the risks that they face.” 8/30/07 Tr.
27:19-28:9 (Herscovici). Very similar terms to those set out in the third statutory factor are
present in the “willing buyer/willing seller” standard applied by this Court in the Webcasting
case. In that case, reviewing this language, the Court properly concluded that no further
adjustment was necessary to the benchmarks since the marketplace itself took account of these
factors. Webcasting 1I, 72 Fed. Reg. at 24092. The same is true here.

35.  Finally, the courts and rate-setters uniformly have construed the fourth statutory
factor to require that rates be increased gradually to avoid any disruption that might be caused by
a sudden increase. See, e.g., Amusement & Music Operators v. Copyright Royalty Tribunal, 676
F.2d 1144, 1149 (2d Cir. 1982). SoundExchange’s rate accordingly increases gradually over the
rate period, and only in the last year approaches a rate that would be justified by the benchmarks.

36. The SDARS, however, offer a novel construction of the fourth factor. They claim
it requires the Court to avoid disrupting the expectations of their shareholders, and that it permits
or even requires the Court to attempt to use the royalty rate to adjust the projected results on the
SDARS?’ balance sheets to achieve a particular financial result. See, e.g., Musey WDT, XM

Trial Ex. 9.
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37.  Thus, according to the SDARS’ expert Armand Musey, “from a capital markets
perspective,” a rate increase beyond the [-] level expected by investment analysts would be
disruptive to investor expectations in that it would reduce expected stock price increases. Musey
WDT at 2, 29, XM Trial Ex. 9. Mr. Musey’s logic is impeccable: royalty rates are a cost, and if
a company’s costs increase beyond what investors expect, all else being equal that will likely
drive down the price of the stock. Equally impeccable is Mr. Musey’s math. Analysts expect the
SDARS?’ stock to increase over 50% in value over the next 12-18 months, but if the royalty rate
is set, for example, at around [-l, analysts will revise their expectations and will predict
that the stock will increase only approximately 20% in value.

38.  Sirius’s own CFO David Frear on cross examination acknowledged that such
changes in stock price are entirely irrelevant to the SDARS underlying businesses, and he as
much as dismissed Mr. Musey’s entire analysis as irrelevant. 6/12/07 Tr. 150:11-15, 157:19-21
(Frear). Even Mr. Musey on cross-examination acknowledged that his testimony provided only
an investor’s point of view, and that the investor’s point of view always will be that it prefers
lower costs to higher costs. 6/13/07 Tr. 210:20-211:4 (Musey). The Court did not need an
expert to figure that out, and it tells the Court nothing about at what level to set a rate in this
case. As to the four statutory factors, Mr. Musey has never even seen them.

39.  In any event, under Mr. Musey’s calculations, the SDARS stock price will rise
substantially even at a royalty rate of |l just not as substantially as it would at a lower
rate that stockholders expect. Such stockholder “disappointment” should play no part in the
setting of this rate.

40.  Mr. Musey, Professor Noll, David Frear and Mark Vendetti all make another

point that is equally irrelevant. The SDARS historically have lost money, and the higher the
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royalty, the higher those accumulated losses will become, and the longer time it will take before
those accumulated losses are retired. Once again, these witnesses’ logic is impeccable: the
royalty is a cost, and if the SDARS’ costs go up their losses will increase.

41.  However, this argument bears no relation to the statutory factors, or to any
reasonable calculation of the rate. The fact that the SDARS are currently losing money does not
say anything about whether the SDARS are or are not successful, and it does not say anything
about the extent to which they can afford to incur costs at a given level.

42.  Like any business with high start-up costs but low costs associated with each new
customer it brings in, the SDARS alwéys planned to lose money in the early years until they
attracted enough customers to recover those fixed start-up costs. Although the SDARS’
witnesses repeatedly point to these accumulated start-up losses as evidence that they are
struggling, on cross-examination, and repeatedly in public documents, they acknowledge that the
opposite is true: “their financial performance is on track, and [they] are executing very well on
[their] business plan.” SX Trial Ex. 74 at 2 (Karmazin). Indeed, both SDARS fully expect that
they will become EBITDA and free cash flow positive (regardless of the royalty rate) over the
next few years.

43, The SDARS’ historical financial results reflect two companies that are growing at
a pace faster than any other comparable service in history, whose revenues are growing at an
overwhelmingly greater rate than their costs, and who are successfully implementing their
business plan. By their own account, the SDARS’ likely futures are equally rosy: whether one
looks at the projections offered by the SDARS themselves, or the projections offered by
SoundExchange’s finance expert Mr. Butson, the picture is the same: they likely will continue to

grow, as they have consistently in the past, their revenues likely will continue to grow at a much
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faster pace than their costs, and they likely will become profitable over time — probably a
substantially shorter time than the satellite television companies which were built on a similar
business model. See infra Section VI D.4.b. These projections are not in dispute.

44, The SDARS nevertheless argue that because they have accumulated losses, the
royalty here needs to be “near zero.” The argument is made by both by Mr. Musey and Professor
Noll. Professor Noll goes so far as to offer a mathematical calculation, based on the supposition
that by 2012 the SDARS need to retire the deficit they necessarily will accumulate in the early
years of the license period. On that basis that he concludes that the SDARS cannot afford to pay
the SoundExchange royalty, or any rate higher than approximately 6%. Noll WRT at 36,
SDARS Trial Ex. 72.

45.  But as Mr. Butson explains, and as is clear by looking at the SDARS’ own
business practices, that assumption has no basis in economics or in practical experience. It is
completely arbitrary to impose such a deadline to retire the SDARS’ deficit, and it is not part of
the statutory standard to use the sound recording royalty to try to assure a particular financial
result on the SDARS’ accounting ledgers. The SDARS made detailed calculations when they
decided to pay Howard Stern S[.I million, Major League Baseball [-] million, or Fox
News [-] million. But one thing the SDARS never considered in making those deals was the
extent to which the deals would increase their accumulated deficits, or whether the accumulated
deficits would be reduced to zero by the last year of any of those deals. They did not consider
such things because they are irrelevant to a judgment of whether a particular deal was in the
SDARS’ interests. As Mr. Butson explained, the accumulated deficit is simply an accounting
item that sums up prior annual losses on a balance sheet. It has no business significance, and the

SDARS have introduced not one piece of evidence that suggests that they have ever relied on or
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even considered their accumulated deficits as a measure of significance, for this or any other
purpose.

46.  Finally, especially in their oral testimony at the rebuttal phase of the trial, several
SDARS witnesses, including Mr. Karmazin, Mr. Frear and Mr. Vendetti stated that
SoundExchange’s royalty would drive them out of business. Unlike other claims the SDARS
make, such a claim obviously implicates the statutory standards of fairness and disruption. But
these claims are entirely unsubstantiated.

47.  To begin, the SDARS case on this point assumes that the proposed merger
between XM and Sirius will not be consummated. If it is, the SDARS themselves have claimed
that they will reap billions of dollars in cost savings, some of it coming in the first year after the
merger. The SDARS will be profitable companies with well over 3 billion in annual revenue.
And the SDARS predict that it is more likely than not that the merger will be consummated. If
so, all of their evidence about their purported inability to pay is utterly irrelevant.

48.  Even if the merger does not occur, the SDARS cannot prove their point. When
forced to be specific, the SDARS assert (though never in writing) that when they have to re-
finance existing debt obligations, the market will not allow them to re-finance if they have to pay
the royalty rate proposed by SoundExchange. 8/15/07 Tr. at 55:7-11 (Vendetti); 6/13/07 201:3-8
Musey; 8/15/07 Tr. 207:18-22, 209:13-16 (Frear). However, much SDARS debt comes due
around 2009 — a time at which under the most conservative analysis, and assuming
SoundExchange’s rate proposal is adopted in full, the SDARS will be approximately one year
away from becoming EBITDA positive, and each will be a company with over $1.5 billion in
annual revenue. The assertion that companies of that size and in that financial condition would

not be able to roll over existing debt (or would not, as Mr. Frear suggests, be able to borrow
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enough to provide a “cushion” against unexpected losses) because this Court set a royalty rate
that delayed the time at which the companies became free cash flow positive or EBIDTA
positive by one year is insupportable. These companies incurred that debt at a time when they
were very substantially smaller, and when the prospects of achieving positive free cash flow or
profitability were far more distant and uncertain. Indeed, both SDARS recently obtained new
debt financing on highly favorable terms at a time when they generate only one billion in
revenue, and at a time when even under their own rate proposals the time before they reach a
state of free cash flow positive or EBITDA positive is much further away than it will be in 2009
under SoundExchange’s proposal. Their oral claims about their access to the credit market are
not credible.

49. Sometimes the SDARS seem to rely on their status as a start-up companies, and
their accumulated deficits, to argue or imply more generally that they are fragile “little guys”
starting out, and need the protection of the Court against “big guys” like the record companies.
But the SDARS are not little. They are large corporations — larger than some of the major record
companies — and, by the end of the rate term are, combined, expected to be larger than half the
entire record music industry. By the same token, SoundExchange does not represent only “big
gqu.” Half of thé money it collects goes to individual artists whose income obviously is

| dWarfed by that of the SDARS. The other half goes to major .and independent record companies,
most of which are substantially smaller than the SDARS. And, the undisputed facts are that it is
the SDARS which are growing, while the record industry is in decline. If any party needs a rate
that amounts to a hand-out, it is not the SDARS.

50. In the end, the SDARS’ success or failure depend‘not on the royalty rate set by

this Court, but on the SDARS continuing ability to grow their customer base and face the
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competition they will meet from other services — services that pay market-based royalties to the
record companies.
The Rates and Rate Structure

51.  Regardless of the amount of the rate, the Court must also decide the rate structure:
percentage of revenue; per subscriber; per play; or some combination. The SoundExchange rate
proposal contains proposed rates for all three.

52.  The SDARS have proposed what they call a “per play” rate. Importantly, their
proposal does not in any way measure the actual number of plays or the actual usage of music.
Instead, the SDARS suggest a rate structure under which they would pay the same amount for
any one transmission of a sound recording, regardless of whether one customer listens to it, or
one million customers listen to it. 8/23/07 Tr. 150:15-20 (Woodbury). Thus, the SDARS’
proposal does not do what even the SDARS’ economic experts say is appropriate — tie the
royalty to the number of people who listen to each transmission of a sound recording. See
8/16/07 Tr. 220:13-221:22.” (Noll). See also Tr. 152:14-16 (Noll).

53. SoundExchange’s current rate proposal offers as one option a per play rate that
comes closer to measuring the actual usage of music. That proposal offers a tiered rate, in which
the most listened to broadcasts pays one rate per broadcast, and the less listened to broadcasts
pay a lower rate.

54. As explained in far greater detail below, SoundExchange believes that the best
approach is a percentage of revenue. In any event whichever metric or metric the Court selects,

the Court should adopt the SoundExchange rate proposal.
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IL BACKGROUND
A. The Parties
1. SoundExchange

55. SoundExchange is a § 501(c)(6) nonprofit performance rights organization
established to ensure prompt, fair and efficient collection and distribution of royalties payable to
performers and sound recording copyright owners for the use of sound recordings over satellite
radio, the Internet, wireless networks, and cable and satellite television networks via digital audio
transmissions. Kessler WDT at 2, SX Trial Ex. 55. See also 6/19/07 Tr. 35:8-10 (Kessler). The
core mission of the organization is to collect and distribute statutory royalties as efficiently and
accurately as possible. Kessler WDT at 4, SX Trial Ex. 55.

56.  In these and many other proceedings, SoundExchange represents the artists and
sound recording copyright holders (record labels and record companies) on whose behalf
SoundExchange collects and distributes royalties under the Copyright Act. Kessler WDT at 3,
SX Trial Ex. 55. Throughout all of the rate-setting and regulatory proceedings, SoundExchange
has sought the establishment of royalties and regulations that ensure the prompt, fair, and
efficient distribution of royalties to all artists and copyright owners entitled to such royalties.
Kessler WDT at 3, SX Trial Ex. 55.

57.  SoundExchange is governed by an 18-member Board of Directors that consists of
an equal number of artist and sound recording copyright owner representatives. Kessler WDT at
3, SX Trial Ex. 55. SoundExchange works with approximately 120,000 distinct artists and
thousands of different labels and copyright owners in its collection and distribution business.

6/19/07 Tr. 36:15-22 (Kessler). The organization has over a million identified sound recordings,
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maintains about 120 million accounting transaction records in its distribution system, and has
processed nearly two billion performances. 6/19/07 Tr. 36:15-22 (Kessler).

58.  Currently, SoundExchange maintains licensee accounts for more than 3,200
webcast, cable, and satellite services that play sound recordings originating from all over the
world. SoundExchange distributes royalties to nearly 25,000 copyright owner and performer
accounts every quarter. Kessler WDT at 11, SX Trial Ex. 55.

59.  Over time, SoundExchange’s business has continued to grow as more digital
music services have come on line. As a result, there has been an increase in the volume of
performances and in the number of licensee accounts. 6/19/07 Tr. 37:4-13 (Kessler). The
number of performances processed will continue to grow as SoundExchange begins to receive
reports of use from webcasting services. Kessler WDT at 11, SX Trial Ex. 55.

60.  Although SoundExchange is a non-member corporation, it frequently refers to
those copyright owners and performers that have specifically authorized SoundExchange to
collect royalties on their behalf as “members.” SoundExchange does not, however, discriminate
between members and non-members, allocating and distributing royalties in the same manner to
members and non-members alike. Kessler WDT at 3, SX Trial Ex. 55.

61. By statute, statutory royalties collected by SoundExchange are divided according
to a formula that gives 50% of the royalties to copyright owners, 45% to featured artists, 2}2% to
an escrow account for distribution to non-featured musicians, and 2%:% to an escrow account for
distribution to non-featured vocalists. 17 U.S.C. § 114(g).

2. The Record Companies
62. The recording industry is comprised of four major record companies as well as

hundreds of smaller independent record companies. In 2005, independent record labels
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comprised approximately 22% of the overall United States market share. SDARS Trial Ex. 51
at 2. For example, the Court heard testimony from Edward Chmelewski, President of Blind Pig
Records, one of the premier Blues and American roots music labels in the world. Chmelewski
WDT at 1, SX Trial Ex. 64. This independent label has a catalog consisting of 150 titles from
over 70 artists, and its gross revenues in 2005 were about [ llfl. Chmelewski WDT at 2, 5,
SX Trial Ex. 64.

63.  The four major record companies make up the remaining approximately 77% of
the United States market. In 2005, Universal Music Group (“UMG”) had 30% of the market
share, SONY BMG Music Entertainment (“SONY BMG”) had 23%, Warner Music Group
(“WMG”) had 16%, and EMI Recorded Music (“EMI”) had 11%. SDARS Trial Ex. 51 at 2.
Each of these major record companies consists of multiple record labels. Bronfman WDT at 1,
SX Trial Ex. 59; Kenswil WDT at 1, SX Trial Ex. 66; Eisenberg WDT at 2-3, SX Trial Ex. 53.

64.  Record companies generally own the copyrighted sound recordings that are the
subject of the statutory licenses and, by statute, receive 50% of the royalties owed under the §
114 license. 17 U.S.C. § 114(g). Record companies not only own the copyrights at issue here,
but play a central role in the creation of sound recordings enjoyed by listeners to satellite radio.
Kushner WDT at 2, SX Trial Ex. 65.

3. The Recording Artists

65. SoundExchange collects and distributes royalties for artists as well as for record
companies. Kessler WDT at 3, SX Trial Ex. 55. Under 17 U.S.C. § 114(g), recording artists or
their representatives receive 50% of the royalties under the § 114 statutory license to be

distributed as follows: 45% to featured artists, 2%:% to an escrow account for distribution to
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non-featured musicians, and 2%% to an escrow account for distribution to non-featured vocalists.
17 U.S.C. § 114(g).

66.  Recording artists provide the content that is critical to the satellite radio services.
Navarro WDT at 9, SX Trial Ex. 63. In doing so, artists contribute substantial amounts of time
and money to create the sound recordings at the heart of these proceedings. Navarro WDT at 3,
SX Trial Ex. 63. Artists work with the record companies to record them, mix them, market and
promote them. Navarro WDT at 3-6, SX Trial Ex. 63.

67.  The relationship between recording artists and record companies is generally
defined by a contract negotiated between the record company and recording artist. Kushner
WDT at 6, SX Trial Ex. 65. In exchange for ownership of the copyrights to sound recordings,
record companies provide advances on future royalties and investments in recording, marketing
and other costs to benefit recording artists. Kushner WDT at 6, SX Trial Ex. 65; 6/26/07 Tr.
11:5-13:1 (Chmelewski). Competition to sign recording artists is often highly competitive
between record companies. Kushner WDT at 6, SX Trial Ex. 65; 6/26/07 Tr. 11:5-13:1
(Chmelewski). Recording artists may sign with major record companies, independent record
companies, or may have their own record labels, through which they release their own sound
recordings and maintain ownership of the copyrights. Navarro WDT at 2, SX Trial Ex. 63.

68. Out of the thousands of artists in the music business, only a few enter recording
agreements with the labels, and out of those who do sign, the vast majority fail commercially.
Kushner WDT at 2, SX Trial Ex. 65. In fact, it is well-known throughout the music industry that
only about one out of every ten artists has measurable success. Kushner WDT at 14, SX Trial

Ex. 65.
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4. Satellite Digital Audio Radio Services (SDARS)

69.  There are currently two satellite digital audio radio services licensed by the
Federal Communications Commission: Sirius Satellite Radio Inc. (“Sirius) and XM Satellite
Radio Inc. (“XM”). Karmazin WDT at 7-8, SIR Trial Ex. 1.1. Collectively, they are known as
the “satellite radio companies” or the “SDARS,” which stands for “Satellite Digital Audio Radio
Services.” 17 U.S.C. § 114(5)(10). Together, Sirius and XM comprise the satellite radio
industry.

70.  As discussed in more detail below, Sirius is a publicly traded company. Sirius
Satellite Radio broadcasts a total of 130 channels, 66 of which are dedicated exclusively to
music. Woodbury WDT at 6, XM Trial Ex. 8.

71.  Asdiscussed in more detail below, XM is a publicly traded company that
broadcasts 170 channels, 69 of which are dedicated exclusively to music, with 5 additional music
channels programmed by Clear Channel. Woodbury WDT at 7, SDARS Trial Ex. 8; Logan
WDT para. 9, 12, XM Trial Ex. 2.

72. Sirius and XM are both subscription services and each charges a monthly
subscription fee of $12.95. Sirius and XM compete with each other, as well as with a broad
array of other services that comprise a vast audio entertainment market, including iPods,
subscription streaming services, MP3s, CDs, and terrestrial radio. SX Trial Ex. 106 at 35, 37;
Woodbury WDT at 6, XM Trial Ex. 8.

73. Sirius and XM also provide music programming over the Internet and wireless
carriers. XM offers a subscription webcasting services of 70 music channels to subscribers for
$7.99 per month. Herscovici WRT at 10, SX Trial Ex. 130. Sirius offers Sirius Internet Radio,

which gives subscribers all of Sirius’s music channels and some (but not all) of Sirius’s non-
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music channels for $12.95 per month — the same price as Sirius’s satellite radio product.
Herscovici WRT at 10-11, SX Trial Ex. 130.

74. XM offers a subscription service with 20 music channels over the AllTel cellular
network for $7.99 per month, and Sirius offers a subscription service with 20 music channels
over Sprint’s cellular network for $6.95 per month. Herscovici WRT at 10-11, SX Trial Ex. 130.

B. History of The Proceedings

1. Prior License Period

75.  There has been no prior ratesetting for the SDARS statutory license. On March
19, 2003, SoundExchange, XM, and Sirius entered into a private, confidential, non-precedential
settlement setting rates and terms for the SDARS services under the § 112 and § 114 statutory
licenses for the period through December 31, 2006. Notification of Settlement and Motion to
Suspend CARP Proceeding and Notice and Recordkeeping Rulemaking Applicable to Preexisting
SDARS, Docket No. 2001-1 CARP DSTRA2 & Docket No. RM 2002-1 (filed jointly on Mar. 19,
2003). The Copyright Office accepted the settlement and suspended the CARP proceeding on
March 21, 2003. Order, Docket No. 2001-1 CARP DSTRA2 (Mar. 21, 2003).

76.  The parties agreed that the 2003 settlement would “be non-precedential, and shall
not be admissible as evidence or otherwise taken into account in any administrative, judicial, or
other government proceeding.” Notification of Settlement and Motion to Suspend CARP
Proceeding and Notice and Recordkeeping Rulemaking Applicable to Preexisting SDARS at 3-4,
Docket No. 2001-1 CARP DSTRA2 & Docket No. RM 2002-1 (filed jointly on Mar. 19, 2003).

2. Period of Voluntary Negotiation
77. On January 9, 2006, the Copyright Royalty Judges published a Notice announcing

the commencement of a proceeding to set the rates and terms for preexisting subscription
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services and satellite digital audio radio services for the term starting in 2007 and ending in 2012
pursuant to the statutory licenses set forth in 17 U.S.C. §§ 112 and 114. 71 Fed. Reg. 1454 (Jan.
9, 2006). A three-month period of voluntary negotiations ensued. However, these negotiations
were not successful. Consequently, written direct statements were due to the Court on October
30, 2006.
3. The Direct Cases

78.  On October 30, 2006, the following parties filed written direct statements in this
proceeding: SoundExchange, Sirius, and XM, as well as Royalty Logic Inc. and Music Choice.

79.  Royalty Logic Inc. withdrew from the proceeding prior to discovery. Music
Choice withdrew from the proceedings prior to presenting its direct case at trial after reaching a
settlement agreement with SoundExchange.

80. Direct testimony was taken from June 4, 2007 through June 27, 2007, with one
final witness testifying on July 9, 2007 due to illness.

a. Witnesses for SoundExchange’s Direct Case

81. During the direct phase of the proceeding, SoundExchange presented written and
oral testimony from the following thirteen witnesses:

82. Dr. Yoram (Jerry) Wind is the Lauder Professor and Professor of Marketing at
The Wharton School at the University of Pennsylvania, where he has taught courses since 1967.
He received his Ph.D in Marketing from Stanford University in 1967. He has been on the
editorial board of every major marketing journal, has authored 21 books and over 250 papers on
marketing, and has lectured widely on the topics of marketing, consumer preference and
marketing research. Dr. Wind has served as an expert witness on marketing survey issues in

numerous cases. Wind WDT at 1, SX Trial Ex. 51. Dr. Wind testified before the Court during
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the direct phase of the trial on Thursday, June 14, 2007, Vol. 8 (“6/14/07 Tr. (Wind)”), and on
Monday, June 18, 2007, Vol. 9 (“6/18/07 Tr. (Wind)”). The Court accepted Dr. Wind as an
expert in marketing, marketing strategy, and marketing research. 6/14/07 Tr. 57:2-9 (Wind).

83.  Mark Eisenberg is the Executive Vice President, Business and Legal Affairs, in
the Global Digital Business Group at SONY BMG Music Entertainment (“SONY BMG”). In
that capacity, Mr. Eisenberg oversees the digital distribution and licensing of SONY BMG’s
music and other intellectual property, and he is directly involved in developing Sony’s policies
and procedures related to new technologies. Mr. Eisenberg’s employment at SONY BMG or its
predecessors dates back to 1994 when he joined Sony Music as Counsel in the Sony Music Law
Department. Eisenberg WDT at 1-2, SX Trial Ex. 53. Mr. Eisenberg testified before the Court
in the direct phase of the trial on Monday, June 18, 2007, Vol. 9 (“6/18/07 Tr. (Eisenberg)”) and
on Tuesday, June 19, 2007, Vol. 10 (“6/19/07 Tr. (Eisenberg)”).

84.  Barrie Kessler is the Chief Operating Officer of SoundExchange, which collects
and distributes royalty payments to performers and sound recording copyright owners. Ms.
Kessler oversees the collection and distribution of the royalty payments for the performance of
sound recordings on webcast, cable, and satellite services. She supervises the receipt of the
payments, the determination of the amounts owed to the copyright owners and performers, and
the distribution of these royalties. Ms. Kessler also oversees SoundExchange’s license
compliance activities and manages the budget. Kessler WDT at 1-2, SX Trial Ex. 55. Ms.
Kessler testified before the Court during the direct phase of the trial on Tuesday, June 19, 2007,
Vol. 10 (*6/19/07 Tr. (Kessler)”).

85.  Sean Butson is a consultant and Chartered Financial Analyst with over ten years

of experience in both debt and equity capital markets. He has regularly acted as a commercial
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lender and advises institutional investors on equity markets. Mr. Butson has performed and
published extensive valuation and competitive landscape analyses in complex financial models
and written reports. He covered the wireless and communications tower industries, as well as the
media industry. Mr. Butson was one of the first analysts to cover the satellite radio industry and
has since authored dozens of reports on this industry. Butson WDT at 1-2, SX Trial Ex. 57. Mr.
Butson testified before the Court during the direct phase of the trial on Tuesday, June 19, 2007,
Vol. 10 (“6/19/07 Tr. (Butson)”). The Court accepted Mr. Butson as an expert witness as a
financial analyst in satellite radio. 6/19/07 Tr. 136:13-16 (Butson).

86. Edgar Bronfman, Jr., is the Chairman and Chief Executive Officer of Warner
Music Group Corporation (“WMG”). WMG is one of the world’s largest music companies and
is composed of several different record labels. Prior to joining WMG, Mr. Bronfman served as
the Executive Vice Chairman of Vivendi Universal, which owns Universal Music Group, as well
as many other entertainment companies. Bronfman WDT at 1, SX Trial Ex. 59. Mr. Bronfman
testified before the Court during the direct phase of the trial on Wednesday, June 20, 2007, Vol.
11 (*6/20/07 Tr. (Bronfman)”).

87. Simon Renshaw has been involved in the music business since 1974 and is
currently the President of Strategic Artist Management. He has been a full-time manager of
artists since 1986, and currently manages such artists as the Dixie Chicks, Anastacia, Clay
Aiken, and Miranda. Renshaw WDT at 1, SX Trial Ex. 60. Mr. Renshaw testified before the
Court during the direct phase of the trial on Thursday, June 21, 2007, Vol. 12 (“6/21/07 Tr.
(Renshaw)™).

88.  Dr. Janusz Ordover is a Professor of Economics and former Director of the

Masters in Economics Program at New York University, where he has taught since 1973. Dr.
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Ordover specializes in industrial organization economics, particularly in antitrust and regulatory
economics. He has served as an advisor on antitrust to many organizations, and has provided
economic testimony in policy hearings at the Federal Trade Commission and the United States
Senate. Dr. Ordover also served as Deputy Assistant Attorney General for Economics at the
Antitrust Division for the United States Department of Justice. He has consulted and testified on
a wide range of antitrust and regulatory matters, including matters dealing with the distribution
and pricing of content. Throughout his academic career, one focus of Dr. Ordover’s research has
been the incentives for the creation and dissemination of intellectual property. Ordover WDT at
2-3, SX Trial Ex. 61. Dr. Ordover testified before the Court during the direct phase of the trial
on Thursday, June 21, 2007, Vol. 12 (“6/21/07 Tr. (Ordover)”). The Court accepted Dr. Ordover
as an expert in industrial organization economics, competition policy, regulatory economics, and
the pricing of intellectual property. 6/21/07 Tr. 90:17-91:10 (Ordover).

89.  Dan Navarro is a recording artist, songwriter, performer, and member of
SoundExchange. Mr. Navarro has been writing, recording, and performing songs for twenty
years, and has his own label, Red Hen Records. Navarro WDT at 1, SX Trial Ex. 63. Mr.
Navarro testified before the Court during the direct phase of the trial on Monday, June 25, 2007,
Vol. 13 (*6/25/07 Tr. (Navarro)™).

90. Edward Chmelewski is the Co-Founder and President of Blind Pig Records, one
of the premier Blues and American roots music labels in the world. Blind Pig Records began in
the 1970’s and since that time, the company has grown into a leading independent Blues label
that releases approximately eight to ten albums per year. Chmelewski WDT at 1-2, SX Trial Ex.
64. Mr. Chmelewski testified before the Court during the direct phase of the trial on Tuesday,

June 26, 2007, Vol. 14 (“6/26/07 Tr. (Chmelewski)”).
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91.  Michael Kushner is Senior Vice President, Business and Legal Affairs at Atlantic
Music Group, a record label owned by WMG. In that capacity, Mr. Kushner directs the legal
and deal making aspects of the company. Mr. Kushner has held various positions within the
record industry since 1987. Kushner WDT at 1-3, SX Trial Ex. 65. Mr. Kushner testified before
the Court during the direct phase of the trial on Tuesday, June 26, 2007, Vol. 14 (“6/26/07 Tr.
(Kushner)™).

92. Lawrence Kenswil is the President of Universal eLabs, a division of Vivendi
Universal’s UMG. Prior to holding that position, Mr. Kenswil was the Executive Vice President,
Business and Legal Affairs, at UMG. He serves on the Board of Directors of the Recording
Industry Association of America. Kenswil WDT at 1, SX Trial Ex. 66. Mr. Kenswil testified
before the Court during the direct phase of the trial on Wednesday, June 27, 2007, Vol. 15
(“6/27/07 Tr. (Kenswil)™).

93.  Charles Ciongoli is Executive Vice President and Chief Financial Officer for
Universal Music Group North America (“UMG”), and in that position, he is ultimately
responsible for all of the financial activities of the company. Prior to holding his current
position, Mr. Ciongoli was the Senior Vice President of Finance for UMG, and before that, he
was the Vice President of Finance for MCA Records and also served as Vice President and
Group Controller for both MCA Records and MCA Music Publishing. Ciongoli WDT at 1, SX
Trial Ex. 67. Mr. Ciongoli testified before the Court during the direct phase of the trial on
Wednesday, June 27, 2007, Vol. 15 (“6/27/07 Tr. (Ciongoli)”).

94.  Dr. Michael Pelcovits is a Principal of Microeconomic Consulting & Research
Associates, Inc., a consulting firm specializing in the analysis of antitrust and regulatory

economics. He received a Ph.D in Economics from the Massachusetts Institute of Technology,
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where he was a National Science Foundation fellow. Dr. Pelcovits has prepared reports and
testimony on a broad range of applied microeconomics issues, and has lectured widely on
telecommunications regulation and international economics. He testified as an expert witness in
Docket Nos. 2005-1 CRB DTRA and 2005-5 CRB DTNSRA, and has also provided testimony
before the Federal Communications Commission, state regulatory commissions, and
international governmental agencies. Pelcovits WDT at 1, SX Trial Ex. 68. Dr. Pelcovits
testified before the direct phase of the trial on Monday, July 9, 2007, Vol. 16 (“7/9/07 Tr.
(Pelcovits)”). The Court accepted Dr. Pelcovits as an expert in applied microeconomics. 7/9/07
Tr. 8:12-22 (Pelcovits).

95.  In addition to these witnesses, SoundExchange also submitted written direct
testimony from James Griffin and David Hughes, but subsequently withdrew their testimony

from the direct case.

b. Witnesses for the Services’ Direct Cases
i Sirius Satellite Radio, Inc.

96.  During the direct phase of the trial, Sirius Satellite Radio Inc. submitted written
and oral testimony from the following nine witnesses:

97. Mel Karmazin. Direct Testimony of Mel Karmazin, June 6, 2007, Vol. 3 (“6/6/07
Tr. (Karmazin)”) and Direct Testimony of Mel Karmazin, June 7, 2007, Vol. 4 (“6/7/07 Tr.
(Karmazin)™).

98. Terrence Smith. Direct Testimony of Terrence Smith, June 7, 2007, Vol. 4
(“6/7/07 Tr. (Smith)”).

99. Doug Wilsterman. Direct Testimony of Doug Wilsterman, June 7, 2007, Vol. 4

(“6/7/07 Tr. (Wilsterman)™).
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100.  Jeremy Coleman. Direct Testimony of Jeremy Coleman, June 7,2007, Vol. 4
(“6/7/07 Tr. (Coleman)™).
101.  Steve Cohen. Direct Testimony of Steve Cohen, June 7, 2007, Vol. 4 (“6/7/07 Tr.
(Cohen)”) and Direct Testimony of Steve Cohen, June 11, 2007, Vol. 5 (“6/11/07 Tr. (Cohen)”).
102.  Steven Blatter, Direct Testimony of Steven Blatter, June 11, 2007, Vol. 5
(“6/11/07 Tr. (Blatter)”).

103.  Christine Heye. Direct Testimony of Christine Heye, June 11, 2007, Vol. 5
(“6/11/07 Tr. (Heye)).

104.  Michael Moore. Direct Testimony of Michael Moore, June 11, 2007, Vol. 5
(“6/11/07 Tr. (Moore)™).

105. David Frear. Direct Testimony of David Frear, June 11, 2007, Vol. 5 (“6/11/07
Tr. (Frear)”) and Direct Testimony of David Frear, June 12, 2007, Vol. 6 (“6/12/07 Tr. (Frear)”™).

106. In addition, Sirius submitted the written direct testimony of Robert Law, but did
not present Mr. Law as a witness at trial. 6/13/07 Tr. 124:20 - 126:5.

ii. XM Satellite Radio, Inc.

107.  During the direct phase of the trial, XM Satellite Radio Inc. submitted written and
oral testimony from the following five witnesses:

108.  Gary Parsons. Direct Testimony of Gary Parsons, June 4, 2007, Vol. 1 (“6/4/07
Tr. (Parsons)™) and Direct Testimony of Gary Parsons, June 5, 2007, Vol. 2 (“6/5/07 Tr.
(Parsons)”).

109.  Eric Logan, Direct Testimony of Eric Logan, June 5, 2007, Vol. 2 (“6/5/07 Tr.

(Logan)™).
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110. Mark Vendetti. Direct Testimony of Mark Vendetti, June 5, 2007, Vol. 2 (*6/5/07
Tr. (Vendetti)”) and Direct Testimony of Mark Vendetti, June 6, 2007, Vol. 3 (“6/6/07 Tr.
(Vendetti)™).

111.  Stephen Cook. Direct Testimony of Stephen Cook, June 6, 2007, Vol. 3 (6/6/07
Tr. (Cook)™).

112.  Anthony Masiello. Direct Testimony of Anthony Masiello, June 6, 2007, Vol. 3
(“6/6/07 Tr. (Masiello)”).

iii. Joint Witnesses

113.  During the direct phase of the trial, Sirius and XM submitted written and oral
testimony from the following two jointly sponsored witnesses:

114. John R. Woodbury. Direct Testimony of John R. Woodbury, June 12, 2007, Vol.
6 (“6/12/07 Tr. (Woodbury)”) and Direct Testimony of John R. Woodbury, June 13, 2007, Vol. 7
(“6/13/07 Tr. (Woodbury)”).

115.  Armand Musey. Direct Testimony of Armand Musey, June 13, 2007, Vol. 7
(“6/13/07 Tr. Musey)™).

116. In addition, Sirius and XM had submitted written direct testimony from Roger
Rusch, but subsequently withdrew that testimony during the trial. 6/6/07 Tr. 6:9-22.

4. The Rebuttal Cases

117.  On July 24, 2007, the participants filed their written rebuttal cases. Witness

testimony in the rebuttal phase began on Wednesday, August 15, 2007 and concluded on

Thursday, August 30, 2007. There were ten days of rebuttal witness testimony.
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a. Witnesses for SoundExchange’s Rebuttal Case

118.  SoundExchange filed written rebuttal testimony from ten witnesses, seven of
whom had also testified during the direct phase of these proceedings: Mr. Ciongoli testified
before the Court in the rebuttal phase of the case on Thursday, August 23, 2007, Vol. 22
(“8/23/07 Tr. (Ciongoli)”); Dr. Ordover testified before the Court in the rebuttal phase of the
case on Thursday, August 23, 2007, Vol. 22 (“8/23/07 Tr. (Ordover)”) and on Monday, August
27,2007, Vol. 23 (“8/27/07 Tr. (Ordover)™); Mr. Butson testified before the Court in the rebuttal
phase of the case on Monday, August 27, 2007, Vol. 23 (“8/27/07 Tr. (Butson)™) and on
Tuesday, August 28, 2007, Vol. 24 (“8/28/07 Tr. (Butson)™); Dr. Pelcovits testified before the
Court during the rebuttal phase of the case on Tuesday, August 28, 2007, Vol. 24 (“8/28/07 Tr.
(Pelcovits)™); Mr. Eisenberg testified before the Court during the rebuttal phase of the case on
Tuesday, August 28, 2007, Vol. 24 (“8/28/07 Tr. (Eisenberg)”) and on Wednesday, August 29,
2007, Vol. 24 (*8/29/07 Tr. (Eisenberg)”); Ms. Kessler testified before the Court during the
rebuttal phase of the case on Wednesday, August 29, 2007, Vol. 25 (“8/29/07 Tr. (Kessler)”);
and Dr. Wind testified before the Court during the rebuttal phase of the case on Wednesday,
August 29, 2007, Vol. 25 (“8/29/07 Tr. (Wind)”).

119.  SoundExchange also presented the rebuttal testimony of the following three
witnesses who did not testify during the direct phase of the proceeding:

120.  Bruce Elbert is the President of Application Technology Strategy, Inc., a company
that assists users and providers of satellite technology. Prior to his position with Application
Technology Strategy, Mr. Elbert worked for 25 years at Hughes Electronics, the company that
both invented and built the first geostationary satellite, as well as produced and operated ground

electronics and networks to control and utilize such satellites. While at Hughes, Mr. Elbert
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developed the design and service offering for mobile satellite programs, as well as managed the
service marketing, operations, and engineering of the Galaxy cable TV satellite network. He
also assisted with the start-up of DirecTV. Mr. Elbert has taught a variety of technical courses
related to satellite communications, and has written eight books related to communications
technologies. He has led and presented on numerous technical panels and workshops throughout
his career concerning communications satellites and their applications. Elbert WRT at 1-3, SX
Trial Ex. 122. Mr. Elbert testified before the Court during the rebuttal phase of the case on
Monday, August 27, 2007, Vol. 23 (“8/27/07 Tr. (Elbert)”). The Court accepted Mr. Elbert as an
expert in the design, engineering, construction, operation, and management of satellite
communications systems. 8/27/07 Tr. 165:21-166:3, 169:20 (Elbert).

121.  Steven Herscovici is a Managing Principal at Analyst Group, Inc., an economic
and financial research and consulting firm. Dr. Herscovici specializes in the application of
microeconomic theory, econometrics, and data analysis to complex business problems. He has
testified or consulted in numerous matters related to the music industry. Dr. Herscovici received
his B.A., M.A., and Ph.D. in economics from the University of Chicago. Herscovici WRT at 1,
SX Trial Ex. 130. Dr. Herscovici has consulted in the music industry on a wide variety of issues,
and has particular expertise on matters related to finance. 8/29/07 Tr. 168:11-181:13
(Herscovici). Dr. Herscovici spends approximately 500 hours per year on matters related to the
music industry, including litigation and consulting matters. 8/29/07 Tr. 175:3-10 (Herscovici).
He also has experience consulting for major companies in industries with economic
characteristics similar to the SDARS. 8/29/07 Tr. 176:19-179:16 (Herscovici). Dr. Herscovici
testified before the Court during the rebuttal phase of the case on Wednesday, August 29, 2007,

Vol. 25 (“8/29/07 Tr. (Herscovici)”) and on Thursday, August 30, 2007, Vol. 26 (“8/30/07 Tr.
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(Herscovici)”). The Court accepted Dr. Herscovici as an expert in economics and the economics
of the music industry. 8/29/07 Tr. 182:11-183:5 (Herscovici).

122.  George Mantis is the President of The Mantis Group, Inc., a marketing research
and consulting firm in Chicago, IL. Mr. Mantis has worked for 30 years designing, executing,
and reporting on surveys conducted for consumer and industrial product and services firms.
Over the course of his career, Mr. Mantis has authored over 1,000 market research studies. He
has previously been qualified as an expert in survey research, and surveys he has designed have
been introduced as evidence and relied upon by many courts. Mr. Mantis holds a B.A., and
M.B.A., and a J.D. Mantis WRT at 1, SX Trial Ex. 132. Mr. Mantis testified before the Court
during the rebuttal phase of the case on Thursday, August 30, 2007, Vol. 26 (“8/30/07 Tr.
(Mantis)”). The Court accepted Mr. Mantis as an expert in marketing survey research. 8/30/07
Tr. 114:4-10 (Mantis).

b. Witnesses for the Services’ Rebuttal Cases
123. The SDARS presented written and oral rebuttal testimony from the following
witnesses:
i Sirius
124. David Frear. Rebuttal Testimony of David Frear, August 15, 2007, Vol. 17

(“8/15/07 Tr. (Frear)™).

125. Mel Karmazin. Rebuttal Testimony of Mel Karmazin, August 22, 2007, Vol. 21
(“8/22/07 Tr. (Karmazin)™).
ii. XM
126. Mark Vendetti. Rebuttal Testimony of Mark Vendetti, August 15, 2007, Vol. 17

(“8/15/07 Tr. (Vendetti)™).
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iii. Joint Witnesses

127.  Roger Noll. Rebuttal Testimony of Roger Noll, August 16, 2007, Vol. 18
(“8/16/07 Tr. (Noll)™).

128.  FErich Joachimsthaler. Rebuttal Testimony of Erich Joachimsthaler, August 16,
2007, Vol. 18 (“8/16/07 Tr. (Joachimsthaler)”), and August 20, 2007, Vol. 19 (“8/20/07 Tr.
(Joachimsthaler)™).

129. George Benston. Rebuttal Testimony of George Benston, August 20, 2007, Vol.
19 (“8/20/07 Tr. (Benston)”).

130. Daryl Martin. Rebuttal Testimony of Daryl Martin, August 20, 2007, Vol. 19
(“8/20/07 Tr. (Martin)”), and August 21, 2007, Vol. 20 (“8/21/07 Tr. (Martin)”).

131. John Hauser. Rebuttal Testimony of John Hauser, August 21, 2007, Vol. 20
(“8/21/07 Tr. (Hauser)”).

132. Bruce Silverman. Rebuttal Testimony of Bruce Silverman, August 22, 2007, Vol.
21 (*8/22/07 Tr. (Silverman)”).

133.  John Woodbury. Rebuttal Testimony of John Woodbury, August 23, 2007, Vol.
22 (““8/23/07 Tr. (Woodbury)™).

C. Background on the Industries Involved

134.  The backdrop of this proceeding is that of two industries that are facing very
different prospects in the coming years. The record companies are in a prolonged period of
decline, with revenues declining consistently year to year. As discussed in more detail in the
testimony of record company witnesses, the record companies are facing their most difficult

times in recent memory, and their viability depends completely on their ability to receive
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sufficient compensation from new digital revenue streams such as satellite radio. Herscovici
WRT at 3-6, EX Trial Ex. 130.

135.  In contrast, the satellite radio companies are in a period of dramatic investment,
growth, and expansion. Although their business model requires significant upfront capital
investment, followed by earning significant margins on each incremental customer, all signs are
that the satellite radio companies are on the road to being highly profitable over time. Herscovici
WRT at 6-7, SX Trial Ex. 130.

136.  As discussed in the testimony of Dr. Herscovici and in Section VI infra, the
background trends facing these two industries informs the analysis of the § 801(b) factors in this
proceeding. Herscovici WRT at 3, SX Trial Ex. 130.

1. The Record Companies and Recording Artists

a. Record Companies Have Faced Sharp Declines in CD Sales,
Making Their Business Riskier Than Ever

137.  The record industry is currently undergoing substantial change. Herscovici WRT
at 3, SX Trial Ex. 130; Kushner WDT at 13, SX Trial Ex. 65. The introduction and growth of
satellite radio is one of a number of important changes that have occurred over the last several
years in the distribution of music. Herscovici WRT at 3, SX Trial Ex. 130.

138.  Over the last several years, the record industry has been changing from a physical
industry to a digital industry, with record companies transforming into “music entertainment”
companies. Kenswil WDT at 2, SX Trial Ex. 66. See also SDARS Trial Ex. 51 at 17-18
(discussing the evolution of UMG’s business model and strategies to increase revenues from
digital distribution of music); Kushner WDT at 14, SX Trial Ex. 65; 6/26/O7>Tr. 122:9-22
(Kushner). Consumers are shifting away from obtaining music in physical product forms and

towards receiving music through electronic services instead. 6/27/07 Tr. 15:5-18 (Kenswil).
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139.  Currently, consumers are able to enjoy music through more services, in more
places, and through more devices than ever before, including through “satellite radio, satellite
and cable TV services, permanent audio download tracks and albums, streaming and conditional
downloads, and webcasting, mobile and wireless services, video services, and sales of other
digital products (e.g., ringtones).” Kenswil WDT at 2, SX Trial Ex. 66. See also SDARS Trial
Ex. 51 at 12 (listing UMG’s 2006 sources of income, including CD sales, film and TV licensing,
audio downloads, subscriptions, statutory radio and interactive radio, mobile, videos, ad-
supported audio, artist partnerships, and podcasting); Id. at 13 (listing UMG’s growing list of
digital partners).

140.  Sales of physical media, such as CDs, have long been the primary source of
revenue for the record companies and recording artists. In 1996, when the rate for the pre-
existing subscription services (“PSS”) was set, record companies had seen “consistent growth in
units shipped and dollar value of records, CDs, and music videos from 1982-1996.” PSS I
Librarian’s Decision, 63 Fed. Reg. at 25407. That is no longer true.

141.  Sales of CDs, which make up the vast majority of physical sales, are declining.
From 2000 to 2006, sales of CDs declined by 35 percent, a rate of nearly 7 percent per year.
Herscovici WRT at 3 & App. B, SX Trial Ex. 130; Kenswil WDT at 3, SX Trial Ex. 66 at SX
Exhibit 004DP (RIAA 2005 year-end statistics); Kushner WDT at 13, SX Trial Ex. 65.

142.  The dollar value of CD shipments has also declined significantly — 30% from
2000 to 2006, a decline of nearly 6% per year. Herscovici WRT at 3 & App. C, SX Trial Ex.
130; Kushner WDT at 13, SX Trial Ex. 65; SX Ex. 005 DP. This calculation is in nominal
dollars. If one were to account for inflation, the decline would be even more steep — by

approximately 20%. 8/30/07 Tr. 88:22-90:14 (Herscovici).
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143.  This decline in sales is continuing and even accelerating dramatically in 2007. In
recent years, CD sales have been declining at a rate of approximately 20% each year, a trend that
is expected to continue into the foreseeable future. 6/27/07 Tr. 16:3-17:4 (Kenswil). In the first
three months of 2007, sales of CDs plunged 20% from the first 3 months of 2006. Herscovici
WRT at 3, SX Trial Ex. 130.

144.  This decline in sales of sound recordings cannot be explained by overall economic
activity. At the same time that CD shipments fell by 35% from 2000 to 2006, real U.S. Personal
Consumption Expenditures, a broad measure of consumer spending, increased by 20%, or 3%
per year. Herscovici WRT at 3, SX Trial Ex. 130. From 2000 to 2006, the Real Gross Domestic
Product, perhaps the broadest measure of economic activity, increased by 16% or 2.5% per year.
Herscovici WRT at 3-4, SX Trial Ex. 130.

145.  As aresult, in real dollars, the record industry is making less than it was in 1990,
despite the fact that the gross national product increased significantly from 1990 to 2006.

8/30/07 Tr. 90:15-92-10 (Herscovici); SDARS Trial Ex. 99. At the same time that sound
recording sales have declined in real dollars from 1990 to 2006, the U.S. GDP has increased by
approximately 50-60% in real dollars. 8/30/07 Tr. 92:11-18 (Herscovici).

b. Digital Revenue Streams Like Satellite Radio Are Growing and

Are Critical to the Record Industry’s Future, But Do Not
Make Up for the Declines in Sales of Physical Produect.

146.  The decline in revenues to record companies and the increased risks that they face
is not from a reduction in interest or love of music or the sound recordings that are being
released. Kushner WDT at 21, SX Trial Ex. 65. Music consumption is actually on the rise.
Kushner WDT at 23, SX Trial Ex. 65. Music is being consumed by more people, in more places,

and in more ways than at any time previously. Kushner WDT at 21, SX Trial Ex. 65. Music
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remains a central focus in the lives young people and the music “scene” continues to grow and
thrive, with many new ways to listen to music (such as the SDARS). Kushner WDT at 21, SX
Trial Ex. 65.

147.  One reason why physical sales and revenues are down is that there is a
proliferation of new outlets for people to consume music; the SDARS are one of them. Kushner
WDT at 22, SX Trial Ex. 65. If record companies are unable to receive a sufficient return from
these new ways of listening to music, like the SDARS, they will be unable to continue to invest
in new sound recordings and new artists, thereby reducing the music available to consumers.
Kushner WDT at 22, SX Trial Ex. 65.

148.  The development of digital services is intimately connected with the decline in
CD sales. Many of these new services — including satellite radio — actually substitute for the
sales of other products, including CDs. Kenswil WDT at 3, SX Trial Ex. 66. Satellite radio
displaces time that consumers would otherwise spend listening to CDs or other services that
provide greater remuneration to the record companies, a logical corollary of which is that these
consumers are purchasing fewer CDs and spending less money on other products as a result.
Kenswil WDT at 3, SX Trial Ex. 66. See also 6/27/07 Tr. 20:6-18 (Kenswil). Moreover,
through their 70-plus music channels, the SDARS are “narrowcasting” music, rather than
broadcasting it; niche channels dedicated to very specific genres of music — which are narrowcast
at a high quality — satisfy consumers’ musical tastes, thereby replacing their need to purchase
CDs or to invest in other services that provide a greater rate of return to the record companies
than does satellite radio. Kenswil WDT at 3, SX Trial Ex. 66.

149. At the same time that physical sales have declined sharply, digital revenue

streams, such as satellite radio, continue to grow and become more and more important to the
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record companies. These revenue streams include digital downloads, ringtones, on-demand
subscription services, music video services, Internet radio, and satellite radio. Herscovici WRT
at 4, SX Trial Ex. 130.

150.  These revenue streams have grown at an annual rate of over 200% between 2004
and 2006, increasing from almost nothing in 2003 to 16 percent of overall industry revenues by
2006. Herscovici WRT at 4 & App. D, E, SX Trial Ex. 130. Despite the increases in digital
music revenues, that growth has not offset the revenue lost from declining sales of physical
sound recordings. 8/29/07 Tr. 216:20-218:9 (Herscovici); 6/27/07 Tr. 17:8-18:3 (Kenswil);
6/26/07 Tr. 125:8-14 (Kushner).

151.  As aresult, annual sales of U.S. recorded music have declined at a rate of nearly
4% per year since 2000. This decline is in nominal dollars, and thus would be greater if inflation
was considered. Herscovici WRT at 4, SX Trial Ex. 130.

152.  SONY BMG, for example, has seen its net revenue decline from [-] in
2000 to [-| in 2006 (in nominal dollars), despite the fact that BMG acquired another
signiﬁcant label (Zomba) in 2002. SDARS Trial Ex. 14 at SE0203204. From 2000 to 2006,
soNY BMG had [ ) -

153.  The change-over from physical to digital sales reflects a fundamental change in
the record music industry, as record companies go from selling a single type (or small number of
types) of physical product to earning revenues from myriad digital revenue streams. Herscovici
WRT at 4, SX Trial Ex. 130.

154.  There is no dispute among record companies, commentators, and analysts that the
decline in physical sales will continue and perhaps accelerate, while the record industry will

increasingly depend on receiving sufficient income from digital revenue sources. Herscovici
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WRT at 4, SX Trial Ex. 130; 8/29/07 Tr. 219:5-220:5 (Herscovici); Kenswil WDT at 2, SX Trial
Ex. 66. Because of this transition to the digital distribution of music, it is imperative for record
companies to receive a fair return on their music from digital music services. Kenswil WDT at
2-3, SX Trial Ex. 66; 6/18/07 Tr. 191:7-13 (Eisenberg). Satellite radio is a key part of the record
industry’s future as an important digital revenue source. Herscovici WRT at App. E at 4, SX
Trial Ex. 130.

155.  As explained by Edgar Bronfman Jr., CEO of Warner Music Group, the future
viability of the record companies depends on receiving a fair value from all of these new digital
streams, including from digital downloads of single tracks and albums, online subscription
services, custom and non-interactive webcasting streaming of music videos, downloads of music
videos, and all forms of ringtones. Bronfman WDT at 12, SX Trial Ex. 59. “Ultimately, revenue
from services such as XM and Sirius are the future of the industry, and only by receiving fair
compensation from such services will the record industry be able to thrive and continue to create
the music that is so important to the lives of so many people around the world.” Bronfman WDT

at 12, SX Trial Ex. 59.

c. The Challenges Facing the Record Industry Can Be Seen By
Looking at the Decline in Sales of Hit Records, Which
Historically Have Funded Investment in Future Sound
Recordings.
156.  The vast majority of record albums — approximately 90% — never earn a profit.
Herscovici WRT at 4, SX Trial Ex. 130; Kushner WDT at 14, SX Trial Ex. 65. As a result, the
few albums that do have success are essential to fund the investment in and creation of new

sound recordings. Herscovici WRT at 4, SX Trial Ex. 130. The decline in album sales, to the

extent not offset by increases in digital revenue sources, means there is less money available to

49



Public Version

invest in the creation of sound recordings and fewer sound recordings are created. Herscovici
WRT at 4, SX Trial Ex. 130; Chmelewski WDT at 11-12, SX Trial Ex. 64.

157.  The evidence strongly demonstrates that sales of blockbuster albums — those that
are essential to the ability of record companies to invest in future sound recordings — is
decreasing rapidly. In 2007, sales of the number 1 album in the country were the lowest that
they have been at any point since such sales began to be measured in 1991. In prior years, it was
not uncommon for a number 1 album to sell 500,000 to 600,000 copies in a week. Today, the
number 1 album sells 60,000-65,000 copies in a week. Herscovici WRT at 5, SX Trial Ex. 130.

158.  Another measure of this decline can be seen from the gold, platinum, multi-
platinum, and diamond certifications from the Recording Industry Association of America. The
number of albums certified as gold (or higher) in 1996 was 710, increasing to 861 in 1999. In
2006, only 406 albums were certified gold or higher. Herscovici WRT at 5 & App. G, SX Trial
Ex. 130. See also Kushner WDT at 15, SX Trial Ex. 65 (examining slightly different measure
of the number of albums released in a particular year that have been certified as gold, platinum,
and multi-platinum and showing significant declines over time).

159.  The effect of the drastic reduction in sales of “hit” records is enormous. Record
companies need to make significant profits on a “hit” in order to make up for the many sound
recordings that lose money and to fund investment in new sound recordings. Kushner WDT at
15, SX Trial Ex. 65. Albums generally become profitable only when they reach Gold status
(selling 500,000 units), and high-profile releases may not become profitable until they reach
Platinum status (selling over 1 million units). Kushner WDT at 15, SX Trial Ex. 65.

160. For many years, record companies relied on Multi-Platinum releases to make up

for the losses they receive on most albums. Kushner WDT at 15, SX Trial Ex. 65. In 1997, it
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was not unusual for an album to be Multi-Platinum. Today, it is a rarity. Kushner WDT at 15,
SX Trial Ex. 65. The trend of declining sales of even the most popular records continues today.
Kushner WDT at 15, SX Trial Ex. 65.

161.  The impact of the decline in hit records is that record companies face greater risks
~ they must spend the same amount of money, still have many failures, but the upside of a
successful sound recording is less than it used to be. 6/26/07 Tr. 123:12-124:19 (Kushner). Hit
albums are the source of the funds needed to reinvest in new artists, and new sound recordings in
the future. A decline in the revenues received from hits means less money for investment, fewer
artists being brought to the public, and fewer sound recordings made. 6/26/07 Tr. 124:20-125:7
(Kushner); Chmelewski WDT at 11-12, SX Trial Ex. 64.

162.  Artists’ careers are now shorter and even established artists are able to sell only a
fraction of the sales volume they were able to generate previously. Kushner WDT at 2, SX Trial
Ex. 65.

163. The decline in catalog sales also reflects the challenges faced by the record
industry today. Catalog sales are sales that happen after a big marketing push is over, generally a
year or more after release. For years, record companies relied on catalog sales to buoy them in
the toughest times. But catalog sales have declined precipitously over the last several years. In
2000, Atlantic sold [ B units of catalog; that number declined to ) voits in
2005; and, in 2006, to [l units through Oct. 15, 2006. Kushner WDT at 16, SX Trial
Ex. 65.

164. Many catalog retailers, such as Tower Records, have gone out of business, and the
retailers that continue to exist will not sell catalog recordings unless they are offered at steep

discounts, further eroding the ability of record companies to earn revenues. Kushner WDT at 17,
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SX Trial Ex. 65; 6/26/07 Tr. 125:15-126:14 (Kushner). Although albums are now available on
the Internet, that has not made up for the decline in catalog sales. 6/26/07 Tr. 126:19-22

(Kushner).

d. Despite the Decreases in Revenues From Traditional Sales and
the Insufficient Revenues To Date from Digital Revenue
Streams, the Cost of Making Sound Recordings Remains the
Same or Greater Than It Has Been.

165. At the same time that revenues are declining, the costs of creating sound
recordings have not changed or are increasing. Herscovici WRT at 6, SX Trial Ex. 130; Kushner
WDT at 2, SX Trial Ex. 65; Kenswil WDT at 3, SX Trial Ex. 66. Record companies expend
large sums of money on the A&R (“Artist and Repertoire”) function, which involves identifying
new artists, creating sound recordings, and bringing them to market. Atlantic Records spent
I o» A&R in 2006 and an additional (||l in overhead for the A&R
function in 2006. Kushner WDT at 19, 5, SX Trial Ex. 65. Although record sales and revenues
are down, the costs of making sound recordings remains largely unchanged, with Atlantic’s
A&R investment being typically around [|[ | QI per year. Kushner WDT at 19, SX Trial
Ex. 65.

166. Indeed, many of the costs faced by record companies have increased. The cost of
marketing artists and sound recordings has increased. Kushner WDT at 2, SX Trial Ex. 65.
With increasing costs and declining revenues, there has been significant dislocation in the record
industry, including widespread lay-offs of personnel and reductions of artist rosters. Herscovici
WRT at 6, SX Trial Ex. 130.

167. At the same time that record companies are seeing growth of revenues from
digital sources, they nonetheless must maintain the infrastructure to support their declining

physical business. Kushner WDT at 5, SX Trial Ex. 65; 6/26/07 Tr. 115:13-16:6 (Kushner).
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Record companies do not currently save costs as a result of digital distribution. 6/26/07 Tr.
115:13-18 (Kushner). For the foreseeable future, record companies will not see any significant
cost savings as a result of the transition to digital distribution. 6/26/07 Tr. 116:1-11 (Kushner).
In any case, even if digital distribution fully replaces physical distribution of sound recordings,
any cost savings may not accrue to record companies, but instead to consumers who will receive
the savings, as they do now, in the form of lower prices from distribution of sound recordings in
digital form. 6/26/07 Tr. 116:11-11:2 (Kushner).
e. The Declining Ability to Recover Revenues from the Use of
Their Sound Recordings Has Resulted in Cuts in Staffing and

Artist Rosters, Resulting in the Creation of Fewer Sound
Recordings.

168. The statistics on declining sales of hit records and revenues generally means that
there has been a steep decline in the average profit margin of record companies. To survive, they
have no choice but to reduce staff, control A&R costs, and reduce marketing costs. But the
decline also means that there is less money to sign new artists and make new sound recordings.
Kushner WDT at 15-16, SX Trial Ex. 65. As a result, fewer artists are signed and fewer sound
recordings are made. 6/26/07 Tr. 123:1-11 (Kushner). Record industry payrolls have shrunk as
record companies have sought to cut costs to deal with their declining revenues.

169. Record companies have consolidated, with the number of major record companies
shrinking from 6 to 4 over the last decade, resulting in large reductions in staff. Kushner WDT
at 13, SX Trial Ex. 65.

170.  Within individual record companies, venerable record labels have been dissolved
over the last two decades. 6/26/07 Tr. 120:6-121-2 (Kushner). This includes the merger of
Atlantic and Elektra, the merger of Capital and Virgin Records, and others. There are now fewer

labels than there used to be. 6/26/07 Tr. 120:9-121:2 (Kushner).

53



Public Version

171.  Within the record industry, there has been a reduction in jobs over the past 5 to 6
years. 6/26/07 Tr. 121:3-16 (Kushner). Individual record companies have also reduced staff.
Warner Music Group reduced its payroll from 9000 employees in the year 2000 to 4000
employees in October of 2006. Kushner WDT at 13, SX Trial Ex. 65. And record labels
themselves have reduced staff. Atlantic and Elektra — two venerable record labels — merged and
shed employees in 2004, leaving the combined label with the same number of employees of one
of them prior to the merger. Kushner WDT at 13, SX Trial Ex. 65; 6/26/07 Tr. 121:3-16
(Kushner).

172.  The troubles that the record industry has faced has also resulted in the reduction
of artist rosters. 6/26/07 Tr. 121:3-20 (Kushner). Record companies are signing and maintaining
fewer and fewer artists on their roster. 6/26/07 Tr. 121:3-20 (Kushner). After Elektra and
Atlantic merged, they reduced their artist roster by half. 6/26/07 Tr. 121:21-22:8 (Kushner).

173.  The reductions in staff and artist rosters have been caused by the decline in sales
of physical products and the fact that digital sales have not yet made up the difference. Kushner
WDT at 13, SX Trial Ex. 65. The ability for record companies to survive depends on their
ability to manage the shift from physical to digital distribution of music. Kushner WDT at 13,
SX Trial Ex. 65. And that ability depends on record companies receiving royalty rates for the
use of sound recordings at reasonable rates consistent with the marketplace value of the sound

recordings. Kushner WDT at 14, SX Trial Ex. 65.
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2. The Satellite Radio Companies — XM and Sirius
a. The Companies and Their Service
i Generally

174.  Satellite radio is the biggest development in the radio industry since FM was
introduced more than four decades ago. Much like cable revolutionized television, satellite is
transforming the radio industry. The satellite radio companies offer hundreds of channels of
narrowly tailored music for practically all tastes, along with other programming. In addition to
offering a service with wide consumer appeal, satellite radio’s attractive duopoly structure, large
addressable market, compelling content, inexpensive pricing, and high incremental margins are
ingredients for a successful industry. Butson WDT at 2-3, SX Trial Ex. 57.

175. XM and Sirius offer more than 100 channels each of diverse high-quality audio
content nationwide to portable and stationary devices for car, home, boat, aircraft, small
businesses, and personal use. While most terrestrial radio stations provide a limited selection of
local and some national audio content, the SDARS offer a broad range of nationwide content.
The vast majority of each of the companies’ over 60 music channels operate with no
commercials (Sirius has none and XM only has a few) as compared to about 15-20 minutes of
commercials per hour for broadcast radio stations. The basic monthly subscriber price for
satellite radio is currently $12.95, with both companies offering various discounts for multiyear
subscribers and family plans. Butson WDT at 6-7, SX Trial Ex. 57.

176.  The SDARS provide a different listening experience than traditional broadcast
radio, especially in respect to the breadth of the content offered. Over half of all broadcast radio
stations use only one of six programming formats (country, news/talk, religion, contemporary

Christian, Spanish, and oldies). Butson WDT at 7 & App. E, SX Trial Ex. 57.
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177.  Likewise, in comparison to the over 100 channels offered by each SDARS,
terrestrial radio offers, for example, only 44 FM stations in New York City and 49 in Los
Angeles, the two largest radio markets in the U.S. Satellite radio, therefore, is able to offer not
only mass audience content, but also customized channels that appeal to a particular
demographic, such as world music and folk music. In most markets, such channels will
effectively be “exclusive” — at least in comparison to terrestrial radio. Also, because the FCC’s
indecency regulations do not apply to satellite radio, the SDARS have attracted subscribers with
programming that would not be permissible on terrestrial radio. This includes an opportunity to
play sound recordings in their original, unedited, form unavailable to broadcast radio. Butson
WDT at 7, SX Trial Ex. 57.

178.  The channel lineups of the two companies are similar. Both rely heavily on music
programming, which is relatively similar between the two services. XM and Sirius also offer a
variety of talk radio, sports, and other special interest programming. Butson WDT at 7-8, SX
Trial Ex. 57.

179. Radio delivered by satellite has the advantage of being able to serve additional
subscribers, nationwide, at no additional transmission cost. Satellite radio has the ability to serve
the 110 million households in the U.S., as well as the country’s roughly 140 million cars, 95
million trucks, 23 million small businesses, and 18 million boats, for a total addressable market
of nearly 390 million subscribers. Butson WDT at 24 & App. M, SX Trial Ex. 57.

180. The vast majority of auto subscribers are sourced through promotions (i.e., 3
months free from XM and 6-12 months free from Sirius). The SDARS have had great success
with these promotional offers - fully 50% of promotional auto subscribers begin paying for the

service themselves after the end of the promotional term. Butson WDT at 25, SX Trial Ex. 57.
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181. SDARS products are also available in all major electronics stores (Best Buy,
Circuit City, RadioShack), a number of large discount stores (Wal-Mart, Target), numerous truck
stops (Pilot, Truckstops of America, Petro, and Flying J), and marine locations. Butson WDT at
10, SX Trial Ex. 57.

182.  Sirius competes with pre-recorded entertainment such as CD’s, traditional
AM/FM radio, HD radio, and XM radio. It also faces vigorous competition from subscription
and advertising based music services available over the Internet, and over wireless telephones.
Technologies like WiMax will make Internet-based services more pervasive, and other
improvements will make In