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Testimony of JANUSZ A. ORDOVER

INTRODUCTION AND QUALIFICATIONS

My name is Janusz A. Ordover. I am Professor of Economics and former
Director of the Masters in Economics Program at New York University, where I have
taught since 1973. During 1991-92, I served as Deputy Assistant Attorney General for
Economics at the Antitrust Division of the United States Department of Justice. As the
chief economist for the Antitrust Division, I was responsible for formulating and
implementing the economic aspects of antitrust policy and enforcement of the United
States, including co-drafting the 1992 U.S. Department of Justice and Federal Trade
Commuission Horizontal Merger Guidelines. I also had ultimate responsibility for all of
the economic analyses conducted by the Department of Justice in connection with its

antitrust investigations and litigation.'

My areas of specialization include industrial organization economics, particularly
antitrust and regulatory economics. I serve on the Board of Editors of the Antitrust
Report and have served as an advisor on antitrust and regulatory issues to many
organizations, including the American Bar Association, the World Bank, the
Organization for Economic Cooperation and Development, the Inter-American
Development Bank, and the governments of Poland, Hungary, Russia, the Czech
Republic, and Australia, among others. Ihave provided economic testimony in policy

hearings conducted by the Federal Trade Commission and the United States Senate.

I have consulted and testified in a wide range of antitrust and regulatory matters,
including a number dealing with issues related to the distribution and pricing of content,
and acted as an economic consultant to Commission on New Technological Uses of
Copyrighted Works (CONTU) on issues of pricing of copyrighted materials. I have
lengthy experience in analyzing economic issues in the music industry as well as in other
content industries, including the motion picture and software industries. In this regard, I

served as an expert economist for Sony and BMG in connection with their recorded

" A copy of my curriculum vitae is attached as Appendix 1.
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music joint venture. I also testified on behalf of Universal Music, in a matter dealing
with the company’s petition to adjust the royalty rate for mechanical rights in the
European Union, and in connection with the Three Tenors joint venture. I engaged in
several analyses of the issues relating to distribution and pricing of content in the cable
television industry, most recently in connection with the transfer of control of portions of
Adelphia’s cable systems to Comcast. In addition, over the past decade or so I have
written and testified in numerous proceedings dealing with pricing of access to

telecommunications networks.

One focus of my research throughout my academic career has been on the
incentives for creation and dissemination of intellectual property, and in particular the
possible tension between the rights to exclude granted by the intellectual property laws
and the benefits to consumers from widespread dissemination of intellectual property.

This very issue, which is central to this rate proceeding, is addressed later in my report.

L. OVERVIEW OF TESTIMONY

Counsel for SoundExchange, Inc. (SoundExchange) has asked me to analyze the
economic issues implicated by the policy factors set out in 17 U.S.C. § 801(b)(1), which
govern the rates for access to sound recordings by the two satellite digital audio radio
services (SDARS), XM and Sirius, to review empirical data relevant to this rate-setting,
and to evaluate the SoundExchange rate proposal in light of these statutory criteria and
the empirical evidence. The license at issue in this matter grants the SDARS non-
exclusive rights to transmit to their network subscribers digital performances of
copyrighted sound recordings. Iunderstand that the license is compulsory, i.e., that

copyright owners may not withhold any of their sound recordings from the SDARS.

In reaching the conclusions that follow, I relied on my experience in analyzing
pricing issues in general and of pricing of access to firms’ assets in a variety of market
settings, my knowledge of the music industry (as well as other content industries, such as
motion picture, cable television, and software), my knowledge of the relevant economic

literature, and my consideration of contracts entered into between copyright holders and
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distributors of digital content. Ialso reviewed the testimony in this proceeding submitted

by Dr. Michael Pelcovits and the survey evidence presented by Dr. Yoram Wind.

My overarching conclusion is that a rate that would be established by the parties
in a marketplace free of regulatory compulsion and other distortions that could impede
the parties from reaching efficient outcomes best satisfies the section 801(b)(1) statutory
criteria in principle. Such a rate would be linked to the value of sound recordings to
satellite radio subscribers, given all the other channels of distribution for music. I would
expect that a substantial portion of that value would accrue to the sound recording
copyright holders? insofar as music is the paramount content that attracts listeners to
satellite radio. After reviewing the statutory criteria, marketplace transactions in related
areas, and Dr. Pelcovits’ analysis based on the economic situation of the SDARS, I
conclude that SoundExchange’s proposed rate, starting at a low level and rising to the
greater of 23% of revenue or $2.75/subscriber/month in the last year of the statutory
license, is a rate that both satisfies the statutory criteria and is consistent with what I
would expect to result from individual marketplace transactions between the recording

companies and the two SDARS.

This report is organized as follows. Section II explains the role of pricing in
allocating society’s resources. I show how unimpeded market transactions promote
economic efficiency and lead to supply and demand decisions that maximize society’s
economic welfare. Section III describes the special case of markets for sound recordings
and other intellectual property. In these markets, the incremental cost of serving any
single user is very low relative to the initial cost of creation, and use by any single user
does not diminish the availability of the content to others. I demonstrate that to account
for these differences, pricing in these markets should be based on the underlying value of
the product to the buyer. In Section IV, I rely on this economic distinction to translate

the statutory policy objectives pertinent to this proceeding into economic criteria

? I understand that the total royalty is collected by SoundExchange, but is shared between the sound
recording copyright holders and the individual artists. When I refer to the sound recording copyright
holders’ royalties in this report, I mean the total royalty payment. I also realize that SDARS pay a
royalty to music publishers.

-
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applicable to the setting of an appropriate rate for the license at issue in this proceeding. I
also explain why rates arrived at through voluntary arm’s length transactions between
buyers (e.g., the SDARS) and sellers (e.g., the record companies) meet the four statutory
policy in principle. Finally, I present in Section V my analysis of marketplace rates
reached by copyright holders and service providers (i.e., content distributors) in other

contexts and offer my conclusions about the SoundExchange rate proposal.

IL. THE ROLE OF PRICES

Before addressing the specific issues in this matter, I first briefly explain the role
of economics in analyzing consumer and producer decisions and the role that prices play
in such an analysis. I then explain the relevance of economic analysis to determining the

appropriate rate for the license at issue.

A. Demand for Goods and Services

A fundamental assumption in economics is that consumers strive to maximize the
satisfaction they derive from the products and services available for their use, given the
prevailing prices, budgetary constraints, and the totality of alternatives available to them.
One implication of this assumption is that an increase in the price for any particular good
causes consumers to demand less of the good. Stated more succinctly, the demand curve
for the good is downward sloping — the more something costs, the less of it will be
demanded. For example, an increase in the price of gas decreases the amount that people

drive,

More relevant to the issues in this proceeding is that a downward-sloping demand
curve also characterizes a firm’s demand for productive inputs, such as the SDARS’
demand for the right to transmit sound recordings. Just as economics assumes that
consumers seek to maximize the value received from their use of goods and services, it
also assumes that a firm’s objective is to maximize its profits, that is, the return it derives
from selling its goods or services to the marketplace. Consistent with this objective, the
firm attempts to minimize the costs incurred in producing a given quantity (and quality)
of its output. As a result, an increase in the price of an input will induce the firm to

substitute the use of that input with available alternatives. For example, an increase in

5.
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the price of steel will induce a can manufacturer to switch towards the use of aluminum
or plastic. Moreover, as the price of an input increases, the final price of the product will
also increase, reducing demand and causing a further decline in the demand for the input.
These effects working together explain the downward-sloping shape of the hypothetical
demand curve DD in Figure 1(A). (This curve can illustrate firm-specific or industry-

wide demand.)

Figure 1

(A)
Firm Demand for Input

Price of Input

Q, Q, Quantity of Input

B. Supply of Productive Inputs
Another basic assumption of economics is that owners of productive resources

endeavor to maximize the net income they generate from those resources, subject to the
competitive and other constraints (such as regulations) they face and their customers’
willingness to pay. This means that when the price of a good rises, owners of productive
resources — including the current producers and new producers — will have an incentive to
supply more of that good. In other words, the supply curve for any given good or service
is upward sloping. For example, suppliers of organic food will find it profitable to

increase their output as prices increase, and new firms will enter. Or, more specific to

a6 --
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this proceeding, an increase in the returns available to copyright holders will lead to more
(or higher quality) output. Thus, the more revenue that any sound recording is expected
to generate, the stronger will be the incentives for record companies and music creators to
produce more content and to improve its quality. Moreover, new firms will be attracted
into the industry by the prospect of better returns. This concept is shown in F igure 1(B),
where the hypothetical firm’s supply curve is illustrated as SS. (This curve can also be

taken to illustrate industry aggregate supply.)

Figure 1
(B)
Firm Supply of Product
Market
Price
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The quantity the firm wants to supply in equilibrium
is determined by the intersection of marginal revenue
(price} and marginal cost.

C. Markets Intermediate Between Buyers and Sellers
The discussion above summarized how buyers and sellers respond to price
incentives. However, it did not address the question of the level of price that the product

or service in question (be it a final good or an input) will command. In order to

.
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determine the level of price, we need to put together the forces of demand and supply and
examine the interplay between them. Markets are the primary institutions that

intermediate between the forces of supply and demand.

Economists classify markets along different criteria. One criterion is the extent to
which individual buyers and sellers have the ability to influence the market price for the
product in question. When no single buyer and seller can influence the market price, the
relevant market is described as being “perfectly competitive.” For example, a global
market for wheat or soybeans approximates the “perfectly competitive” benchmark. As a
general matter, economists assume that in a perfectly competitive market all participating
firms offer a homogeneous product (that is, products that are perfect substitutes for each
other), sell that product at the same “market price,” and act “as if” their output decisions
have no effect on market price. Simply, firms in this hypothetical perfectly competitive
market have no ability to affect the market price of the product they sell through their

output decisions.

As a result, while the industry collectively faces a downward-sloping demand
curve, as depicted in Figure 1(A), each individual firm behaves like a “price taker,”
meaning that it faces a perfectly horizontal demand curve. Furthermore, because the
production of an additional unit of output incurs an incremental cost, the firm will select
the level of output such that additional revenue from additional production (here equal to
price) balances the additional costs the firm incurs to produce this incremental output (as

shown in Figure 1(B)).

The industry supply at any given price is now simply the sum total of such
production decisions of all the pertinent firms, as previously depicted in the supply curve

in Figure 1(B).

Given the supply and demand decisions in this hypothetical market, it is a
straightforward matter to determine the price for the product. In particular, the product’s
price will be established at the level at which supply and demand are equal: that is, the
market “equilibrates” where the number of units of output that firms are willing to supply

at a given price just equals the number of units that consumers demand at that price (see

-
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Figure 2). At any other price, there will be either excess demand or excess supply that

the unimpeded operations of market forces will correct.

Economists deem the price and output combination determined in the perfectly
competitive market to be “efficient.” That is, this price and output combination
maximizes society’s total welfare from production of the good. Consumer welfare is
maximized because production continues to the level where the value that consumers
(including producers that use the good as an input into their own production process)
place on the additional unit of the good equals the incremental cost of producing the

additional unit of the good, but no further.

The equilibrium price and output combination also determines how the total
economic welfare that sales of the product create is allocated between buyers and
producers. At the competitive equilibrium, users receive “consumer surplus” — the excess
of the total value they place on the output, less what they are required to pay — as
measured by the area of the triangle XYP in Figure 2. Producers receive profit — the
difference between the total revenue they earn and the total costs they incur — as
measured by the area of the triangle GYP in Figure 2. Total social welfare is the sum of

consumer surplus plus profit, as measured by the area GYX.

9.
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Figure 2
Market Supply and Demand

Price

Q* Quantity

Consumer Surplus = Shaded Area XYP*

Producer Surplus = Shaded Area GYP*

Total Social Welfare = XYP* + GYP* = XYG

For economists, the optimal result, and the one that is achieved under “perfect
competition,” maximizes total social welfare. In other words, there is in theory a
“perfect” price — high enough to assure that producers supply enough of the product to
satisfy society’s desire for the product at that price, and low enough so that the quantity

demanded equals the quantity that producers supply.

Although “perfect competition” is a theoretical construct that is useful in
economic textbooks, it does not fully describe how the markets work (i.e., the

intermediating role of markets) in more realistic settings, including the one at issue in this

--10--
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proceeding. In particular, for a variety of reasons “real” markets differ from the
“perfectly competitive” benchmark. For example, firms’ products (such as content) may
differ from each other in ways that are important to some consumers but less so to others.
In such a setting, unlike in a perfectly competitive market, a supplier would lose only
some (and not all) of its customers if it were to charge a price that is slightly higher than
that charged by its rivals, and would attract only some (and not all) of its competitors’
customers if it were to charge a little less. As a result, in a market in which firms’
products are differentiated, market prices that equilibrate supply and demand may deviate
from underlying production costs. The extent of this deviation will be driven by the

extent of product differentiation and also by the availability of alternatives.

Another reason why a market may not be “perfectly competitive” is that, on the
supply side, there may be only very few firms. This could be because the production
technology exhibits scale economies (relative to the strength of demand).’ In that case, it
is efficient that there be only a few firms so that they can each achieve an efficient scale.
For example, satellite radio technology exhibits such scale economies because there are
up-front fixed costs of setting up a satellite distribution channel, but the incremental cost
of serving an additional customer is low (possibly near zero). Nevertheless, if the market
is “workably” competitive, firms’ profits aggregated over the range of products they
supply will be restrained or capped by the forces of inter-firm and inter-product rivalry.
For example, content markets are generally characterized by huge product variety

coupled with effective competition among suppliers of such differentiated content.

Irrespective of the reasons why any particular market may deviate from the
textbook perfectly competitive ideal, the general presumption in economics (and in public
policy) is that voluntary transactions between buyers and sellers as mediated by the
market are the most effective way to implement efficient allocations of societal resources.
When buyers attempt to depress prices below levels that generate reasonable returns to

suppliers, available output will be curtailed and incentives to innovate will be suppressed.

3 Scale economies are present when the unit cost of production falls with the volume of output. This has
profound implications for the pricing of the product.

- 11--
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Similarly, when sellers attempt to extract supra-competitive returns, consumers will
substitute away from the products in question while new firms will find it profitable to
come into the market and lower prices. Thus, prices act as si gnals that guide buyers and
sellers regarding their consumption and production decisions in a manner that conduces

to economic efficiency.

Regulatory intervention into the market-driven process of setting prices is
desirable in only very few situations. One such situation may arise when voluntary
transactions in the unregulated market would result in prices that provide substantially
and persistently distorted pricing signals, and thereby result in si gnificantly inefficient
allocations of resources. For example, such intervention may be warranted when the
supplier is a monopolist in the relevant market and thus can persistently extract
“monopoly” rents from buyers.* I say “may be” warranted, because economists and
policy makers have long recognized that the very process of regulating a market is costly
and can (in intended or unintended ways) create its own distortions in resource
allocation.’ Accordingly, for an economist, absent a public policy decision actually to
distort pricing structure (through taxes or subsidies), the fundamental objective in a rate
setting proceeding such as this one should be to “mimic” what an effectively competitive
marketplace accomplishes in an unregulated setting — to find the price that minimizes
inefficiencies and thereby maximizes economic welfare, subject to current and likely

future economic conditions.

In my view, as set out in more detail in Part IV, this objective is entirely
consistent with the operative directive of the first three policy factors in the statute
governing this proceeding, which is to establish a rate that provides a “fair return,”

“maximizes availability” of a product, and ensures that the risks borne by each party are

See, e.g., R. D. Willig, “Economic principles to guide post-privatization governance,” chap. 8 in F.
Besanes, et al., (eds.), Can Privatization Deliver?, Johns Hopkins U. Press (1999), for a succinct
statement of preconditions for regulation.

* See, e.g., R.G. Noll, “The Politics of Regulation,” chap. 22 in R. Schmalensee and R. Willig (eds.)
Handbook of Industrial Organization (Vol. 2), North Holland (1989); D. Carlton and J. Perloff, Modern
Industrial Organization (3 ed.), chap. 20, Addison-Wesley (2000},

--12--
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adequately rewarded. That is, the first three statutory policy goals enunciated in section
801(b)(1) would appear to point to maximizing economic welfare, and these objectives
can be achieved by establishing rates that provide both the copyright holders and the
copyright users with incentives to maximize the social benefits derived from the creation
and dissemination of the creative works. While this standard perhaps can be construed to
permit below-market rates in some circumstances, and leaving to one side the fourth
statutory factor, which I discuss separately in what follows, as a general matter the
statutory standard points towards rates that best reflect what would be the result of
unimpeded negotiations among buyers and sellers in a workably competitive

marketplace.

Before I can explain what this means in the current context, I need to address the
question of pricing of goods for which pricing at “marginal cost,” that is, pricing that is
the most efficient in an abstract textbook sense, is simply infeasible because it would

bankrupt the supplier and thus deprive society of desirable products.

III.  PRICING OF CONTENT

The pricing principles discussed in Section II are applied in the most
straightforward manner in markets for goods like furniture or cars, where each additional
unit is costly to produce, and use by a given user precludes use by any other user. In such
markets efficiency requires that pricing be driven by the incremental costs of producing
an additional unit of the product -- for example, one more car -- while ensuring that the
total costs of production are covered on a forward-looking basis. This is an important
caveat because even in typical markets, pricing based on marginal costs may be
infeasible if the producer incurs significant fixed costs that can only be recovered by
“marking up” the incremental production costs, i.e., the costs of manufacturing and
selling an additional car, for example. When this is the case, prices must per force
deviate from the marginal cost-pricing principle (sometimes referred to as the “first-best

level”) in order to ensure firms’ viability.

--13--
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A. Optimal Pricing of Content
The problem which I have just identified is endemic to pricing of content and, in
general, to pricing of products in markets in which intellectual property is the valuable
(and scarce) asset that is being transacted.® While the role pricing plays in intellectual
property markets is the same as the role it plays in typical markets for products such as
steel, cars, or laundry services, intellectual property markets have several characteristics

directly relevant to the issues raised in this regulatory proceeding.

The first characteristic that I want to emphasize relates to the nature of costs
associated with the production of content. The essential feature of content is that it has
high up-front costs (i.e., the costs of producing the first unit of content) and relatively low
(and generally non-increasing) costs of producing incremental units of that same content.
Thus, to illustrate, while the fixed costs of producing the first copy of a CD (including all
of the costs of producing the sound recording) can be very high, the marginal costs of
delivering the content of a CD to an additional listener via web-streaming, for example, is

likely to be very low (possibly zero).

This “incremental” cost of (re)producing an additional unit of output typically is
very low for two reasons: First, the intellectual property can be shared by a number of
users without detracting from its value to any one user. Second (and related), once
produced, it is generally inexpensive to generate an additional copy of the content, such
as a recording, a download, or an exhibition of a motion picture. Taken together, this
means that if every purchaser of content were only charged the incremental cost of
serving that customer, total production costs would not be recovered and the supplier
would go bankrupt. In the context of sound recordings, this problem is exacerbated by
the fact that much of the produced content does not find enough buyers to even recover

the first-copy costs.” Consequently, market prices must also reflect all the risks

® 1 use the term “content” generically and mean by it any type of product protected by copyright. In
general, the issues discussed in the text are pertinent to production and pricing of any type of intellectual

property.
7 These problems are further exacerbated by unauthorized downloading of musical content.

14 --
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associated with substantial sunk costs (first copy costs) that a producer of content or any

kind of intellectual property incurs.

There is a second important characteristic that pertains to the pricing of content to
subscription-based services. In principle, and absent regulatory intervention, such
content can be differentially priced to would-be users with different willingness to pay.
The combination of low (or zero) marginal costs of serving an additional user, together
with the possibility of excluding non-payers, turns content into an “excludable public”

good.®

Although an additional use of the content imposes little or no additional cost, a
price equal to marginal cost is not socially optimal, as would be the case with a so-called
“pure” public good where, unlike here, exclusion is not feasible. Indeed, resource
allocation will benefit by the imposition of prices in excess of marginal cost for public
goods such as content, where owners are able to collect such prices, in order to provide
incentives for production of copyrighted content. Absent the ability of producers of
content to earn sufficient amounts to cover expected costs and earn risk-adjusted returns
on their investments in the creative process, the supply of content would dry up or vastly
shrink. Because the dissemination of content requires its availability in the first place,

creation of incentives for production of content is of paramount public policy concern.

In this section I review the basic principles of pricing goods that are costly to
create but inexpensive to disseminate, and where use by a single user does not preclude
use by others. Although markets for such goods differ in fundamental ways from
markets for goods like cars, the role of prices in promoting efficient allocation of
resources and in maximizing social welfare remains unchanged. Thus, it remains the
case that too high a price would choke off demand, and too low a price would limit

supply. However, the path to identifying the optimal price in this context is more

¥ In this way, a sound recording is different than, for example, a lighthouse, because it is difficult (and
inefficient) to prevent all shippers from using a lighthouse once it is built. A more complete discussion
can be found in, e.g., W. J. Baumol and J. A. Ordover, “On the Optimality of Public Goods Pricing with
Exclusion Devices,” Kyklos, vol. 30, Fasc. I (1977), and J. A. Ordover and R. D. Willig, “On the Optimal
Provision of Journals Qua Sometimes Shared Goods,” American Econ. Rev., vol. 68, No. 3 (June 1978).

--15--
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difficult because now there is a complex trade-off between ensuring that producers
recover their costs (which necessitates prices in excess of marginal costs) without
undermining incentives for dissemination of the content product (which point to prices
close to marginal cost once the content is produced). Indeed, the pricing of goods for
which creation is costly but output expansion is inexpensive is a classic problem in

economics.’

B. Pricing above Marginal Cost

The solutions to this policy problem focus on an oft-noted tension in the pricing
of intellectual property between static and dynamic efficiency.'® In this context, static
efficiency considerations mandate that the asset, whether a copyrighted sound recording
or satellite radio transmission of programming content, be made widely available to all
those willing to pay the low marginal cost of dissemination. To explain what this means,
consider the case of the SDARS itself. Once a SDARS has built its network, a
subscription price to its service equal to the marginal cost of serving an additional
subscriber — which is likely to be zero or close to it — guarantees the socially optimal
volume of subscribers and first-best dissemination of satellite radio content. Such low

price serves the goals of static efficiency.

However, a price equal to the cost of serving an additional subscriber undermines
dynamic efficiency because it precludes the owner of the SDARS from ever being able to
recoup its initial investment.'' As a result, a rational investor will have no reason to
develop the service in the first place. This would be an inefficient result because, as
evidenced by its success, the SDARS delivers a service that many consumers are willing

to pay for, thereby demonstrating its value to society.

? See, e. g., R. Coase, “The Lighthouse in Economics,” Journal of Law and Economics, October 1974, pp.
357-376.

10 See, e.g., J. A. Ordover, “A Patent System for Both Diffusion and Exclusion,” Journal of Economic
Perspectives, Winter 1991, pp. 43-60.

" Here I abstract from advertising revenues which are the source of revenues for OTA radio and television.

--16--
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In a free market equilibrium, the service whose provision has the characteristics
described above will likely be priced at a rate that exceeds the marginal cost of serving
the additional consumer. Such a price therefore will suppress usage, but only to the
extent that it enables the provider of the service to recoup and (possibly) earn a return on
its investment. In that way the price is conducive to dynamic efficiency. I will now
discuss this market solution in slightly greater detail and then relate it to the issues raised

by the current rate hearing.

C. Static Pricing of Content: The Second-Best Approach
Static efficiency assumes that the product or service is already available, which
means that the pertinent fixed (and sunk) costs have already been expended. The
question becomes how these fixed costs, along with the variable costs associated with
distribution of content, should be recovered in order best to meet static efficiency
objectives without destroying incentives for investment.'* As it turns out, economists
have given a clear answer to this question. The answer is provided by so called second-

best or “Ramsey pricing.”"?

The basic idea behind “Ramsey pricing” is straightforward: Given that
incremental-cost pricing is not feasible (because it leads to financial ruin), prices should
be set in such a manner as to distort usage to the minimum extent (given the profit target).
This prescription leads to a simple rule. The rule is that those customers — be they final
users or intermediate customers (such as the SDARS, for example) — whose demand for
the product (content) is inelastic should pay a higher markup above the marginal costs of

serving them, and those whose demands are elastic should pay a lower markup.'* The

2 1 do not consider here one possible solution: providing the content at public expense and providing it to
users at zero marginal cost. This solution may give rise to another problem. If users do not pay for the
use of the product — if the content were given away for free — there may not be a reliable metric for the
value they receive. If it is difficult reliably to measure the total value of its use, then it likely is not
feasible to determine whether the value received justifies (that is, equals or exceeds) the costs of
developing the content in the first place.

" For a clear exposition of second-best pricing see, e.g., W. J. Baumol and J. G. Sidak, Toward
Competition in Local Telephony, MIT Press (1994), chaps. 3, 4, 6.

" This prescription is often termed an inverse elasticity rule, or a Ramsey rule. Demand is said to be
elastic when a given percentage change in price prompts a greater percentage change in quantity

(footnote continued...)
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rule makes sound economic sense because — for any given profit target — it distorts usage
the least. Since elasticity of demand is related to the “willingness to pay,” the rule also
means that those users or usages with a high willingness to pay — meaning, high
valuations — for the content should be required to contribute the most (per unit of usage)
towards defraying the costs of providing the product in the first place. Application of this
principle assures that the greatest number of consumers will be able to benefit from use
of a product consistent with the supplier being able to recover sufficient revenue to justify

the product’s creation in the first instance.

The economic rationale for Ramsey pricing is thus straightforward and follows
the general precepts of pricing discussed in the previous section. In particular, under the
Ramsey pricing principles, the valuation of the product to a consumer (or a group of
users) is the driver of the price that they will pay in market-based transactions. Since the
consumer is never willing to pay more than his or her “willingness to pay,” asking those
buyers who have high willingness to pay to contribute more to the recovery of first copy
costs ensures that those whose valuations are lower may have the opportunity to access
the content as well. It is for this reason that “Ramsey pricing” has been at times referred
to as “value-based pricing.” Such pricing also provides the correct incentives for
producers of content insofar as it ensures that overall revenues from all sources recoup (in

the expected value sense) the costs of creating the content in the first place.

Putting these observations in the current context, it is important to note that
demand for music content by the SDARS is a “derived demand” in the sense that it flows
from consumers’ demand for the service as a distribution channel for music (as well as
other content so delivered). For example, at the extreme, if consumers had no interest in
listening to music via satellite radio, XM and Sirius would have no willingness to pay for
the rights to transmit digital performances of sound recordings. More generally, the

SDARS’ willingness to pay content owners is inextricably linked to consumers’

(...footnote continued)

demanded. For example, if a 5% increase in price results in a 10% decline in quantity demanded, the
elasticity of demand is equal to two.
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willingness to pay for the SDARS’ service, given the other options that are available. In
particular, the more that consumers value a sound recording distribution channel, the less

“elastic” the demand for sound recordings by the operator of such channel is likely to be.

For purposes of this proceeding, application of value-based pricing principles has
great utility in gauging what would be the outcome of voluntary negotiations between the
SDARS and copyright holders of sound recordings. That is so because observed rates in
other music distribution channels provide information regarding distributors’ willingness
to pay for sound recording content; that is, the elasticities of the distributors’ derived

demands for music.

Any given distributor’s willingness to pay for sound recording content depends on
current or anticipated revenues (e.g., in the case of subscription services, the product of
the per-subscriber charge and the number of subscribers) which, as noted, reflect the
value to listeners from receiving music through this channel, and costs (excluding the
cost of the sound recording content itself). One would expect a priori that the derived
demand elasticities for satellite radio do not differ substantially from the analogous
elasticities in other distribution channels for sound recordings. Hence, observed rates in
other channels should serve as useful metrics in setting a rate in the instant proceeding. I
return to this point in Section V, where I present rates observed in other channels that can

be used to obtain an economically reasonable rate (or range of rates) in this proceeding.

I now need to address an important complication to basic Ramsey pricing which
arises when cross-elasticities of demand are present across the various available
distribution channels (i.e., modes of listening). For example, an increase in CD prices
will likely drive some consumers of sound recordings to other services which deliver
sound recordings in different formats. Consequently, the licensor of content must take
these cross-elasticities into account, and it is important that it be allowed to do so. In
particular, if the seller disregards the effects of such “cross-elasticities,” or, worse still, if
it cannot reflect them in prices, it will set inefficient prices. For example, by being forced
to set the price of content low to one channel, a content provider can end up diverting

demand from other channels in which it earns a better contribution towards its fixed costs
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and profits. Such pricing results, in effect, in inefficient “cross-subsidization” of one

channel (and its users) at the expense of other channels (and their users)."”

In sum, application of Ramsey pricing principles to the pricing of content means
that price ought to reflect value received by purchasers, and that purchasers who place
similar value on the ability to transmit digital performances of sound recordings ought to
pay similar prices for the rights to do so. Absent any evidence that demand for satellite
radio is highly elastic at given rates — which is highly improbable — and taking note of the
cross-elastic effects, the rate should not differ substantially from rates paid by firms
operating in other channels of distribution which transmit and perform the same recorded

music.

D. Market Power, Transactions Costs, and Licensing

The analysis in the preceding sections must be extended to take into account the
complications that are present in real markets for copyrighted works. The first
complication stems from the concern that record companies may each possess substantial
market power due to the alleged importance of each of their repertoires for the
commercial viability of a music distribution service. In the presence of substantial
market power, voluntary commercial arrangements may result in prices that significantly
deviate from those that would emerge in a more competitive market environment. Here,
however, there is a substantial body of marketplace evidence that establishes that this
potential abuse of market power is not a concern. Time and again record companies have
been able to negotiate rates with other distributors of content at levels that have permitted
these other services to emerge and thrive, to the benefit of these distributors and to the
listening public. This is not a case in which market failure should lead the Court to
depart from a market-based approach and reliance upon rates that have emerged through

negotiations between record companies and music distributors.

' Equity analyst reports covering the satellite radio industry note the likely cannibalistic effects satellite
radio has on purchased music. For example, a Citigroup report notes that, “...because of the sheer
amount of time that is spent by consumers listening to [satellite radio] instead of listening to purchased
music, it is likely to be highly cannibalistic of purchased music.” “Warner Music Group,” Citigroup
Equity Research: United States, September 22, 2005, at p. 39 (“Citigroup Warner Report”) SX Ex. 103
DR.
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In the instant case, an additional complication arises from the fact that record
companies are allowed jointly to negotiate license fees with the SDARS under the
auspices of SoundExchange. Such an arrangement is efficient because it minimizes
transactions costs and also obviates a concern — whether real or not — that one record
company will attempt to “hold up” a provider of satellite radio service.'® Hence, even if
an individual record company may lack substantial market power, record companies
negotiating as a single entity likely will have such power. It is therefore important to
ensure that the rates that would emerge from a hypothetical arm’s length negotiation
between SoundExchange and the SDARS are free of any “monopoly profits” that might
be created by the statutory framework which gives SoundExchange the ability to
represent all sound recording copyright holders collectively. The best way to protect
against this result is to rely on actual marketplace rates (or analysis that is intended to
yield marketplace rates), since in the marketplace it is the individual record companies,

and not SoundExchange, that bargain and enter into agreements with distributors.

E. Conclusion
In sum, rates should reflect purchasers’” willingness to pay for the music content.
That is, they should reflect the value of the music content to the SDARS and to their
subscribers, as embedded in the principles of value-based pricing. In this way, the Court-
determined rates will properly balance the goals of static and dynamic efficiency. AslI
noted earlier, the most effective way to construct such a rate is to mimic rates set in the

marketplace for sound recordings.

IV.  THE ECONOMIC IMPLICATIONS OF THE SECTION 801(b) POLICY
OBJECTIVES

In Sections II and III above, I laid out the basic rules for setting prices when the
theoretical ideal of marginal cost pricing is not feasible. I explained, in particular, why
efficient pricing of intellectual property, as opposed to more standard products, cannot be

resolved simply by identifying the product’s marginal cost. I now turn to an analysis of

' This issue is addressed by Dr. Pelcovits who uses “Shapley value” as a solution to a cooperative game
bargaining model for deriving an appropriate license fee.
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the policy objectives set forth in 17 U.S.C. § 801(b)(1) with this basic concept in mind.
In particular, I use the economic principles discussed above to assess the economic
implications of each policy objective and to thereby translate each objective into
economic criteria for establishing a rate for the license at issue. I conclude that the first
three factors in particular focus on the trade-off between the need for incentives to create
content such as music and the legitimate goal of ensuring its dissemination to the

listening public.

The list below spells out the policy objectives that apply to setting the rate for the

blanket license at issue in this case:
(A)  To maximize the availability of creative works to the public;

(B)  To afford the copyright owner a fair return for his creative work and the
copyright user a fair income under existing economic conditions;

(C)  Toreflect the relative roles of the copyright owner and the copyright user
in the product made available to the public with respect to relative creative
contribution, technological contribution, capital investment, cost, risk, and
contribution to the opening of new markets for creative expression and
media for their communication; and

(D)  To minimize any disruptive impact on the structure of the industries
involved and on generally prevailing industry practices.

I now address each objective in turn.
Objective 1: To Maximize the Availability of Creative Works to the Public

In principle, this objective is best advanced by a market-based rate that sends the
correct incentives both to copyright holders and to distributors of creative content. This
factor has a clear economic interpretation in terms of the principles laid out above. I
understand that this panel’s precedent establishes this first objective as principally
focused on the adequate provision of incentives for the “production” of new creative

works.'” These incentives are most potent when creators of content receive sufficient

"7 Determination of Reasonable Rates and Terms for the Digital Performance of Sound Recordings, 63
Fed. Reg. 25394, 25406-25407 (May 8, 1998).
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compensation for their creative efforts, while the distributors of content have sufficient
incentives to deliver the content to potential users. Put another way, as [ understand it,
this objective should not be interpreted as compelling a blanket license to access a given
stock of sound recordings that maximizes distributors’ profits. Rather, the objective is
best interpreted as implying that license fees should promote creation of new content
while maintaining the viability of various distribution channels that are attractive to the

listening public.

In order to satisfy this policy objective, the blanket license rate must be hi gh
enough so that it does not constrict the future supply of sound recordings below the
socially efficient level, and not so high as to expropriate the SDARS’ competitive returns.
At the minimum, this requires that expected risk-adjusted returns to creating new sound
recordings as determined by license revenues from feasible distribution channels should
at least recover the associated expected fixed and variable costs incurred by the creators
of new sound recordings in the aggregate. In addition, the blanket rate should not
undermine record companies’ earnings in other channels or create competitive distortions

among channels.

According to the economic rules described in Section III above, the license fee
contribution from any given distribution channel should reflect the value of sound
recordings in that channel as measured by the elasticity of demand for sound recordings,
and the cross-elasticities of demand between the channel under consideration and the

alternative modes of distribution.

The survey data and results obtained by Dr. Yoram Wind are highly informative
regarding the role of music in attracting SDARS subscribers and strongly support the
proposition that a representative subscriber to satellite radio values music programming
substantially more than the other programming delivered by the SDARS. Nearly one-
half (43%) of all respondents indicated that they would cancel the service if it lacked
music, a percentage that was triple that obtained with respect to any other type of
programming (e.g., talk shows or sports). Respondents were also asked to assign 100
points among seven satellite radio programming types in proportion to the relative

importance respondents placed on them. Music, on average, received 44 points, again
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triple the average amount ascribed to any other programming type. Moreover, 74% of
respondents assigned the highest number of points to music programming, a full four
times the level for any other type of content. Finally, in response to a query regarding the
type of programming transmitted on satellite radio that would be missed the most if not
available, 50% of respondents cited music. No other category of content was cited by

more than 16% of respondents.

Thus, given the critical importance of music in attracting subscribers to satellite
radio, it is reasonable to assume that the blanket license and the sound recordings it
covers account for a substantial share of the SDARS’ value, and therefore should receive
a substantial share of that value. Of course, there is a limit on how much of that value
could accrue to the record companies. In particular, the elasticity of demand for sound
recordings by the SDARS is not zero: that is, an increase in a blanket license fee to some
high level would induce the SDARS to substitute other content for music. Moreover,
higher blanket license fees may result in higher subscription rates, and thus in fewer

subscribers.

These considerations limit the rates that the record companies would be able or
willing to set by means of individual bargains in the open market for blanket licenses to
their individual repertoires.'® This is so because the dollar volume of fees each record
company is able to collect depends, in the end, on the number of customers that the
SDARS (and all other music distribution channels) are able to attract. These individually
negotiated blanket license fees thus likely will reflect the value of the individual
repertoires, and the licensor’s estimate of the record companies’ ability to deliver value
through future releases, as constrained by competition among record companies.

Because these types of considerations play themselves out in other licensing venues,
license fees negotiated individually by record companies in such other venues provide

useful benchmarks for the blanket rate at issue here.

' Moreover, from the standpoint of a single record company, an increase in its demanded rate relative to
what rivals charge would place it in a weaker position vis-d-vis the other record companies.
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Voluntarily-negotiated pricing of content in fact reflects a legislative judgment
about the extent to which intellectual property holders should be compensated for their
creative efforts. Because Congress granted the copyright holder substantial property
rights in the first instance, and thus potentially substantial negotiating power, market-
based rates provide the copyright holder with as much of the surplus (value) generated
through the use of'its intellectual property as the marketplace will permit. The copyright
law grants the author a “monopoly” over a particular form of expression of an idea: it
gives the owner the right to exclude non-payers from using the property (assuming that
anyone actually wants to pay anything for it). Although such protection does not
generally impart monopoly power to the copyright owner, it does lead to a market setting
in which the owner of the copyright does not face competition from an identical product
(unlike a producer of steel or wheat, for example).'® In that way — by creating the right to
exclude and the right to an expression — Congress itself has created a system designed to
maximize the availability of creative works to the public, and that system is based on the

operation of market forces under the umbrella of copyright law.

The value to the licensee of copyrighted creative works thus is most clearly
revealed in voluntary transactions reached through negotiations and other market
mechanisms, either with (some) distributors of digital content, or directly with

consumers.

Objective 2: To Afford the Copyright Owner a Fair Return for His Creative
Work and the Copyright User a Fair Income Under Existing
Economic Conditions

The second policy objective requires “fairness” for both the copyright owner and
the copyright user under “existing economic conditions.” “Fairness” is not a core
economic concept. Insofar as it has a basis in economics, it relates to the outcomes that
arise through unfettered market interactions in workably-competitive markets, that is, in

markets that are not distorted by undue exercise of monopoly (seller) or monopsony

' This is not to say that, in this digital day and age, that the copyright owner does not face competition
from almost identical purloined versions of its copyrighted product, such as illegal CDs or downloads.
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(buyer) power. From that perspective, then, “fairness” too is achieved by maintaining

consistency with rates that are the result of market-based transactions.

A market transaction occurs only if both sides find it desirable as compared to the
alternative, i.e., not transacting with each other. Since market transactions are voluntary,
it follows that prices (here licensing rates) that emerge through this voluntary process
should be deemed fair in this basic sense. From the social welfare standpoint, prices
determined by unfettered marketplace interactions reflecting users’ willingness to pay
and suppliers’ production costs can be said to result in a “fair” outcome for both sides,
and also in an outcome that is efficient in the sense that it may not be possible to change
these allocations through regulatory or other interventions without at the same time
reducing aggregate economic welfare. Therefore, the equilibrium price arrived at
through unfettered marketplace interactions can be said to result in a “fair” division of

benefits from transactions over the long run.

This said, it is important, in my opinion, to avoid several pitfalls which might
improperly be introduced into the public policy debate about the proper level of a blanket

rate under the rubric of “fairness.”

First, it would not conduce to achieving the goal of “fairness” to set a very low
blanket because some portion of the recorded music played on satellite radio is comprised
of past repertoire (i.e., the “catalog”). As explained earlier, copyright owners base their
decisions on the expected future flows of revenues from all available sources. Hence,
arbitrarily truncating these flows will lead to dynamic inefficiency in the form of reduced

future supply of output.?’

Second, it is not uncommon in the marketplace for a producer to sell its products
at a low price to a start-up distributor because it may be in the producer’s long-term
interest to promote an additional distribution outlet for its product. But in the
marketplace, such “introductory” low rates will not persist once the buyer grows in size.

Indeed, such low rates will not persist even if the buyer - either because of high costs or

0 Of course, the copyright law truncates the flow of revenues at the time the copyright expires.
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lack of appeal of its product or service — does not achieve economic viability. Thus, an
introductory low rate is “fair” by market standards — inasmuch as it was voluntarily set by
the seller — but it ceases to be “fair” when the purchaser attains viability, or at least has
had sufficient opportunity to become viable, but nevertheless turns to regulation (or other
means) to lock in the rate. In the instant context, there is no reason — and in fact would be
bad economics and public policy — that the recording companies should be asked to
reduce the risk of failure of satellite radio by charging below-market rates for their

content.

Third, it might be in a licensor’s private interest to offer a low rate to a start-up
distributor, but only if other content providers are doing the same. Otherwise, the content
provider who offers a discounted rate may not be advancing its own business interests,
but simply transferring wealth to the buyer, and potentially enabling the buyer to make
better deals with providers of competitive content. It is conceivable that the SDARS
could rationally persuade the record companies to charge them a low rate during the start-
up period. It is less conceivable that the record companies would accept such a rate if the
SDARS were at the same time offering highly lucrative deals to other content providers
such as Howard Stern and Major League Baseball, for example. Thus, marketplace
evidence on the terms of freely negotiated contracts with other content providers is
relevant both to gauging the willingness of recording companies to offer “introductory”
rates, and also to assessing the willingness and ability of the SDARS to pay for attractive

content.

In sum, I see no basis on “fairness” grounds for imposing on record companies
and artists a rate in this case that would deviate from what would be freely determined
through negotiations in the marketplace. Setting a blanket license rate at substantially
below market rate is a prescription for inefficiency and inimical to sound public policy.
A below-market rate would amount to “subsidizing” the SDARS, which would have the
undesired effects of both giving the SDARS an undue competitive advantage vis-a-vis
other distributors of music, and weakening the incentives for production of new
recordings and for efficient distribution of music in the new media. Regulators rarely

establish such “below-market” rates. They typically do so only when confronted with a
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clear legislative mandate to create such a rate. Such rates are the exception rather than
the rule, and there is no sound economic or public policy reason to implement such rates
through this proceeding. This admonition applies, of course, not only to the rate to be
paid by the SDARS but (plainly) also to the rate to be received by record companies.
Deviation from a competitive market rate in either direction does not conduce to short-

term and long-term economic efficiency.

Finally, the economic consequences of setting the rate “too high” are likely to be
less severe than if the rate is set “too low.” The rate established through the regulatory
process establishes a ceiling. If this maximum rate is so high that it undermines the
SDARS’ business model, the parties can negotiate a lower rate that is more conductive to
dissemination of content via satellite radio networks. The record companies have an
incentive to agree to a lower rate if the statutory rate were set too high. In the context of
individual negotiations, a copyright holder would receive no benefit from setting a
license fee that is “too high,” because it would significantly curtail dissemination of
music over satellite radio networks (or eliminate it altogether) relative to the level that

would be attained in a well-functioning market.?!

On the other side of the table, if confronted with a mandated rate that is too low,
the record companies have no choice but to license their sound recording repertoires,
even if, as a result, they are not obtaining a warranted contribution from satellite radio to
their overall return on their portfolio of recordings. While in the short-run, a blanket
license that is too low likely will not affect either the demand for or the supply of
already-recorded performances of music, in the long-run, an inefficiently low price will
reduce the supply of new recordings, which is inimical to the public policy goals stated in

Objective 1.

Further, as described above, the detrimental effect to society of setting a fee for

the compulsory license that is too low relative to benchmark market rates extends beyond

?! Market rates in other channels reflect whatever legitimate pricing flexibility recording companies have
as a result of developing attractive recording assets whose use is protected by copyright. I have seen no
evidence that these rates reflect “monopoly power” rather than competitive pricing of differentiated
products.
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the reduced supply of new recordings; it effectively results in a subsidy to the SDARS by
allowing them to pay less for the licenses than their value would command in the market.
Such a subsidy likely will stimulate growth of satellite radio but only because of undue
cost advantage. And, because satellite radio is, to varying degrees, substitutable for other
channels through which recorded music is distributed to listeners, subsidizing satellite
radio necessarily will divert sales from these other distribution channels. This diversion
will occur even if these alternative modes of distribution are more efficient relative to
satellite radio, and as a result society’s resource costs of music distribution will
needlessly increase. Moreover, from the standpoint of the record companies, diversion of
the sort I describe will lower their returns from both satellite radio and other distribution
systems, which would be forced to lower their own rates (and ultimately lower the
amount they pay to the copyright holder) in response to a subsidized rate. In sum, in
considering the second factor, the social costs of setting a rate too low exceed the social

costs of setting it too high.

Objective 3: To Reflect the Relative Roles of the Copyright Owner and the
Copyright User with Respect to Their Relative Creative and
Technological Contributions, Cost, Risk, and Contribution to the
Opening of New Markets for Creative Expression

The public policy goals of this Objective too are best attained by setting the
license fee in a manner that reflects the level of the fees that would be set in the market.
Markets properly reward and take account of capital investment, the costs and risks
involved in deploying the facilities and infrastructure necessary to produce a good or
service, and each of the other considerations listed in this factor. Specifically, the third

objective invokes several economic considerations.

First, the SDARS are, in the end, distributors of sound recordings and other third-
party content. Although the SDARS develop some original programming that they
provide around the music and other content (the so-called “wrapper”), the content itself is
the essential input. Moreover, sound recordings comprise a key portion of the content, as
evidenced by the amount of time subscribers spend listening to music relative to other

content, and as evidenced by the reasons subscribers give for choosing to subscribe to
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satellite radio.”> Without the creative input provided by the sound recording copyright

holders, these services likely would not survive in the marketplace.

Of course, the SDARS’ success is driven in part by how well they program
channels of music (and other content) that subscribers want to hear. However, as noted
above, this incremental contribution would have zero value if there were no music
content to package! The same is not true of sound recordings, which have an already
established value separate and apart from their packaging and distribution via satellite
radio. This is not to say, of course, that satellite radio does not deliver value: if it did not,

there would be no subscribers.

Second, with respect to the SDARS’ roles in terms of their contributions to
distribution technology, I note that the concept of distributing content via satellite is well-
established, and hence, in some respect, the innovative aspect of the SDARS is best seen
as an extension of a known distribution mode to music (and other content). Obviously,
the SDARS have incurred risks associated with the “launch” of the service, including the
launch of the satellites and the marketing expenditures undertaken at a time when the
success of satellite radio was not assured.” Accordingly, the SDARS should be
compensated for these costs and risks, as well as for all the costs they incur on a recurring
basis to deliver programming to subscribers. Based on the available evidence regarding
the margins that the SDARS are earning on their programming (and on the forecasts of
margins that they would earn after an increase in the blanket license), one cannot reliably
conclude that Court-approval of the rate requested by SoundExchange, and the increase
in licensee fee payments that such approval would create for the SDARS, would, on a

forward-looking basis, push the distributors to below-competitive, risk-adjusted rates of

In addition to the survey results reported by Dr. Wind, reports issued by various equity research firms
highlight the critical role of music content in the SDARS’ offerings. See, e.g., Citigroup Warner Report,
SX Ex. 103 DR, at p. 38 (Sirius reports that 80% of people who subscribe to satellite radio do so in order
to receive commercial-free digital music and that greater than 70% of subscribers’ time spent listening to
satellite radio is devoted to music.); “Satellite Radio Survey 2005,” JPMorgan North American Equity
Research, February 7, 2005. SX Ex. 108 DR, at p. 3 (“Our survey shows that the key demand driver for
satellite radio is commercial free music, ... .”).

¥ Insofar as the transponders on the launched satellites could be used for other services, the sunk costs

associated with their launch would be mitigated.
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return on their up-front investments and on their on-going contributions to dissemination
of music content.”* Put another way, there is no evidence of which I am aware that the
SDARS would be unable to pay on a forward-looking basis the license fees generated
through imposition of the proposed rate. Nor is there any evidence that such an increase
in license fees paid by the SDARS would amount to an expropriation of their reasonable
returns on past investments and attendant risks. And finally, there is no evidence that the
increase would necessarily substantially constrict the volume of subscribers (or

undermine growth).

At the same time, this factor is not a justification for compelling a rate that
provides either side with some assured return on their investments. As I already
explained, a rate that assures the SDARS an above-competitive, risk-adjusted return on
their investments may result in inefficiencies insofar as the rate would not only reduce the
record companies’ revenues from their recordings to below an amount available through
market transactions, but also would raise the total cost of music distribution by insulating
to some degree the SDARS from the rigors of competition. Thus, regulatory efforts to
ensure such a return would benefit only the investors in those technologies. Society as a

whole would be worse off.

Objective 4: To Minimize Any Disruptive Impact on the Structure of the
Industries Involved and on Generally Prevailing Industry Practices.

The economic implications of this policy objective are best understood as
focusing on the effects of changes in the rate (or maintenance of the current rate) on both
the licensors and the licensees, here the record companies and the SDARS. In addressing
this factor, two issues should be considered. First, the satellite radio industry is not yet
mature, and thus, its “structure” and “industry practices” are still evolving. Second,
competitive forces frequently result in “disruptive impacts” on existing industries that
nevertheless bring tremendous social benefits, particularly in high-tech industries. For
example, introduction of the digital calculator destroyed the market for slide rules; DVD

technology essentially eliminated the demand for products that are complementary to

* See, e.g., Citigroup Warner Report, SX Ex. 103 DR, at pp. 35-39.
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video tapes; MP3 players eliminated demand for Sony’s WalkMan; and following its
entry, Apple’s iPod quickly emerged as the leading technology among portable music
players. From this perspective it follows that the SDARS should not be protected from
the rigors of competition (any more than they already are by the mere fact that the
industry is limited to just two players) from other existing and yet-to-emerge channels of

distribution.

In the same vein, and consistent with my discussion of Objective 3, it would be
inefficient to use this rate proceeding to set a rate for a blanket license that would
maintain the SDARS’ current margins on the theory that any change in margins would be
disruptive to industry operations. And it would be also inefficient to prop up an
inefficient distribution technology which otherwise might not survive on its own in

competition with alternative channels of music distribution.

Of course, I am not claiming that satellite radio is surviving and prospering only
because of the very low rate it pays for the content that is essential to its competitive
survival. Far from it: there is no evidence that higher rates that better reflect the value of
music could not be built into the SDARS’ business models while maintaining their
chances of future success. While the fourth statutory factor calls for the minimization of
disruptive impacts, that command is qualified both by its own terms (“minimization” is
not the same thing as “avoidance”) and by the other statutory factors with which it must

be considered.

From this perspective, I therefore understand this fourth factor to promote a
policy of setting a rate that minimizes disruption by avoiding abrupt changes in rates
resulting from changes in regulatory policy. I do not, however, understand it to require
freezing regulations in place or permanently setting below-market rates that would shelter
the licensees indefinitely from disruptions normally engendered by the competitive
process. Nor do [ view the fourth factor as advocating a rate that confers upon one
distribution channel a prolonged and unwarranted competitive advantage vis-g-vis rival

channels.

In considering a rate adjustment that minimizes disruptive impacts, the Court will

need to balance potential effects on each of the industries impacted by the rate.
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Impact on the SDARS. Considering the rate’s effect on the SDARS is relatively
straightforward. Iunderstand that SoundExchange is introducing testimony concerning
the SDARS’ costs and revenues, taking into account the rates SoundExchange is
proposing. If, as I understand to be the case, those rates would not drive one or the other
of the SDARS from the market, the proposed rate would not have any effect on the
structure of the satellite radio industry. Moreover, there is no indication that higher rates
would effectively curtail the ability of the SDARS to compete on the merits (i.e., on the
basis of the desirable attributes of satellite radio service) against other distribution

channels and to continue to increase their subscriber base.

Impact on the Music Industry. Addressing the effect of the rate on the structure of
the music industry is both less and more complicated. It is less complicated because the
industry is simply asking for a higher rate which surely should improve its “bottom line.”
It is also more complicated inasmuch as not granting the rate increase could have an
important impact on the industry’s future. The music industry is in flux as it transitions
from a principal reliance on CD sales for its revenue to an increasing reliance on multiple
sources of revenue flowing from different channels of digital distribution of non-physical
copies of sound recordings. That transition raises a host of issues relating to
consideration of this fourth statutory factor: (i) how quickly the transition will occur; (ii)
the extent to which any particular form(s) of digital distribution will gain market
acceptance and become most prevalent in the future; and (iii) the extent to which the

various forms of digital distribution are substitutes for each other, and for CD sales.

Taking these sets of concerns together, in considering the policy implications of
the fourth factor the Court should neither protect the SDARS from the market effects of
market-based pricing of access to sound recordings, nor the music industry as it
increasingly relies on digital distribution of music. It should, however, scrutinize the rate
to make sure that whatever the long-run effects the change in the rate is likely to have on

the two industries, it does not cause immediate disruption. This may include

--33..



PUBLIC VERSION

considerations of the different structure of the blanket license and the speed of migration

to a proposed rate.”

In sum, the fourth factor recognizes that industry participants may need time to
adjust to significant changes in the rate, given their existing market arrangements. A
drastic change in a regulatory regime can disrupt the business plans of industry
participants. However, this recognition should not be, in my view, a basis for inertia with
respect to rates for access to sound recordings that the SDARS should pay. After all,
firms in effectively competitive markets have to deal with change all the time, and those
unable to adapt fall by the wayside. Here, in particular, I see no evidence that proper
phasing-in of new and higher rates either would undermine the economic viability of the
SDARS or would deprive the listening public of the benefits of this mode of content
distribution. At the same time, sticking with unduly depressed rates for the blanket
license will adversely impact the record companies (as the satellite radio subscriber base

grows) and will distort competition between the SDARS and other distribution channels.

V. RATES ARISING FROM VOLUNTARY TRANSACTIONS

It should be clear from the discussion in Section IV that rates arising from
voluntary transactions best satisfy in principle the policy objectives set out by the statute,
and promote economic welfare that reflects the interests of listeners, record companies,
copyright users, and other relevant parties. Although markets for the rights to perform
recorded music do not resemble the stylized model of “perfect competition” discussed
earlier, voluntary transactions between record companies and various licensees in the
marketplace nonetheless provide useful guidelines for setting rates for the distribution of

sound recordings by the SDARS.

> In this regard, the escalating nature of SoundExchange’s proposed rate accounts for the fact that the
SDARS, based upon forecasts, will gain additional scale efficiencies over time, and thus will be able to
distribute their fixed costs over a larger volume of subscribers. In other words, while an immediate
imposition of the ultimate rate might place a strain on the SDARS' ability to continue to invest in
expansion of and enhancements to their services, a phased-in imposition will be less of a burden due to
increased efficiencies in operations of the networks.
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Consequently, to repeat, market-based rates well-reflect the competitive
circumstances that protect both sides from undue exercise of buyer and seller power. The
resulting rates likely conduce to overall economic efficiency and balance the need to
compensate creators of music content and the need to provide sufficient profits for
distributors to disseminate the creative works to the listening public. In that sense, the
market rate is “fair” 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 bargained-for rate is not so high that the potential user
decides to forego licensing the rights. Nor is the rate so low that the content provider is

injured by cannibalization of sales from other channels of distribution for recorded music.

When considering rates set in the market, two kinds of evidence and economic
analyses with respect to voluntary agreements are helpful in formulating an appropriate
rate. First, it is possible through economic modeling to simulate a market negotiation that
would occur between the sound recording copyright holders acting individually and the
two SDARS. Dr. Pelcovits developed such a simulation of market-like negotiations. 1
believe that his simulation is highly probative as to the appropriate rate. The key
empirical data needed to develop such a simulation are the satellite operators’ expected
costs (net of fees for content) and revenues. With such data, the modeling exercise
allows one to predict how the available surplus, i.e., forecasted revenues less expected
costs (net of fees for content) would be divided between the satellite radio networks and
the various content providers. One obvious advantage of this approach is that it relies on
arich set of public data (when available) from the satellite firms. The principal limitation
of this approach is the flip side of its strength, namely that its theoretical nature precludes
consideration of the full set of dynamics actually observed in the marketplace. Thus,
from my perspective, these types of market simulations are especially probative when

their results are corroborated in some way by marketplace evidence.

The second type of approach provides just such corroboration. To the extent that
market rates can be observed for transactions involving rights to transmit sound
recordings via media other than satellite radio, or rights to transmit non-music content

over satellite radio, the market rates provide useful benchmarks for the rates to be set in
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this proceeding. Of course, the benchmark rates must be adjusted for any material
differences between the benchmark rates based on market transactions and the
compulsory license. Indeed, all of these considerations are reflected in the level and
responsiveness to rates of demand for music on a particular platform. In particular,
distribution channels that have similar demand characteristics (as perceived by the

supplier of music content) should (more or less) pay similar rates.?

The true value of the benchmark methodology is that it relies on real-world
market outcomes. However, since no benchmark is perfect, any comparison can be
criticized to the extent it fails to capture (or fails properly to adjust for) some pertinent
difference between the benchmark market and the distribution of sound recordings over
satellite radio networks, for example. Nevertheless, taken together, the bargaining model
and the benchmark analysis provide the best possible guidance for setting rates that

adhere to the statutory factors.

There are three separate types of pertinent marketplace transactions that, in my
view, provide important information concerning the proper level of a statutorily-
compliant rate, and that provide useful benchmarks that can be used in this proceeding.
Each has its own strengths and weaknesses but, taken together, these cannot be

disregarded.

First, the amount that the SDARS pay in open market transactions for content
other than sound recordings is highly instructive. In the end, content draws customers
and adds value to the network. The amounts paid by satellite radio for that value added,
in light of their own cost structures, gives some indication as to the results of a
hypothetical bargain between content providers and the SDARS. I understand Dr.
Pelcovits provides an analysis of one satellite radio deal about which there is

considerable public information, namely Sirius’ deal with Howard Stern.?’ Plainly, the

%6 Thus, for example, the costs of the channel will be reflected in the channel’s elasticity of demand
together with listeners’ willingness to pay for the music content delivered via the channel. It has to be
remembered that these rates will also reflect cross-channel impacts, which are termed “cannibalization.”

*7 The fact that this content is exclusive — unlike music — imparts some additional value. I understand Dr.
Pelcovits has taken account of that additional value in his analysis. On the other hand, absent music,

(footnote continued...)
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analysis of that deal provides important insight into the valuation of content by one of the
SDARS. Information from that deal can be translated into terms that can be applied to
music, and I find reasonable the results Dr. Pelcovits obtains through the application of

this benchmark.

Deals between content providers and satellite television operators comprise a
second category of benchmarks. The strengths and weaknesses of this second benchmark
are quite similar to those of the first benchmark described above. In particular, these
agreements provide important information about how content is valued by distributors
who presumably have similar cost structures to the satellite radio operators. On the other
hand, the satellite television deals do not directly tell us anything about the SDARS’
willingness to pay for music content. Hence, from these benchmarks we can gain only
limited insight into the pricing of music in particular to satellite radio service providers. I
review the evidence from satellite television deals for non-music content in the next

subsection.

A final useful benchmark consists of the rates at which sound recordings are
licensed to distribution channels comparable to satellite radio. The principal advantages
of this benchmark are two-fold: (i) the underlying licensed content is sound recordings —
the same sound recordings that are played on satellite radio which is now subject to the
compulsory license, and (ii) the licensed content is transmitted, as in this case, over
digital distribution channels. The principal disadvantage is that consumers may value
music differently (at least to some degree) when it is delivered via different media, with
different functionalities, varying features, and so forth. In addition, differences in cost
structures across music distributors could impact their willingness and ability to pay for
content. In my view, while this latter difference is of some importance, it should not be
regarded as dispositive. For example, as I explained earlier, relatively “high” own costs

in a given distribution channel do not represent a defensible justification for low rates.

(...footnote continued)

satellite radio likely would not find many subscribers, at least not at current rates,
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Indeed, an intrinsically high-cost channel can only justify demand for its service if the

value it delivers is sufficiently great that the listening public will be willing to pay for the

costs incurred to fill the content pipeline at market-based rates. Similarly, the fact that

some channels offer permanent downloads while satellite radio does not (at least as part

of the compulsory license), is not a sufficient reason to disregard information from these

types of transactions. In the end, what is being purchased is sound recordings.

A. Satellite Television as a Benchmark

Satellite TV, also known as Direct Broadcast Satellite (DBS), and satellite radio

employ roughly similar business models:*®

Both rely on the delivery of content to subscribing customers by means of a
satellite signal delivered to the subscriber’s receiving unit (be it a television set or
a radio);

Both require significant upfront investments in satellites and satellite

infrastructure;

Both benefited from attracting “early adopters.” For example, in the first two to

three years after launch, the DBS firms attracted roughly four million subscribers;

Both needed to subsidize hardware, offer rebates on installation, and provide

discounts on programming package to stimulate additional subscriptions;

Both utilize “big box” stores (e.g., Best Buy, Circuit City, etc.) and electronics

stores (e.g., Radio Shack), as well as direct sales, to attract new subscribers;

Both rely extensively (or predominately) on subscriber revenues to cover the costs
of programming and other variable costs (such as marketing) as well as generate

(at least) a risk-adjusted competitive rate of return on the invested assets; and

Both are subject to various regulatory strictures. For example, at their inception,

access of DBS networks to content presented complex public policy issues, in

% To be sure, there are differences between satellite television and satellite radio, but the overarching
business models are similar.
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some way similar to those presented by satellite radio today.? In 1992, Congress
enacted the Cable Television Consumer Protection and Competition Act. The
stated intent of the Act was to increase competition in the provision of television
programming to households. Among other things, the Act required that vertically
integrated cable companies could not enter into exclusive arrangements with their
terrestrially-delivered cable networks and that cable networks that licensed
programming to cable TV also license that same programming to satellite TV at

non-discriminatory rates, effectively imposing a compulsory license.*

It is important to note that by 1997 — at least three years after the launch of DBS —
Kagan Associates (a leading analyst of media industries) estimated that none of the
providers was profitable. However, the fact that DBS vendors (such as DIRECTV) were
“losing” money in the accounting sense would not provide a public policy rationale for
content providers to be required to offer the DBS companies “discounts” on
programming relative to cable television distributors (such as Cablevision or Comcast).
Rates with DBS networks were set through market transactions within the broad
strictures set by pertinent regulations. Now, when DBS is an established distribution
channel for video programming with a very large subscriber base, its content costs as

measured by percentage of subscriber revenues are equal to 40%.>"!

The similarities between satellite TV’s and satellite radio’s business model and
early history suggest that voluntary agreements between satellite TV providers and
content providers can give us a plausible benchmark for rates (measured as percentage of
revenues) that would result from voluntary licensing agreements between SDARS and

the record companies in the absence of the compulsory license. The share of revenues

¥ Kagan's Media Cast 2006, Paul Kagan Associates, Inc. 1997,
0 See Edward J. Markey, 46 Federal Comm. L. J. 1.

3! Prudential Equity Group, “Cable & Satellite TV: Earnings Preview, Second Quarter 2006,” July 21, 2006
(SX Ex. 110 DR).
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that DBS network pay for content is an informative metric for gauging what the SDARS’

content costs likely would be absent a blanket compulsory licensing rate.*

There are two ways to conduct the “DBS benchmarking” analysis. The first is to
examine DBS providers’ programming costs as a percentage of revenues for premium
networks only, since premium networks, like music programming on satellite radio, are
commercial-free. The second is to analyze the DBS networks’ subscription revenues and
then to calculate programming costs as a share of revenues.>® These calculations are

presented below.

Data published by Kagan Associates show that the license fees paid by DBS to
the premium networks amount to nearly one-half (49.3%) of the DBS subscriber
revenues that are attributable to these premium services.”* Moreover, overall
programming expenses for DBS today account for 40% of subscriber revenue.’® Thus,
DBS offers two potential benchmarks for the compulsory license rate: (1) 49.3%, which
is the percentage of subscriber revenues generated by premium network programming
that the DBS providers pay for premium network content; and (2) 40%, which is the

percentage of total subscriber revenues that the DBS providers pay for content overall

32 Most music programming on the SDARS is offered on a commercial-free basis and thus the SDARS
today earn minimal advertising revenue. DBS firms do not earn advertising revenue on most of the
channels they offer (e.g., DBS firms do not earn any advertising revenue on premium channels, such as
HBO or Showtime, since those networks have no commercials, and they do not earn advertising revenue
on local broadcast stations). DBS firms do earn advertising revenue on certain cable programming
networks, but the share of total revenue derived from such sources is small and unlikely to bias
significantly the benchmarking analysis presented below,

* An important countervailing factor is that providers of non-premium content to DBS earn not only a
share of the subscription fees charged by the DBS firms, but also a substantial portion of the advertising
revenues generated by the broadcast of their programming. The availability of these advertising
revenues would tend to reduce the price at which providers of non-premium content would be willing to
license their programming to the DBS firms. Thus, my second calculation, based on a comparison of the
DBS firms’ programming costs (which are supplemented by advertising revenue received by the content
providers) and the SDARS’ music programming costs (which are not), quite likely serves to
underestimate the music programming costs of the SDARS as a percentage of their subscription
revenues.

* Source: Kagan, “Cable Program Investor,” July 28, 2006 (SX Ex. 109 DR). These premium networks
include HBO, Showtime, and others.

*5 Prudential Equity Group, “Cable & Satellite TV: Earnings Preview, Second Quarter 2006,” July 21, 2006
{(SX Ex. 110 DR).
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(but which does not account for the advertising revenues received by DBS content

providers).

These numbers are very informative for the task at hand. Given the similarities in
their business models, and especially in light of the fact that programming content
represents the critical input for both satellite television and satellite radio networks, it is
reasonable to assume that the SDARS, in an unfettered market setting, would be willing
and able to spend on content a percentage of subscriber revenues that does not markedly
differ from the aforementioned expenditures by the DBS providers. In order to get an
estimate of the share of revenues that would likely accrue to music, the two shares noted
above must be adjusted to account for fact that both music and non-music programming
are available on satellite radio.*® That is, sound recording copyright holders would

receive only some portion of total content expenditures.

To derive an estimate of the percentage of subscriber revenues the SDARS would
likely spend on music content following market-based negotiations, I rely on Dr. Wind’s
survey of satellite radio subscribers. That survey provided a variety of measures of the
importance and value of music to a representative sample of current subscribers to
satellite radio networks. By a wide margin, all of these measurements identified sound
recordings as the most valuable content delivered by satellite radio service to the current
base of subscribers. Based upon these findings, I agree with Dr. Pelcovits that it is
plausible to conclude that music accounts for approximately 55% of the value of all
programming content distributed by the SDARS. See Pelcovits Testimony 13 n.14, 26.
Thus, the two DBS benchmarks of revenue shares, namely 40% and 49%, when adjusted
by the 55% estimate for the value of music content, become 22% and 27% as realistic
benchmark shares for music. Assuming that the music publishers must be paid out of that
share, and that their rate (which is not public) is approximately 3.5% of revenue, that

leaves a percentage of revenue for the sound recording copyright holders of 18.5% to

* Another possible adjustment would reflect the fact that a limited amount of the programming offered by
a DBS vendor is exclusive to that vendor, which makes it more valuable to the vendor. For example,
DIRECTYV has exclusive access to certain NFL games and EchoStar has exclusive access to certain
international programming.
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23.5% of revenue. Notably, this estimated range is consistent with the calculations
offered by Dr. Pelcovits, whose proposed rate represents 23% of the SDARS’ revenues
by the end of the statutory period in 2012, especially considering that the 18.5% figure is
conservative because it fails to take account of advertising revenue earned by DBS

content providers. See n. 33.

DBS spending on content also can be used to estimate reasonable per-subscriber
rates. In the table below I use the two DBS content expenditure benchmarks (i.e., the
40% and 49%) to project analogous per-subscriber amounts for SDARS in 2004, when
satellite radio programming consisted almost entirely of music-based programming. My
calculations yield figures of $2.37 to $2.91, which represent the range of amounts that the

SDARS would pay as of 2004 for music content on a per-subscriber, per-month basis.

Projected Rates for Satellite Radio using 2004 DBS
Content Expenditure Benchmarks

$311.3 $311.3
$124.52 $152.54
(40%) (49%)
$10.9 $10.9
(3.5%) (3.5%)
$113.62 $141.64
4.37 4.37
$2.17 $2.70

Source: Oppenheimer Equity Research, “Satellite Radio: Turn Up the Volume,” July 21, 2005.

Because this benchmark is based on the satellite networks’ revenues at a time

when their principal programming was music, it needs no further adjustment to reflect the
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value of non-music programming.37 That is, these benchmark rates reflect the share of
satellite radio revenue and per-subscriber rates that likely would have been arrived at by
means of voluntary market transactions between music companies and the SDARS

networks in 2004 in the absence of the compulsory license.

B. Other Digital Music Distribution Channels as Benchmarks

In order to gain additional insight into the range of market rates for recorded
music that SDARS would be expected to pay in a marketplace, I also considered
marketplace rates negotiated for several different distribution channels for digital music,
and in one distribution channel for digital video, discussed in the submitted testimony of
record company executives Mark Eisenberg and Lawrence Kenswil, which explain the
terms of payment voluntarily negotiated between the record companies and distributors
operating in these channels. Record companies and service providers have voluntarily
reached agreements on rates for various types of digital distribution.>® The table below
provides a list of these digital distribution channels and the corresponding rates for the
copyright license in contracts reached between major record companies and digital music
distributors. The rates reflected in the Table are “current” insofar as they reflect the

compensation record companies are receiving under recent agreements.

37 Had I applied this methodology to projected revenue for 2008 for example, it would have yielded higher
estimates that would have required such further adjustment.

3 The rates imposed by the predecessors to this Court are not relevant benchmarks since these do not
reflect marketplace (i.e., voluntary) license terms. Neither do I regard as probative the rates negotiated
in the shadow of a statutory license proceeding, insofar as these rates are more indicative of what the
parties believed would be the result of a rate case than they reflect a marketplace dynamic. Among the
rates I did not consider for this reason are rates that were set for services directly subject to a statutory
license, or negotiated rates for services such as “custom radio,” where the parties still dispute whether or
not the service is subject to a statutory license. In particular, the rate set for “custom radio” plausibly
reflects the record companies’ aversion to taking the risk that the license dispute would be unfavorably
resolved. Here too, the dynamic at work in these contractual negotiations is simply too bound up in
regulatory considerations and judgments to be a useful indication of market rates.
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Permanent Audio $.99/track n/a ] I
Download

Cellular (OTA Download) $2.50 n/a ] ]
Cellular (Ringtone) $2.50 n/a ] ]
Video Streaming (Non- Ad-supported | IEGEIN e NA
Interactive)

Video Streaming Ad-supported | e NA
(Interactive)

Interactive Subscription $12.50/mo ] ] ]
(Portable)

Interactive Subscription $8.00/mo ] ] ]
(Non-Portable)

This compilation of data offers several insights into market rates. First, in every
case in which sound recordings (or music videos) essentially make up a service, sound
recording copyright owners receive a substantial share of gross revenues earned by the
distributor. Second, at least with respect to audio distribution, the percentages of
revenues that record companies receive are within a relatively narrow range, clustering

around [} (though higher for permanent audio downloads).

There are, I think, two reasons for this regularity in the contract data. As a
general proposition, different channels of digital music distribution are to some extent
substitutable for each other. There are limits to how much music per day (on average)
any person can listen to, and thus, an increase in the time devoted to the enjoyment of
music in one channel generally will divert from the time devoted to enjoyment of music
in all other channels of distribution. Insofar as these various channels are substitutable,

one therefore would expect the sound recording copyright owner would aim to obtain a
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comparable percentage of the music’s ultimate value to the consumer, as this value is
reflected in the retail price or other revenues that may accrue to the distributor, including

advertising revenues.>’

Prices that listeners pay for access to music, and license fees paid by distributors,
ultimately are a function of the value to the consumer of the music as transmitted over the
distribution channel. Plainly, some distribution channels offer greater value to consumers
on average (all things being the same). To illustrate, a particular consumer may value a
CD more than the ability to listen to a song one time on a radio, even though the value of
hearing a new release could be substantial. Moreover, these valuations depend on time
and place and, of course, vary across different consumers. At bottom, consumers value
access to music through different channels (perhaps some more so than others on
average) and there is no a priori reason why owners of copyrighted sound recordings
should receive different compensation for their product depending on the identity of the
channel. The market rates listed above, despite their differences, involve a license to
obtain (or deliver to third parties) sound recordings in one form or the other in return for
compensation based on marketplace realities rather than on regulatory decisions.
Distributors whose contracts are summarized in the Table above are selling versions of
the same product — recorded music — which, in principle, are valued by the consumer in
the end for the same reason. ** The fact that that license fees are comparable across a

range of distribution channels is consistent with this assessment, in my view.

In light of these findings, I make two observations about these marketplace

agreements.

*% Indeed, if all distribution channels were perfect substitutes for each other then rates for accessing music
could not be materially different across channels, since distribution channels with higher rates would
simply be driven from the market.

4 Indeed, as noted earlier, one industry analyst concluded that the amount of time spent by consumers
listening to satellite radio, rather than purchased music, is likely to be “highly cannibalistic of purchased
music.” Citigroup Warner Report, SX Ex. 103 DR, at p. 39.
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1. The Percentage-of-Revenue Rates

Although the “per-play” and “per-unit” fees to which the record companies and
the digital music services have voluntarily agreed may affect the ultimate economic terms
of these agreements (in all cases, under the “‘greater of” rate structure, to the benefit of the
record companies), and leaving to one side the - of revenue deals with services like
iTunes, sound recording copyright holders and distributors have agreed to fees that
cluster between ||| NN % of “percent of revenue.™' In other words, the value
created by the use of the music as reflected in revenue figures is shared ||| | | | || |GcGcc_0R
between the record companies and the digital music services, independent of the dollar
amount of revenue generated by the service. Assuming, again, that, in the context of
satellite radio, roughly 55% of total expenditures on content can be fairly attributed to
music, with the rest going to other content, this suggests that sound recording copyright
owners would receive between 19% and 28% of revenues in the free market from satellite

radio.

2. The Per Subscriber/Per Unit Rates

The per subscriber, per unit, and per play license fees in the various agreements
listed above also provide useful information about the plausible market-based rates for
licensing music to satellite radio that would result from arm’s length negotiations. To be
sure, these rates vary more widely than the “percentage of revenue” deals, suggesting that
the value to a listener from accessing music does depend on the mode of delivery (that is,
specific characteristics that the music service provides). Therefore, reliance on the “per-
play” or “per-unit” license fees for gauging proper rates to satellite radio does require
some adjustment for the differentiating characteristics of these other services. In
particular, because there are monitoring limitations as to what the basis of the rate can be,
it is most instructive for our purposes to focus on per subscriber rates as opposed to per

play rates.

4 According to Mr. Kenswil, the trend in licensing fees for music videos based on the || [ NN
. Kenswil Statement at 11,
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Because of the lack of extensive data and the multiple differences between
satellite radio and these other digital music services, it is not possible to perform a proper
statistical study (such as a hedonic regression) that would “price out” the value to an
average listener of the various features that differentiate each of these distribution modes
from another. It is nevertheless helpful to identify the differences among the services that
pay market-based rates and the services offered by the SDARS, and then to attempt to
make adjustments to account for these differences. While there are insufficient data to
make these adjustments with statistical precision, it is possible to make qualitatively
meaningful adjustments, and then to compare the adjusted marketplace rates with the
other evidence of how rates for this statutory license would be set in a competitive

marketplace.

In subjecting these rates to this type of qualitative scrutiny, I follow two different
approaches. The first looks at the different characteristics of these various services and
attempts to adjust for those differences. The second makes a comparison based on the
retail rates of the services — the ultimate indication of the consumer value offered by the
service. I then compare each of these results to the results obtained through other
economic analyses proffered by SoundExchange’s witnesses. Each of the approaches,
while providing essentially rough approximations, is instructive in establishing a most

reasonable range of rates that the Court should consider.

a) Adjustments Based on Differences in the Services.

As noted above, the “per play” and “per subscriber” rates vary greatly for reasons
already adduced. By taking account of these differences, we can get some sense of where
satellite radio falls within the range of observed market rates that compensate the record

companies based on more disaggregated criteria noted above.

In relevant respects, satellite radio is a portable, immediately available, non-
interactive subscription service. It is portable insofar as the service is available wherever
the satellite radio is located (e.g., a traveling listener in the car has continuous access to
satellite radio programming and, once at a destination, the listener can remove the unit
from the car or purchase a separate portable unit and listen to it at home or in the office).

In addition to being portable, the satellite radio companies deliver content wherever and
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whenever the consumer wants to hear it on the receiver. With respect to this feature,
satellite radio is perhaps closer to music downloaded or streamed to a cellular handset,
and thus can be differentiated from a portable music player which can only play music
after completion of a two-step process -- downloading music onto a computer, and then

uploading the music from the computer onto the portable player.

Additionally, satellite radio is non-interactive. Although the listener may pick a
particular channel, even one devoted to a narrowly defined genre of music, the listener
cannot choose what song, artist, or album to play at any given time. In this way it differs
from interactive services which allow a customer to choose a particular song to play.
Finally, satellite radio is a subscription service, of course, because the marketing model
requires the listener to pay the same monthly (or annual) fee to have access to the service

irrespective of the hours of programming that the subscriber accesses.

Given the attributes of satellite radio service, one plausible candidate for rate
comparison is a portable, interactive subscription service, like Rhapsody To Go. Like
satellite radio, this service is sold on a subscription basis and is portable, but unlike
satellite radio, it is interactive, and songs must be downloaded to the computer and then
uploaded on a portable device. The table below summarizes the main attributes of these

two services:

Service Subscription Portable Interactive | Immediacy
Satellite Radio Y Y N Y
Interactive Webcasting Y Y Y N
Services

As between satellite radio and portable, interactive subscription service, the
obvious relevant differences are that satellite radio is not interactive, but it is available
immediately (that is, without completing a two-step process). Thus, before one can make
a meaningful use of the rates paid by these webcasting services as a benchmark for
SDARS rates, it is important to make some estimate of the premium that interactivity and
immediate reception command in the marketplace. To get a sense of the importance of
these attributes to average subscribers, I need to compare the license rates that record

companies receive for interactive and non-interactive, and computer-based and
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immediately available music services that are otherwise similar. This type of comparison
informs the assessment of the benefits that consumers derive from interactivity and from
the ability to access music immediately as opposed to going through the process of

copying music files from a computer onto a portable player.

Value of Interactivity. To determine the value of interactivity, one approach is to
consider the relationship between license fees for otherwise similar interactive and non-
interactive services. Unfortunately, most non-interactive music services are subject to a
statutory license, so presently there is no market-based rate for a non-interactive music
service. Rates set by regulation, or set in the shadow of regulation, are not marketplace
rates and therefore provide little useful information in this context. However, there are
both interactive and non-interactive streaming music video services, neither of which is

subject to regulated rates. As noted above, copyright holders license these services

generally o |
I Cooyiight holders license music for interactive video service

at approximately | SR per play. The same music when used in a non-interactive

service is licensed ||| | N o<: pl2y.* In other words, music

licensed for a non-interactive video streaming distribution channel commands a rate that
is approximately ||| GG, 1ich ¢ives one qualitative gauge
of the value of interactivity in services whose rates are unaffected by regulatory
considerations.

Value of Immediate Accessibility. 1 can estimate the value of immediate
accessibility in the same manner. Here, I compare services that allow a user to download
a song to a computer hard drive and then transfer a copy onto a portable player with
services that allow immediate downloads through a wireless cell phone connection. Each
of these services is completely portable, but only one allows a user to access music
anytime and anywhere. Record companies license music for computer downloads, such
as through iTunes, at the rate of approximately - per track. The same music is
licensed for wireless cell phone downloads at the rate of approximately - per track.

* Kenswil Testimony at 11.
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These differences offer some gauge of the value of being able to download music directly
away from one’s computer, that is, it provides a measure of the value that consumers may
place on not being tethered to the computer and a two step process before they can listen
to music on a portable device. Put another way, there appears to be a substantial
premium for immediate accessibility via transmission to a wireless handset, with the ratio
of the two fees being ||| | | | | QNN ¥ hatever the value that consumers place on
the ability to obtain music anytime and anywhere, it is clear that sound recording
copyright owners are paid a premium by distributors for the right to distribute sound

recordings in this manner.

I would expect that the rate for music licensed to an immediately available, non-
interactive service like satellite radio to be approximately the same as for the same music
licensed to a portable, computer-based, interactive webcasting, adjusted for both
interactivity and for immediate accessibility. Sound recording copyright holders receive
approximately - per subscriber per month for sound recordings supplied to a
portable, interactive webcasting distribution channel. In order to get an indication of
what the rate for a negotiated blanket license to SDARS would be, I start with the rate of
- and then adjust it by, first, reducing it to account for satellite radio’s non-
interactivity and then by increasing it to account for the immediate availability of the

satellite radio signal. This two-step adjustment leads to a suggested copyright fee of

$2.51 per subscriber per month, which is obtained as ||| GcEIEcEIzIzNGNGGEE
[ —, 0 2djust for immediate

access.

b) Adjustments Based on Differences in the Retail Rate.

A second method of placing satellite radio rates in the range of benchmark rates
recognizes that, as a whole, these benchmarks show that the greater the overall value that
the subscriber derives from any particular type of service — as measured by the retail
price of the service — the higher the per-play rate. This relationship make sense: to the
extent the consumer derives greater value from certain attributes, these attributes will
command a premium in the marketplace, as measured by retail prices to consumers.

Moreover, if these same features have the effect of diverting demand from other sources
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of revenue (such as CDs), copyright owners likely will insist on a higher license fee.
This observed relationship between functionality, retail price and share of revenue
provides another way of deriving a plausible value for a market-based “share of revenue”
license fee that would likely be paid by SDARS. I do so by comparing the retail rate of
the SDARS service to the retail rate for non-interactive non-portable subscription

services, set out in the chart below.

$.99/track

]
I 5:2.50/sub/month
]

Permanent Audio Download n/a

Interactive Subscription
(Portable)

Interactive Subscription -

(Non-Portable)

$8.00/sub/month

First, I assume that the average monthly per subscriber price for satellite radio is
$11.25. In order to get a comparable price for a music-only service, I need to make an
adjustment for the fact that SDARS distribute content other than sound recordings, while
the other services considered in the table do not. As previously discussed, see pp. 40-41,
survey data suggest that roughly 55% of the value of satellite radio to average subscriber
comes from its music content. This suggests that consumers consider
$6.19/subscriber/month ($11.25 x .55) to be a reasonable estimate of the value they
derive from having music content delivered over satellite radio. If we take $6.19 as the
adjusted retail “price” of a hypothetical satellite radio service that offered only music,
then the above chart suggests that the service has about 77% of the value to the consumer
as a non-portable interactive subscription service, which retails on average for

$8.00/month ($6.19/$8.00 = 77%).

Record companies receive approximately I (o licensing

sound recordings to non-portable interactive subscription services. As a result, record
companies ought to receive slightly less than this rate for licensing sound recordings to
satellite radio. Applying the - ratio of prices calculated above, this benchmark
yields a comparable rate of $3.09/subscriber/month s
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I do not mean to suggest that these calculations are a substitute for a rigorous
regression analysis. They are not. However, these analyses shed light on what a
hypothetical market-based rate for music would be to SDARS, and place it in the range of

market rates paid by other music distribution services.

Most of all, these methods powerfully corroborate all of the other evidence and
calculations that SoundExchange has developed in this opening stage of the proceeding.

The following table shows how close are the rates that result from these different

approaches to determination of the market-based rate:

Surplus analysis 24% $2.90
“Howard Stern” example 24.5% $2.94
Satellite Television example 18.5-23.5% $2.17-%$2.70
Per Unit/Per Subscriber Analysis n/a $2.51
Retail Rate Analysis n/a $3.09
Percentage of Revenue Analysis 19-28% n/a

All of these analyses are fully consistent with the rate proposed by

SoundExchange, namely:

Last Year (2012) 23% $2.75

Average 16.5% $1.92

In sum, the different approaches to the data taken here and in the testimony of Dr.
Pelcovits collectively strongly support the proposition that SoundExchange’s rate
proposal is on the low end of a royalty that if adopted would promote the policies set out

in section 810(b).
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I declare under penalty of perjury that the foregoing testimony is true and correct to the

best of my knowledge and belief.

e
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Janysz A. Ordover
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Sloan Workshop in Applied Microeconomics (coordinator), with W.J. Baumol (Principal Coordinator), September 1977
- August 1982.

Economics Division of the National Science Foundation, "Collaborative Research on the Theory of Optimal Taxation
and Tax Reform," July 1979 to September 1980, with E.S. Phelps.

Division of Science Information of the National Science Foundation for Research on "Scale Economies and Public
Goods Properties of Information,” W.J. Baumol, Y.M. Braunstein, M.1. Nadiri, Fall 1974 to Fall 1977.

National Science Foundation Institutional Grant to New York University for Research on Taxation and Distribution of
Income, Summer 1974.
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Exhibits Sponsored by Janusz Ordover

SX Ex. 103 DR |Citigroup research report on Warner Music Group (Sept. 22, 2005)

SX Ex. 108 DR |JPMorgan North American Equity Research report "Satellite Radio Survey
2005: Content Wars Shift Share, Not the Demand Curve" (Feb. 7, 2005)

SX Ex. 109 DR |Kagan research report "Cable Program Investor™: Analyzing Economics of
Basic and Premium Programming” (July 28, 2006)

SX Ex. 110 DR |Prudential Equity Group, LLC research report "Cable & Satellite TV: Earnings
Preview Second-Quarter 2006" (July 21, 2006)
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