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P-R-O-C-E-E-D-I-N-G-S

(9:37 a.m.)

CHIEF JUDGE SLEDGE: We'll come to
order.

Mr. Handzo.

MR. HANDZO: Good morning, Your
Honor.

SoundExchange 1s going to resume
its case with Dr. Michael Pelcovits. We have
our usual notebooks.

Whereupon,

W. MICHAEL PELCOVITS
was called as a witness by counsel for
SoundExchange, and after having been first
duly sworn, was examined and testified as
follows:

DIRECT EXAMINATION BY COUNSEL FOR
SOUNDEXCHANGE

BY MR. HANDZO:

0 For the record, would you tell us
your name?

A Yes, my name 1s Michael Pelcovits.
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0 Dr. Pelcovits, what is your
business or profession?

A I'm a consultant with the
consulting firm of Micra, microeconomic
consulting and research associates. 1I've been

with Micra for three years.

Q What is your educational
background?
A I received my bachelor's degree in

economics from the University of Rochester 1n
1972, and I attended MIT, Massachusetts
Institute of Technology where I received my
Ph.D. in economics 1n 1976.

Q Where are you currently employed?

A As I mentioned, I'm employed at
Micra consulting firm in Washington, D.C.

Q Can you Jjust tell us a little bit

more about what the business is Micra 1s?

A Sure, Micra 1is a firm entirely of
economists. We work in a variety of applied
microeconomic fields. We are engaged in

analyzing industries, rate setting, costing
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issues, a whole variety of applying
microeconomics to different primarily
litigated cases, in the anti-trust, in the
regulatory arena, and then quite a lot of
other forms as well.

Q Dr. Pelcovits, how long have you
been with Micra?

A Three and a half years.

Q Prior to joining Micro where were
you employed?

A I was employed for 14 years at
MIC, which at one point was acquired by
WorldCom. I like to remember it as MCI. I
was employed there for that entire position.

Q What was your position with MCI?

A I started out as a senior staff
economist, and I moved up through the ranks
and eventually became the chief economist and
a vice president.

Q Did any of your work at MCI
involved rate-setting proceedings?

A Quite a lot. Rate setting 1is

5d656fd2-5499-448b-8000-d95e32ca9f5¢c
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essential, a key part of telecommunications
industries. Rates are set for a variety of
telecommunication services by state regulatory
commissions, by the FCC, and in foreign
countries by their respective regulatory
bodies.

And it was essential to MCI's
business to be involved very heavily in how
those rates were set, either for itself and
also quite extensively as an intervenor in
those cases.

Q Can you give us an example of a
rate—-setting proceeding with MCI?

A Sure, I think probably among the
most significant and monumental efforts that
the entire industry was engaged in for many
years was the setting of rates and terms under
which competitors in the local telephone
markets were able to interconnect and use the
networks of the incumbents.

This was an issue that was a

consequence of the 1996 Telecommunications
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Act, which permitted entry into the local
telephone market.

And as a result for several years
I was really in charge of MCI's efforts at
being involved at the FCC and in the states at
trying to get the methodologies and the rates
that would be favorable to the business.

0 Did your work at MCI involve any

work on Internet issues?

A Yes, they did.

Q Can you describe that for us?

A Sure. The Internet was a very
major part of MCI's business. MCI was a

leader, in fact the first major provider of
the Internet backbone, and always remained the
largest Internet backbone in the country.

MCI dealt, and I had to deal,
working with MCI colleagues, with economic
issues relating to the Internet as they
pertained to a number of issues that were
brought up in the context of either merger

approvals, 1n the context of reviewing of the
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policies dealing with peering, Internet
networks.

So I would say that it was a
substantial part of my attention, particularly
the last several years at MCI.

Q Did those issues involve broadband
access as well?

A There were issues also relating to
broadband access to the Internet. It was
almost a separate class of issues, because at
the same time that we were trying to foster
competition in the local telephone market in
terms of the regular, pick up the phone and
dial a phone and make a call, it was also the
time when competition was blossoming, and
there were quite a lot of developments in the
broadband access to the home by cable modems
and also, and an area that was very important
to MCI, through the DSL products that were
being introduced by both the Bell companies
and also several competitors, including MCI.

And there was quite a lot of

5d656fd2-5499-448b-8000-d95e32ca9f5¢c




10

11

12

13

14

15

16

17

18

19

20

21

22

Page 12

issues 1nvolved in terms of access, pricing,

regulation of the broadband access to the

home.

Q What were the pricing issues for
broadband?

A Well, there were pricing issues 1in

terms of access to the underlying network
element that was needed by a competitor to
compete in the market. There were issues
relating to whether broadband prices and
access would itself be regulated by the FCC.
And there was a lot of issues

dealing with to what extent would broadband or
for example voice-over—-Internet protocol used
over broadband would become a substitute for
conventional telephone service.

Q Have you written at all on the
subject of the Internet?

A I have. I was asked to write a
chapter of a book on the economics of the
Internet. I co—authored with Dr. Vincent

Cerf, who 1is indeed one of the fathers of the
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Internet.
Q Prior to your employment with MCI,

Dr. Pelcovits, where were you employed?

A I had a number of different
employments. I worked for about seven years
in a consulting firm that I co-founded. The

name of the consulting, Cornell, Pelcovits and
Brenner. We were also refugees from the FCC,
and we consulted on quite a lot of
telecommunications and other applied economic

issues 1n a number of other industries.

Q Can you give us an example?
A Well, I did a lot of work
testifying on rate-settingi issues. Primarily

at that time they involved in terms of access
to the network by long-distance companies, and
the pricing of access 1n the state regulatory
commissions.

We also worked on one of our first
cases that sort of got us started as a firm.
We worked for Sony following the famous

Betamax case at the Supreme Court where there
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was pending and proposed legislation to impose
various taxes on video recording, and we
worked for Sony to develop some of their
material for Capitol Hill on those issues.

Q And just quickly, prior to

Cornell, Pelcovits and Brenner, where did you

work?

A I worked at the place where I was
eventually a refugee from, the FCC. I was on
the office | I was in what was called the

Office of Plans and Policy. It was really
where the economists were housed along with
some engineers.

I worked for a year at the Civil
Aeronautics Board, and for a couple of years
after graduate school I was an assistant
professor at the University of Maryland,

College Park.

0 Professor of economics?
A Yes, 1n the economics department.
0 Dr. Pelcovits, have you testified

as an expert 1in microeconmic issues before?
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A I have. I've lost count, but I'wve
testified I'd say probably 40 times 1in state
regulatory proceedings on rate setting and
other economic and policy types of issues.

Q That may have anticipated my next
question, but how many of those times that you
testified involved rate-setting proceedings?

A I would say at least half,
probably more. There are a lot of issues
relating to costing, pricing, that have sort
of been at the key of the industry for the
entire time that I've been active, I1'd say
since I was at the FCC in 1979, from then on.

MR. HANDzZO: I would offer Dr.
Pelcovits as an expert in applied
microeconomics.

CHIEF JUDGE SLEDGE: Any objection
to the offer?

MR. STEINTHAL: Your Honor, if we
can reserve for volr dire on cross.

MR. JOSEPH: Likewise, Your Honor.

CHIEF JUDGE SLEDGE: Without

5d656fd2-5499-448b-8000-d95e32ca9f5¢c
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objection, the offer is accepted.
BY MR. HANDZO:
Q Dr. Pelcovits, when were you

retained by SoundExchange in this case?

A I was retained in August of last
year.

Q What were you asked to do for
them?

A I was asked to essentially analyze

the issues relating to setting a rate for use
of sound recordings according to the statute
for noninteractive webcasts.

I was asked to develop a
recommended rate and present the economic
reasoning and analysis 1in a testimony.

Q Can you give us an overview of
what you did when you first began this
engagement?

A I think the starting point for me
was really reading the previous CARP decision
and to get a good understanding of the legal

framework behind the case. Primarily I would
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say I didn't try to play lawyer, I read the
CARP decision and read filings from the
previous decision | from the previous
proceeding. I read significant amounts about
the industry and also about some of the
economic 1issues that had been researched and
written in the literature about the industry.

And I discussed with the attorneys
at Jenner & Block about obtaining certain
types of information, particularly information
on the contracts that had been entered into
between the webcasters and the record
companies for what I felt would be a good
benchmark service.

I would say | add one other thing
to the list, which is, I also got quite
familiar with the nature of the services that
were being provided by the webcasters, a
combination of having research assistants try
to dig up and collect as much information as
they could, and even as mundane a task as

trying a lot of them out myself.
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Q Based on your review of the CARP
decision, what did you understand the legal
standard that you were going to be applying
here to be?

A The legal standard is referred to
as the willing buyer-willing seller standard.

Q And what did you understand the
hypothetical market for our willing buyers and
willing sellers to be?

A Well, the market, or the
hypothetical market would be for the licensing
of the copyrighted works of the copyright
holders to whatever broadcaster would observe
the statutory requirements, primarily no
webcasting, but essentially any use that
follow the constraints in the statute.

Q And just to be clear, who did you
understanding the willing sellers in this
market to be?

A The willing sellers are those that
own the copyrights, which is principally the

record companies.
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Q And who did you understand the
willing buyers to be?

A Willing buyers are whoever is 1in
the market and wishes to obtain a license 1in
order to provide a noninteractive webcast.

Q And finally, what did you
understand the willing sellers to be selling
to the willing buyers?

A I understood them to be selling a
blanket license for all of the copyrighted
music that they had the copyright to.

Q What approach did you adopt, Dr.
Pelcovits, to come up with a rate proposal 1n
this case?

A The approach I adopted is termed a
benchmark approach. And benchmark approach
simple means looking for evidence from
comparable markets, and examining that
evidence to try to get a sense of what willing
buyers and willing sellers are doing in the
marketplace.

Q What are the advantages of using a

5d656fd2-5499-448b-8000-d95e32ca9f5¢c
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benchmark approach?

A Well, the advantages, I would say
fundamentally, first of all you're dealing
with evidence that is there in the market.
There 1s actual data. The first thing an
economist looks for 1s data. So you have data
in the market. You have the advantage of
actually seeing the result of the marketplace
forces from both the demand side and the
supply side. So you're seeing market
equilibria, and you are able to observe the
outcome of all the different forces that are
influencing the buyers and the sellers.

0 In your view, Dr. Pelcovits, what
are the characteristics of a good benchmark?

A Well, the characteristics of a
good benchmark are, obviously it has to be a
reasonably similar market with similar
characteristics, and in this case I would say
in general, you don't always have this
opportunity, you have the same buyers and the

same sellers.
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You have 1in the same copyrighted
works being provided, and you have the
copyrighted material being used in a manner
that it's provided to customers in a very
similar way.

Q You have described the
similarities of your benchmark, but I guess we
should first identify what market you chose as
your benchmark.

What market did you choose as the
benchmark?

A The market I chose was the market
for interactive or alternatively let's call it
on—-demand webcasts.

If I could give an example, it
would simply be a service where a customer
subscribes, pays a monthly fee, for example,
to Rhapsody, and 1s able to listen to
relatively high quality streaming audio of his
or her own selection by choosing artists, by
choosing albums, by choosing songs.

Q I think you've already touched on
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it, but what were the similarities you
perceived between the benchmark market | and
1if we can refer to the market that we're a
rate for here as the target market, does that
make sense?

A To have a common terminology,
right.

0 So the question was, what were the
similarities that you perceived between the
benchmark market and this target market?

A The similarities I'd say start
with similar buyers and similar sellers, and
by its wvery nature, then, very similar
products being exchanged between the buyer and
the seller, the same music, the same ability
to use the music for commercial purposes of
various sorts.

And then also the ability to look
at how that service, that music, is then as an
input used in the downstream markets by
consumers 1n various ways.

So that makes a good benchmark.

5d656fd2-5499-448b-8000-d95e32ca9f5¢c
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It has another attribute which I think is

really | well, there are a couple of other
attributes.

One 1is, and this 1s very
important, they are similar, but they are I
believe sufficiently different that the
current rate set by the CART in the
noneconomic market does not have an
overwhelming influence on the rate in the
benchmark market.

In other words 1f the benchmark
were too close to the target market, you could
not use that information because the benchmark
would be strong affected by the gravitational
pull of the preexisting rate in the target
market which was not set by the market, but
set by the CART.

So it has to be sufficiently
different, and the other thing is that i1t has
to be amenable to analysis, to be able to look
at the difference between the characteristics

of the target and of the benchmark market and
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measuring the importance of that
characteristic, and adjusting the rates in the
benchmark market for those characteristics 1in
order to come up with the recommended rate for
the target market.

Q Now in terms of your ability to
make adjustments, does that depend in part on

having sufficient data about the benchmark

market?
A It does.
Q And did you have sufficient data

about the benchmark market in your view?

A Yes, I would say I need data not
just for adjustments, but for just simply pure
analysis purposes, 1t's pretty hard to try to
apply, let's say, one or two pieces of data,
so the fact that there were a significant
number of contracts for the interactive
services, and the contracts were pretty
straightforward to see what the prices were.

Sometimes 1f you're doing an

analysis of certain markets, prices are not so
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apparent. There's a lot of dimensions to
price, so 1t's 1mportant to be able to zero in
and identify the price that you're looking
for, so it had that characteristic.

And I've probably not answered
your question entirely.

Q That's fine.

Do you recall how many contracts
for the interactive market you saw?

A I recall that for the interactive
market I saw, I believe it was 29 contracts.

Q Where did you get those from?

A I got them from counsel, from
Jenner & Block.

Q In your analysis of the benchmark
market, did you exclude any of those contracts
from consideration?

A I won't say I excluded them from
consideration, but I eventually sort of zeroed
in on 17 of those contracts. There were
several cases where contracts, earlier

contracts, were superseded by later contracts,
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so 1in that case I looked, and I used for
analytical purposes the more up to date
contracts.

And there was one other contract
that I excluded from the actual measurements
that I conducted, which was a contract that
essentially was a real outlier, used a
mechanism for calculating the payment that was
totally different than any of the other
contracts. It was called a slotting
allowance, and essentially when something 1is
so far off the general pool of data you have
it's conventional to take 1t out of the data
set and work with the data set you have.

0 So I'm sorry, in the end you would

up with 17 contracts?

A I ended up analyzinig and working
with 17.
Q Okay.

Let me ask you first of all about
the rate structure of the contracts in the

internactive markets.

5d656fd2-5499-448b-8000-d95e32ca9f5¢c



10

11

12

13

14

15

16

17

18

19

20

21

22

Page 27

What did you find with respect to
that rate structure?

A I found that almost all the
contracts had a three—-part rater of structure.
Namely, the rate or the possible rate was
calculated three different ways, and the
amount paid by the webcaster was the greater
| it's called greater, it really should be
greatest | the greatest of the three different
rate calculations.

The three calculations were first,
a per play rate, which is | am I allowed to
give the number here? Are we giving numbers?

Q Let's hold off on the numbers.
We'll get to that later.

A Well, there was a per play rate,
where a per play rate means a rate per every
time a song 1is played to a individual
listener. So if I'm sitting at home, and I
click, and I'm on Rhapsody, and I want to
listen to a particular song, and that song

plays, there is a | essentially the meter goes
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by one click.

The second was a per subscriber
fee. 1It's called a pro rate per subscriber
fee where the fee would be essentially based
on the number of subscribers to the service.
So 1f there are a million subscribers, and the
fee i1is ten dollars, the base of the fee is ten
million dollars.

Now that fee is then paid to the
individual record label according to its
contract, and the fee is based on the pro rata
share of plays on the webcaster that are using
the copyrighted material of that record label.

So 1f you are BMG Music and 25
percent of the plays on Rhapsody are of your
music, then you multiply 25 percent times that
$10 million I just gave, and that's the second
element.

The third element is a percentage
of revenue, which we've talked about is in the
range of about 40 to 50 percent, and once

again that is of | there are a variety of
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different definitions and adjustments taken,
but it's essentially the revenue that the
webcaster collects directly or indirectly from
the service, and again, the pro rata mechanism
1s used to determine the amount due to the
particular record label under its contract.

Q Going back to the per subscribed
rate, 1s that set as an amount per subscriber
per month?

A Correct, 1t 1s per subscriber per
month.

Q Do you have an understanding, Dr.
Pelcovits, of what that rate structure exists
in this market?

A Yes.

MR. STEINTHAL: Objection, Your
Honor, lack of foundation.

CHIEF JUDGE SLEDGE: Repeat your
question.

MR. HANDZO: The question was
whether Dr. Pelcovits has an understanding of

what that rate structure exists.
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CHIEF JUDGE SLEDGE: Overruled

WITNESS: I do. I have an
understanding that there are various
mechanisms to try to garner a share of
revenues, depending on how the music is used.

They're obviously working within a
context of uncertainty. If everyone knew
exactly what was going to happen when you
signed the contract, you wouldn't need a
greater than type of structure, because you
could essentially predict ahead of time which
was going to be the one that would essentially
be the greatest, and negotiate on that one, or
Jjust negotiate on whatever you needed to if
you had perfect information.

So given that there is imperfect
information there, and sort of a | there are
a lot of dynamic changes in the market, there
is concern by the record companies to be able
to collect revenue based on how the music is
used in the different services.

If it's played a lot more than
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might have been expected, the per play rate
might come into force. If revenue is let's
say collected through a bundled service where
it's hard to attribute revenue for a
particular music service, because 1it's bundled
along with other things, the per subscriber
amount might become the key one.

If you're using the music and not
collecting a lot of music | sorry, a lot of
money from the subscriber, but rather from
advertisers or other ancillary services, then
the revenue percentage might come into play.

Q Based on your review of the
contracts for the interactive market, did you
reach any conclusion about what the rate
structure should be for this case, for the
target market?

A I recommend that the same rate
structure apply. Once again we're dealing
with trying to look at the market and see what
willing buyers and willing sellers do.

Willing buyers and willing sellers
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agreed on a three-part rate structure. It was
their way, quite frankly, of handling the
uncertainty of what was going on in the
market, and there is, within any negotiation,
a give and take. And this resulted in the
three-part rate structure, in the benchmark
market, and I believe that it's very important
to import that same rate structure into our
target market 1n order to take sort of account
of all those different factors that were
important in the other market, and also to
sort of capture what's behind the incentives
of the willing buyer and the willing seller.

0 Now in your report, Dr. Pelcovits,
in the end you recommend a set of rates.
Would there be any adjustments that should be
made to those rates 1f we did not use this
three—-part structure?

A Yes, I believe that if you were to
sort of take my approach and import the rate
level from one of the pieces of this structure

but not the entire structure, you would be
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sort of undervaluing the use of the music in
the target markets.

And the reason 1is that when you're
setting up a three-part structure, you are
getting something out of each one of them.

And if you say I'm not going to | or I as the
seller am not going to get the benefit of two
parts of the rate structure, whatever those
benefits are, but obviously they're benefits
that affected their negotiations in the
benchmark market, if I'm going to give up some
benefits, then I can't simply take the rate
derived from the three-part structure without
making some adjustments to offset those lost
benefits of the rate structure itself.

MR. HANDzO: If I can Jjust take a
break here for a second, I'm about to get into
restricted information with Dr. Pelcovits, and
restricted information involves the particular
prices that have been negotiated in the
benchmark market, and that is competitively

sensitive information. The record companies
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don't share it with each other, certainly not
with the parties they're negotiating with.

So at this point I would request
that the court put us into executive session,
and designate this as restricted.

I actually don't see anyone 1in the
courtroom who would have to leave.

CHIEF JUDGE SLEDGE: This is to
review the rates that are part of contracts
that were in his benchmark?

MR. HANDzO: That's correct.

CHIEF JUDGE SLEDGE: Any objection
to the motion to apply the protective order on
questions and answers relating to the rates of
contracts used in the benchmark?

No objection. The motion 1is
granted.

MR. HANDzZO: Thank you.

(Whereupon at 10:10 a.m. the
hearing in the above—-entitled matter went into

closed session.)
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CHIEF JUDGE SLEDGE: We are ahead
of our normal recess. Does anyone want to
start on cross—-examination with this time
frame?

MR. STEINTHAL: I will start, Your
Honor.

CROSS-EXAMINATION BY COUNSEL FOR DIGITAL
MEDIA, ET AL.

BY MR. STEINTHAL:

0 Good morning, Dr. Pelcovits.

A Good morning, Mr. Steinthal,
correct?

Q My name i1s Ken Steinthal. We

haven't met.

A Yes, your reputation precedes you.
Q As does yours.

A Thank vyou.

0 Dr. Pelcovits, 1it's correct, 1is it

not, that prior to this engagement you had no
experience 1n the online music industry?
A As an economist no.

Q Other than your own use as a
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consumer of online music, 1it's fair to say you

had no prior experience in the online music

industry?
A That's correct.
Q And that includes the webcasting

industry, does it not?

A That 1s correct.

Q What about the sound recording
business more generally? You had no prior
experience before this engagement in the sound
recording industry; correct?

A That's correct.

Q Indeed 1n connection with looking
at copyrighted content more generally, other
than dealing with software issues 1in
connection with telecommunication switches at
MCI, you had no experience dealing with
copyrighted content prior to this engagement,
correct?

A I mentioned also I had worked on
the Betamax issues, so that was the other

involvement I had in those issues.
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Q Other than that limited Betamax
issue you testified about, you had no
experience dealing with evaluation of
copyrighted content other than software in
connection with telecommunication switches;
correct?

A And as you correctly mentioned,
that is an area in which I was involved, the
valuation of the copyrights contained within
telecommunications equipment, what are called
right-to-use fees, in that part of the
industry.

Q But in connection with valuation
of music or audio-visual copyrighted content,
you have no prior experience before this
current?

A As I mentioned, the Betamax
experience, but other than that, no.

Q The Betamax experience didn't get
you involved in evaluating or assessing the
value of music, did it, in any respect?

A It was not music; 1t was video.

106
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That's correct.

Q Now it's also correct is it not
that you never interviewed or spoke with
anyone 1in the webcasting industry before
submitting your written report?

A That's correct.

Q And by definition then you talked
to nobody involved in webcasting under a
statutory license before submitting your
report; correct?

A That's correct.

0 And no one involved in the
delivery of on-demand streaming services, your
target | I'm sorry, your benchmark market,
correct?

A That's correct.

Q Let me ask you some questions
about the research you did before writing your
written report.

Now I believe you said this
morning and in your written statement that you

reviewed material about the industry;