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Value Creation, Value Capture, And Appropriate
Royalties In The Recorded Music Industry

L. INTRODUCTION AND SUMMARY

A. Background and Qualifications

My name is David J. Teece. I received my Ph.D. in Economics from the University of
Pennsylvania in 1975. T am currently the Mitsubishi Bank Professor in the Haas School of
Business and Director of the Institute of Management, Innovation and Organization at the
University of California at Berkeley, and Director and Chairman of LECG, LLC (an
international consulting firm). I also have taught at Stanford University and Oxford University.

I have published over 200 scholarly books and articles in the fields of industrial
organization, technology management, the valuation and management of intellectual property,
and public policy. Several of my academic papers have involved studies of the distribution of
the rewards from innovative and other creative activity. According to Science Watch (Nov/Dec
2005), I was the tenth most cited author world-wide in economics and business for the decade
1995-2005. I am the co-editor and co-founder of Industrial and Corporate Change, an academic
journal published by Oxford University Press that concentrates on issues surrounding
technological change and business organization. | also have extensive experience in consulting
in a wide range of industries. I have studied licensing in a variety of contexts, and have been a
member of the Licensing Executive Society for many years. The analytical frameworks that 1
have developed for determining the ways in which innovations can be combined with other
assets and capabilities to create value, and for determining the distribution of returns to
innovation are widely referenced, and can usefully be applied to creative industries, such as the

music industry.
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A copy of my curriculum vitae, containing my list of publications, is attached hereto as
Appendix A. 1 have testified as an expert witness before courts and tribunals in the U.S.,
Canada, Australia, New Zealand, and Europe. A discussion of material considered in preparing

this Report is attached at Appendix B.

B. Background on Matter

Section 115 of the U.S. Copyright Act (17 U.S.C. §115) provides a compulsory license
for making and distributing phonorecords of a musical work. This right is colloquially referred
to in the music industry as a “mechanical” license. The license covers traditional
“phonorecords™ — i.e., physical forms of sound recordings such as compact discs (“CDs”) — as
well as “digital phonorecord deliveries” or “DPDs,” such as digital downloads of sound
|'ec0rding.~;.' Compliance with the statutory terms permits use of a musical work upon payment
of the statutory rate for each copy of the musical work distributed.

For the first 70 years of the mechanical compulsory license, Congress set the rate
directly. In the Copyright Act of 1976, however, Congress delegated the task of setting a
specific rate to a Copyright Royalty Tribunal (“CRT") which was empowered to hold hearings in
support of its rate setting. Congress directed the CRT to set “reasonable terms and rates of
royalty payments” in accordance with four “objectives” (the “Section 801(b) objectives™).
Although there have been some intervening changes, the Copyright Royalty Judges in this
proceeding must also set a “reasonable royalty™ while accounting for the same Section 801(b)

objectives:

"See 17 U.S.C. §115(a).
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I To maximize the availability of creative works to the public.

2 To afford the copyright owner a fair return for his or her creative work and the
copyright user fair income under existing economic conditions.

3: To reflect 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
opening new markets for creative expression and media for their communication.

4. To minimize any disruptive impact on the structure of the industries involved and
on generally prevailing industry practices.’

The CRT held the first (and last) adjudicated mechanical royalty rate proceeding in 1980
and rendered its decision in early 1981. The CRT considered evidence from essentially the same
parties involved in this current proceeding — principally the Recording Industry Association of
America (“RIAA”) on behalf of the record companies, the Nutiona;l Music Publishers
Association (“NMPA™) on behalf of music publishing companies, and several songwriter
associations.

At the conclusion of the 1980 proceeding, the CRT decided that “there should be an

immediate substantial increase in the mechanical royalty rate . . . and ordered that the rate be
changed from 2.75 cents per song to 4 cents per song -- a 45% increase.” The CRT explained
that this particular rate was based in part on maintaining the relationship between the cost of the

mechanical royalties for an album and the retail list price of the record album -- the mechanical

royalties being approximately 5 percent of the retail list price -- over the fifteen years before their

3

217 US.C. §801(b)(1).
' 46 Fed. Reg. at 10485,
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decision." The U.S. Court of Appeals for the D.C. Circuit affirmed the CRT’s decision with

I'CS])CC[ to the I'Elt'{f.5
C. Summary of Conclusions

The recording industry is in the midst of a transformative change. The explosion of
piracy and new technology has led to what appears to be a permanent decline in the recording
industry’s traditional business model -- making and distributing physical copies of sound
recordings (e.g., LPs, cassettes, CDs) and the pressing need to develop new ways of selling
sound recordings. As a result, the recording industry has experienced the increased risks
associated with developing and implementing new business models, while suffering a decline in
CD prices and industry revenues. Competition is increasing for the consumer’s entertainment
spending. The recording industry has had to simultaneously (i) cut costs, (ii) develop and
attempt to commercialize multiple products and the parallel distribution systems that are required
by the digital sound recording marketplace, and (iii) defend the record companies’ and the
publishers’ intellectual property against the onslaught of piracy.

[ have been asked by the RIAA to recommend how changes in the recording industry
over the last twenty-five years should affect the statutory mechanical royalty rate pursuant to the
Section 801(b) objectives, industry circumstances and history and economic theory. As [ discuss

in more detail in my testimony, I have reached the following conclusions.

' The CRT assumed that, on average, there were 10 songs per album. 46 Fed. Reg. 10466, at 10476, 10481, 10484,
* RIAA v. Copyright Royalty Tribunal, 662 F.2d | (D.C. Cir. 1981).

4
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1. The rovalty rate structure should be changed to a percentage basis.

Under conditions of uncertainty, a percentage rate structure is beneficial. A percentage
rate would automatically accommodate such uncertainty. A fixed cents-per-tune rate would have
to be adjusted continuously to accommodate this uncertainty. A percentage rate would more
closely align the economic incentives of the parties so that the record companies” incentive to
increase profits would be expected to protect the publishers’ interests.” A percentage royalty rate
regime would provide much more flexibility to the record companies than would a fixed cents-
per-tune rate regime. For example, a percentage royalty rate regime would allow the recording
industry to test innovative business models involving lower price point products where doing so
will result in more sales and profit. The percentage royalty rate regime also will facilitate entry
into new markets.

A percentage rate achieves the Section 801(b) objectives better than a fixed cents-per-
tune rate. The built-in flexibility of a percentage rate will allow record companies to increase
availability of both musical works and sound recordings by encouraging them to record, release
and promote songs where the risk of financial loss would otherwise be too high. In so doing,
songs that otherwise would not have been available to the public and which would have
produced no income for their writers and publishers, will have a chance to earn mechanical
royalties as well as performance and synchronization royalties that follow from the creation of a
sound recording.

Likewise, a percentage rate would make it less likely that the income of either the
copyright owner or the copyright user would be unfairly burdened by changes in the market. If

the demand for legal sound recordings increases, both would benefit proportionally. If demand

f . %5 . s p
" The close alignment of interests under a percentage rate, while not perfect, would make it profitable to record

music that would not be profitable to record under a cents-per-tune regime (e.g., low price-point recordings).

5
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for legal sound recordings falls, both will bear the burden proportionally. Finally, once a
percentage rate is set, the royalties paid will rise and fall with the market and occasion less need
for adjustment and therefore less chance that the industry would be disrupted by further rate
change.

7. Rates should be lowered significantly -- to 7.8 % or less of wholesale
revenues.

The 1981 CRT decision, and Congress before them, concluded that the songwriters and
music publishers were entitled to a relatively small portion of the revenue generated by a sound
recording of the writer’s musical work -- about 5% of retail. As an academic, I have devoted
significant time to studying the economics of innovation. That work fully supports the value
allocation reflected in the rate I recommend. Because rates are now well above that level while
the industry faces unique challenges, a significant downward adjustment is appropriate.

Since 1981, the fixed cents-per-tune rate has steadily risen, roughly tracking the CPI. But
the financial situation of the recording industry has changed dramatically, even in just the last six
years, and the rate has not reflected those changes. In 1981, the CRT concluded that application

‘of the 801(b) objectives required an “immediate substantial increase in the royalty rate . .."”" In
my opinion, consideration of the objectives in light of recent industry developments shows that
the opposite is now true.

First, the evidence suggests that the availability to the public of sound recordings, and
therefore songs, is decreasing. Releases of new music seem to be down and retail inventories are
more limited than previously. Lower rates will encourage record companies to invest in new
sound recordings, new products and new distribution channels resulting in more sound

recordings in the public’s hands.

46 Fed. Reg. at 10485,

6
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Second, the 1981 CRT concluded, in applying the second 801(b) objective, that a rate
increase was, in part, appropriate because of rapid growth in recording industry revenues. The
same reasoning now points in the opposite direction as industry revenues have been in decline.
By contrast, publisher income, principally in the form of mechanical, performance and
synchronization royalties, has grown as a result of songs that have been recorded. The net result
is that music publishers have enjoyed high revenue growth and margins and the record
companies have not. A lower rate would bring these relative returns more into balance.,

The third objective -- reflecting the relative roles of the publisher and the record company
with respect to risks and to creative, technological and capital contributions as well as efforts to
open new markets and develop new media -- also supports a significant downward change in the
rate. These contributions of the record companies have increased substantially where the
contributions of the publishers have diminished. Whereas the publicly-available data on
publishing companies suggest they are high margin, low risk “annuity-like” businesses, record
companies invest significant amounts of risk capital with unstable but generally low returns
(particularly as compared to publishers). Record companies also make essential creative,
technological and capital contributions to the making, distribution and promotion of a sound
recording that are not easily replicated. Likewise, record companies make far more significant
investments in ‘ncw methods of distribution and new types of products then do publishers.

The relative risks encountered by publishers and record companies have also changed.
The 1981 CRT decision concluded that record companies faced “limited risk.”™ Since then,
digital distribution, piracy, more limited retail and promotional availability -- all of which have

affected the level and volatility of the record companies’ revenues more than the publishers’

¥ 46 Fed. Reg. 10466, at 10480.
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revenues -- have increased risk, required additional investments and lowered returns for the
record companies.

The final 801(b) factor -- minimizing disruptive impact on industry structure or
prevailing practices -- also requires a different calculus than circumstances warranted twenty-
five years ago. In 1981, the CRT adopted a 45% increase in the rate but concluded that the
change would not be disruptive because the overall revenues of the record companies would not
suffer greatly compared to the benefit to the songwriters. Today, record companies are facing
significant disruption to their business in a way that has led to an unprecedented downsizing,
reduced investment, and an uncertain future. Changes in technology and mass piracy of sound
recordings have already forced record companies to restructure their operations and redesign
their business model for a new digital marketplace. Record companies’ sales and revenues are
down; CD prices have dropped. Maintaining the current statutory cents-per-tune rate would
exacerbate these disruptive effects, making it more difficult for record companies to respond to
the changing circumstances they confront. In the meantime, publishers have enjoyed high profit
rates and high revenue growth in overall royalties which were made possible by the sound
recordings created by the recording industry. Whereas the 1981 CRT decision concluded that a
45% increase could be absorbed by the record companies without disruption, in my opinion, a
major decrease is now appropriate.

3 Rates recommendation.

The 801(b) objectives and economic theory tell us that the rate structure should be a
percentage of wholesale revenues and that the rate itself should significantly decrease and should
capture a relatively small part of the sound recording revenue. The 1981 CRT decision, and

application of the Section 801(b) objectives, provides a reasonable basis on which to calculate an
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implied rate for today’s market. That calculation indicates that a rate of 7.8 percent or less of
wholesale revenues is appropriate. This result is supported by other analyses, including the
difference between the industry’s economic position at the beginning of the growth of piracy and
today.

I1. THE ECONOMIC THEORY OF VALUING INNOVATION AND CREATIVE

ACTIVITY

The Copyright Royalty Judges' obligation to set a “reasonable royalty,” even as
developed by the Section 801(b) objectives, calls for an understanding of the relative
contributions of record companies and songwriters to a sound recording. There has been a
significant amount of work on this type of valuation issue in the field of economics that I believe
is relevant to the Judges® task and that confirms the judgment of the 1981 CRT and Congress
before them that it is appropriate that the songwriters receive a relatively small portion of the
revenue derived from a sound recording.

Economic theory explains that merely because a particular invention, innovation, or
creative work is an essential ingredient to a product or service does not mean that the producers
of that necessary ingredient will receive a substantial part of the revenue generated by the
resulting product or service. In a commercial context, the innovator’s share of revenue will often
be a relatively small proportion of the wholesale price if (as is frequently the case) valuable
assets not controlled by the innovator are required to transform the innovator’s creation into a
marketable product. This result occurs because the owners of these equally necessary
complementary assets must be compensated from the profits of the product to induce them to
invest in and provide access to complementary assets. Some complementary assets have other

uses and opportunity costs which can establish their market value; others may be unique to an

9
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industry. In either case, returns must be sufficient to draw forth investment in the
complementary assets. If the returns are not sufficient, the provider of the invention or creative
work will have to provide the complementary assets or suffer the consequences of inadequate
investment by others.

Over the past 20 years, | have developed two economic theory/strategic management
paradigms - “Profiting From Innovation™ (PFI)” and “Dynamic Capabilities'™ (DC) - that explain
the allocation of financial returns amongst the asset classes such as creative assets, artistic and
business related complementary assets including the artist & repertoire (“A&R”) staff,
advertising, promotion, marketing, legal and so forth. The same analytic framework can be
applied here to help determine whether compensation received by music publishers and
songwriters for their contribution to music-based products'' are appropriate.

The essence of the PFI framework is that, in a market economy, firms that have
capabilities and assets that the innovator requires to convert the innovation into a successful
product are likely to garner a greater share of the financial returns than is the innovator when the
innovator is simply licensing its intellectual property (“IP") to others.'” The PFI framework is

useful for explaining the share of profits accruing to the innovators through licensing compared

? David J. Teece, “Profiting from technological innovation: Implications for integration, collaboration, licensing,
and public policy”™ Research Policy, 15, (1986) 285-305 (Exhibit O-101-DP).

" David I. Teece, Gary Pisano, and Amy Shuen, “Dynamic Capabilities and Strategic Management,” Straregic
Management Journal, Vol. |18, No. 7 (1997) 509-33 (Exhibit O-102-DP).

""" While the framework is general, it can be applied to compensation for recorded performances. See, e.g., Joeri M.
Mol, Nachoem M. Wijnberg and Charles Carroll, “Value Chain Envy: Explaining New Entry and Vertical
Integration in Popular Music™ Journal of Management Studies, Vol. 42, No, 2 (March 2005) at 251-76 (Exhibit O-
I£J3-DP}.

2 As T said in a recent paper, “*PFI endeavors Lo explicate how managerial choices, the nature of

knowledge, intellectual property protection, and the asset structure of the firm impact the business

enterprise’s ability to capture value from innovation. It is both a predictive and a normative theory of

strategy, with testable hypotheses. It not only provides a contingency theory with respect to a key element

of strategy --- but it also predicts how the profits from innovation are likely to be distributed as between

customer, innovator, imitator, suppliers, and the owner's of complementary assets.” David J. Teece

“Reflections on ‘Profiting From Innovation™” Research Policy, forthcoming, December 2006 (Exhibit O-

104-DP),

10
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to those accruing to its followers, suppliers, and inter-firm collaborators. Two key concepts from
the PFI framework are: (1) complementary and co-specialized assets, and (2) appropriability or
revenue capture. Complementary assets are those assets that are required to take an innovation
or creative act from the notebook or prototype to a product that the consumer buys. In a market
economy, the PFI framework predicts that profits will flow to the scarce non-imitable and non-
substitutable inputs, complementary or otherwise.

From a public policy perspective, the appropriate sharing of risks and rewards implies
that each contribution to a product that requires many contributions receives approximately its
proportionate share of the value created and paid for by consumers."” Value created can be
measured by the difference between market revenues and input costs,-adjusted for the risks
associated with making the investments. Value distributed must recognize scarcity and
substitutability. As [ noted in my 1986 paper, there is an important distinction between the value
of an innovation or creative act and how that value is captured. If there are competing providers
for any of the assets, financial returns are adjusted downward and vice versa,

Assets used in production, creation, manufacture, marketing, sales and distribution are
complementary assets. Such assets, along with other creative inputs and what Professor Richard
Caves refers to as “humdrum’™ assets may be necessary to turn an innovation into a saleable

product." (Humdrum assets, according to Caves, are the routine but essential business functions

" That contributions take many different forms complicates but does not preclude quantitative analysis. For an
example of such an analysis applied to the music industry see Mol. et al., supra, note 11.

" Richard E. Caves, Creative Incustries, Contracts Between Art and Commerce, Harvard University Press, (2000).
(hereinafter “Caves”). Caves notes, page 5. “Some creative outputs need only a single creative worker:. .. Many,
however, require diverse skilled and specialized workers each bringing personal tastes with regard to the quality or
configuration of the product. The creative workers also frequently need to be combined with those who do not
consider their contributions to be creative. These are the so-called humdrum assets. Caves also notes (page 8).
“The performing arts and creative activities involving complex teams - - the motley crew property - - obviously
require close temporal coordination of their activities.” This need to organize a complex set of assets and talents is
the basis for my dynamic capabilities (DC) framework, and the considerable literature on creative virtuoso teams
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such as accounting and physical distribution.)”® These complementary assets may be owned by
the innovator or they may be accessed through licensing or partnering. Appropriability involves
the ability to profit from the innovation, that is, to capture a portion of the profit. In a market
economy, firms that possess difficult-to-replicate complementary assets are able to take for
themselves a greater proportion of the value of the innovation than firms that do not.

Furthermore, if there are good substitutes for a particular “input™ in the value chain, then
that “input™ will not, in a market environment, command significant returns. It is only the scarce
non-substitutable and non-imitable “inputs” that will generate strong returns. Thus, if there is an
ample supply of comparable songs, then the song itself should not be thought of as commanding
greal value. Likewise, if it were the case that the creative and organizational contributions of the
record companies were ubiquitously available, then those “inputs™ shouldn’t command special
value either.

This theoretical understanding explains why, in part, an innovative firm may fail despite
being the originator of the idea that is the basis for what ultimately becomes a profitable product.
If the innovative firm is unable or unwilling to risk the capital needed to develop the co-
specialized assets needed in order to take a competitive product to market, the innovative firm
can expect to receive little or no profit from the innovation. For example, many of the
innovative firms in the personal computer business ultimately failed, including Xerox, despite
the massive contribution that Xerox PARC made to the technological development and

pioneering of the personal computer industry.

that followed. Bill Fischer and Andy Boynton, “Virtuoso Teams,” Harvard Business Review, July-August 2005,
| 16-23,

'3 Caves at page 4. Caves defines humdrum assets as those that have uses in many, if not all, businesses and have
an established market price.
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The second theoretical paradigm I have developed that is relevant here is the dynamic
capabilities framework. The essence of this economic theory is that firms which can “maintain
competitiveness through enhancing, combining, protecting, and when necessary reconfiguring
the business enterprise’s intangible and tangible assets . . """ will achieve greater long-term
success in competitive and changing markets, such as the situation currently facing the recording
industry. In the context of this testimony, [ draw on the dynamic capabilities framework to
discuss the importance of organizing . . . and indeed “orchestrating” . . . creative and other assets
employed by the record companies particularly in their management of “virtuoso™ creative
teams, to create sound recordings. Successful firms also assemble complex multi-disciplinary
teams to confront and hopefully surmount emerging challenges. "7 In the context of the recording
industry, such challenges include piracy, transitioning to the new digital marketplace, and the
reduced margins that result from the onset of technological changes. Digital distribution permits
the purchase of individual songs, rather than albums, which generates much lower revenues from
the same recordings than do album sales. These challenges, along with those of other newly
emerging technologies and changing tastes, are profoundly disruptive of traditional industry
practices.

The possession of dynamic capabilities is especially relevant to enterprise performance in
business environments exposed to the opportunities and threats associated with rapid
technological change. These businesses are often in industries in which multiple inventions or
creative inputs must be combined to create products or services. Enterprise success in these
industries depends on systemic innovation, building protection against imitation, and meeting

untapped customer demand.

16 [d
""" See Fischer and Boynton, supra note 14,
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As [ will discuss in some detail, the economic theory emphasized in my framework, as
applied to the songwriting and recording industries, leads to a conclusion that there are powerful
economic reasons why, in a market economy without a statutory rate, the songwriters’ and music
publishers’ share of benefits from the sale of recorded music in any of its forms is likely to be
relatively modest. The songwriter/publisher has extremely limited standalone ability to extract
value from their creative work, absent a recording of it. The scarce resource in the system isn’t
songs; rather it is finding a record company willing to put their heft behind the song. This reality
would favor the record companies if there was arms-length bargaining between the groups.
Songwriters generally rely on the record companies to orchestrate much of the creative work
(e.g., including the selection of performers and arrangement of the song) that leads to the sound
recording, for the production of the sound recording itself, and for manufacturing, distribution,
promotion, and sales of the recorded songs. To carry out their work, record companies must
involve and bear the cost of a large number of creative contributors, bear the cost of capital for
both creative and “humdrum” assets, and assume considerable risk.

The economic reasons that lead me to believe that the music publishers’ share of the
benefits would be relatively modest in a market economy without a statutory rate also lead me to
believe that the CRB, following the Section 801(b) objectives, should determine that a lower rate
is now warranted for the 2008 to 2012 period at issue in this proceeding, and that rate should be
based on a percentage of wholesale revenue. As discussed at length elsewhere, the Section
801(b) objectives are generally based on increasing the availability of music to the public and on
finding an appropriate balance between of financial rewards for songwriters and record

companies. These are the same factors that are emphasized in my framework.



PUBLIC

IlI. THE MUSIC INDUSTRY: 1970 TO THE PRESENT
There are important trends in the music business that must be evaluated in determining a

reasonable royalty according to the Section 801(b) objectives.

A. The Recording Industry’s Performance Has Declined

My analyses of the available evidence show that the recording industry has suffered a
significant decline in unit sales and revenues since the beginning of the 1998 through 2006
mechanical royalty rate period. In this section, I present certain key conclusions from my
analyses,

1. Record Companies’ Revenues Have Dropped

[ have examined measures of wholesale revenue on both an industry-wide and major
label only basis. While there are some differences -- the major labels have shown larger
improvements the last two years than has the industry overall -- wholesale revenues by either
measure have shrunk since 1999, Linda McLaughlin presents the major label data in her
testimony.'® Exhibit 1 shows PricewaterhouseCoopers industry-wide wholesale revenue
estimate. As the Exhibit makes clear, revenues peaked in 1999 and have not returned to those

' 19
levels since.

" Linda McLaughlin works with NERA (National Economic Research Associates) and I have cited her data as a

source accordingly. RIAA has employed PricewaterhouseCoopers (o estimate industry-wide revenue data for many
cars. I cite to RIAA when [ use that data.

? A comparison of the NERA major label and PwC industry wide wholesale revenue estimates is set forth in

Appendix ___.
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Exhibit 1
Recording Company Labels Wholesale Revenue for
All Audio and Video Sales: 1987-2005
(Millions of Dollars)

2. Unit Shipments of Albums and Spending on Music at Retail List
Prices

Revenue has declined because sales and prices have declined. Exhibits 2, 3, and 4
compare the shipments and spending performance of the recording industry to total consumer
purchases during the 1973 through 2005 period. Consumer purchases provide a benchmark for
recording industry shipments and spending performance. Had industry shipments and spending
risen at the same rate as consumer spending, the two lines on the graph would coincide. Exhibit
2 presents a comparison of unit shipments of physical albums to real personal consumption
expenditures, both expressed as indexes that equal to 100 in 1980. Note the precipitous decline

in record company unit shipments of physical albums from 1999 to 2006.
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Exhibit 2
Physical Album Units Shipped Versus Real Personal Consumption
Expenditures (1980=100)
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Note: Physical Albums are CDs, Cassettes, 8-Track and Other Tapes, LPs, DVD Audio, Dual Disks, and SACDs,
Sources: Unit Sales: RIAA: Real Personal Consumption Expenditures: ULS, Department of Commerce, Burcau of
Economic Analysis,

Exhibit 3 presents a comparison of spending at retail list price for physical album sales to
nominal personal consumption expenditures, both expressed as indexes that equal 100 in 1980.%
As was the case for unit shipments of albums after 1999, the decline in spending at retail list
price from album shipments is dramatic. Finally, Exhibit 4 presents a comparison of spending
retail list price from all recorded music shipments to nominal personal consumption

expenditures, both expressed as indexes that equal 100 in 1980.

0 . i qs F H . .

= Movements in the suggested retail list prices do not precisely correspond to movements in the actual retail and
wholesale prices, although, as set forth in Appendix D, it is a reasonable proxy. However, [ note that actual retail
and wholesale prices have fallen somewhat more rapidly than have retail list prices since 1999,
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Exhibits 2, 3, and 4 all have vertical lines drawn at 1980, 1987, and 1997, which are the
years when the mechanical royalty rates were either set by the CRT (1980) or by settlement
(1987 and 1997).”" Exhibit 4 differs appreciably from Exhibit 3 starting in 2005 when spending
on digital products increased noticeably. In comparing Exhibits 3 and 4, keep in mind that they
show indexes and not dollars. For example, the levels in 2003-2005 are the spending in those
years relative to 1980. The two spending at retail list price indexes tell a similar story. Exhibit 4
shows a smaller decline in spending from 2004 to 2005 than does Exhibit 3 because of the
noticeable increase in digital spending during the 2004-05 period. Exhibits 2, 3, and 4 show that,
during the 1993 through 2005 period, the movements are very similar for unit shipments of
albums, spending at retail list prices for album sales, and spending at retail list prices for all
audio products.

The recording industry has suffered reversals and growth slowdowns in the past, but the
downturn in unit sales and shipment value at retail list prices after 2000 is unprecedented in
recent history.”” Sales declined in 1979 but by 1984 were back above historical levels. A
downturn in 1997 was reversed in 1998. The post-1999 downturn has been deeper and prospects
for the future are uncertain.

3 Unit Shipments of Recorded Music By Delivery Format

The unit shipments of albums as LPs, cassette tapes, CDs (including enhanced CDs and
audio DVDs), and by digital download from 1973 through 2005 are shown in Exhibit 5.* There
were several changes in the format prior to 1999, but the transition from one physical format to

another proceeded relatively smoothly with, at most, slowdowns or relatively small reductions in

! The CRT issued its decision on February 3, 1981, but the analyses were prepared by the parties and the hearings
were held during 1980 (i.e., the CRT’s decision was made based on information available in 1980).

* During the Depression, record sales fell precipitously from the level achieved in the late 1920s.

* Individual song digital download units are converted to album equivalent units by dividing by 10.

19



PUBLIC

revenue during the transition periods. See Exhibit 3 above. While the formats changed, each
format was a physical product: they all moved through the same distribution channels, were
supported by the same record companies’ infrastructure, and were sold by the same retail stores.
Also, from 1973 through 1999, the shipment value of the new physical formats was substantial
and generally growing when the shipment value of the older physical format began declining.
The transition from the cassette tape to the CD occurred during a period of strongly increasing
recording industry shipment value (e.g., shipment value of cassette sales remained strong for a
substantial period of time after the shipment value of CD sales climbed substantially above that

from cassette sales, as shown in Exhibit 6).

Exhibit 5
Album Units Shipped: 1973-2005
(Millions)
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Source: RIAA,
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Exhibit 6
Spending at Retail List on Albums: 1973-2005
(Millions of Dollars)
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The declines beginning in 1999, however, show different and more troubling

characteristics than prior format changes. First, although the chart shows all digital as one

product, there are in fact an increasing profusion of digital products, in many cases being sold by

different online retailers, each requiring separate agreements, different delivery formats and

different types of record company support. Second, as the chart implies, the increase in spending

at retail list for these digital products (and downloads are the chief format) is not offsetting the

decline in spending at retail list for CDs.

As 1 will discuss, there are many important reasons for this fundamental change.

4. Sales of the ‘“Hits” Have Dropped Dramatically Since the Late 1990s

It is widely recognized that most sound recordings are not profitable (in the sense that the

revenues from the album fail to cover the costs of recording, releasing, distributing and
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marketing the album and an allocated portion of overhead), and that the profits from “hits™ are
needed in order to offset the losses on the unprofitable recordings.

My review of the data indicates that, since 2000, the sound recordings upon which the
record companies’ profitability depends -- the “hits” -- are not selling at the levels necessary to
fund as many recordings that fail to break even as was the case earlier. The annual unit sales for
the top selling albums has fallen dramatically since the period immediately following the 1997
Settlement. As shown in Exhibit 7, the unit sales of the high selling albums during the three-year
period following the 1997 Settlement (1998-2000) are much greater than has been the case
during the most recent three-year period (2003-2005). This drop in the unit sales of high-selling
albums sharply reduces the amount of money that the recording industry has to invest in new
recordings and to develop new recording artists. The high selling albums, particularly those with
unit sales above 2 million, are a critical source of revenue for the recording industry. These high
selling albums generate the revenues and profits necessary to make up for the overwhelming
majority of albums whose sales revenues do not cover their costs and also provide the funds
needed for creating new recordings and for developing new artists. The nunl1bcr of albums
attaining an annual unit sales rate of 2 million or more dropped by [ percent between 1998-

2000 and 2003-2005.

(2%
a
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Exhibit 7
Comparison of the Number of High Selling Albums:
1998-2000 Versus 2003-2005

Not only are there fewer “hits” in absolute terms as reflected in Exhibit 7, but, not

surprisingly, the lifespan of any single album as a “hit” has been shortened. As shown in Exhibit
8, during the 1997 through 1999 period, on average, an album that made the Billboard 200
remained on the charts for 43 to 44 weeks. During the 2003 through 2005 period, the average

was only for 18 to 22 weeks.

)
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Exhibit 8
Average Number of Weeks An Album Appeared on the Billboard 200 Album Chart
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Source: wwhiipe/fwww billboard bizdbh/biefarchi veseaschiubum_esults jsp
Since 1999 or 2000, it is clear that record companies are much less able than they
previously were to depend on occasional blockbuster albums to cover their overhead and the
losses generated by more common commercial failures. The data on these trends are dramatic,
and indeed may be permanent; in any event, there is no indication that the situation will change

over the course of the next five year rate period.

B. The Mechanical Royalty Rate
Against this backdrop of recording industry decline, the statutory mechanical royalty rate
has steadily climbed since 1981, the last time it was adjudicated.
1. Statutory Rate History

Exhibit 9 presents a complete history of the cents per tune mechanical royalty rate from

1909 through 2007.
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Exhibit 9

History of Mechanical Royalty Rates

Period

Prior to the 1980/81 Cents Per

CRT Decision Tune Rate Notes

1909 — 1977 2.00¢ The Copyright Act of 1976 mandated an increase as

1978 — 1980 2.75¢ of January 1, 1978 and that a CRT Proceeding be
held.

The 1980/81 CRT Decision and

the D.C. Circuit Ruling

1981 — 1982 4.00¢ The CRT set the rate to 4 cents per tune as of July I,

1983 4.25¢ 1981 and planned to adjust it annually on the basis of

1984 — 1985 4.50¢ the increase in the list prices of albums. The D.C.

1986 — 1987 5.00¢ Circuit ruled that such a process was not permissible.
The CRT then specified the increases shown in this
table.

The 1987 Settlement

|988 — 1989 5.25¢ Under the settlement, the rate was set to 5.25 cents

1990 — 1991 5.70¢ per tune as of January 1, 1988, The rate was adjusted

1992 — 1993 6.25¢ every two years thereafter on the basis of the

1994 — 1995 6.60¢ percentage change in the CPI over the two-year

1996 - 1997 6.95¢ period ending in the September prior to the rate

adjustment. For example, the rate as of January 1,
1990 was set equal to the rate as of January 1, 1988
(5.25) changed by the percentage change in the CPI
between September 1987 and September 1989,

The 1997 Settlement

1998 — 1999
2000 - 2001
2002 - 2003
2004 - 2005
2006 - 2007

Sources: (1)
(2)
(3)

7.10¢ Under the settlement, the rate was set to 7.10 cents
7.55¢ per tune as of January 1, 1998. The subsequent rate
8.00¢ increases were specified in the settlement.

8.50¢

9.10¢

U.S. Copyright Office — Mechanical Royalty Rates, http://www.copyright.gov/carp/m200a.html;

Copyright Act of 1976, Pub. L. No. 94-553 (Oct. 19, 1976); and

1981 CRT Decision.

a,  Copyright Royalty Tribunal, 46 FR 891-2, January 5, 1981,

b.  Copyright Royalty Tribunal, Docket No. 80-2, 46 FR 10466-87, February 3, 1981.

¢.  Recording Industry Association of America v. Copyright Royalty Tribunal, 662 F.2d 1, Opinion Aug
27, 1981.

1. Copyright Royalty Tribunal, Docket No. 81-3, 46 FR 55276-7, November 9, 1981,

¢. Copyright Royalty Tribunal, 46 FR 62267-8, December 23, 1981.
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As shown in Exhibit 10, the statutory mechanical royalty rate has increased at essentially
the same rate as the CPI from 1981 through 2005 and this relationship is expected to continue

through 2007.

Exhibit 10
Statutory Mechanical Rate:

Actual and Grown at the Rate of the Overall CPI Since 1981
10,0
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Sources: Actual: 17 U.S.C. §115(e)(2): 37 CFR 255.3: Overall CPL: 1980-2005: U.S. Department of Labor, Burcau of
Labor Statistics: 2006 and 2007: Macroeconomic Advisors Long-Term Forecast, September 25, 2006,

% Since 1997, the Mechanical Royalty Rate Has Risen Substantially
While Wholesale CD Prices Have Fallen Substantially

As shown in Exhibit 11, wholesale CD prices have not kept pace with mechanical royalty
rate increases since 1998. The wholesale price projections through 2008 are from the LECG
forecast as discussed in Section HILE. In the 1980/81 CRT decision, the CRT concluded that the
mechanical royalty rate should increase at the same rate as the retail list price of an album.*

However, the wholesale price of an album is the appropriate measure of changes in the prices

M 46 Fed. Reg. at 10485-86.
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received by the record companies for albums.* It is clear that the statutory mechanical royalty
rate has increased rapidly relative to the wholesale price movements of CDs since 1998. Had the
cents-per-tune mechanical royalty rate been adjusted by the rate of change in the wholesale CD
price between 1998 and 2008, the mechanical royalty rate would be 6.4 cents per tune as of

2008, which is about 30 percent below the 2006-2007 rate of 9.1 cents.

Exhibit 11
Comparison of the Actual Statutory Mechanical Rate and the 1998 Mechanical
Rate Changed by the Percentage Change in Wholesale CD Prices

% As of 1980, the annual percentage changes in the retail list price of an album may have been a reasonable proxy
for the annual percentage changes in the actual retail and wholesale prices of an album. The emergence of the big
box stores (e.g., Wal-Mart and Best Buy) as the major retailers of CDs has reduced actual retail and wholesale prices
relative to list prices. NPD Music, “Year in Review”, April 4, 2005, pp. 6-7 (Exhibit O-105-DP).
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3. The “Effective” Mechanical Royalty Rate Has Likewise Risen, Taking
an Increasing Percentage of Recording Industry Revenue

The percentage of industry revenue being used to pay mechanical royalties has risen
significantly as Exhibits 12 and 13 show. The industry spends more of its income on mechanical

royalties than ever before and the trend is escalating.

Exhibit 12
Annual Mechanical Royalties As A Percentage of
Recording Industry's Wholesale Revenues: 1993 Through 2007
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Exhibit 13
Mechanical Royalties As A Percentage of
. Mo 3 y 004-

esale Revenues:

This comparison of mechanical payments to industry revenue shows, what is referred to
in the recording industry as the “effective rate.” The data are useful for showing the significant
change in the mechanical royalty burden. Not every mechanical license requires payment of
royalties at the full statutory rate. Sometimes, in the course of negotiating a recording contract,
artists who are also songwriters will agree to a lower fee royalty for a mechanical license, (Such
a contractual provision is generally referred to as a “controlled composition clause.”). Economic
theory suggest that artist-songwriter would agree to do so only in exchange for other financial
benefits, such as a higher “advance’ payment or a higher artist royalty rate. In addition, as
Andrea Finkelstein testifies, record companies sometimes obtain mechanical licenses from music
publishers at rates lower than the statutory rate. These typically are at rates reflecting a

percentage discount from the statutory rate, and are most common for “budget” products. As a
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result of these provisions, the total mechanical royalty payments made by a record company may
be below the expected statutory payment for those rights.

The effective rates do not show the true economic cost to record companies of the
mechanical licenses they acquire. This is because the consideration that the record companies
give up to get a discounted rate under a controlled composition clause is not reflected. If those
costs could be incorporated into the effective royalty costs, I would expect the effective rate
would be higher. In addition, Congress has required, with respect to DPDs (“digital
downloads™), that record companies pay the full statutory rate, regardless of whether they were
able to negotiate a different rate with an artist-songwriter. Over the next few years, one would
expect that an increasing percentage of sound recordings will be distributed as DPDs, so the
effective rate will continue to increase toward the statutory rate.

For 1998 through 2007, Exhibit 14 shows the convergence of the effective and statutory
rates by comparing the statutory mechanical rate on physical albums, digital downloads of
individual tracks and albums, and ringtones.” The median number of tunes on an album in 2005
of 13 tunes, determined based on the Billboard 200, was used to calculate the statutory
mechanical rate for albums.”” While the statutory rate as a percent of wholesale revenues has
grown from - percent in 1998 to a projected - percent in 2007, the actual percentage of
wholesale revenue paid in for mechanical licenses has grown even faster, from - percent in

1998 to a projected [ percent in 2007. This convergence, as I have explained above, is the

* Actual full-year data from the RIAA are used for 1998 through 2005. The full-year estimated data for 2006 are
calculated by multiplying the first-hall of 2006 data by the ratio of full-year 2005 data to first-half of 2005 data. The
estimated data for 2007, and in some cases 2008, are calculated on the basis of the LECG forecast projected growth
rate.

7T See Appendix E for a discussion of the determination of the median number of tunes for the Billboard 200 in
2005.
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result of lower wholesale prices for CDs and the inapplicability of controlled composition

clauses to the rising number of DPDs.

Exhibit 14
Effective Mechanical Royalty Rate and
the Statutory Mechanical Rate: 1998-2007

The effective royalty rate paid by the record companies has been increasing steadily
relative to the statutory rate since 2001, which coincides with the time when the wholesale price
of CDs began to fall. See Exhibit 15. In 2001, the effective rate was [JJJj percent of the
statutory rate, which is - percentage points above its 1998 value nl'- percent. By 2005, the
effective rate had risen to | percent of the statutory rate. In 2007, the effective rate is

expected to be - percent of the statutory rate.
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Exhibit 15
Effective Mechanical Royalty Rate As A
Percentage of the Statutory Mechanical Rate: 1998-2007

Measurements of the effective rate are important to show the direct relationship between
the increasing statutory rate and significant change in the balance of the mechanical royalty rate
as between the record companies and the publishers. It is clear that significant adjustment is

necessary to bring the royalty rate payment back to the historic level.

C. Causes of Industry Business Declines

The data I have presented above reflect some of the very hard long-term business
circumstances the recording industry faces and show how the mechanical rate has drifted
upward. I turn now to the major reasons for these very difficult long-term business

circumstances.
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1. Piracy is a Primary Cause of the Drop in Record Company Revenues
Since 1999

a. Music Piracy Explodes in 1999

['use the term “piracy™ to refer primarily to the unauthorized duplication of copyrighted
sound recordings. Historically, piracy primarily took the form of “counterfeit” (and also
“bootleg”) products (LPs or cassettes) manufactured and sold primarily by commercial for-profit
enterprises. While such piracy is still a significant problem for record companies, songwriters
and music publishers (none of whom is paid for such unauthorized copying), it has been joined
in recent years by two other forms: unauthorized “burning™ of digital copies of CDs using CD
burners, and unauthorized “sharing” of digital music files with others, generally over the
Internet, and facilitated by peer-to-peer (“P2P”) services and software such as (the original)
Napster, Grokster, KaZaA and others, The testimony of Victoria Bassetti describes these
phenomena in greater detail.

The recording industry was concerned about piracy, or, more specifically, counterfeiting,
during the 1981 CRT hearings.”™ In 1980, the RIAA established a formal anti-piracy program
that continues in a much larger form today.” During the 1980s, the advent of high-speed
duplication of cassettes was the chief concern. Although CDs were introduced in 1982, the cost
of manufacturing CDs was substantial and there were only a small number of CD manufacturing

plants. As the number of CD manufacturing plants increased and recordable blank CDs (“CD-

% 1980/81 CRT Decision at 10472-3.

* RIAA. This effort initially was led by Kenny Giel who had been with the FBI prior to Joining the RIAA.,

Mr, Giel works with the RIAA's anti-piracy group (hereinafier Giel of RIAA). See also the Testimony ol Victoria
Bassetti.
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Rs™) became available during the 1990s, counterfeit CDs began to become a more serious
problem. By 1997, there was a flourishing illegal counterfeit market for CDs."

In the late 1990s, inexpensive computer hardware that could extract digital music from a
CD (“rip”) and create (“burn”) a new CD copy became more widely available as did CD-Rs.
The emerging problem was signaled when, in the first half of 1999, the RIAA confiscated
165,981 unauthorized CD-Rs compared to only 87 in the first half of 1997."' At about the same
time, Internet computer services designed to allow users to share music illegally began operation.
The most renowned of these was Napster, which began operations in 1999. Illegal P2P file
sharing quickly became a major problem.” Napster was followed by KaZaA, Grokster,
Morpheus, LimeWire, BearShare, and numerous others, and the problem continues today. After
2000, the combination of illegal CD copying and illegal P2P file sharing combined to cause
substantial declines in unit CD sales and revenues.

U.S. consumers with Internet access did not pay for 51% of the music they acquired in
2005." That same year, illegal “burned” CDs are claimed to account for about 29 percent of all
music acquired with online file sharing networks as the source of about 22 percent of all music
acquired. These statistics indicate that less than half of the music acquired by consumers in 2005

was being purchased from the record companies.” Therefore, through P2P file sharing has

* Giel of RIAA. RIAA, Press Release, “Recording Industry Releases 1996 Anti-Piracy Report”, March 12, 1997,
available at hitp:/www riaa.com/newsletter/press1997/03 1297 asp (Exhibit O-106-DP),

' Testimony of Victoria Bassetti.

® RIAA, Press Release, “Recording Industry Sues Napster for Copyright Infringement,” December 7, 1999.
hup:/fwww riag.com/news/newsletter/press 1999/120799.asp (Exhibit O-108-DP). [FPI, *Music Piracy Report
2000,” June 2000, pp. 1-3. hup:A/www.ifpi.org/content/library/Piracy200.pdf (Exhibit O-109-DP),

#* Ed Christman, “New Life for CDs?,” Billboard, April 1, 2006 (Exhibit O-110-DP).

* NPD Group, “NARM Consumer Research Institute Phase One: Consumer Profiles & Return Experience,” March
2006, p. 12 (Exhibit O-111-DP), See also Testimony of Ron Wilcox.

34



PUBLIC

received more media attention and is a very serious problem for the music industry, illegal
copying/counterfeiting of CDs is estimated to be a serious problem as well.

Music piracy also is an international problem. Some countries, such as China, largely
ignore or fail to enforce copyright laws.” Entrepreneurs in such countries openly produce and
sell counterfeit U.S. CDs and sell unauthorized digital downloads (i.e., they pay nothing to
record companies o.r publishers). Exports of these counterfeit CDs has been increasing. There
are a significant number of counterfeit CDs being imported into the U.S.*

b. Economic Effects of Piracy

The academic literature on illegal file sharing, with one largely discredited exception, has
concluded that file sharing of music causes harm to the copyright owners.” As an economist,
know that piracy, which causes a breakdown in the normal functions of the market, distorts the
record companies” ability to compete, and it hurts legitimate businesses. For example, because
record companies’ products must compete with illegal copies available for free, record
companies will be constrained in their ability to price their products at normal competitive levels.
Being forced to price at below-competitive levels to help combat piracy reduces margins. The
introduction of illegal “free™ competitive products will also reduce sales. Finally, piracy means
that the fixed costs of the recording industry have to be supported by these lower sales, resulting

in lower margins.

* IFPI, “The Recording Industry 2006 Piracy Report.” http://www.ifpi.org/content/library/piracy-report2006.pdf
(Exhibit O-112-DP).

" Giel of RIAA.

" For a recent survey of this theoretical and empirical literature, see Stan J. Liebowitz, “File Sharing: Creative
Destruction or Just Plain Destruction?”, Jowrnal of Law and Economics, Vol. XLIX, April 2006, (hereinafter
“Liebowitz™), p. 3 (Exhibit O-113-DP). The one study that concluded that illegal file sharing did not negatively
affect CD sales was: Felix Oberholzer-Gee and Koleman Strumpf, “The Effect of File Sharing on Record Sales: An
Empirical Analysis.” Working Paper, June 2003 (hereinafier “Oberholzer-Gee and Stumpf™). There are serious
conceptual and empirical problems with the paper by Oberholzer-Gee and Strumpf. For a discussion of these
problems, see Rafael Rob and Joel Waldfogel, “Piracy on the High C's: Music Downloading, Sales Displacement
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In addition, I would expect, and the data we have confirms, that piracy has its biggest
effects on the very products which represent the recording industry’s economic lifeblood -- its hit
records. Records for which there is high consumer demand are more likely to be pirated. In the
recording industry, piracy takes a business that already has significant risk associated with each
sound recording and further reduces the likelihood of commercial success. Sales data show this
to be the case.

Exhibit 16 shows average weekly unit sales for the top selling 200 albums for week 2
through 45 expressed as a percentage of week 1 average unit sales for 1998-2000 and 2003-5.
This Exhibit illustrates the sharp decline in unit sales after the first week during 2003-5 relative
to the rate of decline after the first week during 1998-2000. During 1998-2000, week 2 average
unit sales were | percent of week 1 average unit sales, while, during 2003-2005, week 2
average unit sales are only . percent of week | average unit sales. In the |1th week after
release during 1998-2000, average unit sales were [J| percent of week 1 average unit sales, while,
during 2003-2005, average unit sales in week 11 were only | percent of week I average unit

sales.

and Social Welfare in a Sample of College Students,” Journal of Law and Econemics, Vol XLIX, April 2006
(hereinafter “Rob and Woldfogel™), p. 35 (Exhibit O-114-DP).
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Exhibit 16
Weekly Sales During Weeks 2 through 15 as a Percentage of
Week 1 Sales for the Top Selling 200 Albums in 1998-2000 and 2003-2005

Exhibit 17 presents the data for weeks 2 through 11 from Exhibit 16. In week 5 for the
1998-2000 data, average unit sales were still . percent of their week 1 level, but, for the 2003-
2005 data, week 5 average unit sales were only [J] percent of week 1 levels. Exhibit 17
illustrates how much more rapidly average unit sales during weeks 2 through 11 fell relative to

week | average unit sales during 2003-2005 versus the much slower decline during 1998-2000.
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Exhibit 17
Weekly Sales as a Percentage of Week 1 Sales During Weeks 2 through Week 11
for the Top Selling 200 Albums in 1998-2000 & 2003-2005

Exhibit 18 shows the average annual sales during the 1998-2000 period and during the
2003-5 period for the top 10, 25, 50, and 200 selling albums. The average annual unit sales of
the top 10 selling albums fell by [Jl| percent between the 1998-2000 period and the 2003-2005
period. The percentage drops in average annual sales between the 1998-2000 and 2003-2005
periods for the top 25, 50, and 200 selling albums are smaller than for the top 10 selling albums.
For the top 200 selling albums, the average annual unit sales during 2003-2005 are . percent
below the average annual unit sales during 1998-2000. The percentage drop for the top 25 is
larger than for the top 50 which, in turn, is larger than for the top 200. This result indicates that
the negative effects of piracy on sales may be greater for the most popular albums, which is not
surprising. Based on this analysis, it appears that about . percent of the Top 200’s unit sales

have been lost since 1998-2000. The losses for the top 10, 25, and 50 are larger. Given that the
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highest sellers provide most of the profit for the recording industry, these losses have a

substantial effect on overall recording industry profits.

Exhibit 18
Average Annual Unit Sales for the Top
Selling Albums: 1998-2000 Versus 2003-2005

Exhibit 19 compares the cumulative sales during 2003-2005 as a percentage of
cumulative sales during 1998-2000 for the top 200 and the top 10 sellers for weeks 5, 10, 20, 30,
and 45 after release. After 5 weeks, cumulative sales during 2003-2005 of the top 10 sellers as a
percentage of cumulative sales during 1998-2000 are [ percent versus [J| percent for the top
200 sellers. By week 45, the 2003-5 cumulative sales of the top 10 sellers are only . percent of
the 1998-2000 cumulative sales versus | percent for the top 200 sellers. The unit sales of the
top 10 sellers are much more seriously impacted by piracy than are the unit sales of the top 200

sellers.
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Exhibit 19
2003-2005 Top 200 and Top 10 Cumulative Sales as a Percentage of the Corresponding
1998-2000 Cumulative Sales by Week After Release

Exhibit 17 compares the cumulative sales during 2003-2005 as a percentage of
cumulative sales during 1998-2000 for the top 200 and the top 10 sellers for weeks 5, 10, 20, 30,
and 45 after release. After 5 weeks, cumulative sales during 2003-2005 of the top 10 sellers as a
percentage of cumulative sales during 1998-2000 are . percent versus . percent for the top
200 sellers. By week 45, the 2003-2005 cumulative sales of the top 10 sellers are only [l
percent of the 1998-2000 cumulative sales versus . percent for the top 200 sellers. The unit
sales of the top 10 sellers are much more seriously impacted by piracy than are the unit sales of

the top 200 sellers.
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2. Record Company Business Partners

At the same time that the illegal copying, counterfeiting, and downloading of digital
music was hurting the record companies, these and other circumstances likewise affected other
businesses in the music industry, making the overall business environment that much harder.

Retail Stores. Over the last six years, there have been more bankruptcies and
consolidations among retail music stores. Even as I file this testimony, Tower Records, a large
music store chain known for carrying a broad catalog of music, is in the process of liquidation.
Physical retailing of music is moving from the music-only specialty store, which would typically
carry a wide selection of CDs including both older catalog material and many new artists, to
mass merchandisers which typically carry a much more narrow selection of music and can
command deep discounts from the record companies.’®

Limited Online Retailers. The decline in the number of “bricks-and-mortar” retail outlets
has been substantial, and it has only to some extent been offset by the growth of Internet retailers
of physical CDs, such as Amazon.com. Though the number of retailers buying from the record
companies has consolidated over time in the physical world, even higher concentration may exist
in the online world. Apple’s iTunes has a high share of online non-pirated music downloads.
Given this high share, it is no surprise that the record companies have limited ability to raise
prices or improve margins.®’

Radio. There have also been numerous rounds of consolidation in the radio business
during roughly the same time period. As control of radio stations becomes more concentrated, it
becomes harder and harder for artists who have not already achieved a great deal of success to

get the sort of intensive and repetitive radio airplay coordinated with record company marketing

¥ Testimony of Ron Wilcox.
39
7 ld,
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programs in a local area that can help drive consumer demand for the sound recording. The
reduction in opportunities for radio airplay decreases the chances that the public will be exposed

to their recordings..*

D. Industry Responses To the Post-1999 Business Challenges

Record company unit sales have fallen since 1999, and revenues have fallen since 1999
in both nominal and real terms. As a consequence, record companies have reduced costs by
consolidating operations, reducing employment, and reducing the number of artists on their
rosters.*" In addition, the record companies have attempted to create a cost structure that has a
greater share of variable costs relative to fixed costs by, for example, outsourcing functions such
as CD mzmufacturing.sz By reducing costs and converting fixed costs to variable costs, the

record companies have been able to re-establish modest profitability levels, in spite of the

i n 43
decline in revenues.

" Interviews with record company executives.

' Credit Suisse. “Global Music Industry. ‘Just the Two of Us’, June 19, 2006, p. 29 (Exhibit O-115-DP), Eric
Nicoli, Chairman, EMI Group, Presentation at the London Business School, undated document, presented February,
2006, unnumbered pp. 22 and 24 (Exhibit O-116-DP). Warner Music Group, Earnings Conference Call, Second
fiscal quarter ending March 31, 2005, FD (Fair Disclosure) Wire, June 13, 2005 (Exhibit O-117-DP). EMI Group,
Press Release, "EMI Announces Steps to Further Strengthen Its Business™, March 31, 2004 (Exhibit O-118-DP).

* EMI Group, Press Release, “EMI Announces Steps to Further Strengthen Its Business™, March 31, 2004. Warner
Music Group, Presentation at Credit Suisse First Boston Media Week, FD (Fair Disclosure) Wire, December 6, 2005
(Exhibit O-120-DP). Eric Nicoli, Chairman, EMI Group, Presentation at the London Business School, dated
document, Presented February 2006, unnumbered pp. 22 and 24. Warner Music Group, Presentation at USB 33"
Annual Media Conference, FD (Fair Disclosure) Wire, December 5, 2005 (Exhibit O-119-DP). Universal Music
Group, Press Release, “Universal Music Group to Sell CD/DVD Manufacturers and Physical Distribution Facilities
to Glenayre Technologies,” May 9, 2005 (Exhibit O-121-DP). Cinram, Press Release, “Cinram to Acquire DVD
and CD Manufactures, Physical Distribution and Related Businesses from AOL Time Warner”, July 18, 2003
(Exhibit O-122-DP).

¥ See Testimony of Linda McLaughlin.
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Royalties for artists and producers are typically paid on a percentage of revenue basis
after advances are repaid to the record company.** Songwriters, by contrast, are now
compensated at a fixed cents per tune rate for each unit distributed regardless of whether the
sales revenues of that song covers the costs associated with converting the song into an economic
product (e.g., recording, marketing, and distributing the song). Moreover, the fact that
mechanical royalties are currently paid on a cents-per-tune basis does not allow the industry to
adjust its costs to reflect the prices that it charges.

1. Reduction in New Releases and New Artists

[t appears that at least some record company labels have relied increasingly on their
catalog to produce “new” releases during the last several years.” These “new” releases from the
catalog are remasters, remixes, an old album with added previously unreleased tracks, or

compilations.*

Exhibit 20 shows the average number of new recordings and of first recordings
by new artists by SonyBMG labels during the 1998-2000 period and the 2004-6 period. The

number of new recordings dropped by . percent between the 1998-2000 period and the 2004-

" See Steven S. Wildman, An Economic Analysis of Recording Contracts (July 22, 2002) (Exhibit 0-123-DP).
* Interviews with major record company A&R and business executives and data from SonyBMG.
** Interviews with record company A&R and business executives.
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2006 period. During this same period, the number of first recordings by new artists fell by [Jjj

percent.

Exhibit 20 RESTRICTED

Sony BMG Label Releases of New Recordings and First Recordings by New
Artists: Average 1998-2000 and Average 2004-2006

These data indicate that fewer new recordings are currently being made and, even more
importantly, fewer new artists are currently being recorded. The new artists create the “new
sounds™ that attract new generations of music listeners and recording industry customers. The
fact that the recording industry has been forced, by its loss of revenues, to reduce the amount of
new product produced does not bode well for the industry’s prospects or that of the larger music
industry. But, more importantly, the longer-term economic and financial health of the recording

industry is being jeopardized by the sharp reduction in first recordings of new artists.
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2 Industry Response to Piracy

The RIAA and the individual record companies have devoted substantial resources to the
fight against piracy. As Victoria Bassetti testifies, RIAA has made a huge investment in
antipiracy efforts — - of RIAA’s total budget — and additional international efforts are
coordinated through IFPL. These efforts include litigation against pirate networks and
individuals who use pirate networks for unauthorized distribution of copyrighted recordings,
working with law enforcement agencies and prosecutors on physical product enforcement, civil
enforcement against retailers of pirate goods, educational programs and technology development.
Additional efforts are undertaken at the individual company level. For example, Ms. Bassetti
described EMI's pre-release security program and other antipiracy activities.

These efforts have had some success, but no end to the problem is in sight. Even as
some piratical P2P file sharing networks are shut down or agree to become legal retailers of
digital music, new pirate networks emerge.” RIAA’s efforts to investigate CD counterfeiting
and to work with local, state, and federal law enforcement agencies have produced arrests of
major counterfeiters as well as some of the individuals who distribute and sell these counterfeit
CDs.™ However, these arrests have, at best, slightly slowed the counterfeiting of CDs, in part,
because counterfeiters do not need to make a significant investment to make counterfeit CDs. In
addition, there is some evidence that counterfeiting may increase in scale and sophistication."”

To the extent counterfeiting does get more sophisticated, it is likely to result in a lower average

7 RIAA Press Release, “Kazaa Setiles with Recording Industry and Goes Legitimate,” July 27, 2006, available at
http:/fwww.riaa.com/news/newsletter/072706.asp (Exhibit O-124-DP).

¥ RIAA “Nationwide Anti-Piracy Enforcement Bulletin,” September, October, November and December 2005, and
January, February, March, April, May, June, July, August, and September 2006 (Exhibits O-125-DP through O-135-
DP).

¥ RIAA, Press Release, “RIAA's Annual Commercial Piracy Report Shows Trafficking in Pirated Music
Increasingly Sophisticated, Closer Ties to Criminal Syndicates,” July 13, 2005,
http://www.riaa.com/News/newsletter/071305.asp (Exhibit O-136-DP).
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street price for counterfeit CDs (i.e., supply increases and price falls).” Small-scale piracy --
illegal CD copying by individuals (e.g., copying a CD and giving the copy to a friend) -- remains
virtually impossible to police.

a. Record Company Staffing Reductions: 1999 Through 2005
Exhibit 21 illustrates the substantial reduction in employment by the major record
companies between 2001 and 2005, In 2001, the number of people employed by the current
four major record companies was - By 2005, the major companies had reduced their
staffing to - which is | percent below 2001 levels. On the basis of my interviews with the
record companies’ A&R and business executives, these staff cuts occurred throughout the
companies, including major staff reductions in the A&R and other creative areas. Further, an

executive at one of the companies indicated that further job cuts were anticipated.

0 RIAA, Press Release, “RIAA's Annual Commercial Piracy Report Shows Tralficking In Pirated Music
Increasingly Sophisticated, Closer Ties to Criminal Syndicates,” July 13, 2005.
http://www.riaa.com/News/newslett