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September 10, 2010

VIA HAND DELIVERY

Copyright Royalty Board

Library of Congress

James Madison Memorial Building

101 Independence Avenue, S.E., Room LM-401
Washington, D.C. 20559-6000

Re:  Live365, Inc.’s Trial Exhibits
In the Matter of Digital Performance Right in Sound Recordings and
Ephemeral Recordings, Docket No. 2009-1 CRB Webcasting 111

Dear Judges:

Live365, Inc. (“Live365”) heréby submits to the Court the exhibits — both Restricted and
Public versions — that it introduced (and that were admitted) into evidence in the above-
referenced proceeding.

SoundExchange has moved for application of the Protective Order as to certain portions
Live365 Rebuttal Exhibit 1 (the Written Rebuttal Testimony of Dr. Michael Salinger). Live365
has not objected to that request, and this document is being treated as Restricted in the attached
binders, pending the Court’s order on SoundExchange’s motion.

Similarly, Live365 understands that SoundExchange will be submitting to the Judges a
binder of the exhibits that it introduced (and that were admitted) into evidence in this proceeding.
Live365 has also moved for application of the Protective Order as to certain portions of
SoundExchange Trial Exhibits 28 and 30, and SoundExchange has not objected to that motion.*
It is Live365’s understanding that SoundExchange will be submitting those two documents with
the Restricted version of its exhibits, pending the Court’s order on Live365’s motion.

Live365 and SoundExchange have coordinated the submission of these exhibits and,

" except for one instance — i.e., Live365 Trial Exhibit 29, which is the Corrected Written Direct
Testimony of Johnie Floater — the parties agree that the documents that are being submitted
today are the SoundExchange and Live365 exhibits that have been admitted into evidence in this
proceeding. Live365 Trial Exhibit 29 is discussed below.

Anchorage New York Seattle
Bellevue Portland Shanghai
Los Angeles San Francisco Washington, D.C. www.dwt.com

100% &
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Live365 Trial Exhibit 29 is the Corrected Written Direct Statement of Johnie Floater
(“Floater CWDT” or “Exhibit 29”). At the direct hearing on April 26, 2010, Live365 moved for
the admission of that exhibit into evidence. SoundExchange objected to the admission of Exhibit
29 “only on the ground that it contains at least a couple of references to the written testimony of
Mark Lam which now is not part of the record.” 4/26/10 Tr. at 870:22-871:7 (Floater) (relevant
transcript pages attached as Exhibit 1). Live365’s counsel acceded to the objection, and asked
that the exhibit be accepted with an understanding, and stated that Live365 “will resubmit
[Exhibit 29] with those references to the testimony of Mark Lam excised.” Id. at 872:7-9. The
Court responded in the affirmative (CHIEF JUDGE SLEDGE: “All right”) — id. at 872:7-10 —
and permitted Live365 to present the oral testimony of Mr. Floater, and allowed SoundExchange
to fully cross-examine Mr. Floater for several hours about that testimony.

However, when attempting to assemble with SoundExchange an agreed upon, complete
set of the exhibits that were admitted in this case, SoundExchange indicated that it would not
agree that Exhibit 29, redacted as discussed at the hearing following the objection, was part of
the record. It is Live365°s understanding that SoundExchange’s current objection is based on the
fact that there is no unambiguous statement that the exhibit “is admitted.” However, there is no
question that the exhibit was offered, that the parties and the Court treated it as having been
accepted (see below), and that there was never any statement that the exhibit had been
“rejected.”

Clearly, the parties and the Court have acted as if the Exhibit was accepted. Per 37
C.F.R. § 351.10(b), the direct and cross-examination of Mr. Floater would not have been
possible if his written testimony was not admitted — or not expected to be admitted as redacted —
into evidence. 37 C.F.R. § 351.10(b) (“Parties are entitled to conduct direct examination
(consisting of the testimony of the witness in the written statements and an oral summary of that
testimony); cross-examination (limited to matters raised on direct-examination)”.)

The rebuttal phase of the hearing also confirms Live365’s understanding that Exhibit 29
was admitted into evidence (or should be admitted into evidence now that the redacted version of
Exhibit 29 has been submitted). SoundExchange submitted the Written Rebuttal Testimony
(“WRT”) of Kyle Funn and presented him as a witness during the rebuttal trial. On August 2,
2010, SoundExchange sought to admit into evidence Mr. Funn’s WRT, to which Live365
objected to certain portions. In part, Live365 claimed that Mr. Funn’s WRT was not rebutting _
any direct testimony it had presented. 8/2/10 Tr. 433:5-434:19 (Funn) (relevant transcript pages -
attached as Exhibit 2). In its ruling to admit Mr. Funn’s entire WRT, Chief Judge Sledge stated
that Mr. Funn’s WRT is proper rebuttal testimony based, in part, on “Live365 Exhibit 29 of the
testimony of Johnie Floater at page 11 addresses at length the benefits from Live365 as an
aggregator.... The conclusion is that the testimony is both relevant and rebuttal of direct
evidence.” 8/2/10 Tr. 436:1-13 (Funn).
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SoundExchange’s only objection to Mr. Floater’s CWDT (Live365 Exhibit 29) has fully
been addressed by the removal of references to Mr. Lam’s written testimony. These redactions
have been made in the manner discussed at the April hearing, and Live365 does not understand
SoundExchange to have any objection to the manner in which the redactions have been made. In
addition, the parties and the Court have all acted as if Live365 Exhibit 29 has been admitted into
evidence, as demonstrated by Mr. Floater’s direct and cross examinations and Chief Judge
Sledge’s reference to Live365 Exhibit 29 during the Court’s ruling on Mr. Funn’s testimony. No
prejudice exists if this exhibit is treated as admitted, and great prejudice would exist if the exhibit
were deemed not to be admitted. Therefore, Live365 has included this exhibit in the binders
accompanying this letter, and submits that this exhibit should be considered to be part of the
record in this proceeding.’

~ Should there be any questions concerning this matter, please contact the undersigned.

Resp tfullyféml ed;

£

'y {l / ’..
L-’Da‘{_ld ){Ox
. . i
cc:  Service List \ / /’

! If the Judges feel that a formal motion is necessary to renew the request for admission made at
hearing, Live365 will be happy to provide such a motion.
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BEFORE THE UNITED STATES COPYRIGHT ROYALTY JUDGES
LIBRARY OF CONGRESS

WASHINGTON, D.C.

IN THE MATTER OF:
DIGITAL PERFORMANCE RIGHT IN : Docket No. 2009-1
SOUND RECORDINGS and EPHEMERAL: CRB Webcasting III

RECORDINGS : Volume V

-

T R T "4

Washington, D.C.

Monday, April 26, 2010.

The following pages constitute the
proceedings held in the above—captioﬁed matter held at
the Library of Congress, Madison Building, 101
Independence Avenue, Southeast, Washington, D.C.,
before Denise M. Brunet, RPR, of Capital Reporting
Company, a Notary Public in and for the District of
Columbia, beginnint at 9:32 a.m., when were present on

behalf of the respective parties:
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854

852
1 APPEARANCES 1 APPEARANCE S (Continued)
2 2
3 Copyright Royalty Tribunal: 3 On behalf of Live365, Inc. (continued):
4 CHIEF JUDGE JAMES SLEDGE 4 DAVID ROSENBERG, ESQUIRE
5 JUDGE WILLIAM ROBERTS 5 Live365, Inc.
6 JUDGE STANLEY C. WISNIEWSKI 6 950 Tower Lane
7 7 Suite 1550
8 On behalf of SoundExchange, Inc.: 8 Foster City, California 94404
9 DAVID A. HANDZO, ESQUIRE 9 (650).345-7400
10 MICHAEL B. DeSANCTIS, ESQUIRE 10
11 GARRETT A. LEVIN, ESQUIRE 11 On behalf of Intercollegiate Broadcasting System:
12 TAJ N. WILSON, ESQUIRE 12 WILLIAM MALONE, ESQUIRE
13 JARED O. FREEDMAN, ESQUIRE 13 Miller & VanEaton, PLLC
14 Jenner & Block, LLP 14 1120 Connecticut Avenue, Northwest
15 1099 New York Avenue, Northwest 15 Suite 1000 ’
16 Suite 900 16 Washington, D.C. 20036
17 Washington, D.C. 20001 17 (202) 785-0600
18 (202) 639-6000 18
19 19
20 20
21 21
22 (Appearances continued on the next page.) 22
853 855
1 APPEARAN CE S (Continued) 1 CONTENTS
2 ) 2 WITNESS: DIRECT CROSS REDIRECT
3 On behalf of Live365, Inc.: RECROSS
4 DAVID D. OXENFORD, ESQUIRE 3 JOHNIE FLOATER
5 Davis Wright Tremaine, LLP 4 ByMr. Oxenford 861
6 1919 Pe_nnéylvania Avenue, Northwest 5 By Mr. DeSanctis 904
7 -Suite 200 6 By Mr. Oxenford 1039
8 Washington, D.C. 20006 7 By Mr. DeSanctis 1047
9 (202)973-5256 ' 8
10 . 9 EXHIBIT NO. RECEIVED
it ANGUS MacDONALD, ESQUIRE 10 SoundExchange Trial 14 931
12 ABRAHAM YACOBIAN, ESQUIRE 11 SoundExchange Trial 24 984
13 Hovanesian & Hovanesian, PC 12 SoundExchange Trial 23 985
14 301 E. Colorado Boulevard 13 SoundExchange Trial 28 1001
15 Suite 514 14 SoundExchange Trial 30 1009
16 Pasadena, California 91101 15
17 (626) 737-7288 16
18 17
19 18
20 19
21 20
22 (Appearances continued on the next page.) 21
22

(866) 448 - DEPO
www.CapitalReportingCompany.com © 2010




Capital Reporting Company
Hearing Volume V 04-26-2010

www.CapitalReportingCompany.com © 2010

868 870
1 the tracks and they waived the sound recording 1  Q Finally, Mr. Floater, I ask you to tum to
2 performance royalties to have additional promotion and 2 the document behind tab number 6 in the binder. Can
3 simple inclusion in the webcaster's broadcast. 3 you identify that document, please?
4 Q Now, Mr. Floater, are you familiar with the 4 A Yes,Ican. It's, again -- once again, it is
5 document behind tab number 3? 5 an agi'eement between a record label and Live365 that
6 A Yes,Iam. 6 they would provide us musical tracks included into our
7 Q Andis this an accurate copy of the agreement 7 library that our webcasters would have access to to
*8 between Live365 and GarageBand Records? 8 include in their station performances. And they
9 A Yes, this seems to be the original copy of 9 waived the rights in order to receive those.
10 the agreement. 10 performances and promotions related to those artists.
11 Q You say it seems to be. 11 Q Which record label is that?
12 A Yes, this is the agreement that I am familiar 12 A And this is a company called Soleilmoon.
13 with, 13 Q And are you familiar with the agreement
14  Q Thank you. I ask you to turn to the document 14 between Live365 and Soleilmoon Records?
15 behind tab number 4. Can you identify that document, 15 A Yes. )
16 please. 16 Q Andis this, in fact, that agreement?
17 A This is a similar agreement to the GarageBand 17 A This is that agreement.
18 agreement, another music company that provided Live365 18 MR. OXENFORD: Your Honor, Live365 would like
19 avariety of royalty-waived performances, again, to 19 to offer into evidence the written statement and
20 receive promotion and inclusion in the Live365 20 attached six tabs of material at this time.
21 webcasters that sold performances within their 21 CHIEF JUDGE SLEDGE: Any objection?
22 stations. 22 MR. DeSANCTIS: Your Honor, I do object only
869 87
1  Q And are you familiar with that agreement? 1 on the ground — I do object with respect to the
2 A Yes, I'm familiar with this agreement. 2 written direct statement only on the ground that it
3 Q Andis this a true and accurate copy of the 3 contains at least a couple of references to the
4 agreement between Live365 and — 4 written testimony of Mark Lam which now is not part of
| 5 A This one is with a company INgrooves. Yes, 5 the record, so I think it risks making a particularly
6 this is another similar - this is the agreement. 6 confusing record in the case, but that would be my
7 Q Thank you. And I ask you to turn to the 7 only objection.
8 document behind tab number 5. 8 MR. OXENFORD: Your Honor, we would certainly
9 A Yes. 9 agrce to having any reference to the statements of
10  Q Can you identify that document? 10 Mark Lam struck from this testimony.
11 A Yes. This is, again, another similar 11 MR. DeSANCTIS: I should clarify that I'm not
12 agreement between a music company and Live365 for -- 12 saying there are statements from Mark Lam in the
13 where they provided us with musical tracks for 13 testimony. There are simply, references to Mark Lam's
14 inclusion of webcaster's performances on the webcaster 14 written direct testimony which now has not come into
15 channels. In exchange for promotion of the stations, 15 evidence.
16 they waived the royalties related to the sound 16 CHIEF JUDGE SLEDGE: So are you withdrawing
17 recording performance to secure those performances. 17 the exhibit?
18 Q And are you familiar with that document? 18 MR. OXENFORD: No, we're withdrawing those
19 A Yes,Ianm. 19 statements that refer to the evidence of Mark Lam.
20  Q And is this an accurate copy of the agreement 20 Clearly, there's no evidence to refer to. So the
21 between Live365 and DMI? 21 court will give those references no weight because
22 A Yes,itis. 22 there's nothing to refer to.
. (866) 448 - DEPO
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1 CHIEF JUDGE SLEDGE: What do we do with 1 there. I managed the music library, assisted the
2 Exhibit 29, then? ‘ 2 advertising department in carting up the commercials
3 MR. OXENFORD: We would accept it into 3 to go on the air.
4 evidence with the understanding that - 4 I started a junior achievement company back
5 CHIEF JUDGE SLEDGE: Are you going to change 5 in high school, Marconi and Zworykin, which received
6 it and resubmit it? ) 6 air time from local television and radio channels, and
7 MR. OXENFORD: Yes, Your Honor. We will .7 we produced programs and sold our own advertising for
8 resubmit it with those references to the testimony of 8 it
9 Mark Lam excised. ) . 9 Following my MBA degree - I was working at
10 CHIEF JUDGE SLEDGE: All right. 10 the public radio station in Los Angeles while I was
11 MR. OXENFORD: Thank you, Your Honor. 11 working on my MBA, a station called KCRW. At the
12 BY MR. OXENFORD: 12 time, we became a national public radio station, and I
13 Q Mr. Floater, could you please describe your 13 used my business degree to set up the initial business
14 higher education. 14 aspects of the station. .
15 A 1 graduated with an MBA from University of 15 When I graduated from my MBA, I became the
16 California Los Angeles in arts management. This wasa 16 business manager and membership coordinator for the
17 program set up in the late '70s by the business school 17 station. I did the corporate underwriting, wrote
18 there, now the Anderson Business School, to assist art 18 grants to expand our web -- our broadcasts throughout
19 organizations to be able to run as businesses. 19 southemn California with additional repeaters. I
20 Funding for symphony orchestras and ballet companies 20 started syndicating some of the radio programs.
21 and, in my case, public radio were being decreased, 21 We - Tim Hauser from Manhattan Transfer was
22 and so I picked up an MBA in order to learn how to run 22 one of our broadcasters and had interest in
873 875
1 these art organizations as businesses. So I have an 1 syndicating to other public radio stations. So I
2 MBA from UCLA. 2 started a syndication group for the station. That led
3 Prior to that, I had in -- my undergraduate ‘3 me to meet what is commonly known as the father of
4 degree was from Aquinas College in Grand Rapids, 4 syndication, Mr. Tom Rounds. He had a company, ABC
5 Michigan. Ihad a mathematics and psychology 5 Watermark, that had created programs like Casey
6 background with a teaching certification. I was 6 Kasem's American Top 40 and American Country Countdown
7 working in radio when I was a kid and I had always 7 with Bob Kingsley. And so I left public radio to
8 thought that Sesame Street and Electric Company were | 8 learn syndication, as I thought it was a business
9 pretty cool, and I was going to figure out how to use 9 opportunity for public radio. So I spent a number of
10 education in broadcasting. So I got a teacher's 10 ‘years handling the syndication of radio programs.
11 degree in my undergraduate. 11 ‘When ABC took complete control of the v
12 I attended Michigan State University for a 12 company, we formed a company called Radio Express.
13 summer broadcast program on a scholarship that I 13 And I served there as the general manager distributing
14 received from the local broadcaster, WOOD-TV. 14 these programs and other broadcast tools to a growing
15 That's my basic three degrees. 15 market of radio around the world, as private radio in
16 Q And canyou -- I'msorry. Mr. Floater, have 16 the '80s were becoming allowed in other countries and
17 you worked in over-the-air broadcasting prior to your 17 needed basic services to start up. So we created a
18 employment with Live365? 18 company that would provide programming and broadcast
19 A 1would say that I've worked — my first job 19 tools. '
20 outside of being a paper boy — my first paycheck came 20 So that was my experience bringing radio
21 from WLAYV, Sheppard Broadcasting, AM and FM, in Grand {21 tools to new radio stations around the globe.
22 Rapids, Michigan. I worked my way through high school 22  Q Now, following your experience in the
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BEFORE THE UNITED STATES COPYRIGHT ROYALTY JUDGES

LIBRARY OF CONGRESS
Washington, D.C.

IN THE MATTER OF: : Docket No. 2009-1
: CRB Webcasting III
DIGITAL PERFORMANCE RIGHT in :
SOUND RECORDINGS and : REBUTTAL PHASE
EPHEMERAL RECORDINGS. : Volume 3
—————————————————————————————— —-~~: (Pages 307 - 496)
Washington, D.C.

Monday, August 2, 2010

. The following pages constitute the
Rebuttal Phase in the above—gaptioned matter at the
Library of Congress, Madison Building, 101
Independence Avenue, Southéast, Washington, D.C.,
before Vicky Reiner, RMR, CRR, of Capitai
Reporting Company, a Notary Public in and for- the
District of Columbia, beginning at approximateiy
9:30 a.m. when were present on behalf of the

respective parties:
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308 31 0
1 APPEARANCES
2 Copyright Royalty Tribural: 1 . CONTENTS
3 CHIEF JUDGE JAMES SLEDGE 2 WITNESS: DIRECT CROSS REDIRECT RECROSS
JUDGE WILLIAM ROBERTS
4 JUDGE STANLEY C. WISNIEWSKI 3 JANUSZ ORDOVER 311 356 -
Library of Congress 4 KYLE FUNN 428 452,480 484 485
5 Madison Building 5
101 Independ Avenue, South
6 Washington, D.C. 20540 6
7 On behalf of SoundBichange, Inc.: SOUNDEXCHANGE REBUTTAL EXHIBITS: * MARKED
8 JARED O. FREEDMAN, ESQUIRE RECEIVED
GARRETT A. LEVIN, ESQUIRE
9  DAVID HANDZO, ESQUIRE 7
Jenner & Block, L.L.P.
10 1099 New York Avenue, Northwest Number 45 330
Suiite 900 8
n Washington, D.C. 20001 Number 46 436
(202) 649-6000
12 9
13 On behalf of Live365, Iic.: 10
14 DAVID D. OXENFORD, ESQUIRE .
Davis Wright Tremaine, LL P. 11 LIVE365 REBUTTAL EXHIBITS: * MARKED RECEIVED
15 1919 Pennsylvania Avenue, Northwest 12 Number 3 463
Suite 200 13
16 Washingion, D.C. 20006
(202) 973-5256 14
1 15
-and -
18 ‘ 16
ANGUS MacDONALD, ESQUIRE 17
19  ABRAHAM YACOBIAN, ESQUIRE
Hovanesian & Hovanesian, P.C. 18
20 301 E. Colorado Boulevard, Suite 514 19
Pasadena, Califomia 91101 o - .
2 (626) 1377288 20 (*Exhibits retained.)
22 21
22
309 311
1 APPEARANCES
2 On behalf of Live365, Inc.: (Conlinued) 1 PROCEEDINGS
3 DAVID ROSENBERG, ESQUIRE 2 CHIEF JUDGE SLEDGE: Everyone looks chipper
Live36s, Inc. 3 this morning. I suspect that's a reflection of the
T
¢ :5? ower Lane 4 weekend and the cool weather.
uite 1550
5 Foster City, California 94404 5 Mr. Handzo, I think you're in the barrel
(650) 345-7400 6 this morning.
6
7 On behalf of Intercollegiate Broadcasting System: 7 MR. HANDZO: 1 am, Your HOI’]OT.
8 WILLIAM MALONE, ESQUIRE 8 SoundExchange will begin its rebuttal testimony with
Miller & VanEaton, P.L.L.C. 9 the testimony of Dr. Ordover. :
P et veme ! 10 CHIEF JUDGE SLEDGE: All right, sir. Please
10 Washington, D.C. 20036 11 raise your right hand.
(202) 785-0600 12 Whereupon, 7
1 13 JANUSZ A. ORDOVER
12 ALSO PRESENT: ) . . )
13 Colin Rushing 14 was called as a witness, and, having first been duly
Susan Chertkof 15 swomn, was examined and testified as follows:
:: . Michael | Huppe 16 DIRECT EXAMINATION
16 17 BY MR. HANDZO:
17 18 Q Good moming. Would you introduce yourself
18 19 to the Court, please. )
19
20 20 A My name is Janusz Ordover. I am professor
21 21 of economics at New York University.
2 22 Q 1 think for the benefit of the court
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have struck is dealing solely with alleged

432 434
1 A Yes,itis.” 1 compliance issues of Live365 that have nothing to do
2 Q Did you help prepare this form? 2 with this broader general question about whether an
3 A Yes, I1did. 3 aggregator discount is appropriate.
4 Q Does SoundExchange make it available to 4 While certainly Your Honor has ruled
5 webcasters? 5 that compliance issues may be relevant to impeaching
6 A Yes, we do, on the SoundExchange web site. 6 the testimony or weighing the credibility of
7 And, you know, we also make it available at 7 particular witnesses who are testifying, that is not
8 webcasters' request. 8 the case here. This evidence is seemingly being
9 Q IfI could please have you turn o the 9 used to bolster arguments that somehow Live365 is a
10 second tab behind your written testimony. 10 bad actor. Whether or not we're a bad actor — and
11 A Okay. 11 we certainly would be prepared to challenge whether
12 Q Do you recognize this document? 12 some of these issues are violations or problems at
13 A Yes. - 13 all -- has nothing to do with whether a discount is
14 Q And what is it? 14 provided to an aggregator or not. It's a question
15 A Itis the October 2009 statement of account 15 that would apply to any webcaster, regardless of
16 provided by Live365. 16 what class they sought to be included.
17 Q And provided by —- to whom? 17 So this testimony is both irrelevant and
18 A Oh, to SoundExchange, by Live365. 18 on -- and is not a rebuttal to the testimony of
19 Q Did you see this document in the ordinary 19 Dr.Fratrik.
20 course of business? 20 CHIEF JUDGE SLEDGE: Your response.
21 A Yes, 1did. 21 MR. FREEDMAN: Yes, Your Honor. If Live365
22 ‘'MR. FREEDMAN: Your Honor, at this time I 22 wants to cross-examine Mr. Funn about what it
433 435
1 move the admission of SoundExchange Trial Exhibit 46 1 perceives to be the limitations of*his testimony, I
2 into evidence. 2 think they're free to do so. And that's basically
3 CHIEF JUDGE SLEDGE: Any objections to 3 what I understand Mr. Oxenford to be describing here.
4 Exhibit 46? 4 Live365 has proposed an aggregator
5 MR. OXENFORD: Yes, Your Honor. Live365 5 discount. And they've defined the eligible parties
6 would like to object to the exhibit beginning at the 6 for that discount in such a way that it clearly
7 top of page 2 through the end of the first paragraph 7 applies to them and to our knowledge does not apply
8 onpage 4. 8 to other services or other entities who are paying
9 Our argument, Your Honor, is that this 9 SoundExchange now.
10 exhibit does not rebut the direct case testimony of 10 So while they can act as if somehow this
11 Live365. Dr. Fratrik, when testifying about an 11 is about a discount for any number of services, in
12 aggregator discount, talked about an aggregator 12 reality, this is a Live365 discount they're asking
13 ‘discount with respect to an industry-wide rate. He 13 for. And Mr. Funn's testimony provides rebuttal to
14 did not talk about an aggregator discount with 14 that. .
15 respect to Live365 in particular. He talked about 15 CHIEF JUDGE SLEDGE: Yes, sir.
16 it as an industry-wide rate. He talked about 16 MR. OXENFORD: Your Honor, I believe that -
17 industry-wide savings that SoundExchange could 17 there -- I'm sorry. Ishouldn't even say believe.
18 achieve. He talked about comparables in other 18 There have in fact been aggregators in the past. And
19 industries giving aggregator discounts in connection 19 there's nothing to say that there won't be aggregators
120 with ASCAP and BMIL. 20 in the future. So this is an industry-wide rate, not
21 The entire testimony that we seek to 21 one directed to Live365.
22 22 CHIEF JUDGE SLEDGE: Thank you.
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THE WITNESS: Oh. It's my understanding

N
[\

THE WITNESS: Yes. Correct.

436 438
1 All right. We'll recess. . 1 that by, I believe the term is webcasting aggregation
2 (Whereupon, a recess was taken between 2 service, they mean a service that operates under the
3 1:40 p.m. and 1:52 p.m.) 3 stattory license on behalf of at least 100
4 CHIEF JUDGE SLEDGE: On the objection to the 4 independently operated services, which would include
5 portions of the written testimony that it is not 5 paying royalties on their behalf. )
6 proper rebuttal and that it's not relevant, the . 6 ~ JUDGE WISNIEWSKI: Are they a service or are
7 Live365 Exhibit 29 of the testimony of Johnie Floater 7 the other folks the 100 services? Who is the
8 at page 11 addresses at length the benefits from 8 webcaster? That's the question.
9 Live365 as an aggregator. The testimony of 9 THE WITNESS: Isee. Well, I'm not sure I
10 Dr. Fratrik, Exhibit 30, at page 38 describes the 10 know enough about Live365's business to say whether
11 benefits of Live365 as an aggregator. The conclusion 11 they would technically be considered a webcaster under
127 is that the testimony is both relevant and rebuttal of 12 the statute. The only thing that I know is that they
13 direct evidence. 13 purport to operate under the statute -- ‘
14 The exhibit is admitted. 14 JUDGE WISNIEWSKI: I—
15 (SoundExchange Exhibit Number 46 was 15 THE WITNESS: -- under a statutory license.
16 received into evidence.) 16 JUDGE WISNIEWSKI: I'm trying to get to your
17 CHIEF JUDGE SLEDGE: Yes, sir. 17 understanding here. It's important because what your
18 MR. OXENFORD: Your Honor, we just ask that 18 counsel asked you about was in the context of the
19 the protective order be extended to tab 2. 19 proposal that Live365 has made here.
20 CHIEF JUDGE SLEDGE: Any objection? 20 THE WITNESS: Sure.
21 MR. FREEDMAN: No, Your Honor. 21 JUDGE WISNIEWSKI: And so the question that
22 CHIEFVJUD'GE SLEDGE: Motion is granted. 22 is raised is whether -- what your understanding of
437 439
i All right. 1 their business is relative to that proposal.
1 2 BY MR. FREEDMAN: 2 THE WITNESS: Well, at least -- I believe at
13 Q Mr. Funn, do you recall that Live365 is 3 least some portion of their business consists of
4 seeking a discount in this proceeding for services 4 making eligible transmissions on behalf of a number of
5 that meet a certain definition of webcast aggregation 5 webcasters. I just don't know if that's exclusively
6 service? 6 their business or not.
7 A Yes. 7 JUDGE WISNIEWSKI: Thank you.
8 Q What is your understanding about whether 8 CHIEF JUDGE SLEDGE: So the answer to your
9 Live365 would meet that definition? 9 question earlier, you're qualifying it? The earlier
10 A Tbelieve they do. 10- question to you is, under their proposal, do they
11 Q And are you.aware of other services that pay 11 qualify. And you said yes. '
12 royalties - - 12 THE WITNESS: Yes.
13 JUDGE WISNIEWSKI: You may have to explain 13 CHIEF JUDGE SLEDGE: So now I hear you not
14 that to us. 14 so categorically saying yes.
15 THE WITNESS: I'm sorry? 15 THE WITNESS: Well, under the assumption
16 JUDGE WISNIEWSKI: You may have to explain 16 that they are eligible for the statutory license.
17 that to us because that's been a problem from the 17 CHIEF JUDGE SLEDGE: Well, that's a big
18 beginning of this proceeding. 18 assumption. ’
19 THE WITNESS: In the -- 19 THE WITNESS: Right. Understood.
20 JUDGE WISNIEWSKI: 1 want to hear what your 20 CHIEF JUDGE SLEDGE: So with that
21 understanding is. 21 assumption, then your answer is yes?
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I, Tracy Johnson, a secretary with the law firm of Davis Wright Tremaine LLP, do hereby
certify that copies of the foregoing “Live365, Inc.’ 'S Trial Exhibits (Restrlcted and Public
Versions)” were sent via electronic email and via = Federal Express, this 10" day of September,

. 2010 to the following:

David A. Handzo William Malone
Michael B. DeSanctis Matthew K. Schettenhelm
Jared O. Freedman Miller & Van Eaton, P.L.L.C.
Jenner & Block LLP : 1155 Connecticut Avenue, N.W., Suite 1000
1099 New York Avenue, N.W. Washington, D.C. 20036-4320
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Testimony of MICHAEL D. PELCOVITS

I. INTRODUCTION AND QUALIFICATIONS

My name is Michael Pelcovits. 1am a Principal of the consulting firm
Microcconomic Consulting & Rescarch Associates, Inc. (“MiCRA™), which specializes
in the analysis of antitrust and regulatory economics. My business address is 1155
Connecticut Avenue, Washington, D.C. 20036."

Since joining MiCRA in 2002, 1 ha>ve prepared reports and testimony on a wide
range of telecommunications and applied microeconomic issues. | have consulted for
major corporatioﬁs in telecommunications and other industries and provided testimony
before the Federal Communications Commission, many state regulatory commissions,
the Office of Telecommunications (Oftel) in the United Kingdom, the European
Commission, and the Ministry of Tclecommunications of Japan.

Prior to joining MiCRA, 1 was Vice Presideﬁt and Chief Economist at WorldCom.
In this position, and in a similar position at MCI prior to its merger with WorldCom, 1
was responsible for directing economic analysis of regulatory and antitrust matters before
federal, state, foreign, and international government agencies, legislative bodies, and

courts. Prior to my employment at MC], I was a founding principal of a consulting firm,

! A copy of my curriculum vitae is atiached as Appendix B.
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Cornell, Pclcovits & Brenner. From 1979 to 1981, I was Senior Staff Economist in the
Office of Plans and Policy, Federal Communications Commission.

I have conducted analysis and research on economic issues related to the Internet
for the last several years. During my tenure at MCl, I worked closely with the Internet
enéinecn'ng group to help formulate public policy positions relating to thé Company’s
wide ranging business activities in the Intcrnet.

1 have lectured widely at universities and published several articles on
telecommunications regulation ‘and international economics. 1hold a B.A. from the |
University of Rochester (summa cum laude) and a Ph.D. in Economics from the
Massachusetts Institute of Technology, where I was a National Science Foundation

fellow,

Il. OVERVIEW OF TESTIMONY

1 have been asked by counsel for SoundExchange to analyze the market for
Internet music services and provide a recommended rate for the compulsory license fee to
be set in this proceeding for the digital audio transmission of sound rccordings under the
statutory licenses set forth in 17 U.S.C. § 114()(2)(B) and 17 U.S.C § 112(a)(1). My
goal has been to develop a rate that fully comports with the statutory requirement,
discussed more fully in Section I1I of my testimony, that licensc rates should “most
clearly reprcsent the rates and terms that would have been negotiated in the marketplace
between a willing buyer and willing seller.”

In summary, | have concluded that a rparket rate can best be derived by analyzing

the license fees that have been negotiated in the recent past between willing buyers and

217 U.S.C. § 114(D2)(B).
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will_ing sellers in a very similar market. The cconomic rationale for this “benchmark”
approach is explained in Section 1V of my testivmony. In that section, | also explain that
the markgt I have selected as the most appropriate benchmark from which a statutory
licensc fee can be derived in this procccdiﬁg is the market for non-portable interactive
digital music services (for cxample, interactive music services such as Rhapsody or
Napster Membership). The sellers of copyrighted material in the market for interactive
digital music scrvices are the same entities who are “sellers” in this proceeding, and
many of the buyers in that market are also “buyers” in this proceeding. The license fees
ncgotiated in the intcractive digital music services market transferrcd the right to usc the
same digital audio transmissions that are the subject of this proceeding. Because of these
similarities, among others, 1 have used the contracts (described in'Sect‘ion V of my
testimony) negotiated by the four major record companies in the interactive digital music
services market as the benchmark from which to derive an appropriate statutory licensc
rate for the services at issue here.

There are, of course, some differences betwef:n the benchmark market and the
market at issue here, most notably that the music scrvice providers who were b‘uyéfs in
the benchmark market provide interactive services to their customers, while the “buyers” |
in this proceeding provide non-interactive seﬁrices. In Section VI of my testimony, [
describe adjustments to the proposed statutory license fee that account for these
differences. These adjustments reflect differences in the value of an interactive and a
non-interactive license, as well as differences in the way the scrvices are used and the
impact that each type of scrvice may have or{ other revenuc streams for the willing Buycr

and willing scller.
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Section VII presents evidence on copyright fees in some other markets, which
serve to verify the methodology and recommendations that I have made. Finally, in
Section V1II, | discuss the rapidly evolving market for strcaming services provided on
mobile devices. Music services may utilize the statutory license to make transmissions (o
mobile devices, and in the free market copyright oWners would command a premium for
a distribution of their works in any fashion that makes them portable or accessible via a
wireless device. 1 proposc that the Board establish royalty rates that recognize this

market premium placed on mobile services.

Ill. FRAMEWORK FOR ANALYZING THE WILLING
BUYER/WILLING SELLER STANDARD

A.  Willing Buyer/Willing Seller Standard

In its prior decision setting the compulsory license fecs for non-subscription, non-
interactive webcasting, a Copyright Arbitration Royalty Panel (“CARP”) ruled that “the
willing buycr/willil;lg seller standard is the only standard to be applicd.”™ The Pancl
explained that the two other factors enumerated in the statute (i.e., substitution/promotion
effects on phonorecords, and relative roles of the parties) do not constitute additional
standards or policy considerations.*

I am in complete agrcemeni that the willing buyer/willing scller standard can and
should be interpreted broadly enough to encompass these two other factors and any other
consideration that would affcct the outcome of a negotiation in the free market. Markcts

function very effectively to take account of all the considerations that are important to

3 In re Rate Setting for Digital Performance Right in Sound Recordings and Ephemeral Recordings, No.
2000-9 CARP DTRA 1&2, slip op. at 21 (CARP Feb. 20, 2002) (Report of the Copyright Arbitration
Royalty Panel to the Librarian of Congress). :

1d.
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buyers and sellers. By using a benchmark analysis, [ avoid the necessity of having to
scparately value each of the considerations rélevant to buyers and scllers, becausc the
market already has done so -- my task is simply to adjust for any relevarit differences

between the benchmark market and the market at issue here.

B. The Marketplace

1 also understand that the willing buyer under this statutory standard is a
webcasting service that secks to make non-interactive transmissions of copyrighted sound
recordings to consumérs. The willing seller is an owner of copyrights in a single or
multiple sound recordings, usually a record company. 1 further assume that no party has
monopoly power, but that the owner of copyrighted sound recordings has, due to the
nature of the copyright itsell as a monopoly, a unique asset that is diffcrent from the
bundle of sound recordings offered by other copyright owners.

I also assume that an individual webcaster will seek to obtain the best price that it
can in the marketplace and that it might forego providing some digital music services if

_others are more profitable. Similarly, an individual record company will try to maximize
profits across all of its various revenue streams. Such behavior is consistent with the
concept of a willing seller of a differentiated product in a competitive market. Thus, for
example, the willing sellcr might set a higher rate in a market than it otherwise would, if
sales in that market would substitute for more profitable sales in a diffcrent market.

I also assume that both the willing buyer and willing seller in this hypothetical
marketplace are commercial entities fully motivated to maximize profits. “Sellers cxpect
to make a profit and will extract from the market what they can, just as buyers will do

cverything in their power to get the product at the lowcst possible price.” Determination
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of Reasonable Rates and Terms for the Digital Performance of Sound Recordings and
Ephemeral Recordings, 67 Fed. Reg. 45,240, 45,245 (July 8, 2002) (‘;67 Fed. Reg.
45,240). Thus, | do not attempt to set separate rates for noncommercial entities or
hobbyists that are not seeking to maximize profit, or even those small webcasters that
may be unable to survive without the benefit of a below-market statutory license. As the
Librarian has explained, the willing buyer/willing scller standard requires the setting of
rates “that a willing buyer and willing seller would héve agreed upon in a hypothetical
markctplace that was not constrained by a compulsory license.” /d. at 45,244.

That a rate miéht cause consolidation in the marketplace for webcaéting is neither_
a bad norba good thing. It is, however, the way that a frec market economy functions.
Firms in a frec market are frec to thrive and free to fail. Almost all markets go through
éonstant changes as firms enter and exit the business. Indeed, a rate that is set oo low
may have serious economic dangers. By setting the rate too low, inefficient entry ;nay be
encouraged, and incfficient levels of production will be encouraged, which can hinder the
development of an efficient market. It is also worth noting that setting the statutory rate
too high will not nccessarily be harmful to the market. If the price is too high, parties can
(and are almost certain to) negotiate agreements for rates lower than the statutory
standard. Thus, a rate set too high is likely to “self-adjust™ because of the scllers’ natural
incentivc to meet the market. But a ratc set too low will create permanent distortion
because there is no incentive for the buyers to pay cxtra -- they may obtain the product at

the lower rate without any market correction.
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C. The Product

in evaluating this market, | have understood the product at issue to be a blanket
license from a record company “which allows use of that company’s complete repertoire
of sound recordings.” 67 Fed. Reg. 45,240, 45.244. This license includes only a license
for the sound recording copyright, not the separate musical works copyright. 1tis worth
noting that this is not necessarily the equilibrium that a free market would have reached.
Willing sel]ersbmay have refused to license certain sound recordings (for any of a number
of reasons), may have required premium payments for certain sound recordings, or may
have held back some sound recordings from widespread distribution in order to offer
exclusive deals to a single music service.

| also understand the product to be oftered to -be a licensc for non-intcra;tive (as
that term is defined in the statute) webcasting, including the right to provide suéh a
service through the making of multiple ephcme;ral copics used to facilitate transmissions
and performing copyrighted sound recordings through digital audio transmissions.
Although therc are two separate rights at issue (reprbduction and performance), cach with
independent valyc, I have not sought to quantify them separately in this report. It appears
that, in the current marketplace, parties ncgotiate for a single rate to cncompass both the
public performance and the reproduction rights.

Finally, I am aware that there may be disputes between record companies and
webcasters coﬁceming the definition of “non-interactive” under the sfatute and thus
disputes over the scope of services that fall inside and outside the statutory license. I take
no position on that legal issue. For purposes~of this .analysis, I have presumed that non-

interactive webcasting does not permit any form of user input to “customize” particular
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stations. As noted bclow, to the extent that the statutory licensc allows any degree of

customization, its value would almost certainly increase and the royalty would have to

increase as well.

IV. NEGOTIATED RATES FROM SIMILAR MARKETS
SHOULD BE USED AS THE BENCHMARK FOR THE
COMPULSORY LICENSE

In the discussion below, I will describe the nature of the supply and demand side
of the hypothetical market for blanket licenses to use copyrighted sound recordings.
Although the market is hypothetical, the participants arc not, and it is possible to gain a
very good understanding of the likely behavior of the participants were it not for the
compulsory license. By looking carefully at the characteristics of the music services
offered in the market, 1 have been able to derive proposed fce levels and a rate structure
for the compulsory licenses that should closely approximate the result of a market
negotiation between willing buyers and willing sellers.

1 recommend that the Copyright Royalty Boafd adopt compulsory license fces for
non-interactive digital audio transmissions (*NI-DATs") derived from current market
negotiated rates for copyright licenses used by music services providing interactive
digital audio transmissions (inieractive DATS). These benchmarks can be used for the
compulsory fec after adjusting for the different characteristics of the two markets. ]
believe that benchmarking is superior to other approaches that might be proposed in this
proceeding or to techniques that economists have uscd in other contexts. The reason for
this is that there arc reliable, comprehensive, and statistically meaningful data available

on negotiated prices in the market for interactive DATSs, which is nearly identical to the
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“hypothetical” market for NI-DATs in virtually all respects. As discussed below, where
there are differences between the two markets, it is possible to adjust the royalty rates for
thesc differences using basic economic principles. This will minimize the complcxity of
the modeling used to develop the compulsory fcc and make it much easier to focus the
analytical efforts and identify a range of reasonableness for the compulsory fec.

In this section, 1 will explain the rationale for using prices from benchmark
transactions to set the compulsory fees. Then, | will explain my choice of the benchmark.
Finally, 1 will discuss other approaches to setting the rate for NI-DATs that [ have
considered and rejected.

A. Benchmark Rates Satisfy the Willing Buyer/Willing
Seller Standard

In its prior decision, the CARP recognized the superiority of actual markctplace
agreements as a benchmark for the compulsory fecs:

The Panel believes that the quest to derive rates which would have been

negotiated in the hypothetical willing buyer/willing seller marketplacc is best

based on a review of actual marketplace agreements, if they involve comparablc

rights and comparable circumstances.
In re Rate Setting for Digital Performance Right in Sound Recordings and Ephemeral
Recordings, No. 2000-9 CARP DTRA 1&2, slip op. at 43 (CARP Feb. 20, 2002) (Report
of the Copyright Arbitration Royalty Panel to the Librarian of Congress) (“CARP I').

As the CARP cxplained, the use of benchmark agreements is invited by the statute
and supported by the rcasoning that “because ... it is extraordinarily difficult to predict
marketplace results from purely theoretical premiscs, it is cléarly safer to rely upon the

outcomes of actual negotiations than upon academic predictions of rates those

negotiations might produce.” /d.

9
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The use of benchmark rates solves many of the informational and conceptual
- problems associated with trying to predict the ()utcoﬁlc of an unobserved or

“hypothetical” market. A market brings together buyers and sellers and “solves the
equations™ that specify the willingness of these partics to engage in a transaction at a
particular price. The buyers’ equation consists of the sum of the willingness to pay of all
of the existing and potential customers of a service. Their willingness to pay is
dependent, among other things, upon the characteristics of the service, the income of the
customers, and the prices of substitutes and complements to the service. The willingness
of a seller to offer a service at a particular price is in large measure a function of its costs,
the effect of sales of one service on sales of other services sold by the same company, and
the intensity of compctition in the marketplace both in the short and long run.

" In the abscnce of a benchmark, the Board wo_uld need to weigh all of these factors
and estimate their numerous and complex interactions and interdependcncies.  For
example, if there were no data from markets where sound recordings were transmitted on
the Internet, it would be very hard to estimate from the prices paid in other markcts how
much consumers Would value this functionality. Consequently, it would be very hard to
estimate the willingness of an Internet music service to pay for the right to play particular
sound recordings, since this is derived from the underlying consumer demand for the
music scrvice. Use of a benchmark provides us with a shortcut through most of this
analytical and informational thicket and creates a solid foundation for setting the
compulsory fee for NI-DATSs. 1t avoids the complexity of analyzing numerous factors in
the market, and allows us to focus on only those few factors required to adjust from the

known voluntary rates to the statutory rates.

10
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Benchmarks are used in other situations, such as where government agencies set
prices in an attempt to emulate the functioning of a competitive marketplace. When
tasked with the job of setting regulated rates for cable television not subject to effective
competition, the FCC adopted a benchmark approach that simulated the rates that would be
charged by comparable cable sysfems subject to effective compctition.5 The FCC has also
relied on benchmarking in setting rates and judging ;;ractices of regulated tclephone
companies, stating that the altcrnatives to benchmarking arc “more intrusive and costly
methods of regulation.™

B. Contracts for Interactive Digital Audio Transmissions

Are the Best Benchmark for the Compulsory NI-DAT
Fees

“The goal in this proceeding is to set a blanket compulsory license fec for the use
of copyrighted sopnd recordings for non-interactive digital audio transmissions for both
subscription and non-subscription services. As the last CARP rccognized, if there were
negotiated agreccments between webcasters and the major copyright owners of sound
recordings for the precise types of services at issue, such agreements would likely
provide the best available benchmark for setting the market rate. Absent such agreements
(and 1 am informed that no major record label has entered into an agrecment for non-
interactive wcbcasting, other than to restate the current rate), the first issue is to
determinc the most closely analogous market that provides the best benchmark for the

market at 1ssuc.

S In re Implementation of Section of the Cable Television Consumer Protection and Competition Act of
1992 Rate Regulation, 8 F.C.C.R. 5631 (1993} (“Rate Order”).

¢ In re Applications of AMERITECH Corp., Transferor and SBC Communications Inc., Transferee, 14
F.C.C.R. 14,712, 9 58 (1999).

11
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Prices in a candidate market will scrve as a good benchmark for price-setting in
the tafgct market if three conditions arc met. First, the candidate market must have
similar characteristics to the target market. Sccond, information on prices in the
candidate market must be available and statistically valid. Third, it must be possible to
adjust the prices in the candidate market for any major differences between the two
markcts. Based on my analysis of conditions in the market for interactive DATs and NI-
DATs, | believe that all of these conditions are met and the use of this benchmark will
generatc a compulsory license fec that meets the statutory standard and is consistent with

well-established econemic principles.

1. Common Characteristics of the Benchmark and Target
Markets

The followiﬁg characteristics are common to both the non-interactive and
intcractive markets:

1. Similar buyers: The bu yérs and sellers in these markets are esscntially the same --
Intcrnet music services and sound recording copyright owners. Indeed, many of
the major buyers in the two markets are thc sume companies. Music services,
such as AOL, Yahoo! and Recal Networks, have obtained copyright licenses
(directly or through third-party providers such as MusicNet) for interactive DATs
from all of the major record companies. These companies also use the
compulsory blanket licenses on NI-DATSs in order to offer a full range of service
options to their customers.

2. Similar scllers: Owners of copyrights in sound recordings are the sellers in both

markets. The vast majority of the market for sound rccordings results from the
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sales of the four major recording companies. Those companies have entered into
contracts for interactive DATs and also are compelled to license their sound
recordings under the statute at issue in this proceeding. Their willingness to
license music in these two markets is affected by similar factors, including the
effcct that licensing a music service ha§ on other revenue strcams, such as the salc
of CDs or the reccipt of license fees from other types of music services.

Similar products: In both the interactive and non-interactive markets, the product

being delivered to consumers at any given moment is cssentially identical -- a
_ digital audio transmission of a sound recording. The primary difference derives
from whether the consumer selects the sound recording or the webcaster selccts it.

Similar experience for the consumer: Consumers of interactive and non-

interactive music services experience service offerings that arc identical with
respect to most features, including: the types of equipment needed or opt-imizc':d
for listening to music over those services (a computer, broadband access, etc.), the
place where the services can be received (generally through a home computer),
the range of titles, the option to receive commercial-free service (although non-
subscription NI-DAT scrvices have comfnercials, subscription NI-DAT scrvices
generally do not), and information about the songs played. Each service allows
the user to listen to music, but not to keep a permanent copy. The commonality of
the music experience and the similarity of the transaction allow us to draw

inferences about the underlying value of the non-interactive license to the buyers.

13
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2. Abundant and Robust Pricing Data Are Available

The sccond necessary condition for a good benchmark is that reliable and
statistically valid data must be available on transactions in the candidate market. This
condition is easily satisfied for the interactive DAT market. I have been given access 1o
contrécts between all four major record companies and the music services providing |
interactive services. Thesc contracts state the terms and conditions of the transactions.
Prices are stated explicitly in the contracts, and for the most part they can be easily
summarized and compared across different companies. Also, as | will explain in greater
detail in Section 5 below, the statistical properties of the data arc very good and allow for
strong inferences to be drawn about the level of prices in the market as a whole.

3. Few Differences Exist Between the Benchmark and Target
Markets

1. Interactivity: There is one major difference between the benchmark and the
target markets. The benchmark music services give the listener the ability to choose
which titles to listen to at any point in time. All of the major music services that | have
relied on for benchmarking provide their customers with a large music library from
which they can sclect songs, build playlists, customize their listening expericnce (e.g.,
shuffling or repeating songs), or use various programming aids to identify and select
music titles. By contrast, the music services that adhcre to the requircments of the
compulsory license stream music on channcls targeted to particular genres, themes, or
eras. Listeners cannot select particular songs, but rather can pick from many sub-genres

bfmusic, which will be provided to them upon rcquest. In Scction VI below, I will
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explain how 1 adjusted the benchmark music licenses to account for the restriction on

interactivity contained in the compulsory licensc.

2. Tethered downloads: Most of the benchmark interactive music services give
listeners the option to download music to their computer. These downloadé are
“conditional,” which means that they will only play for as long as the customer
subscribes to the service. 1 have not attempted to measure the value placed on
conditional downloads to a fixed computer. Interactive music services do not charge
consumers separatcly for the ability to receive tcthered downloads, and 1 have found no
cvidence showing whether or by how much this option is separately valued by
~ consumers. [n part, it seems to be a benefit to the music services, which can save on
Internet capacity by not having to strcam music to customers whenever they listen to
| songs. Indecd, Yahoo! provides tethered downloads- rather than on-demand streaming as
the default option to their customers, which means that music is not strcamed unlcss the
customer actively selects this option. In any event, to the extent that tethcred downloads
provide some additional value to consumers, that value is already captured in the market
price and thercfore adjusted for in my analysis.

3. Portability: There are somc interactive music services that offer users not
only the ability to stream music to their computers and conditionally download such
music, but also to transfer such conditional downloads to portable devices, such as certain
mp3 players. This portability feature significantly changes the consumer expericnce. No
longer are the users able to listen to music only over their personal computers; they can
also take the music with them and listen to it wherever and whencver they want. It is

clear that the market places a premium on such portability. Music scrvices pay

15
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significantly higher royalty rates for the portable (as opposed to non-portablc) interactive
DATs, and consumers gencrally pay more in the marketplace for such services.

Because of the significant differcnce in consumer expericnce, | have generally
excluded such portable services as a relevant benchmark. Instead, in analyzing the
benchmark market, | have focused on data availablc for those interactive DAT services
that arc non-portable, i.e., that prohibit consumers from transferring music-from their
computers and gcncfaﬁy require consumers to listen to music over their personal
computer or another home device. Such non-portable services are mu;h closer to the
market for non-interactive services.

4. Holdbacks: Ihave excluded from consideration one other difference between
the licenses for the interactive DATSs and the compulsory license for NI-DATs. The
contracts for the intcractive DATs are not blanket licenses. Rather, all of the record
companies retain the right to withhold certain titles from the licensces for diffcrent
purposes. As a result, listeners will not be able to play some or all titles of particular
artists on demand. These holdback provisions may be the TCSlilll of a popular artist’s
ability to control distribution of its music in digital form. For example, Rhapsody’s
online Frequently Asked Questions responds to “Why arc some artists not listed on
Rhapsody?” with “It you can’t 'ﬁnd certain artists in Rhapsody, we may not yct have the
rights to offer their music.”’ The Beatles arc an example of a band not available via on-

demand streaming. By contrast, a user of a non-interactive service under the compulsory

7 The completc response to the question is available on Rhapsody's Customer Support website at
http://reclisten.custhelp.com/cgi- .
bin/reclisten.cfg/php/enduser/std_adp.php?p_faqid-] 34&p_crcated—&p_sid=IRp145Th&p_|va=10215740
31&p_sp=&p_li=cl92cmNoPTEmcF9zb310X2J SPSZwX2dyaWRzb3JOPSZwX3Ivd19jbnQINCZwWX3By
b2RzPSZwX2NhdHMO)nBfcH Y9InBfY3Y9)nBfc2VhemNoX3R5cGUIY W52d2Vycy52ZWFyY 2hibmw
mcFOwWYWdIPTEMCeF92ZWFyY2hfdGV4dD1iZWFObGVz&p prod Ivll=&p. _prod_lvI2=&tabName=&p
Aopview=1
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license can listen to a “Beatles” station that plays a substantial number of Beatles songs
{so long as it complies with the sound recording performance complement requirements).
In other cases, the record company may exercise its right to hold back certain sound
recordings in orde; to rclease that sound recording exclusively to one service or in one
particular form (e.g., on CD, but not over an Internet music service).

The holdback provision in the negotiated contracts rcduces the value of this
license to the music services, becausc their subscribers will not be willing to pay as much
for access to a music library that is missing some titles from the “shelves.” Certainly the
buyer of the license wbuld be willing to pay to have access to all titles. This means that
the benchmark license fees for intcractive DATs arc 'bclow the level that would be
negotiated for a license without holdbacks. Since I have not made this adjustment, there
is good reason to believe that my recommended ratc for the compulsory license is

conservative.

C. Other Possible Benchmarks Would Not Be Suitable
1. Rates for Copyrighted Musical Works

In the previous CARP proceeding, the music services proposed a fee for sound
recordings derived from the fees charged by the performance rights organizations
(“PROs™) for public performances of copyrighted musical works. CARP [ at 27-32, 40-
42. They argued that since rights to the musical work and the sound rccordings both
were essential to public performances, it was reasonablc to compare the fecs paid for the
two rights. Further, the music services claimed that the fees charged by the PROs should
be expected to be greater than the appropriate compulsory fees for non-interactive DATS.

Id.
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The first response [ have to this hypothesis is that it does not fit the facts. In
several markets where the two copyright fees are negotiated freely among the particé, the
license fees for the sound recordings are much higher than the license fees charged for
the musical work.® The music services providing interactive DATSs voluntarily agreed to
license fees for sound recordings that arc in the range of {40 to 50 percent of revenues.]
By comparison, the fees paid for the right to perform musical works by interactive
services are substantially less.’

These facts do not support the theory that the license fees for the two rights
should be comparable-. Rathecr, | believe that economic theory supports the notion that the
fees paid to two key factors of production (such as the musical work and sound
recording) do not nccessarily bcar‘any closc relationship to each other. The km'mary
reason for this is that the ex ante value of the two factors of production' will depend on
their scarcity value. To the extent that popular recording artists are “scarcer” than
musical composers, the returns to the recording artists will be higher. By analogy, the
profit shares of screcnwriters, actors, and directors (all of whom arc “essential” to

production of a movie) will be very hard to predict based on a simple formula. The

8 There is currently a disputc concerning the amount that PROs will be paid by interactive music services.
Sarah McBride, “Music Royalty Talks Hit Impasse,” Wall S1. Journal, at B2 (Aug. 26, 2005). Although
ASCARP at least has published rates for performance of musical works by interactive services, the dispute
centers around whether a “*mechanical” fee must be paid because a reproduction of a copyrighted musical
work occurs in the transmission of an on-demand strcam. According to published reports, the currenl
dispute ranges from 6.9% {which the intcractive services have offered) to 14% (which the PROs arc
requesting). Even under the highest amount that has been suggested by the PROs {and rejected by the
interactive music services), the PROs would receive dramatically less than the sound recording copyright
owner. In the only marketplace agreement for this type of license of which | am aware, the PROs provided
a license 1o Streamwaves with a royalty rate that was the greater of 10% of revenuc or $1.00 per subscriber,
See September 21, 2001 press rclcase, available at http://www.nmpa.org/pr/streamwaves.biml. This again
is far less thun the copyright owners in sound recordings receive from interactive music services.

? Information about acquiring license fees from the three major publishing firms (ASCAP, BMI, and
SESAC) for Internet webcasting is available at their respective websites:
http://www.ascap.convweblicenserlicense.himl; hitp://www.bmi.com/licensing/wcbcaster; and
hitp:/fwww.sesac.comv/licensing/internctl.icensing.asp.
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market will compensatc a particular actor morc than a director or screcnwriter if
attendance at the movie increases substantially when that actor plays the lead role. It
would be improper to second guess the market and conclude that the compensation for
actors, writers, and directors should be the same because all are nceded to préduce a
_movic.

2. Rates for Use of Sound Recordings for Customized Web
Radio Broadcasts

Another possible benchmark for the NI-DAT fees is the fees negotiated for
customized web radio services, which do not fall within the definition of a non-
interactive service, There are, or at least have been, a number of custom web radio
services that allow the user to interact with the radio station by rating the artists or songs
or by controlliing the play of music by pausing or repeating tracks. User interaction with
these digital audio fransmissions removes the service from cligibility for the compulsory
license and requires the music service to negotiate licenses with the copyright holders to
transmit the sound recordings to their customers.

Although the usc of copyrighted music is similar between customized radio and
NI-DATsS, ihis does not mean that the license contracts for the customized radio services
should serve as a benchmark for the compulsory fees set in this proceeding. The
negotiated rates arc not a good measure of a price that would emerge from a free imd
undistorted market where willing buyers and willing sellers were negotiating for the
rights to use copyrighted sound recordings. Rather, for two reasons, the negotiations in
this market are strongly influenced by the rates previously set by the CARP for NI-DATSs.

First, at least one custom radio service has argued that its service falls within the
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scope of the current statutory rate for non-interactive services, and litigation is pending
over this issue. To the extent there is uncertainty about whether a particular service falls
inside or outside of the statutory rate, any negotiated agreemcr(]t for the use of such music
will be affectt;d by.the cloud of litigation. Second, even if the legal status of the custom
radio services were perfectly clear, the fact that they are close substitutes for the non-
interactive services means that their prices will be strongly influenced by the compulsory
fecs. If the copyright holders try to set a much higher price for a nonstatutory customized
service, the music services will simpiy not offer thesc services but instead limit their
offerings to ones that can be provided under the compulsory license. This has the effect
of driving down the rates that a willing seller can negotiate for custom radio scrvices; this
effect would not exist in a truly free market. See Testimony of Mark Eisenberg at 17;
Lawrence Kenswil at 12; Stephen Bryan at 13; and Ken Parks at 9.

3. Compulsory License Fees for Other Digital Music
Services

Compulsory license fees have also been sct under the provisions of the Copyright
Act for “preexisting subscription services,” such as residential subscription services
providing rﬁusic over digital cable or satcllite television. In re Determination of Statutory
License Terms and Rates for Certain Digital Subscription Transmissions of Sound
Recordings, No. 96-5 CARP DSTRA (CARP Nov. 28, 1997); In re Rate Adjustment for
the Satellite Carrier Compulsory License, No. 96-3 CARP-SRA (CARP Aug. 28, 1997)
(“Satellite CARP™). Thesc rates were not established in the free market. Morcover, the
statuktory standard under which such fees have been sct is different than the “willing

buyer-willing seller” standard that must be applied to the non-interactive music services
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at issue in this proceeding. Consequently, the license fees for these services cannot be

used as a benchmark.

4, The Current Rates '

The last possible benchmark is the current ra;ces, which were origiﬁally set by the
Librarian following the last CARP, but which were pushed forward, with some
modifications, by both sides for 2003 and 2004. The agreement in 2003 and 2004 to
extend these rates does not provide a uscful benchmark. First, that agreement does not
reflect a negotiatioﬁ in a marketplace that is unconstrained by the statutory license, and
therefore comes nowhere near meeting a “willing buyer/willing seller” standard. 10
Second, as explained in the Statement of John Simson, the agreement occurred during a
ﬁcn'od when the last CARP was still on appeal and it made littlc sense to rc-litigate the

same issues over again.

V. RECENT COPYRIGHT AGREEMENTS IN THE
INTERACTIVE DIGITAL AUDIO TRANSMISSION
MARKET

I have been provided with the contracts entered into between the four major
recording companies (EMI, Warner Music Group, Universal Music Group, and Sony
BMG) and the Internet music companies offering interactive music services. In the
analysis below, [ have focused on the contracts that are currently operating between
willing buyers and willing sellers, with the exception of some contracts that are subject to

restrictions that may affect their use in this proceeding. 1 have also excluded those

0 ¢f Satellite CARP, slip op. at 30 {refusing to select a highly comparablc service as the benchmark, in
part, because “the compulsory rates prescribed under [that] section [ | are not fair market rates and cannot
be utilized as a benchmark for a fair market valuation™).
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contracts which are specifically limited to, for example, college students, rather than the

gencral population.

A. Summary of Information Found in the Contracts

I have looked at approximately 40 contracts from the four major music studios
that werc executed between 2000 and 2005, covering uses of sound recordings during the
period 2000 through 2006. [Afterlooking at the major fee provisions of these
agfeements;-l have found that they:typically are structured in a similar manner. Nearly
all include a “gredter of” rate structire that establishes the fee owed to the record label as
the maximum value calculated from a number of different formulas. The three most
common components of these fonqulas are (i) the pro rata percentage of revenues, (ii) the
price per track streamed on-demand by a single listener, and (iii) the pro rata share of the
total fees paid each month by subscribers to the service.

The term “pro rata share” (in some contracts.this notion is referred to as the
- “proportionate share”) is used to refer to the ratio of the number tracks licensed by a
specific music company that Wwefe streamed-in a given time period (usually a month) to

the total number of tracks streamed during that period. If, for instance, 25% of the tracks
streamed to end ubers in a given month were ownéd by record company X, and the
contract between that record company and the subscription service stipulates that music
company X is entitled to the pro rata share-of $3.00 pEr subscriber per month, the value
generated by that equation would be $3.00 x 0.25 per subscriber, or $0.75 per subscriber.]

1 have summarized the kcy contract terms of the current agreements between the

four major music companies and the interactive DAT scrvices in Table 1 of Appendix A.
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For seventeen contracts currently in effect,“ Table 1 lists the dates when the terms of

‘each contract become cffective and expire and the [values of the three] components of the
rate structure stipulated in the contract. In addition, the average rate [for each of the three
fees] is given at the bottom of the table.

B. Contrast Between Negotiated Contracts and
Compulsory License

The negotiated contracts in the interactive market provide the parties with the
same basic rights and obligations as the compulsory license (i.c., the right to stream
music in exchange for the payment of royaltics). The negotiated contracts, however,
contain many additional provisions of value to copyright owners. These differences
between the market licenses and the statutory license arc presentéd and explained in the

table below.

"' Because the contract lerms have changed over time, | restrict my analysis to the contracts currently in
effect. The most recent agreements best represent the current market for interactive DAT services. [Itis
worth noting that the royalty rates for these services appear to be increasing somewhat over time.] Thus, to
the extent that my analysis weights contracts signed two years ago the same as contracts signed recently, it
is conservative.
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Table 5.1: Differences Between Market Licenses and the Statutory License

not allow music to be
used on a mobile or
poriable device

Regular contract does

The major music
services pay
substantially more
for porlability

for paid downloads or
CDs

Limits subt)tutaiity

Can be used for
mobile streaming
service without extra
payment (currently)

substantial payments
from licensee

unsuccessful venture
by licensee; ensures
that negotiations are
only with sericus
business partners

Promotional Agreements with These promotions Provides no special
Consideration music services are guaranteed and promotional benefits
contain detailed individually
promotional negotiated
provisions
Advances Guaranteed Reduces risk of Provides no

advances, other than
low minimum fees, to
copyright owners

Data Reports

Licensees provide
detailed reports
regarding royalties

Enforcement of
royallies; valuable
information for

Data reports contain
only minimal
information of limited

review licensees’
books and records;
[5-10%]
underpayment
requires licensee to
pay for audit

enforcement of
royalty obligations

and consumers’ business use to copyright
usage of sound development owners
recordings purposes -

Audit Rights Annual right to Aliows proper Copyright owners do

not have audit rights

Stream Security

Requires digital
rights management
software to protect
agains! illegal or
unauthorized
downloads

Prevents/limits
unauthorized copying
or unpaid uses

Streams can be
captured by end-user
and converted to
MP3 without payment
of copyright fees

Holdbacks

Copyright holder
reserves right to
holdback some titles
from licensees

Allows copyright
holders to control
release of music and
oblain more revenue
from sales of certain
titles

Blanket license does
not allow any music
to be held back

As a general rule, these features in the voluntary agreements between the record

companics and the music services are not incorporated into the statutory license. Becausc
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the statutory license lacks some of the types of consideration bargained for in the
negotiated agrecments, the royalty rate for the statutory licensc should be relatively
higher as a result (compared to a rate derived from the benchmark agreements withoqt
accounting for the absence of this consideration). If copyright owners were to ncgotiate
in the free market, onc would expect them to license non-interactive scwices only if they
received terms such as those noted in the table or if they reccived some other valuable
consideration, such as a higher royalty rate.

1 have not, however, sought to quantify the value of the additional consideration
contained in the bencﬁmark agrcements and have not adjusted the benchmark rates to
account for the absence of that consideration. Since I have not quantified that increase,
the compulsory fee that I derive in the subsequent discussion is conscr\./ative (i.e., lower)

than it othcrwise would be.

VI. ADJUSTMENTS CAN BE MADE TO THE
BENCHMARK FEES TO ESTABLISH RATES FOR
THE COMPULSORY LICENSE

Sclecting a benchmark is the first step in developing the proper copyright fee. As
discussed above, the benchmark provides a useful starting point because it captures what
a willing buyer and willing seller would agree to iﬁ the markctplace. The next step is to
make appropriate adjustments to the fee to account for differences in the two markets -

in this case the interactive and non-interactive DAT markets.
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A. Overview

Below I provide a more detailed discussion of the economics behind making some

of the adjustments. An overview of the steps can be provided in simpler terms.

e First, I will cqnsider what rate structure would likely be negotiated between
willing buyers and sellers in the non-interactive DAT market, using the interactive
DAT market as a benchmark. 1 conclude that the appropriate royalty is the greater of
a per subscriber rate (where applicable), a percentage of revenue, and a per play rate.

e Second, ] determine the relationship betwecen the license fees and the prices
charged to consumers in the market for interactive music services. | apply that ratio
to the consumer prices in the market for non-interactive services in order to derive an
appropriate license fce for that market. Before doing so, I adjust the consumer prices
to ensure that those prices reflect only the difference in value resulting from the
absencc of interactive functions.

e Third, having made that adjustment, I then consider another potentially
relevant difference between the two markets that affects the per play rate. Because
of the morc passive listening experience of non-interactive services, non-interactive
scrvices may be uscd more than intcractive services. Although such differences have
no impact on a per subscriber minimum or a percent of revenue calculation, they do
have an impact on the per play rate. To account for this differcnce, 1 adjust the per
play rate down (to the benefit of webcasters).

e Finally, I examine a fourth factor that may impact the royalty rates for the two
different types of services -- the possibili-ty that one may have a greater substitution

impact on CD sales. Although | find no cvidence to support such an impact, my
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analysis demonstrétes that, even if a significant ditferential substitution effect could
be proven (e.g., even if interactive services replace two CD sales per year and non-

interactive webcasting rcplaces none), a significant increase in the current statutory
rate is warranted.

The approach described above has two virtues. First, it accounts for the
observablc differences between the two markets. In the last CARP proceeding, copyright
owners submitted a variety of “corroborating” agreements to the Panel, but made no
effort to explain their relevance or to adjust the royality fees in those agreements to
account for differences in the statutory license. This approach accounts for those
differences and thus provides a reliable benchmark. Second, it is my view that this
approach comports with the way that willing buyers and willing sellers would actually
think about ncgotiating agrcements in the marketplace. As explained in the testimony of
Stcphen Bryan-at 10-11, record companies use existing agrccnients in closely analogous
markets as benchmarks in evaluating the proper copyright fee in other markcts.b They
also scék to account for differences in functionality (such as portability) that may
increase or lower the appropriate price. And they also consider the i_rnpact that a
particular scrvice may have on other revenue streams through substitution. Thus, |
believe my analysis accurately captures the thinking of the willing buyer and willing
seller and provides a reasonable approximation of the fee that would be negotiated in the

marketplace.
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B. Derivation of a Rate Structure for the Non-Interactive
Market

In order to create é fee structure fc;r the compulsory license, I propose adopting
[the same structure found in the market for interactive DAT: s.. As discussed above and
shown in Table 6.1 below, the agreements negotiated in the market for interactive music
services almost universally contain] a three-part fee structure which requires the music
service to pay the greater of (i) a fixcd percentage of revenuc, (i) a per subscriber fee, or
(ifi) a per play fee. [This “greater of” formula is well-established in the market and used
in the vast majority of interactive DAT contracts.]

In my opinion, it is essential to adopt this parallel rate structure for the
compulsory license fee, because it is the only way to capture the willing buyers’ and
willing sellers’ recognition of the uncertainty about marketplace developments over the
next several years. [Also, it is the only-way to capture all of the factors that the parties to
these negotiations took into consideration. ]

The holders of the copyrights in sound recordings face significant uncertainty as
to the way in which their sound recordings will be used. The number of plays, the
popularity and vintage of the recordings played, and the value of the music services to the
customers are all difficult to predict well in advance of the end point of the contract. [In
the interactive market, the record‘companies have chosen to protect themselves against
the risk of giving‘away more than they bargained for by using this three-part “greater of”
fee structure. ]

Through the pefccntage of revenue, the record companies ensurc that they will
receive a share of royaltics that properly compensates them for their valuable copyrighted

material, [in the event that the interactive services become big money makers.] The per
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play and per subscriber minima protect the record companies from significant use of their
music that is priced at below-market prices to consumers (either becausc prices are not at
a long run equilibrium or because a music service wants to attract consumers to its site
with low prices so that it can carn a profit from the consumer in other ways, e.g., selling
the consumer non-music products and services). Fof example, Yahoo! has priced its
music services well below its competitors’ rates in order to attract customers to its
portal.'> The per play and per subscriber components of the fee structurc protect record
companies in such sitqations.

[In considering a fee structure for non-interactive digital audi§ transmissions, it
makes sense to look to this three-part structure. The same uncertainties that exist in the
market for interactive services also exist in the non-interactive market; indeed there are
even more uncertainties for the record companies beé%use, with the compulsory licenss,
they cannot choose their-business partriers as they davin the market for interactive
services. For instance, a‘record company cannot refuse to license a service with poor
credit or a history of noncompliance with license conditions. Moregver, because both the
record companies and the interactive services {which are often the major players in the
non-interactive services market) have accepted this rate structure, it is a very good
reflection of what a willing buyer and willing seller would agree to in a free. market.]

Becausc [the marketplace evidénce for this three-part “greater of” rate structure is
so clear, and because] the business justification for this structure is so compelling, it
should be adopted as the rate structure for the statutory license. It would not be proper to

cherry-pick only one or two clements of the fhrcc-part rate structurc without analyzing

2 See interview with Dave Goldberg, a Vice President and GM at Yahoo!, tnc. from Méy 10, 2005
available at www.paidcontemt.org/pefarch/2005_05_10.shiml#013667. 1 understand that Yahoo! recently
raised its prices to bring those prices in line with those of its competitors.
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and potentially adjusting the applicable rates. [The willing buyers and willing sellers
have entered into numerous contracts that réquired tradeoffs of overall price levels for
greater protection from uncertainty. Removing one element that is the norm in such
closely analogous services would unravel the complex set of factors that affected the
ﬁegotiations, and undoubtedly would change the underlying rates. If one element of the
negotiated rate structure was removed, this would reduce the protection that the willing
seller bargained for, which would almost certainly require an.increase in the rates for the
remaining.elements of the rate structure. |

In the sections. that follow, 1 will discuss how to derive from the.contracts in the
interactive market the rate in the non-interactive market for each of the threc elements of
this fee structure, beginning with the per subscriber rate. The adjustments to the
interactive market rates proposed below have meaning primarily in the context of this
rate structure, 1f the Board were to sclect a different rate structurc, different adjustmenls‘ A

would be appropriate.

C. Derivation of a Per S ubscriber Rate

Common sense suggests that if willing buyers and willing sellers agreed to a
royalty rate in thc market for interactive music services, and if the value to consumers of
non-interactive services is, for cxample, 25% lower than the value to consumers of
interactive music services, a market-based royalty rate for non-intcractive services ought
to be 25% of the royalty rate set in the interactive market. Common sense is, in this case,
essentially correct. The economic theory which demonstrates the conditions under which

this is true, however, requires some explanation. In the following sections, | will provide
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that explanation and outline the adjustments I have made in order to dcrive royalty rates
in the non-intcractive market from the rates freely ncgétiated_ in the intcractive market.
[As previously discussed;ithe agreemiyﬁté negotiate'd_ in the'interactive market
universally incorporate a tripartite fee structure under wh'ich royalty payments are the
greatér of a percentage of revenue rate, a per subscriber rate, and a per play rate.] 1 will
begin by deriving the per subscriber rate for non-interactive scrvices, and in later sections

will separatcly derive the percentage of revenue rate and the per play rate.

1. Calculating the Ratio of License Fee to Consumer Price |

We can ObSGI;VC in the market the subscription prices chargéd to consumers for
interactive music services, and we can cxtract from the agrcements between record
companies and interactive music services the per subscriber royalty rate to which the
parties in that market agreed. Simple math allows us to calculate the ratio between the
- amount of the average price charged to subscribers by music services, and the amount of
the average per subscriber royalty paid by music services to record companies.

We also can observe in the market the average subscription price charged to
consumers for subscriptions to non-interactive music services. .If we assumc that the ratio
of subscription price to per subscriber royalty is the same in both the interactive and non-
interactive markets, we can then calculate what the per subscriber royalty rate should be
in the non-interactivc market. For cxample, if the average subscription price paid by
consumers for an intcraptive music service is $9 per month, and the average per
subscriber royalty paid to a rccord company is $3 per subscriber (a 3-to-1 ratio), then we

can predict that the per subscriber royalty that would be negotiated in the non-interactive
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market would be $1 per subscriber if the average monthly subscription price charged to
consumers for non-interactive scrvices is $3 pér month.

The key to this analysis, of course, is the assumption that the ratio of consumer
pri.cc to royalty rate would be the same in both markets if the royalty rate werc freely |
ncgotiated. | believe this assumption is correct because the sensitivity of demand to
changes in price (i.e., demand elasticity) in both markets is likely 1o be very similar.

To understand why this is 5o requires a basic understanding of how prices are set
for .information goods in a free market, For these types of goods, or for other goods with
very low marginal coét, prices are set as a function of demand and demand elasticity.
Elasticity of demand refers to the effect that changing price has on the quantity sold. The
more elastic the demand, the more the percentage of quantity sold diminishes as the
percentage of price is raised.

In Figure 1, I have drawn the demand curve for the interactive music scrvices,
which is labeled as Dys. | measure output in the industry as the numbcr of subscribers.
Thereforc, the horizontal axis mcasures number of subscribers and the vertical axis
" measures monthly subscription price per subscriber. Demand is downward sloping,
which is the nature of virtually all markets. (For ekposition purposcs, | am using a linear

demand curve.)
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Figure |: Derived Demand Curve for Interactive Music Scrvices
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From the demand curve for interactive music services, one can derive the demand
curve for copyrighted sound recordings. This type of demand curve is referred to in
economics as a “derived demand,” because it is the demand for an input in a production
process, and is derived from the underlying demand for the product or ser"vice sold to
consumers. It is particularly apt in this context, because sound rccordings arc an essential
and non-substitutable input for music services. In economic parlance, interactive music
services have a “ﬁxéd—proportions production function,” meani_ng that every “unit” of

output sold to a consumer requires a “unit™ of input bought from the rccord companics.
n q p p
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As a consequence, music services cannot substitute away from the copyrighted music as
its price increases.'”

On Figurc 1, the line beneath Dys, which is labeled as Dp is the derived demand
for the copyright ]icensé. Thi.s is the demand by the music services for a license to play
copyrighted music, where the license fee 1s paid on a per subscriber basis. 1have drawn
the derived demand curve parallel to the demand curve for music services for two
reasons. First, as discussed above, sound recordings arc a non-substitutablc input for
music scrvices -- thus, a change of onc unit in the demand for music services results in a
change of one unit in the demand for copyrighted material. Second, | assume that any
change in the copyright fee is passed on dollar-for-dollar to consumers. This is the
normal assumption in a competitive market with constant average and marginél cost. The
distance between the two demand curves is the amount that would cover the other

production costs of the music services, including a reasonable profit margin. In other

words, the demand by music services for copyrighted music is esscntially the same as the

13 YThat consumer demand (and thus consumer price) should provide important information about the value
of an underlying fixed factor also is a relatively basic concept. The value of interactive and non-interactive
music services is a direct function of the music itself. This has been recognized in the conlext of licensing

of musical works:

‘What retail customers pay to receive the product or service in question {in this case, recorded
music) sccms 1o us to be an excellent indicator of its fair market valuc. While in some instances
there may be reason to approximale fair market value on the basis of something other than the
prices paid by consumecrs, in the absence of factors suggesting a different measurc the price
willing buyers and willing sellers agree to in arm’s length transactions appears to be the best
measurc. -

It is true without doubt that to make the music available to its customers, the retail seller must
incur cxpenses for various processes and scrvices not provided by the owner of the music . . ..
However, this is in no way incompatible with the proposition that retail revenues derived from the
sale of the music fairly measure the value of the music. The customer pays the retail price because
the customer wants the music, not because the customer wanis to finance the laying of cable or the
launching of satellites. -

United States v. Broadeast Music, Inc., 316 F.3d 189, 195 (2d Cir. 2003) {footnote and citation omitted).
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consumers’ demand for musib services using that work, less the music services’ costs of
production (other than the copyright fee itself) and a reasonable profit.

Thus, at any given level of output, the price point on the derived demand curve is
the amount the mqsic services are willing to pay for the license, while the price point on
the demand curve for the music service is the amount that subscribers are will_ing to pay
for the service. From thesc demand cﬁrves we can show how prices in the market will be
sct.

The line drawn in Figure 1, labeled as MR, is the marginal revenuc curve of the
derived demand curve;. Marginal revenue is the chaﬁge in revenue with respect to a
change in output. As output increases, customers’ willingness to pay declines, 1.e.,
market price déclines, and the revenue collected from all units sold in the market wi]i fall.
This is the reason why the marginal revenuc curve is more steeply sloped fhan the
demand curve. Standard economic theory shows that a firm will maximize profit at the
level of output whcré. rnargiﬁa] revenuc equals marginal cost. In this market, there
arguably is little or no marginal cost for the record companies associated with extending
thc copyright license to an additional subscriber. Therefore, the optimal price of the
license from the copyright holder’s standpoint is where marginal revenue is zero, i.e.,
where it crosses the horizontal axis. The level of output where this is achieved is labeled
in Figure 1 de Corresponding to this equilibrium level of output, the equilibn’ﬁm
licensc fee is labeled as “f.” And the corresponding.price that consumers will pay to the
music service at this output level is labeled as “p.”

If the same graph was drawn to depict optimum pricing of the copyright royalty

fee in the market for non-interactive music services, the demand curves would appear
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somewhat lower on the graph. I belicve that it is rcasonable to assume that the demand
clasticity in the interactive and non-interactive markets would be very close in the
relevant range of the demand éurves.” Thus, the consumer demand curve and the
denived demand curve in the non-interactive marlfet would have esscntially the same
relationship to each other as the corresponding demand curves in the interactive market.
Setting the optimum price for the license fee and observing the resulting price to
consumers bascd on these demand curves, in the same manner that I described above,
would yicld an equilibrium license fee and a corresponding consumer price that would be
lower than the prices in the interactive market (because the demand curves are lower).

The conclusion that the ratio of license fee to consumer price is the same in both
the interactive -and non-interactive markets allows us to dcrive an appropriate market-
based license fee for the non-interactive market. As shown in Tablc } of Appendix A, the
average per subscriber copyright fee in the intcfactive marke; is {$2.97] (corresponding to
“f on Figure 1). Furthermore, the average retail monthly subscription price is $8.69 on a
month-to-month contract and $7.88 on an annual contract. See Table 2 in Appcnciix A.
The average monthly subscription price, therefore, is $8.29 per month (i.e., (88.69 +

$7.88)/2 = $8.29) (corresponding to “'p” on Figure 1). Thc ratio of the fee to the average

' Although there are many factors that can influence demand in this market, it is reasonable that the two
services, which are nearly identical in virtually all respecls save one, would have similar demand
clasticities. At bottom, the music services are sclling the same sound recordings in both markets, and it is
therefore cntircly logical that demand elasticity is very similar. Confirming this, there is a great deal of
evidence in the marketplace (based on agreements between the major record labels and a wide variety of
digital music services) thal record companies reccive a similar (though not identical) percentage of the
retail prices of scrvices the sell this copyrighted material. That is funher evidence that the demand
elasticities of similar music services should be relatively close in value. Note that this assumption neither
redounds to the benefit of the record company or to the services. 1f demand elasticity were to differ
significantly between the two markets, it could increase the copyright fee or decrease iL.
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_monthly subscription price is approximately [36% ($2.97/$8.29 = 0.36)]."° Knowing the
' ratio of license fce to consumer price is [36%] in the interactive market, we can apply
that same ratio to solve for the license fec in the non-interactive market if we know what

subscription price is charged to consumers in the non-interactive market.

2. Calculating the Value of Interactivity

Subscription prices for non-interactive services exist in the current marketplace.
However, those prices may reflect differences between interactive and non-interactive
scrvices beyond merely the presence or absence of interactivity. Fac;tors such as sound
quality and the number of channels offered might account for, or at least influence, the
difference in the subscription rates observed in the market for interactive and non-
iﬁteractivc music services. For the purpose of this analysis, we want to use a subscription
price that reflects only the absence of interactivity. It is the presence or -abscnce of
interactivity which determines whether the use of a copyrighted digital sound recording
falls within the statutory licensc. And for that reason, the foregoing analysis of how
prices would be set based on demand elasticity posited demand curves where the
difference in demand resulted from the value of interactivity. Stated differently, if we arc
going to use the interactive markel as our benchmark for setting fees in the non-
intcractive market, we should compare apples-to-apples -- tha-t is, we should comparc
based on services that are highiy similar except for interactivity.

[ used two methods to compute the cffect of non-interactivity on the demand {and
therefore the price) for music subscriptions. ‘First, 1 conducted an econometric analysis of

demand in order to estimate the added value obtained by consumers from “interactivity.”

1 The correct number is actually [0.358.] Decimals are carried throughout the calculations made in this
paper, but arc rounded in the text. :
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Second, 1 estimated the simple average difference in retail rates for the music services
that offer service in both markets, i.e., a non-interactive, radio-type service and an
interactive on-demand service. The results of the regression and the simple average
providc an adjustment factor for transposing the market-determined intcractive DAT
copyright fecs to the non-interactive market.
| used a hedonic demand model to isolate the valuc of interactivity to consumers
of online music services. The nature of a hedonic model is to use
measures of the quality of a product as independent variables instead of measurcs
of the market for that product... Hedonic models are most useful when the
product being analyzed is het_erpgcneous in nature because we need to _anal%ze
what causes products to be different and therefore to have different prices.
The model used data on diffecrent music services, and estimated the effects on prices of
the several variables, including: the number of radio stations; interactivity; ability o

download to portablé device; and sound quality. The results of the model arc

summarized in Table 6.1 below.

16 A H. Studenmund, Using Econvometrics, Fourth Edition, 2001, at 404 (emphasis added).
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Table 6.1. Regression of Subscription Price on Service
Characteristics

Dependent Variable: Logarithm of Monthly Price

Yariable Cocfficient Standard T-Value
Error

Intercept 1.74 0.13 13.06
Log(No. Radio Stations) -0.08 0.07 -1.17
Squarc of Log(No. of Radio 0.009 0.008 1.02
Stations)

[uteractivity 0.60 0.13 . 4.5
Download to Portable Device 0.48 0.19 2.57
Sound Quality -0.34 0.38 -0.88

No. of Observations: 30
Adjusted R-Squared: 0.71

Note: Regression also included dummy variables for Digitally Imported’s service and
BellSouth’s 1.99 Wcbtunes Gold service.

The key result is the coefficient on interactivity, 0.60, which is significant at the
99% confidence level. The interpretation of this coefficient is that intcractivity raises the
pﬁce of an online music service by 60% above the level of a non-interactive service that
is identical in cvery other respect. An equivalent way of stating this result is that the ratio
of the price of a non-interactive service to a comparable interactive service is 0.63."

A simple “apples-to-apples” comparison of the major online rﬁusic services’
offerings yields a similar adjustment. As shown in Table 6.2, the simple average of the
ratio of the prices of the non-interactive to the interactive options of the major music
services is between 0.53 and 0.60 (depending on whether monthly or annual subscriptions

are compared).

"7 If the price of the non-interactive service were $1.00, then the regression would predict that the price of
the interactive service would be $1.60. The ratio of the two prices 1.00 +1.60 is 0.63.
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Table 6.2. Comparison of the Subscription Price of Internet Radio vs.
On-Demand Service

Monthly Annual
Subscription Subscription
Row Music Service Price Price
(1 Yahoo!'s LaunchCast Plus $3.99 $2.99
(2) Y! Music Unlimited $6.99 $4.99
(3) Ratio of (1) to (2) 0.57 0.60
&) MusicMatch Gold $4.95 $2.95
{2) MusicMatch On Demand $6.99 $4.99
{3} Ratio of (1) to (2) 0.7 0.59
(1) Rhapsody Radio $4.99 $3.33
(2) Rhapsody Unlimited $9.99 $8.33
(3) Ratio of (1) 1o (2) 0.50 0.40
(1) . Radio Free Virgin Royal 495 NA
(2) Virgin Digital 7.99 NA
(3) Ratio of (1) to (2) 0.62 NA
Average of Ratios 0.60 0.53

Notes:
LaunchCast includes customized features that may fall outside the compulscry
license.

Source: Prices listed on the Internet for these services as of 10/21/05.

These two methods to determine the value of interactivity yield a factor ranging
from .53 to .63 of the fees in the interactive market. 1 propose using an adjustment factor
of .55, which is toward the lower end of this range. This adjustment factor should be
intcrpreted as the amount by which the observed -per subscriber fees for the intcractive

DAT market should be multiplied to yicld the compulsory license fees for NI-DATSs.
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3. Calculating the Per Subscriber Fee

I can now recommend an appropriate compulsory license fee, on a per subscriber
basis, for subscription non-interactive DAT scrvices. | belicve that it is abpr’opriatc to
adjust the per subscriber fee in the interactive DAT market to a corresponding per
subscriber fee in the non-interactive DAT market using the demand adjustment factqr to
determinc the appropriate consumer subscription price in the non-intefactive market and
then applying the same ratio of licensc fee to subscription price that exists in the
interactive DAT market.

As shown in Table 2 in Appendix A, the average rotail monthly subscription price
for subscription interactive DAT scrvices is $8.69 on 2 month-to-month contract and
$7.88 on an annual contract, yiclding an overall average fee ot $8.29 per month. If we
apply the adjustment factor calculated above of .55, the subscription price for a non-
interactive service that is in all other respects comparable to the interactive services is
$4.56 per month. The analysis at the outset of this section showing that per subscriber
license fees in the interactive market are [36%] of the subscriber price yields a calculation
that the fee which would be negotiated between a willing buyer and willing seller in the
market for NI- DATs is [$1.63 per subscriber (i.e., $4.56 x 36%).]

This analysis is conservative in scveral respects. First, because | calculated the
ratio of license fee to consumer price in the interactive market using per subscriber
minima from a range of contracts entercd into over a three-year period, rather than only
the most rccent contracts, the fee ratio will not reflect the fact that, in many cases, ﬂw per
subscriber minima is increasing in more receﬁt agreements. Second, the preceding

analysis applics the [36%] factor whilc assuming the subscription price in the non-
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interactive market will remain unchanged. In reality, this is a very conservative
assumption, becausc it is likely that the copyright fee increase will be passed on to
cons‘.umcrs.]8 Third, many of the interactive DAT services include, with the purchasc
price, access to non-interactive DAT services such as those at issue in this proceeding,
To the extent that subscribers to the interactive DAT services use their non-interactive -
components extensively, the adjustment factor | have developed above may greatly
understate the value of non-interactive services and the value of copyright licenses
‘necessary to provide those non-intcractive music services. In short, the ratio of the fee to
the price used for this analysis may be too low, and the consumer subscription pricc used
tor this analysis may likewise be too low. A higher ratio applied to a higher consumer

pricc would, of course, yicld a higher per subscriber license fee.

D. Derivation of a Percentage of Revenue Rate

When it comes to setting the percentage fee for the non-interactive market, there
are two choices. The first is to import the actual percentage of revenue fee observed in
the contracts in the interactive market -- [typically 40% or more.] This woul~d be
rcasonable, in my opinion. [, as [ have said, the ratio of the license fee to the
subscription price charged to consumers is the same in the interactive and non-interactive
markets, the same percentage of revenue fee would be charged in both markets. That is
because the actual amount paid on a percentage of revenue basis would be self-
correcting, i.e., if the consumer demand for non-interactive music sérviccs is lower than

/

the consumer demand for interactive services, the non-interactive music services will

¥ For the rcasons discussed in section VILF.1 of my testimony, the prices charged to consumers in the
market for non-interactive services may affect the prices charged in the market for interactive music
services. An increase in the subscription price for non-interactive services may allow music services to
raise subscription prices by some degree in the interactive market.
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camn less revenue and the license fee paid to record companies, in absolut_e dollars, will
dccrease by a commensurate amount.

Thus, there is a good argument that the percentage of revenue applied in the
intcractive market should simply be adopted for the non-interactive markct. A more
conservative approach, however, would be to derive the percentage of revenue fce based
on the ratio of the per subscription fecs to the retail price. As stated abovc, the per
subscriber licensc fee is [$1.63] and the average monthly subscription price is $4.56,
resulting in a percentage of revenue of [36%.] To be conservative, I proposc using [36%]

for the percentage of revenue component of the compulsory license.

E. Derivation of a Per Play Rate

The third component in the fee structure is the price per play. [The agreements
negotiated in the market for interactive services uniformly contain a per play rate of 1¢
- perplay. See Table 1 of Appendix A. Itis my understanding that the per play rate in
interactive DAT contracts would yield paymients well below thié-amounts actually paid in
the interactive mérket. Because of the “greater of"-fee structure in the interactive market
contracts, music services generally pay under one of the other two components of the fee
structure, and the per play rate-of 1¢ is rarely'used. Indeed, the actual amounts paid
under these contracts would, if converted to a per play rate, yield an effective per play
rate of 2¢ per play 6t more -~ 200% of the actual per play rate in the contracts. See
Testimony of Lawrence Kenswil at 16; Stephen Bryan at 19; and Ken Parks at 13.]

Applying the methodology employed earlier, it is appropriate to set the per play
rate for the non-interactive market by maintaining in that markét the same ratio of license

fee to consumer subscription price that exists in the interactive market. Since I have
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determined that value to consumers of a non-interactive service is 55% of the value of an
interactive service, in order to maintain the same ratio of license fee to consumer
subscription price employed in earlier sections of my testimony, [the 1¢ per play rate
must be multiplied by .55. This'will generai¢ 4 per play rate for the third element of the
three part fee of $:0055.} |

There is an alternative market outcome, however, Evidence exists indicating that
use of non-interactive services by subscribers or users is greater than the use made of
interactive services. That is, uscrs of non-interactive services may on average spend
morc time listening to‘music on the service, and therefore on average may listen to more
“plays,” than subscribers to interactive services. If so, the per play fee could become the
predominant basis for calculating license fees because (contrary to the experience in the
interactive market) it might produce ré?enues higher than those that would be generated
undcr the percentage of revenue or per subscriber fees.

Under these circumstances, it is possible that the music services might seek to
negotiate a different per play rate in a free market. As I noted earlier, the per play fcé and
per subscriber fec protect the copyright owner in the cvent that the music service prices
its scrvices below market (see Section VI.B for a fuller discussion). In the non-
intcractive market, where many of the music services arc non-subscription services, this.
protection must be supplied by the per play rate. [t is reasonable to-expect, therefore,
that if music services wanted to negotiate a per play rate that differed significantly from
the per play rate in the interactive market (as adjusted to reflect the absence of

interactivity), the copyright owners:would attempt to obtain the same level of protection
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that they reciive with respect to nofiinteractive sibscription services-from the per
subscriber rate.]

Accordingly, to predict the per play rate that would be negotiated if the adjusted
[1¢] play proved unacceptable to music services, my starting point is the per subscriber
minimum derived for the non-interactive market. In this scenario, the per play rate
should be equal to the per subscriber rate divided by the number of plays.

Live 365 reports that the average “active” listener uscs its service 32 hours per
month,'? and 1 have assumed even higher usage of 45 hours per month. This results in
697.5 plays per montl; at an average of 15.5 plays per hour -- substantially higher than the
average number of plays per subscriber for the interactive music services. Interview by
Eric J. Savitz with Rob Glaser, CEO, RealNetworks, Inc. (stating that the “avcrage
Rhapsody subscriber listens to over 200 songs a month™), in Real Rivalry Comes to
Online Music, SmartMoney Magazine, Junc 15, 2005, available at
http://www.smanmoncy.com/mag/ceo/index.cﬁn‘?story=jul y2005&src=&nav=RSS20&p
ageid=display-in-the-news.module&pagcregion=itn-body. [Using the per subscriber fee
of $1.63 calculated in-the preceding section, and dividing this number by the estimated
number of plays, 697.5, tesults in a per play fee of 0.234¢.]

Once again, 1 note that this is conservative. In my analysis [ assumed that if --
because of the greater number of plays in the non-interactive market -- the record
companies and music services negotiated a per play rate in a manner different than the
way that rate was ncgotiated in the interactive market, the record companies would

attempt to obtain the protection of a rate equivalent to the per subscriber rate. 1t is

19 See hltp:/fwww.stream:ngmedla.com/press*prmtvcrsxon.asp'?|d=2550.
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possible, however, that the record companies would seek to obtain a rate that equaled the
effective per play rate they obtain in the interactive rﬁarket [(2¢ per play)] adjusted in the
manner discussed above to account for the lower value of a non-interactive service and

the greater number of plays in the non-interactive market. [In that case, the per play rate

would be higher than the rate of 0.234¢ that I forecast here.]

F.  Substitutability for or Promotion of Other Services

The question of whether DATS arc net substitutes or complements for other sales
of recorded music is raised explicitly in the statute governing this proceeding. Among
the considerations that a willing seller would take into account in setting license fces in
the marketplace is “whether use of the service may substitute for or may promote the sale
of phonorecords or otherwise may interfere with or may enhance the sound recording
copyright owner’s streams of revenue from its sound recordings.”?

In the discussion above I assumed that the copyright holdcr would maximize
profits in each market (interactive and non-interactivc) independent of the effects of the
fee on any other markets where the copyﬁgﬁt holder rcceives revenues. We must now
consider the effect of relaxing this assumption. First, I will examine the issue of

interdependence across the two DAT markets. Second, I will examine the effect of DAT

markets on sales of CDs.

1. Substitutability for or Promotion of other Music Services

Consumers are presented with a wide array of competing music services in the

marketplace. They will make their choices bascd on the characteristics and prices

017 US.C. § 114(DH2NBY
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charged for the services. Tt is reasonable to expect that lowering the price of one type of
service, €.£., a non-interactive service, will cause some customers to switch away from a
substitute service, such as an interactive service. In technical terms the cross-clasticity of
demand for these two services should be positive. This mecans the two services are
substitutes for each other.

The implication of substitutability of these two services is that the current
compulsory license for NI-DATS has constrained the copyright fees charged to the music
scrvices providing interactive DATs.  Under the current compulsory license, the low
copyright fee permits subscription-based non-interactive services to charge less than they
otherwise would. This in turn pulls down the rate that can be charged for interactive
services which, at least to some degree, will compete with the subscription-based non-
interactive scrvices. Referring back to Figure 1, this means that the demand curve for the
interactive scrvices has been shiftcd down by the artificially low compulsory license fce
for non-interactive services. The absolute level of our benchmark copyright license fees
thercfore is artificially lower than it otherwise would be, and the absolute level of the fces
recommended for the compulsory license is conservatively lower than it ought to be ina
frce market.

Moreover, as discussed above, if indced there is a positive cross-clasticity
between interactive and non-interactive DATS, the non-interactive DATs will cannibalize
some of the hig};er margin interactive sales. That is, some consumers who othé;wise
would subscribe to an interactive service will subscribe instead to a non-interactive

service, to the detriment of the record companies, which eamn highcr license fees from
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interactive services. As a result, in a free market a copyright owner would increasc the
price demanded for non-interactive DATS.

I have not, however, sought to quantify either the negative effect that the non-
interactive market has on prices in the interactive market, or the effect the non-interactive
market has on diverting sales from the morc lucrative (for the record companics)

interactive market. Again, therefore, the estimates | am providing arc conservative,

2. Substitutability for or Promotion of CD Sales

With respect to the interplay between Internet music services and sales of CDs, |
non-interactive DATS have been analogized to terrestrial radio, which has long been
assumed to be complcmentary to CD salcs (i.e., with promotional effects dominating).
The simple reasoning is that listencrs learn about new music on the radio and then buy
the music on phonorecords. In other words, radio exposes listcners to new music, which
some claim results in increased sales of new CDs.

There are many questionable assumptions in that claim, and there is scholarship
that challenges it directly. The flaws in the argumcnt are several. First, it ignores the
impact of radio on the amount of time that consumers spend listening to rccorded
music.?' Radio and recorded music compete for the listener’s time, and the less time
spent listening to CDs, the fewer CDs will be sold. This will have the effect of offsetting
some, all, or even excceding any possible promotional cffects from exposure to new
music. Moreover, it has also been pointed out that the increased exposure to music on
radio does not necessarily have a positive impact on sales, and thus docsn’t necessarily

work to offsct the substitution cffect. The reason is that learning morc about a product

2 Stan ). Licbowitz, The Elusive Symbiosis: The Impaci of Radio on the Record )ndz).my, Review of
conomic Research on Copyright Lssues, 2004, vol. I(1) pp. 93-118. :
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prior to purchase may make the consumer a better and wiser consumer, which may allow
him to purchase fewer, but morc desirable, CDs. In his attempt to test whether terrcstrial '
radio is a net complement or substitute for record sales, Professor Liebowitz found that
radio play docs not benefit overall record sales.

Second, that radio play, combined with a wide varicty of other focused promotion
efforts, may help sell some sound rccordings does not mean that, ovcrall, radio play
increases the sale of recorded music. Where, as here, we are dealing with a blanket
liccnse, the individual effects on particular songs which are in heavy rotation on over-the-
air radio says nothing'albout the effect on all music -- which is likely to be purchased less
when consumers have other listening options.

Third, as was true in the last webcaster procgcding, even if onc werc to assume
that over-the-air radio overall increased record sales, it is an enormous unsupported leap
to claim that webcasting is also promotional. The wide number of niche stations and the
different experience of wcbcasting suggests that there are strong reasons to believe that
non-interactive webcasting supplants rather than enhances CD purchases. I note that
Wall Street aﬁalysts have recognized this effcct in the context of satellite radio, finding
that the future of the music industry is threatencd by the many programming options
offered by competitors such as XM and Sirius, that such services cannibalize record
sales, and that the music industry’s continued viability depends on getting fair market
rates in proceedings such as this.

Finally, one can simply look at the alternatives to sce how webcasting likely
affects other revenue streams for the record companies. Time spent listening to NI-DATs

must be coming from one of several alternative uses of time: (1) listening to CDs; 2)

2 g% Exhibit 210 DP at 35-40 (Citibank analyst report on Wamer Music Group).
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listening to interactive DATS; (3) listening to terrestrial radio; (4) other activities, e.g.,
watching TV. Of these four altemativeé, only the fourth may lead to incrcased CD sales
through the exposurc effect. Substitution for time spent listening to CDs or interactive
DATSs will be costly to the popyn'ght holder. Time spent listening to radio is unlikely to
make much of a difference in terms of exposure to music if one were to assume a simi]ar
promotional effect between the two. Therefore, | would expect that incrcased listening to
NI-DATSs would not lead to an increasc in CD salbes.

In any event, the relevant empirical issue for the benchmark approach is not
whether non-interacti\-/e DATSs are substitutes or complements to CD sales. Rathcr, all
that matters is whether non-interactive and interactive DATSs affect CD sales differently.
Where interactive music services are concerned, the question of whether such services
are promotional or substitutional with respect to CD sales has already been answered by
the market -- that is, when the parties negotiated a license fee, they presumably took into
account the likely impact of that licensc on CD sales. If the impact of non-interactive
services on CD sales is the same as the impact of interactive music services, no
adjustment to the rates proposed above would be necessary, because that impact was
already accounted for in the give and take between willing buyer and willing scller. If
there is a different promotional or substitutional effect on CD sales in the non-interactive
.markct, compared to our benchmark interactive market, an adjustment may be
appropriate.

[ have seen no evidence to suggest that there is any difference between these two
markets with respect to their promotional or ubstitutional effects. One might argue that

the on-demand characteristics of interactive DATs will lead to greater substitution for
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recorded music than would be expected for non-interactive DATs. And one might argue,
to the contrary, that non-interactive music scrvices tend to substitute tor CD sales to a
greater degree than interactive services because subscribers to non-interactive services
spend relatively more time listening to those services (thus reducing the amount of time
available to listen to CDs). Although I have found no empirical support for cither
position, I have becn asked to provide a sensitivity analysis to show thc maximum
possible effect on rates that would result if interactive services substituted for CD sales to
_a greater degree than _non-interactivc services.

The model depicted in Figure 1 can be adjusted to take account of the possibility
that interactive music services may substitute for CD sales to a greater degree than non-
interactive music services. | will show this adjustment assuming that, for the average
consumer, subscribing to an interactive DAT will decreasé the consumer’s purchases of
CDs by two CDs per year. Further assuming that the margin on a CD is $5.60, this yields
aloss of $11.20 in annual profit from the effect of interactive DAT subécription on CD
sales.

~ The loss in CD sales can be treated analytically as an increase in the marginal cost
of the copyright holder of providing (or licensing) interactive DAT services, i.e., each
additional interactive music service subscriber will “cost” the copyright holder lost sales
and profits from CDs. This increase in marginal cost will change the equilibrium
conditions in the market. Prices will increase and total license fees (or profits to the
copyright holder) will decrease. Using the ncutral assumption of a lincar demand curve,
it is possible to show that priccs will increase by 47¢/month/subscriber and the fec will

increase by 47¢/month/subscriber.
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The next step in our scnsitivity analysis is to remove the effect of lost CD sales
from the obscrved copyright fees charged for interactive DATs. This will allow us to
estimate what benchmark fees would be charged, were it not for the assumed differential
substitution effect. These adjusted benchmark fees will then be used to estimate the
compulsory license fees for non-interactive DATs making the same adjustments as before
for non-interactivity.

In order to quantify the effect of CD substitution on the benchmark rates, we must
assign numerical values to the modcl. Lhave sclected the average monthly retail rate of
$8.29. As shown in figurc 2 below, we can adjust for the effect of CD substitution by
observing that the optimal fee with substitution (the hypothesized current situation)
would be obtained where marginal revenue equals the marginal cost, where marginal cost
is now $.93 per subscriber per month reflecting the lost profits on CD sales. The
equilibrium price and fce are labeled in Figure 2 as “p” and “f.” [They should correspond

to current prices and fees of $8.29 and $2.97.]
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Figure 2: Copyright Fees Given Lost Profits from Substitution Away from

CDs
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To remove the substitution effect, we now need to show what the copyright fee
would have been if marginal cost were zcro, instcad of $.93 per month. Removal of the
substitution cffect will restore us to a situation where marginal cost to the copyright
holder is zero. This will now yicld a new cquilibrium where the fec has declined by 47¢
per month and the retail price has fallen by 47¢ per month. As shown in Figure 2, the
new fee £ will be [$2.50,] the ncw retail price p* will be $7.82. The ratio of the new per
subscriber license fee to the old per subscriber license fee is 0.84 [(82.50 + $2.97).]

The percentage of revenue and per play components of the fee structure should be
adjusted by the same ratio - .84 -- to reflect ihc impact that the substitution of two CDs

per year resulting from subscription to an interactive service might have on licensc fees.
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The results of thesc adjustments, using the most conservative numbers from-sections

VI1.C, D and E of this testimony, are shown in Table 6.3 bclow.

Table 6.3: Adjustment of License Fees for Effect on CD Sales

Copyright

Fee as

"Greater of"

Formula

Percent of 36% 30%

Revenuc

Dollar/Month $1.63 $1.37
Per Play - 0.234¢ 0.197¢

G. Application of the Rates Derived from Subscription
Services to Ad-Supported Services

To this point, 1 have focused on subscription .serviccs, finding that such services
are the best benchmark to usc for deriving the proper rate. TheseAscrvices demonstrate
what consumers are willing to pay and, because of the existence of free, ad-supported
services, are likely priced below what consumers would pay if there was not a free
alternative. For that rcason, using them again is a conservative assumption.

I believe that the basic rate structure discussed above should be applied to all
Mtusic services -- subécription and non-subscription -- that usc copyrighted music under
the compulsory license. There are a number of reasons for this conclusion.

First, the best evidence from the marketplace of the value that consumers attach to
a good or service is the price they arc willing to pay for the service in the free market.
lﬁdirecl measures, such as the advertising rcx;enue collected by non-subscription scrvices,

are likely to underestimate the true value of the music in thc marketplace.
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Second, it is by no means the case that ad-supported webcasters are, or will
remain, the poor cousins to subscription services. Rcvenues from advertising (or bundled
services) arc likely to increase over time as these business models develop in the market.
For example, it was rccently reported that Google’s ability to achieve scale efficiencics
with its growing online advertising network may allow it to introduce “frec service”
offerings that will challenge a number of traditional fee-based models. Google has made
remarkable gains over the past year in increasing the revenue it generates each time it
shows ads to consumers, and similar gains can be expected of music services. Indeed, the
marketplace for Intemet radio is populated by’those who believe that ad-supported
models ultimately will prove the better business model. 1 notc that Yahoo! -- one of the
largest and most sophisticated players in the market - has said publicly that it believes
that ad-supported models are likely to be the most profitable, Paul Maloney, Yahoo!
Launch's Goldberg Sees Ad-Supported Version as Future, Radio & Internet Newsletter,
Feb. 14, 2003, http://www.kurlhanson.com/archive/news/021403/index.asp (*Yahoo!
Music’s Dave Goldberg says the future for his company’s Internet radio business is with
the ad-supported channels, and its listener-influence ‘rating’ systems.”).

Third, even if, in the long run, ad-supported scrvices prove less profitable than
subscription services, that does not mean that a copyright fee should be set in order to
accommodate the ad-supported model. In a free market, the owner of the intellectual
property, c.g., the record companies, would sct a fee based on the highest-valued use of
its property, rather than sell at a lower price to an alternative delivery mechanism that
would undermine sales of the higher-priced service option. Moreover, it is not practical

to sct differcnt rates for different busincss models. The market is fluid and rapidly
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cvolving based on a number of different business models. There is no clear boundary
between the su‘ﬁscription and non-subscription services. Rathcr, music services may carn
revenue by combining subscriptions with advertising, as well as sales of other goods and
services promoted by the website or portal offering the music service. In short, the
record companies in a free fnarket would sct a rate targeted at the most profitable
segment of the music service business. 1f this meant that inefficient or less-profitable
businesses did not survive, that is not a bad outcome from the standpoint of economic
cfficiency, nor is it an indication that the compulsory fee has causcd an outcome that is
differ;:nt trom what héppens in the free market. Rather, markets should be expected to
yield an industry structure that supports only the most efficient firms. '

Fourth,. setting similar fees for subscription and non-subscription scrvices simply
preserves the status quo, wherc the same per stream rate applies to both business models
(although subscription services currently have alternative calculations available to them).
1 sec no compelling economic reason to change the status quo in this regard.

Fifth, although the majority of listeners use free non-intcractive services,
subscription services do make up a significant part of overall listening. Many people
obtain non-interactive webcasting services bundled with other subscription services such
as AOL. The fact that thesc services are bundled does not detract from the validity of
using their unbundled prices to determine their valuc.

For all of these reasons, I believe that the rates [ propose based on my analysis of
subscription services should apply to both subscriptibn and non-subscription services

(with the cxception of the per subscriber rate).
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VIl. Additional Information From Other Marketplace
Agreements

A review of a number of other marketplace agreements, as well as publicly
available data, suggést that the copyright fees derived above arc within the range of
reasonableness of what a willing buyer and willing seller would agree 10 in the
markétplace. I discuss cach of these in turn.

Licenses for Music Videos: Music videos are one of the only.areas in which

record companies are ‘ablc to negotiate licenses that include both interactive and non-
intcractive streaming. These services are very similar to interactive and non-intcractive
DATS, except that they involve music videos, rather than simply music. They do
provide, however, a useful benchmark for seeing what a willing buyer and willing seller
would negotiatc in the marketplace and how they would valuc interactive streaming
relative to non-interaclive streaming.

Although there are a variety of diffcrent agreements with different rate
calculations, as described in the statcments of Mark Eisenberg at 25; Lawrence Kenswil
at 17-18; Stephen Bryan at 20-21; Ken Parks at 15, [it appears common for willing
buyers and willing sellers to agree to a rate formulation for music videos that is the
greater of (i) between.30-35 percent of revenue and (ii) between $.005 and $.008 per play
for interactive streaming and-$.001 and $.0015 per play for non-interactive streaming. ]

Thesc agreements show two things. [First, they demonstrate that willing buyers
and sellers regularly agree to a “greater of” formulation with a per play floor for non-
interactive 'sefrvic:es. (including ad—SuI;poned services). Second, they demonstrate that

willing buyers and willing sellers, when they negotiate, agree to copyright royalty rates

2 Music video scrvices are generally ad-supported, [so there is no per subscriber minimum. ]
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that valué non-interactive streams at roughly 1/5 the price of interactive streams (.008 per
play divided by .0015 per play:equals 5.33:- thus, the interdctive-per stream rate is
roughly five times the non-interactive per stream rate in the music video market).
Applying this ratio to the audio streaming market, that would suggest that the copyright
fee for non-interacti\ié‘t DATs should béapproximatély-$.00188 ($.01 per play in the
interactive DAT agreements divided by 5.33).]

PRO Royalties: Also as discussed above, | do not believe that one can use the
amdunts paid for music publishing for non-intcractive DATSs as a benchmark for setting
the copyright fec for sound recordings. The differences between the value that the
market places on blanket licenses for sound recordings and music publishing licenses arc
simply too great.

Nonetheless, the ratio of the ratc that music publishers are paid for interactive
scrvices vs. non-interactive services is somcwhat more instmctiw;. As a ratio, some of
the effects of the different values that the market places on sound recordings and musical
works drops out and wc are lcft with more of a measure of the value of interactivity. On
a percentage ofrc;venuc basis, the music publishers receive approximately 5.1% of
revenue for nog-intcractive DAT scrvices. As noted above, there is a dispute about the
amount that music publishers will be paid for iﬁteradtive scrvices. See footnote 7.
Nonethcless, the only agreement of which 1 am aware is consistent with a mid-point
between the reported dispute between interactive services and music publishers --

approximatcly 10% of revenue.
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[Applyiiig the ratio between the percentagés:of revenue for music publishers
(10.0% to 5.1%) to the dverage percent of revenue in record company agreements for
interactive services (47.7%) leads fo a value of 24% of revenue.]

Clip Sampling: Clip samples arc the 30-second samples provided to uscrs
considering the purchase of a sound recording. They are highly promotional for record
sales (they can only be used in situations where there is an express offer of a sound
recording for sale), and they are in no way substitutional for CD sales or other sources of
record industry revenue.

As described in the statements of Mark Eisenberg at 23-24; Lawrence Kenswil at
19-20; Stephen Bryan at 11-12; Ken Parks at 15-16,where a company makes a busincss
off of clip sampling, purporting to promoté sound recordings, record companies
nonethelcss are paid a percentage of revenue (sometimes in a greater of formulation with
a per play floor). The percentage of revenue generally ranges from [15% to 18%]. Inmy
opinion, the percentage of revenue that record companics should receive for non-
interactive DATs (in conjunction with a per play floor and a per subscriber minimum})
cannot possibly be less than {18%.] No matter how promotional webcasters might claim
their services to be, they could not be more promotional (and less substitutional) than clip

samples.

Vill. MOBILE SERVICES SHOULD PAY A PREMIUM

Scveral new services have recently been offered or announced that provide
strcaming of music on cellular phones and other mobile devices. For example, Sprint
now offers unlimited access to 20 commercial-frec channcls of SIRIUS Music on its

multimedia handsets for $6.95 per month. This is a major evolution in how music
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licensed under the compulsory license at issue in this procceding is being used. As stated

by the two partners involved in the Sprint/SIRIUS deal, “Sirius Music broadens Sprint’s
portfolio of music offerings and puts content from the biggest names in music rivght' in the
hands of millions of Sprint customers nationwide.™*

These new mobile services appear to command a premium in the marketplace. As
shown in the table below, all but one of the services is priced at or above $5.95 per
month. By comparison, a substantial percentage of the non-mobile services are available

at a lower price. Notwithstanding the higher price, the typical mobile service offers

fewcr channels than the non-mobile service, and the music is carricd at lower bit rate.

Table 8.1 Subscription Mobile Phone Internet
Radio Services
Service Monthly Price | No. of
Stations
Mobzilla $ 3.98 30
Music Choice $ 595 6
MSpot Radio $ 585 13
MSpot Music $ 5.95 17
Radic
Sirius Sprint $ 6.95 20
Rhapsody Radio $ 6.95 100

1 belicve that the uniquc positioning in the marketplace of mobile music services
means that the recommended license fees [ derived in Section VI based on non-mobile
scrvices should be adjusted for mobile services. The previous comparison between
consumers’ valuation of interactive and non-interactive DATSs only applies to stationary
music services. To the extent that consumers attach a valuc to mobility, then appropriate
comparison should be between mobile interactive services and mobile non-interactive

services. Since there are no mobile interactive services {i.e., interactive services that can

¥ hup:i/www.shareholder.com/sirius/ReleaseDetail.cfm?ReleaselD=172838 & cat- &newsroom=
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be accessed over a wireless network), and thus therc is insufficient information to
perform this valuation, ! recommend instead that the fees derived in Section VI apply
only to uses of the compulsory licensc for stationary services. I proposc that scrvices
available to consumers over wirelcss networks that utilize the blanket compulsory license
pay an adjustment above the stationary rate.

I would prefer to expand the hedonic regression to derive a measure of the added
value of mobility; however, the data is not rich cnough to provide meaningful hedonic
measurcments. Thercfore | prbposc a premium based on two significant pieces of
evidence from this nascent marketplace. First, the best apples-to-apples measurement of
the value of mobility is the differcnce between the prices of the two Rhapsody radio
services, which are virtually identical with the exception of mobility. The monthly price
of the stationary Rhapsody Radio service is $4.99. "The monthly price of the Rhapsody
Mobile Radio Service is $6.95. The mobility premium is 39%.

A sccond basis for setting a premium license fec is to compare the median
subscription rate on mobile Internet radio services ($5.95) to thc median subscription rate
on sta?ionary Internct radio services ($4.99).25 The mobilc premium derived from the
ratio of the two medians is 19%.

Because I presently have no further data, I can say only that 2 premium between
19% and 39% would be in the range of reasonableness, but market evidence is

compelling that some premium for portability is appfopriatc.

3 1 reject comparing the mean of the subscription prices of the two types of services, because the mean
price of the stationary services is skewed by a small number of observations in the 1ai! of the distribution.
These observations do not appear to be particularly relevant to a measurement of how much value
consumers attach to mobility.
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IX. CONCLUSION

The market for interactive music services provides a significant number of
contracts, freely negotiated between willing buyers and willing sellers, that establish a
compelling benchmark by .which to set the rates for non-interactive digital audio
transmissions in this proceeding. [I recommend that the rate structure found in the
interactive contracté be adopted as the structure for rates in this proceeding.] Further,
adjusting those rates to account for the absence of interactivity and othcr relevant factors,
[ believe that the apprppriate rates arc the greater of 36% of revenue, $1.63 per
subscriber, or 0.234¢ per play if the rates are not adjusted for any differcntial substitution
effect, and 30% of revenue, $1.37 per subscriber, and 0.197¢ per play if a substitution

adjustment is employcd.
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Appendix A

Data on Contract Terms and Retail Subscription Prices
for DAT Music Services.

Table 1. Key Terms of Current Contracts Between Studios and
Tethered Interactive DAT Music Services.”

. . Pro rata . Pro rata
[B:)g:?;;;ng E;:lt:g Subscription Pr;f](;)l,’er Revenue
Fee Share
1021702 4/4/06 $2.50 $0.01 50%
5/18/04 5/18/06 $2.50 $0.01 50%
4/30/04 5/8/06 $3.00 $0.01 50%
3/18/03 3/18/05 $2.50 $0.01 40%
7/1/04 71/06 $2.50 $0.01 50%
3/1/05 11/6/05 $3.45 $0.01 50%
10/1/02 10/31/05 $2.50 $0.01 50%
4/1/05 3/31/06 $4.00 $0.01 43.5%
3/16/05 3/16/06 $3.25 $0.01 46%
11/13/04 11/13105 $3.25 $0.01 46%
7/1/04 6/30/06 $4.00 $0.01 50%
5/14/04 5/14/06 $4.00 $0.01 50%
8/1/02 12/31/05 $0.01 50%
1/1/05 12/31/05 $2.50 $0.01 45%
10/15/04 5/3/06 $2.50 T %001 45%
11/13/02 11/13/05 $2.50 50%
3/5/02 3/5(04 $2.50 $0.01 45%
Average: $2.97 $0.01 47.7%])

% As mentioned in the text, I did not use the rates and terms from various agreements because of
confidentiality restrictions. I also did not use the rates and terms from two agreements because the rate
structure -- using paid-slots and absolute percentages of revenue -- was entirely unique and difficult to
s{luantify.J ’

7 Ihis column identifics the date of the agreement that set the primary lerms. Sometimes this was the date
of the original agreement, other times it was the date of an amendment to the original agreement.
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Table 2. Current Retail Prices for Tethered
Subscription Interactive DATs

Monthly Retail

Service Monlhl:v Retail Price with Annual
Price
Contract
Y! Music Unlimited $6.99 $4.99
Musicmaich On Demand $6.99 $4.99
Rhapsody Unlimited $9.99 $8.33
Napster Membership $9.95 $9.95
MusicNow $9.95 $9.95
AOL. - MusicNet $8.95 $8.95
Virgin Digital $7.99 $7.99
Average. $8.69 $7.88
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1 declare under penalty of perjury that the foregoing testimony is true and correct to the
best of my knowledge.

Michael D. Pelcovits
Date: [6-31-05
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Notes from meeting with Tucker McGrady of WMG: August 19, 2009

e Digital legal affairs position

e Number of subscription services is increasing a lot

» Mobile services especially are growing: Imeen, my space; some are ad supported, overall the
use of these services is increasing because can be operated as an “app” on mobile phone

» Several gray services: slacker, Pandora; programming is highly individualized

* Jangois even more interactive because the first song they play is the one you request

» Small broadcasters were not simultaneous because of concern over performance complement

* Industry refers to webast models as “lean back” (let someone else do the programming) or “lean
forward”

* Interactive like rhapsody pays somewhere in the range of two to three cents per play

» Does not think that any of these services has paid using the per play rate

* Per play rate has become less important to the extent that the pattern of usage on these
services has become more predictable

* Slacker has opted into the per play deal and made sure that its free service conforms with the
statutory requirements; pay service pays an uplift premium for caching and some other things

e Pandora and other webcasters becoming more like SDARs; and if customer has mobile Internet
service, then these services function like Sirius

*  Music net has become media net

SXW3_00003869
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Average Price: All Services 15:01 Thursday, October 1,2009 1

The MEANS Procedure

R R

41 [ 4.2734146 | 6.2832124 01 19.9800000

Preliminary Analysis
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15:01 Thursday, October 1, 2009 2
Average Price: Subscription Only

The MEANS Procedure

18 ] 9.7338889 | 6.0508659 | 2.8300000 | 19.9800000

Preliminary Analysis
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Average Price: by Interactivity 15:01 Thursday, October 1,2009 3

The MEANS Procedure

Interactive Service=0

R L s

28 [ 1.0314286 | 1.9424835 0] 6.9500000

Interactive Service=1

13]11.2561538 | 6.7645960 0 119.9800000

Preliminary Anelysis

SXW3_00003710



Average Price: by Interactivity and Subscription Only

The MEANS Procedure

Interactive Service=0

7(4.1257143 | 1.4442167 | 2.9900000 | 6.9500600

Interactive Service=1

11113.3027273 | 4.9964189 | 2.8300000 | 19.9800000

Preliminary Analysis

15:01 Thursday, October 1, 2009 4
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Average Price: All Services 15:01 Thursday, October 1, 2009 5

The MEANS Procedure

41 [ 4.3787805 | 6.3612075 0 | 19.9800000

Preliminary Analysis .
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15:01 Thursday, October 1,2009 6
Average Price: Subscription Only

The MEANS Procedure

18 19.9738889 | 6.0103275 | 2.9900000 | 19.9800000

Preliminary Analysis
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Average Price: by Interactivity 15:01 Thursday, October 1,2009 7

The MEANS Procedure

Interactive Service=0

28 11.0314286 { 1.9424835 0| 6.9500000

Interactive Service=1

13 | 11.5884615 | 6.6285617 0 | 19.9800000

Preliminary Analysis
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15:01 Thursday, October 1,2009 8
Average Price: by Interactivity and Subscription Only

The MEANS Procedure

Interactive Service=0

714.1257143 | 1.4442167 | 2.9900000 | 6.9500000

Interactive Service=1

11 | 13.6954545 | 4.5807802 | 5.0000000 | 19.9800000

Preliminary Analysis

-SXW3_00003715



Listing of Services by Interactivity

15:01 Thursday, October 1, 2009 9

Classical Archives (radio) $0.00 $0.00 0
Pandora (free) $0.00 $0.00 0
Pandora One $3.00 $3.00 0
MTV.com $0.00 $0.00 0
Yahoo! Music $0.00|  $0.00 0
Last.fm (free) $0.00 $0.00 0
Last.tm Premium $3.00 $3.00 0
AOL Music $0.00 $0.00 0
Live365 (free) $0.00 $0.00 0
Live365 VIP $6.95 $6.95 0
iLike $0.00 $0.00 0
Radiolicious.fim $0.00 $0.00 0
MSN Music $0.00 $0.00 0
Deezer $0.00 $0.00 0
Sirius XM Radio 32.99 $2.99 0
Slacker Radio (iree) $0.00 $0.00 0
Slacker Radio Plus $3.99 $3.99 0
Radic Disney $0.00 $0.00 0
Musicovery (fTree) $0.00 $0.00 0
Musicovery Premium $4.00 $4.00 0
MeeMix $0.00 $0.00 0
FineTune $0.00 $0.00 0
Accuradio $0.00 $0.00 0
we7 $0.00 $0.00 0
sky.tm (free) $0.00 $0.00 0
Digitally Imported (free) $0.00 $0.00 0
Digitally Imported/sky.fm Premium $4.95 $4.95 0
Jango $0.00 $0.00 0
Classical Archives $9.95 $9.95 1
ZunePass $12.84 $14.99 1
Rhapsody Unlimited $12.99 $12.99 1
Rhapsody To Go $14.99 $14.99 1
Altnet (or Kazaa) $19.98 1

$19.98

Preliminary Analysis
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Listing of Services by Interactivity

15:01 Thursday, October 1, 2009 10

Napster $283 $5.00 1
Napster To Go 31495 $14.95 1
imeem (free) ~ $0.00 $0.00 1
MySpace Music $0.00 $0.00 1
iMesh.com Premium $7.95 $7.95 1
iMesh.com ToGo $14.95 $14.95 1
Pasito Tunes PC $14.95 $14.95 1
Pasito Tunes Unlimited (Mobile) $19.95 $19.95 1

Preliminary Analysis

SXW3_00003717



15:01 Thursday, October 1, 2009 11
Regression Model of Music Service Retail Price
Dependent Variable: Adjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: Price_per _Month Price per Month

148257747 | 114.04442

27 96.57285 357677

40 | 1579.15032

Intercept 1 3.46557 1.24824 2.78 | 0.0099

Multiproduct Webcaster | 1 -0.91105 0.87823 -1.04 | 0.3088

Mobile App Available 1 1.42222 0.90479 157 0.1276

Desktop App Available | 1| -057818| 1.09299| -053| 0.6011

Tethered Downloads 1 2.99303 0.97658 3.06 | 0.0049

Interactive Service 1 6.91636 1.28869 5.37 | <.0001

Advertising Content 1 -3.68788 1.05437 -350| 0.0016

imeem 1 -5.78300 2.36580 -244| 0.0213

MySpace 1| -669405| 234214| -2.86| 0.0081

Altnet (Kazaa) 1 9.59807 244115 3.93 | 0.0005

Digitally Imported 1 1.76442 157669 1.12| 0.2730

Classical Archives 1 -1.95604 1.69671 -1.15 | 0.2591

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Adjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: Price_per_Month Price per Month

Pasito Tunes 1 6.34967 1.58454 401} 0.0004
‘ iMesh 1 1.06078 1.69004 0.63{ 0.5355
Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Unadjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODELL1
Dependent Variable: price_alt Price per Month

1546.71968 | 110.47998

15:01 Thursday, October 1, 2009 13

26 7187876 2.76457

40| 1618.59844

1.66270 .
4.37878

0.9556

Intercept 4.20938

1.15055

bt

Multiproduct Webcaster

-1.09722 0.78358 -1.40

0.1733

bt

Mobile App Available

0.61925 0.85782 0.72

0.4768

Desktop App Available 1 -0.17254 0.97446 -0.18

0.8608

Tethered Downloads 1 3.12583 0.86792 3.60

0.0013

Interactive Service 1 7.74932 1.17118 6.62

<,0001

Number of Free Non-Tethered Downloads 1 -0.22132 0.20778 -1.07

0.2966

Advertising Content 1 -4.08686 0.94484 -433

0.0002

imeem 1 -6.77462 2.10528 -3.22

0.0034

MySpace 1 -7.87184 2.10974 -3.73

0.0009

Altnet (Kazaa) 1 8.02130| 224024 358

0.0014

Digitally Imported 1 1.40627 1.39139 1.01

0.3215

Classical Archives 1 -3.40220 1.60259 -2.12

0.0434

Preliminary Analysis

SXW3_00003720
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Regression Model of Music Service Retail Price
Dependent Variable: Unadjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: price_alt Price per Month

Pasito Tunes 488852 1.50655

0.0032

ot

iMesh -0.80186 1.65731

-0.48 | 0.6326

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Log of Adjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODELI
Dependent Variable: log_price Log of Retail Price

4.03275

52.42574

15:01 Thursday, Octobeér 1, 2009 15

271 263169 | 0.09747

40 | 55.05742

Intercept 1 162672 0.20606

Classical Archives 1 -0.64921 0.28009

7.89] <.0001

Multiproduct Webcaster 1 -0.12188 0.14498 -0.84 | 0.4079
Mobile App Available 1 0.22279 0.14936 149 0.1474
Desktop App Available 1 -0.40717 0.18043 -226 0.0323
Tethered Downloads 1 0.27044 0.16121 1.68| 0.1050
Interactive Service 1 1.13031 0.21274 5311 <.0001
Advertising Content 1 -1.62175 0.17405 -9.32| <.0001
imeem 1 -1.01330 0.39054 -259 | 0.0151
MySpace 1 -1.13518 0.38664 -2.94 | 0.0067
Almnet (Kazaa) 1 0.23771 0.40298 059} 0.5602
Digitally Inported 1 0.10578 0.26028 041| 06876
-2.32| 0.0283

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Log of Adjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODELI1
Dependent Variable: logprice Log of Retail Price

15:01 Thursday, October 1,2009 16

Pasito Tunes 0.37438 0.26157

iMesh

o

0.02574 0.27899

0.09

0.9272

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Log of Unadjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODELI1
Dependent Variable: log_price_alt

50.88907 | 3.63493
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26| 1.5543010.05978

40 | 52.44337

0.24450 0.9704

0.91864 0.9544

26.61552

Intercept ' 1 1.35342 0.16919 8.00 | <.0001
Multiproduct Webcaster 1 -0.12812 0.11523 -1.11) 0.2764
Mobile App Available 1 0.03923 0.12614 0.31] 0.7583
Desktop App Available 1 -0.04339 0.14329 -0.30 | 0.7645
Tethered Downloads 1 0.36695 0.12763 2.881 0.0080
Interactive Service 1 1.21869 0.17222 7.08{ <.0001
Number of Free Non-Tethered Downloads 1 -0.04671 0.03055 -1.531 0.1384
Adpvertising Content 1 -1.32894 0.13894 -9.56 | <.0001
imeem 1 -1.11494 | 0.30958 -3.60 | 0.0013
MySpace 1| -1.24306 0.31024 -4.01 | 0.0005
Altnet (Kazaa) 1 0.42263 0.32943 1.28 1 0.2108
Digitally Imported ‘ 1 0.23891 0.20460 1.17 | 0.2535
Classical Archives 1 -0.82590 0.23566 -3.50 | 0.0017

Preliminary Analysis

SXW3_00003724



Pasito Tunes

Regression Model of Music Service Retail Price
Dependent Variable: Log of Unadjusted Retail Price (USD)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: log_price_alt

0.24528
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0.22154

0.2784

iMesh

-0.19513

0.24371

0.4306

Preliminary Analysis
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Regression Model of Music Service Relail Price
Dependent Variable: Adjusted Retail Price (USD)
Subscription and Nonsubscription Services (No FE)
Intercept: Noninteractive Services

The RE G Procedure
Model: MODELI .
Dependent Variable: Price_per _Month Price per Month

125756032

209.59339

34| 321.59000| 9.45853

40 | 1579.15032

3.07547 0.7964

4.27341 0.7604

71.96756

Intercept 6.20687 1.73209

Multiproduct Webcaster 1 -1.70258 1.19845 -1.42| 0.1645
Mobile App Available 1 156265 | 1.16235 134 0.1877
Desktop App Available | 1| -161396| 1.49225| -1.08| 02871
Tethered Downloads 1 '2.89558 1.46620 1.97 | 0.0564
Interactive Service 1| 677611| 141165 4.80| <0001
Advertising Content 1 -6.45369 1.48427 -4.351 0.0001

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Unadjusted Retail Price (USD)
Subscription and Nonsubscription Services (No FE)

Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: price_alt Price per Month

1331.98446

190.28349
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33| 286.61398

8.68527

40 | 1618.59844

2.94708

Intercept: 6.69553 1.69058

Multiproduct Webcaster 1 ;2.12054 1.18567 -1.79 | 0.0829
Mobile App Available 1 1.18412 1.13359 1.04 | 0.3038
Desktop App Available 1 -121724 1.44529 -0.84 | 0.4057
Tethered Downloads 1 3.13366 1.42293 2.20 | 0.0347
Interactive Service 1 6.97902 1.35511 5.15{ <.0001
Number of Free Non-Tethered Downloads 1 -0.26155 0.30641 -085| 0.3995
Advertising Content 1 -6.67826 1.42952 -4.67 1 <.0001

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Log of Adjusted Retail Price (USD)
Subscription and Nonsubscription Services (No FE)
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: log_price Log of Retail Price

49.52078 | 8.25346

34| 5.53665}0.16284

401 55.05742

0.40354 0.8994

0.8817

Intercept 1.76572 0.22727 <.0001

Multiproduct Webcaster | 1 -0.19381 0.15725 -1.23}1 0.2262

Mobile App Available 1 029842 0.15251 1.96 { 0.0586

Deskiop App Available 1{ . -0.42290 0.19580 -2.16 | 0.0379

Tethered Downloads 1 0.32226 0.19238 1.68| 0.1031

Interactive Service 1 0.90705 0.18522 490} <.0001

Advertising Content 1 -1.82232 0.19475 -9.36 | <.0001

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Log of Unadjusted Retail Price (USD)
Subscription and Nonsubscription Services (No FE)
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: log_price_alt

15:01 Thursday, October 1, 2009 22

47.33983

6.76283

331 5.10354

0.15465

40 | 52.44337

1.53554 0.22559 |
Multiproduct Webcastel; 1 -0.21284 0.15822 -1.35] 0.1877
Mobile App Available 1 0.17932 0.15127 1.19| 0.2443
Desktop App Available 1 -0.16665 | 0.19286 -0.86| 03938
Tethered Downloads -1 0.38149| 0.18988 2.01] 0.0528
Interactive Service 1 0.94790 0.18083 5.24 } <.0001
Number of Free Non-Tethered Downloads| 1 -0.01905 0.04089 -0.47| 0.6443
Advertising Content 1 -1.57444 0.19076 -8.25 | <.0001
Prelimingry Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Adjusted Retail Price (USD)
Subscription Services Only .
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: Price_per_Month Price per Month

579.62573 | 57.96257

71 42.79490| 6.11356

17 { 622.42063

2.47256 0.9312

9.73389 0.8330

25.40157

206885| 335955| 0.62| 05575

—

Intercept

—

Multiproduct Webcaster -5.85077 3.76651 -155| 0.1643

Mobile App Available 1 7.27692 2.62628 2.77| 0.0277

Desktop App Available | 1 023654| 218658 0.11{ 0.9169

Tethered Downloads 1 201385 1.77064 1.14] 0.2928

Interactive Service 1 8.52077 1.99933 4.26 1 0.0037

Altnet (Kazaa) 1 9.39038 4.30997 2.18 | 0.0658

Digitally Imported 1 8.73192| 4.00845] 2.18| 0.0658

Classical Archives 1 2.96077 3.76651 0.79{ 0.4576

Pasito Tunes 1 7.82923 2.23970 3.50} 0.0101

iMesh 1 5.46769 2.90945 1.88 ] 0.1023

Preliminary Analysis
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Regression Model of Music Service Retail Price .
Dependent Variable: Unadjusted Retail Price (USD)
Subscription Services Only
Intercept: Noninteractive Services

The REG Procedure
Model: MODELI1
Dependent Variable: price_alt Price per Month

586.92280 | 53.35662

6| 27.18582] 453097

17 | 614.10863

2:12861
9.97389
21.34180

Intercept 1 13.59065 7.93354 0.1375

Multiproduct Webcaster - 1| -12.70870 5.85472 -2.17 | 0.0730

Mobile App Available 1 2.61304 3.38023 0.77 | 0.4688

Desktop App Available |1 0.14326| 188308 0.08| 09418

Tethered Downloads 1 2.38696 1.53753 1.55] 0.1715

Interactive Service 1 9.08043 1.74742 5201 0.0020

Number of Free Non-Tethered Downloads 1 -1.02113 0.78399 -1.30| 0.2405

Altnet (Kazaa) 1 -2.69109 8.53754 -0.32| 0.7633

| Digitally Imported 1 406804 | 426877| 095| 03774

Classical Archives 1 -2.54261 4.39385 -0.58| 05839

Pasito Tunes 1 4.84435 251077 1.931 0.1019

iMesh 1 0.15087 3.80518 0.04 | 0.9697

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Log of Adjusted Retail Price (USD)
Subscription Services Only
Intercept: Noninteractive Services

.The REG Procedure
Model: MODEL1
Dependent Variable: log_price Log of Retail Price

5.85979 | 0.58598

7| 1.48850]0.21264

17} 7.34830

0.46113 0.7974

217376 0.5081

21.21356

2.04638 0.62656 0.0137

Intercept

Multiproduct Webcaster 1 -0.67897 0.70245 -0.97} 0.3660

Mobile App Available 1 0.60628 0.48980 1.24| 0.2557

Desktop App Available | 1| -0.63710| 040780 156} 0.1622

Tethered Downloads 1 0.17339 0.33022 053} 0.6157

Interactive Service 1 1.12471 0.37288 3.02| 0.0195

Alnet (Kazaa) 1 -0.17636 0.80381 -0.22 | 0.8326

Digitally Imported 1 0.23198 0.74758 031] 0.7654

Classical Archives 1 0.26916 0.70245 0.38{ 0.7130

Pasito Tunes 1 0.60411 0.41770 145 0;1913

iMesh 1 0.44723 0.54261 0.82| 0.4370

Preliminary Analysis
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Regression Model of Music Service Relail Price
Dependent Variable: Log of Unadjusted Retail Price (USD)
Subscription Services Only
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: log_price_alt

7.60580 | 0.69144
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6| 0.63624 | 0.10604

17| 8.24205

0.32564

2.09233
15.56345

Intercept - - 2.88305 1.21369 0.0551
Multiproduct Webcaster 1 -1.71468 0.89567 -191{ 0.1041
Mobile App Available 1 0.07241 051711 0.14] 0.8932
Desktop App Available 1 0.08513| 0.28808 030 0.7776
Tethered Downloads 1 0.21610 0.23521 092 0.3937
Interactive Service 1 1.18878 0.26732 4.45| 0.0043
Number of Free Non-Tethered Downloads | 1 -0.16657 0.11994 -1.39| 0.2143
Altnet (Kazaa) 1 -1.07709 1.30609 -0.82( 0.4411
Digitally Imported 1 0.43102| 0.65304 066 | 05337
Classical Archives 1 -0.36081 067218 -054| 06107
Pasito Tunes 1 0.26244 0.38410 0.68| 05199
iMesh 1 -0.16139| 0.58212 -0.28 | 0.7909

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Adjusted Retail Price (USD)
Subscription Services Only (No FE)
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: Price_per _Month Price per Month

454.60709 | 90.92142

12| 167.81354 | 13.98446

17 | 622.42063

3.73958

6.42787 3.36495 1911 0.0803

Multiproduct Webcaster | 1 -3.94200 3.29211 -1.201 0.2543

Mobile App Available 1 3.74016 2.24023 1.67| 0.1209

Desktop App Available 1 -3.27265| .2.68869 -1.22 | 0.2469

Tethered Downloads 1 2.12852 2.14770 0.99| 0.3412

Interactive Service 1] 1055419 256856 4.11| 00014

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Unadjusted Retail Price (USD)
Subscription Services Only (No FE)
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: price_alt Price per Month

524.86615 | 87.47769

11] 89.24248 | 8.11295

17 1 614.10863

2.84832 0.8547

9.97389 0.7754

2855781

Intercept 11.45293 3.13603

Multiproduct Webcaster 1 927502 3.17233 -2.92| 0.0138

Mobile App Available 1 2..25648 1.77298 127 ] 0.2294

Desktop App Available 1 -0.55019 2.24963 -0.24| 08113

Tethered Downloads 1 2.29653 1.64007 1401 0.1890

Interactive Service 1 9.42039 2.00433 470} 0.0007

Number of Free Non-Tethered Downloads 1 -0.85230 0.37917 -2.25| 0.0461

Preliminary Analysis
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Regression Model of Music Service Retail Price
Dependent Variable: Log of Adjusted Reteil Price (USD)
Subscription Services Only (No FE)
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: log_price Log of Retail Price

5| 537691 | 1.07538

12| 197139 0.16428

17| 7.34830

18.64589

Intercept . 1 1.81749| 0.36471 498} 0.0003

Multiproduct Webcaster 1 -0.23182 0.35682 -0.65| 0.5281

Mobile App Available 1 0.37167 0.24281 153] 0.1518

Desktop App Available .| 1 -0.62766 0.29142 -2.15} 0.0523

Tethered Downloads 1 0.24745 0.23278 1.06] 0.3087

Interactive Service 1 1.22367 0.27840 4401 0.0009

Preliminary Analysis

5XW3_00003736



15:01 Thursday, October 1,2009 30
Regression Model of Music Service Retail Price
Dependent Variable: Log of Unadjusted Retail Price (USD)
Subscription Services Only (No FE)
Intercept: Noninteractive Services

The REG Procedure
Model: MODEL1
Dependent Variable: log_price_alt

6| 6.98390{1.16398

11| 1.25815(0.11438

17 8.24205

0.33820 0.8474

2.09233 0.7641

16.16365

Intercept 2.04192 0.37236

Multiproduct Webcaster 1 -0.81295 0.37667 -2.16 | 0.0539

Mobile App Available 1 0.12212 0.21051 058 05735

Desktop App Available l 1 0.00139 0.26711 0.01] 0.9959

Tethered Downloads ‘ 1 0.25959 0.19473 | . 1.33} 0.2095

Interactive Service 1 1.10259 0.23799 4.63 1 0.0007

Nl}mber of Free Non-Tethered Downloads 1 -0.08479 0.04502 -1.88 | 0.0863

Preliminary Analysis
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Simultaneous Regression Model of Music Service Retail Price and Adverts
Dependent Variables: Adjusted Retail Price (USD) and Adverts (Discrete)
Subscription and Norsubscription Services
Intercept: Noninteractive Services

The QLIM Procedure

4.273415| 6.283212 | Regular

ads price_per_month

41

-84.58352

2977

83

Newton-Raphson

215.16705

254.57920

Algorithm converged.

-0.193492 | 0.588538

0.199702 | 0.824655 024} 0.8087

1560437 0.891475 175} 0.0800

0.335090 | 0.833898 0401 0.6878

2.044315| 0.778319 2.63| 0.0086

Preliminary Analysis
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Simultaneous Regression Model of Music Service Retail Price and Adverts
Dependent Variables: Adjusted Retail Price (USD) and Adverts (Discrete)

Subscription and Nonsubscription Services

Intercept: Noninteractive Services

The QLIM Procedure

1 9.132958 | 1.056535 864} <0001
1 11.040538 | 2.201230 5021 <.0001
1 2.468731| 1507389 1.64| 0.1015
1 -0.954807 { 1.686248 057 05712
1 6.173475| 1.589952 3.88| 0.0001
1 0.953747 | 1.688776 0561 05722
1 -9.139088 | 2.088778 -438| <.0001
1| -8939579| 2201232 -4.06| <.0001
1 1.902575] 0.210182 905 <.0001
1 2.101936 ( 0.178998 11.74{ <.0001
1 -2.090968 | 0.179159 | -11.67 | <.0001
1 -3526432 | 2.542296 -1.39| 0.1654
1 -0.773742 0

1 -0.211093 0

1] -1.032283 0

1 -0.385169 0

1 3.538898 | 3.588660 0991 0.3241
1 1.459782| 0.000511 | 285840 %,0001
1 -0.999990 0

-112977.443749 *1-0.999990 <= _Rho

* Probability computed using beta distribution.

Preliminary Analysis
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Simultaneous Regression Model of Music Service Retail Price and Adverts
Dependent Variables: Unadjusted Retail Price (USD) and Adverts (Discrete)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The QLIM Procedure
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4.37878 | 6.361208 | Regular

2

ads price_alt
41
-81.99400

2986

72
Newton-Raphson
211.98800

253.11373

Algorithm converged.

-0.019969 | 0.578078 0.9724

1 0.165497 | 0.778972 0.21] 0.8318

1 1.093628 | 0.898387 122} 0.2235

1 0.740832% 0.815179 | 091 03635

1 2108471} 0.736168 2861 0.0042

Preliminary Analysis
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Simultaneous Regression Model of Music Service Retail Price and Adverts
Dependent Variables: Unadjusted Retail Price (USD) and Adverts (Discrete)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The QLIM Procedure

9.704701 | 1.073213 9.04| <.0001

-0.027162 | 0.218572 -0.12| 09011

10.295628 2.146523' 4.80| <.0001

2329526 | 1.417422 1.64| 0.1003

-1.817868 ] 1.681186 -1.08] 0.2796

5257957 | 1.612502 326 (| 0.0011

-0.195089 | 1.764077 -0.11} 09119

-9.849946 ;| 2.022072 -4871 <.0001

-9.685028 | 2.146523 -4511 <.0001

1.786112 | 0.197312 9.05] <.0001

1698121 . .

-~1.765371 { - . .

-3.037405

-0.664535

-0.164283

0

0
-0.730694 0 |-
-0.278462 0

3.137761 e ; .

1.381774 0

-0.999990 0 . .

2986.319809 . . . *1-0999990 <=_Rho

* Probability computed using beta distribution.

Preliminary Analysis
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Simultaneous Regression Model of Music Service Retail Price and Adverts
Dependent Variables: Log of Adjusted Retail Price (USD) and Adverts (Discrete)
Subscription and Nonsubscription Services
Intercept: Naninteractive Services

The QLIM Procedure

0954392 | 1.173216

2

ads log_price

41

-31.37906

0.0007786

38

Newton-Raphson

108.75812

148.17028

Algorithm converged.

15:01 Thursday, October 1, 2009 35

-0.059909 | 0.164036 0.7149

1] 0214375 | 0.233948 092| 03595

1| 0384444 | 0247173| 156| 0.1199

11 0.342697 | 0.269057 127} 0.2028

1] 0.252509 | 0.268583 0941 03471

Preliminary Analysis
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Simult Regression Model of Music Service Retail Price and Adverts
Dependent Variables: Log of Adjusted Retail Price (USD) and Adverts (Discrete)
Subscription and Nonsubscription Services ’
Intercept: Noninteractive Services

The QLIM Procedure

ot

1.660597 | 0.341527 4.86| <.0001

—

1.394043{ 0.638792 2.18] 0.0291

oy

0.645278 | 0.422791 153} 0.1270

1[-0.304879 | 0.462590 -0.66 | 05099

11 0372734} 0.435819 086 0.3924

1} 0.104927| 0.464619 0.23] 0.8213

1(-1.814961 | 0.634712 -2.86 | 0.0042

1(-1.600587 | 0.638792 -251} 0.0122

1] 0520172} 0.057445 9.06 | <.0001

1| 0.910636
1]-0.856611
11-1.212319
11-0.424248 0
11-0.115411 0
1]-0.456825
11-0.071115 0
1] 1.185768
1] 0.724927 0
1]-0.999990 0

-1] 0.000779 . . . *]-0.999990 <=_Rho

* Probability computed using beta distribution.

Preliminary Analysis
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Simultaneous Regression Model of Music Service Retnil Price and Adverts
Dependent Variables: Log of Unadjusted Retail Price (USD) and Adverts (Discrete)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The QLIM Procedure

0.01864 1 1.145026 | Regular

2

ads log_price_ait
41

-22.00796

0.16160

40
Newton-Raphson
92.01592

133.14165

Algorithm converged.

-0.070999 | 0.135921 -0521 0.6014

—

—

0.173472| 0.187607 0921 03551

—_

0.254191) 0.210117 121 0.2264

—

0503944 | 0.222386 227 | 0.0234

—

0.318203] 0.215874 1.47| 0.1405

Preliminary Analysis
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Simultaneous Regression Model of Music Service Retail Price and Adverts '
Dependent Variables: Log of Unadjusted Retail Price (USD) and Adverts (Discrete)
Subscription and Nonsubscription Services
Intercept: Noninteractive Services

The QLIM Procedure

15561131 0.285354 545} <.0001

0.009886{ 0.050742 0.19| 08455

1.509643 | 0.523418 2.88| 0.0039

0.697280 | 0.336719 2.07] 0.0384
-0.3947421 0.391560 -1.01} 03134

0.400235{ 0.374015 107} 0.2846

0.0673101 0.409923 0.16 | 0.8696

-1.658477{ 0515152 -3.22| 0.0013

-1.485035] 0.523418 2841 0.0046

0.413888 | 0.045707 9.06| <.0001

0.828400 | 0.166651 497| <.0001

0971132 0.166651 -5.83| <.0001

-1.336137 | 0.166651 -8.02| <.0001

-0.406867 0
-0.111384 0
-0.448425 0
-0.106038 0

1513309 | 0.000106 | 14281.8 | <.0001

0.705266 0

-0.999990 . .
0.161603 . . . *[-0.999990 <= _Rho

* Probability computed using beta distribution.

Preliminary Analysis
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Service Name

Classical Archives
Classical Archives (radio)
ZunePass

Pandora (free)
Pandora One
MTV.com

Yahoo! Music
Last.fm (free)
Last.fm Premium
AOL Music
Rhapsody Unlimited
Rhapsody To Go
Live365 (free)
Live365 VIP

iLike
Radiolicious.fm
MSN Music

Altnet (or Kazaa)
Deezer

Napster

Napster To Go
Grooveshark (free)
Grooveshark VIP
Lala

Sirius XM Radio
Slacker Radio (free)
Slacker Radio Plus
Radio Disney
Musicovery {free)
Musicovery Premium
MeeMix

FineTune

Accuradio

we7

Spotify (free)
Spotify Premium
Stitcher

sky.fm {free)
Pigitally Imported {free)

Digitally Imported/sky.fm Premium

imeem (free)
imeem VIP Lite
imeem VIP
imeem VIP Plus

Base
Country

us
us
uUs
us
Us
uUs
us
UK
UK
us
Us
uUs
uUs
us
Us
uUs
us
us
FR
uUs
us
Us
Us
us
us
us
us
us
UK
UK
us
Us
Us
UK
SE
SE
)
uUs
uUs
Us
uUs
uUs
)
us

Firm

Classical Archives

Classical Archives
Microsoft
Pandora
Pandora
MTV Networks
CBS Radio
Last.fm
Last.fm
CBS Radio
RealNetworks
RealNetworks
Live365
Live365
iLike
Radiolicious.fm
MSN
Altnet
Deezer '
Napster
Napster
Grooveshark -
Grooveshark
Lala

Sirius
Slacker
Slacker
Disney
Musicovery
Musicovery
MeeMix
NextRadio
Accuradio
we7
Spotify
Spotify
Stitcher
sky.fm
Digitally Imported
Digitally Imported
imeem
imeem
imeem
imeem

Subscription Multiproduct

Yes Yes
No Yes
Yes No
No Yes
Yes Yes
No No
No Yes
No Yes
Yes Yes
No Yes
Yes Yes
Yes Yes
No Yes
Yes Yes
No No
No Yes
No No
Yes No
No No
Yes Yes
Yes Yes
No Yes
Yes Yes
No No
Yes Yes
No Yes
Yes Yes
No No
No Yes
Yes Yes
No No
No No
No No
No No
No Yes
Yes Yes
No Yes
No . Yes
No Yes
Yes Yes
No Yes
Yes Yes
Yes Yes
Yes Yes

EXHIBIT

Lzt

SXW3_00003746



Jango

MySpace Music

iMesh.com Premium
iMesh.com ToGo

Pasito Tunes PC

Pasito Tunes Unlimited (Mobile)

us
us
us
Us
us
us

Jango
MySpace
iMesh.com
iMesh.com
La Curacao
La Curacao

No
No
Yes
Yes
Yes
Yes

No
No
Ygs
Yes
Yes
Yes
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Price per Month  Adverts

mmmwmmmmmmmwmmmmwwvrwwwmmmmmmmmwmmmmmmwmmmmmm

9.95

14.99

3.00

No

No
No
Yes
No
Yes
Yes
Yes
No
Yes
No
No
Yes
No
Yes
Yes
Yes
No
Yes

Yes
No
No
No
Yes
No
Yes
Yes
No
Yes
Yes
Yes
Yes
Yes
No
Yes
Yes
Yes
No
Yes

‘Yes

Yes
Yes

Skips
Allowed

Yes
No
Yes
limited
limited
No
limited
limited
*
limited
Yes
Yes
No
No
Yes
No
No
Yes
Yes
Yes
Yes
Yes
Yes
Yes
No
limited
Yes
No
No
Yes
limited
limited
limited
Yes
*

*

No
No
No
No
Yes
Yes
Yes
Yes

Rewind

Yes
No
Yes
No
No
No
No
No
No
Yes
Yes
Yes
No
No
No
No
No
Yes
No
Yes
Yes
No
No
Yes
No
No
No
No
No
No
No
No
No
Yes

No
No
No
No
Yes
Yes
Yes
Yes

Repeat

Yes
No
Yes
No
No
No
No
limited
limited
Yes
Yes
Yes
No .
No
Yes
No
No
Yes
Yes
Yes
Yes
Yes
Yes
No
No
No
No
No
No
No
No
No
No
Yes

No
No
No
No
Yes
Yes
Yes
Yes

Mobile App

* No
No
No
Yes
Yes
No
No
Yes
Yes
No
Yes
Yes
Yes
Yes
No
Yes
No
No
Yes
No
Yes
No
No
No
Yes
Yes
Yes
Yes
No
Yes
No
No
No
No
Yes
Yes
Yes
No
No
No
No
Yes
Yes
Yes

Portable
Downloads

Yes
No
" Yes
No
No
No
No
selected
selected
‘No
No
Yes
No
No
No
No
No
No
No
No
Yes
No
No
No
No
Yes
Yes
No
No
No
No
No
No
No

No
No
No
No
No
No
No
No

Desktop
App

Yes
Yes
Yes
No
Yes
No
No
Yes
Yes
No
Yes
Yes
No
Yes
No
No
No
No
Yes
Yes
Yes
No
No
No
No
No
Yes
No
No
No
No .
No
No
No
Yes
Yes
No
No
No
No
No
Yes
Yes
Yes
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7.95
14.95
14.95
19.95

Yes
Yes
No
No
No
No

Yes
Yes
Yes
Yes
Yes
Yes

No
Yes
Yes
Yes
Yes
Yes

No
Yes
Yes
Yes
Yes
Yes

No
No
No
No
No
Yes

No
No
No
Yes
No
Yes

No
No
Yes
Yes
Yes
Yes
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Music

Unlimited Interaction ) Create .
Listening Timeout Quality Playlist Social
(kbps)
Yes No * Yes No
Yes No - No No
Yes No * Yes Yes
No 1 hour 128 No No
Yes 6 hours 192 No No
Yes * * No No
Yes * * No No
Yes 1 hour * No Yes
Yes 5 hours * No Yes
Yes * * No No
Yes No 128 Yes No
Yes No 192 Yes No
‘No * 128 No
Yes * 256 No
Yes * * Yes
Yes * * No
Yes * * No
Yes No * Yes
Yes * * Yes
Yes * * Yes
Yes * ¥ Yes
Yes * * Yes
Yes * * Yes
No * * Yes
Yes * 128 No
Yes * * Limited
Yes * * Yes
Yes * * No
Yes * * No
Yes * ¥ Yes
Yes * * No
Yes * * No
Yes * 32 No
No * * No
Yes - * * Yes
Yes * 320 Yes
Yes * * No
Yes * * No
Yes ' *- * No
Yes * * No
Yes * * Yes Yes
Yes * * Yes Yes
Yes * * Yes Yes
Yes * * Yes Yes
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Yes
Yes
Yes
Yes
Yes
Yes

No
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
No
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Execution Copy

INTERACTIVE RADIO AGREEMENT

This INTERACTIVE RADIO AGREEMENT (“Agreement”) is made and entered into effective
as of February 1, 2007 (the “Effective Date”) by and between Wamer Music Inc., a Delaware corporation,
with offices located at 75 Rockefeller Plaza, New York, New York 10552 (“*Warner™), and Last.fm Ltd., a
company registered in England and Wales No. 04569646, with its registered address at Clearwater
House, 4 — 7 Manchester Street, London W1U 3AE (“Licensee”) (each a “Party” and, collectively,
the “Parties™).

WHEREAS, Licensee desires to develop, implement, operate, maintain and make available
Sound Recordings to End Users via the Licensee Interactive Service (as such terms are defined below);

WHEREAS, the Licensee Interactive Service is experimental in nature and Warner is willing to
grant the non-precedential licenses set forth in Section 2(a) hereof for a limited period of time solely to
determine consumer interest in accessing Wamer Masters (as such term is defined below) via the
Licensee Interactive Service; and

WHEREAS, subject to the terms and conditions herein and in exchange for Licensee’s
obligations as set forth herein, Warner is willing to allow Licensee to include Warner Masters within the
Licensee Interactive Service.

NOW, THEREFORE, in consideration of the mutual covenants and agreements set forth herein,
and for good and valuable consideration, the receipt and adequacy of which is hereby acknowledged, the
Parties hereby agree as follows: .

1. °  Definitions.

(@)  “Advertisement” means any advertisement, sponsorship or other promotion delivered by
or-on behalf of Licensee to an End User’s Personal Computer or otherwise transmitted or displayed in
connection with the Licensee Interactive Service, as more fully described on Exhibit A hereto.

(b) «Authorized Contractor” means a third party that (i) provides services for or on behalf of
Licensee, including, without limitation, Fulfillment Activities under Licensee’s.supervision and in
accordance with the terms and conditions of this Agreement and (i) is recognized in the industry as
capable of professionally and competently performing such services. .

(c) “Authorized Website” means Licensee’s Internet website located at http:/www last.fm,
provided that such website is solely (i) owned and/or controlled by Licensee or its permitted successor or
assign, and (i) marketed and branded using the name “Last.fm.” ’

(@ “Clip” means a thirty (30) second audio clip of a Warner Master, as approved by Warner
in writing in advance in each instance, including by way of the provision or designation of such a clip in
connection with Warner’s delivery of Warner Masters hereunder.

(e) “Commissioned Ad Revenues” means, in the applicable calendar month (or portion
thereof) and as allocable to the applicable Tier (as defined below), the sum of all monies or other
consideration received by or on behalf of Licensee from: (i) audio Advertisements transmitted in
connection with the transmission of Sound Recordings via such Tier or in any promotional
communications sent by or on behalf of Licensee to End Users; and (ii) Advertisements delivered or
displayed in connection with the actual transmission of Sound Recordings via such Tier, and in the case

EXHIBIT
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(n) “Licensee Servers” means computer servers storing phonorecords or making public
performances licensed hereunder that at all times (i) remain under the control of Licensee (including via
its Authorized Contractors), (ii) incorporate security measures that meet or exceed prevailing best
practices in the industry and (iii) to the extent owned or controlled by Authorized Contractors, are
covered by agreements between Licensee and Authorized Contractors, provided that Licensee manages
and controls the hosting activities. For the avoidance of doubt and notwithstanding the foregoing at (i),
above, Licensee may utilize Authorized Contractors that perform so-called “edge serving” services.

(o) “On-Demand” means the digital transmission, via the Licensee Interactive Service, of a
particular Sound Recording to a particular End User, at or immediately following a request by such End
User.

(p) “Qther Materials” means artwork, graphic images (e.g., album artwork), artists” names,
images and likenesses, and other information or materials relating to Warner Masters that are provided by
or on behalf of Warner to Licensee in Warmer’s sole discretion, solely for Licensee’s use in accordance
with the terms and conditions hereof and any additional terms and conditions of which Warner notifies
Licensee.

(@) “Personal Computer” means an electronic device that supports the Security Solution.

(r) “Person” means a natural person, a corporation, a limited liability company, a
partnership, a trust, a joint venture, any governmental authority or any other entity or organization.

(s) “Play” means a Stream of a Sound Recording of more than thirty (30) consecutive
seconds, other than Sponsored Plays.

(t) “Security Solution” means the digital rights management and content protection system
for Warner Content as described on Exhibit B hereto (which may be modified from time to time pursuant
to the Parties’ agreement), and as further set forth in the White Paper.

(u) “Similarly Situated Service” means a service offering On-Demand and interactive radio
functionality, with rights in the Territory substantially similar to those granted to Licensee hereunder.

v) “Sound Recording” means a work that results from the fixation of a series of musical,
spoken or other sounds, but not including the sounds accompanying a motion picture or other audiovisual
work, regardless of the nature of the material objects, such as disks, tapes or other phonorecords, in which
they are embodied.

(w) o« ponsored Play” means a Stream of a Sound Recording of more than thirty (30)
consecutive seconds that is supported by a Sponsorship.

x) “Sponsorship” means any arrangement mutually agreed to by and between Licensee and
the applicable record company, by which a particular. advertiser purchases web site or audio
advertisements (for purposes of clarity, not including PowerPlay) against one or more particular Warmer
tracks, one or more particular Warner artists’ content, a particular record label’s content, or any other,
similar category of content agreed to between Licensee and the applicable record company.

$7%) “Sponsorship Revenues” means, in the applicable calendar month (or portion thereof) and
as allocable to the applicable Tier (as defined below), the sum of all Commissioned Ad Revenues and
Direct Sale Ad Revenues from Sponsorships.

- TM 17391-17
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of (i) and (ii), for which bora fide third-party sales representative costs were actually paid by Licensee to
sales representatives, less (A) bona fide third-party ad agency commissions actually paid or payable by
Licensee to an ad agency for such Advertiserents (not to exceed fifteen percent (15%) per such
Advertisement), and (B) such bona fide third-party sales representative costs actually paid or payable by
Licensee to sales representatives for such Advertisements (not to exceed thirty percent (30%) per such
Advertisement).

® “Direct Sale Ad Revenues” means, in the applicable calendar month (or portion thereof)
and as allocable to the applicable Tier (as defined below), the sum of all monies or other consideration
received by or on behalf of Licensee from: (i) audio Advertisements transmitted in connection with the
transmission of Sound Recordings via such Tier or in any promotional communications sent by or on
behalf of Licensee to End Users; and (ii) Advertisements delivered or displayed in connection with the
actual transmission of Sound Recordings via such Tier, and in the case of (i) and (ji), for which no bona
fide third-party sales representative costs were actually paid or payable by Licensee to sales
representatives for such Advertisements, less bona fide third-party ad agency commissions actually paid
or payable by Licensee to an ad agency for such Advertisements (not to exceed fifteen percent (15%) per
such Advertisement). For ease of calculation, any revenues set forth in this subsection (f) that are not
easily allocable to a particular Tier shall be allocated to Tier One.

(&) “End User” means any Person who views or otherwise accesses the Authorized Website,
including without limitation Streaming Sound Recordings via a Tier.

(h) “Fulfillment Activities” means all activities associated with the use and distribution of
Warner Masters and Other Materials, including without limitation, hosting, encoding, serving,
transmitting, promoting, Streaming, downloading, processing of files, and implementing the Security
Solution.

) “Gross Revenues” means, in the applicable calendar month (or portion thereof) and as
allocable to the applicable Tier (as defined below), the sum of all monies or other consideration (i) paid or
payable by End Users to Licensee for access to such Tier (the “Retail Revenues”), (i) received or
receivable by or on behalf of Licensee from the sale of products, goods and services (other than Retail
Revenues) to End Users less the cost to Licensee of such products, goods and services (the “Product
Revenues”) and (iii) Commissioned Ad Revenues (other than Sponsorship Revenues), less (in the case of
(i) and (ii) above), bad debt and credit card expenses (not to exceed two and one half percent (2.5%) of
‘total Retail Revenues and Product Revenues for such period). For ease of calculation, any revenues set
forth in this subsection (i) that are not easily allocable to a particular Tier shall be allocated to Tier One.

() - “Internet” means the wide area cooperative network of university, corporate, government
and private computer networks communicating predominately through Transmission Control
Protocol/Internet Protocol which network is commonly referred to as “the Internet” (but which
specifically excludes wireless transmissions other than IEEE 802.11x transmissions).

&) “Law” means any local, state or federal law, statute, ordinance, rule, regulation, code,
order, judgment or decree.

)] “Launch Date” means the Effective Date.

(m)  “Licensee Interactive Service” means Licensee’s Internet-based service available via the
Authorized Website, flash player, and client that permits End Users to Stream authorized Sound
Recordings via a Tier as described on Exhibit A hereto, and which is (i) wholly owned and/or controlled
by Licensee and (ii) operated by Licensee and/or an Authorized Contractor.

™ 17391-17
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(2) “Stream” or “Streaming” (as a verb or gerund) means the process or action of making a
single digital transmission (other than as a download) of a Sound Recording (or any part thereof)
delivered to an End User’s Personal Computer via the Internet from Licensee Servers, whereby such
transmission is contemporaneous or nearly contemporaneous with the performance of, as applicable, the
sound recording embodied therein, and which is not intended to be, or capable of being (other than via an
unauthorized hack not facilitated or encouraged in any way by Licensee), copied or stored on the End
User’s Personal Computer (other than any ephemeral copies used solely for caching or buffering -
purposes, and provided that such cached or buffered copies are automatically deleted after being played).
“Stream” (as a noun) means the digital audio transmission made in the process of Streaming,

(aa)  “Territory” means the United States and its territories and possessions, including without
limitation Puerto Rico. : '

(bb)  “Tier” means Tier One, Tier Two, Tier Three or Tier Four of the Licensee Interactive
Service (as each is defined on Exhibit A hereto).

(cc)  “Warner Content” means all Warner Masters, Other Materials and any other materials
provided by or on bebalf of Warner to Licensee hereunder, in Warner’s sole discretion. Warner Content
is provided to Licensee solely for Licensee’s use in accordance with this Agreement. Licensee shall
comply with any usage and other guidelines pertaining to the Warner Content that are made availableto
Licensee by or on behalf of Wamer from time to time, including without limitation any revisions Warner may
reasonably request to the guidelines on Exhibit A bereto.

(dd)  “Warner Masters” means those Sound Recordings delivered to Licensee by or on behalf
of Warner and identified on a list provided by Warner to Licensee hereunder (which list Warner shall
update on a biweekly basis) and which by being on such list (as updated) are deemed to be approved by
‘Warner, in its sole discretion, for Licensee’s use in connection with the Interactive Licensee Service.

(ee)  “Warner Share” means a fraction, the numerator of which is the total number of times
that any Warner Masters incorporated into or made available through the applicable Tier are Streamed by
End Users during the applicable calendar month for more than thirty (30) consecutive seconds, and the
denominator of which is the total number of times that all Sound Recordings (including without limitation
Warner Masters) available in their entirety (i.e., not as Clips) through such Tier are Streamed by End
Users during such calendar month for more than thirty (30) consecutive seconds.

(fH “White Paper” means that document describing the features, functionality, specifications
and other details of or relating to the Licensee Interactive Service as set forth on Exhibit B hereto.

2. - License.

(a) Subject to all the terms and conditions of this Agreement, Warner hereby grants to
Licensee during the Term a non-exclusive, non-assignable, non-transferable, non-sublicensable (except to
Authorized Contractor(s) in accordance with this Agreement) right and license, solely within the Territory,

to:

(i) store and reproduce Warner Content on Licensee Servers, solely as necessary for
Licensee to exercise those rights set forth in Sections 2(a)(ii) through (v) below;

(ii) allow End Users to Stream Warner Masters via the Licensee Interactive Service to
Personal Computers in the Territory in their entirety (or part thereof, if an End User
terminates a Stream prior to the end of the applicable Warner Master) solely in the

T™ 17391-17
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manner set forth herein and in the format and stracture designated by Warner; and

(iii)  subject to Warner’s prior written consent, on a case-by-case basis, digitize and
display Other Materials that have been provided by or on behalf of Warner to
Licensee (A) on the Authorized Website, (B) via the Licensee Interactive Service
or (C) in other promotional communications sent directly from Licensee to those
End Users who have consented to such receipt, in each case, in the same size and
prominence as all other similar content in each such location or communication and
solely to promote the availability of Warner Masters via the Licensee Interactive
Service;

(iv) pursuant to Section 5(b), and otherwise on Warner’s prior written consent on a
case-by-case basis, display in connection with the Streaming of Warner Masters as
part of the Licensee Interactive Service, (A) the names, logos and trade names of
Warner, as such names, logos and trade names appear on records which embody
Warner Masters, (B) the album titles for Wamner Masters and the titles of the
records which embody each Warner Master and (C) the names of the artists whose
performances are embodied in Warner Masters referred to in subsection (B) as such
Warner names, logos, tradenames, album titles, and artist names have been
provided by or on behalf of Warner to Licensee; and

) to the extent Licensee is authorized to offer or facilitate downloads of Warner
Masters via the Licensee Interactive Service, to Stream the Clip associated with
each such Warner Master, solely for the purpose of facilitating the sale of such
Warner Master.

(v) Licensee will not edit, change or alter in any way any Warner Masters or Other Materials .
provided by or on behalf of Warner hereunder without Warner’s prior written consent, except as
necessary to render visual displays appropriately (e.g., adjustment of pixels). Without limiting the
foregoing, the license granted herein does not include any adaptation (derivative work) rights or the right
to alter the fundamental character of any Warner Content.

) {c) Without Warner’s prior written consent, Licensee: (i) shall use commercially reasonable
efforts to ensure that all Advertisements displayed on or in connection with the Licensee Interactive
Service are not tied to any individual recording artist or Sound Recording and are clearly distinguished
from the performance of any such Sound Recording; and (ii) may not take any action, directly or
indirectly, so as to imply an artist or Warner endorsement, or artist or Wamer commercial tie-in of any
product or service, including, without limitation, the Authorized Website or the Licensee Interactive Service.

(@) All rights not expressly conferred to Licensee are expressly reserved to Warner. For the
avoidance of doubt, Warner is not restricted from sales (either its own or via third parties) of Warner
Masters in any format or channe] in the Territory. Except as expressly set forth herein, Licensee shall not
use or make available any Warner Masters, Other Materials or other property of Warner (including the
names and/or likenesses of any artist whose performances are embodied in Warner Masters), provided
that the foregoing shall not prevent Licensee from using any artist name or likeness embodied in any
Warner Masters or Other Materials in any manner that does not require consent from Warner or any other
Person.

(e) Except as embodied in Warner Masters and/or Other Materials as provided to Licensee,
the Authorized Website, the Licensee Interactive Service and the Advertisements shall not contain content
or engage in activities (and shall not frame, link to, advertise, be embedded on or otherwise endorse any
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other website or media that contains content or engages in activities) that Licensee is or reasonably should
be aware: (i) is or are unlawful, harmful, threatening, defamatory, obscene, harassing or discriminatory;
(ii) violate(s) or infringe(s) the rights of any third party (including intellectual property, name and likeness
and privacy/publicity rights); (iii) depict(s) sexually explicit images; (iv) promote(s) violence,
discrimination, illegal activities, or alcohol or tobacco products; or (v) is or are objectionable to Warner
based upon reasonable grounds that Warner may notify Licensee from time to time. Warner
acknowledges that, because the flash player and/or client may be embedded on websites by End Users
pursuant to Section 2(g) below, Licensee may not always be aware of particular violations of this
subsection (€) and, as such, Licensee shall be considered in compliance with this subsection to the extent
that it takes commercially reasonable efforts to remedy such violations in a timely manner as it becomes
aware of them, including by terminating the applicable End User’s account when appropriate.

® For the avoidance of doubt, except as expressly set forth herein or otherwise agreed to by
Warner in advance in writing, nothing in this Agreement grants Licensee, nor does this Agreement
authorize Licensee to grant to any other Person (including without limitation any End User or any
Authorized Contractor), the right to: (i) host, display or use in any manner any Warner Masters (or
portions thereof) on the Licensee Interactive Service or otherwise; (i1) perform publicly, by means of
digital transmission or otherwise, any Warner Master; or (iii) Stream any Warner Master on a “pay-per-
view” or “pay-per-play” basis. .

16:3) Unless Warner agrees otherwise in writing during the Term, neither Licensee nor any
Authorized Contractor shall: (i) Stream (or encode to permit the Streaming of) Warner Masters at a
transmission rate greater than 128 kbps; (ii) license or otherwise authorize a third party to “deep link”
(providing a direct means to download or Stream a Sound Recording outside of the Licensee Interactive
Service) from outside of the Licensee Interactive Service for the purpose of Streaming a Warner Master;
(iif) permit any End User to make downloads of any Warner Masters; or (iv) frame or otherwise
superimpose Warner Masters into any other website, sublicense or “syndicate” (as that term is commonly
understood in the Internet marketing industry) Warner Masters to any third party except that Licensee
may permit its end users to embed the Licensee’s flash player and client, provided that Licensee shall not
offer the flash player of client in such a manner as to change the underlying economic arrangement
hereunder, e.g., by not displaying the advertisements typically displayed (if any) in connection with the
applicable Tier, as described on Exhibit A.

(h) Warner acknowledges that Licensee may use Authorized Contractors to perform its
obligations hereunder in accordance with the provisions of this Agreement, provided that Licensee must
maintain control over, and retains liability hereunder for all such obligations, including, without
limitation, all Fulfillment Activities. Licensee shall cause each Authorized Contractor to abide by the’
terms and conditions of this Agreement applicable to Licensee (regardless of whether Authorized
Contractors are expressly covered by such obligation). If any Authorized Contractor takes any action or
omits to take any action that would breach this Agreement if it were Licensee: (i) Licensee shall
promptly notify Warner of same; (ii) upon notice to Licensee from Warner, Licensee shall immediately
cease providing any Warner Content to such Authorized Contractor and cease permitting such Authorized
Contract to perform Licensee’s obligations hereunder, and such entity shall cease to be an “Authorized
Contractor” hereunder; and (iii) Licensee shall be deemed to be in breach of this Agreement as if such
action or omission were or were not taken by Licensee.

3, Warner’s Rights and Obligations.

() Warner shall provide Licensee with all Warner Masters in mp3 format at a bit rate of 128
kbps or other mutually agreed format(s). Warner shall provide Licensee a list of Warner Masters that
may be used as part of the Licensee Interactive Service in accordance with the terms and conditions
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hereunder, and may update it from time to time during the Term in its sole discretion.

)] Warner shall be responsible for the following: (i) all artist royalties, producer royalties or
other record royalties payable to artists and producers and other record royalties payable to third parties in
the Territory resulting from agreements made by Warner or the relevant artists pertaining to Licensee’s
authorized use of Warner Masters hereunder; and (ii) payments that may be required hereunder pursuant
to the American Federation of Musicians (AFM) and/or the American Federation of Television and Radio
Artists (AFTRA) collective bargaining agreements applicable to Warner. For the avoidance of doubt
Warner shall have no responsibility for obtaining any licenses or permissions to use, or for paying any
royalties, fees or other payments (A) for the use of any musical compositions underlying the Warner
Content (including, without limitation, mechanical rights and public performance rights) or (B) not
expressly assumed by Warner in this Section 3(b), all of which are Licensee’s sole responsibility.

) (©) Warner may terminate Licensee’s prospective rights to use any Warner Content and/or
Other Materials at any time by notifying Licensee in writing. Upon receipt of such notice, Licensee shall:
(i) cease to offer such materials on a prospective basis as promptly as possible, but in no event later than
two (2) business days following receipt of notice; and (ii) promptly following such notice, return to
Warner or destroy, at Warner’s option and in accordance with Warner’s instructions, such Warner
Content and/or Other Materials (including, without limitation, from Licensee Servers). Warner shall not
exercise its rights under this subsection to frustrate or defeat the purposes of this agreement, including by
discriminating against Licensee in bad faith with respect to Similarly Situated Services. If,
notwithstanding the foregoing, Wamner elects to terminate Licensee’s prospective rights to all or
substantially all Warner Content prior to the end of the Initial Term, Warner shall refund a pro-rated
portion of any unrecouped advance paid by Licensee pursuant to Section 7(b) hereunder. The pro-rated
portion in the foregoing sentence shall be calculated by multiplying the amount of the unrecouped
advance by the number of complete calendar months remaining in the Initial Term, and dividing by
twelve.

(d) Each Party will designate a single contact person to address all technical, marketing or
other business issues (other than accounting as contemplated by Exhibit C hereto) relating to this
Agreement.

4. Licensee’s Security.

_ (a) Licensee shall at all times during the Term use mutually-agreed, robust “state of the art”
(i.e., best available) practices and systems (including without limitation the Security Solution) to enforce:
the territorial, use and other restrictions of this Agreement and to prevent and (to the extent of Licenseé’s
applicable awareness) take prompt and proper remedial action against unauthorized physical or electronic
access, copying, modification or distribution of Warner Content, including without limitation the sharing
of any End User accounts, In no event shall Licensee modify any part of the Licensee Interactive Service
or its functionality in a manner that would impair the security of Warer Content or otherwise limit any of
Warner’s rights or Licensee’s obligations hereunder. If there is any commercial release of any upgrade,
update, repair, patch, new release or modification to software or technology that could materially improve
the Security Solution, Licensee shall notify Warner and add it to the Licensee Interactive Service to the
extent commercially practicable.

(b) Licensee shall operate the Licensee Interactive Service with functionality and features
consistent with the description set forth in Exhibit A hereto. Licensee shall ensure through all commercially
available technological means, including without limitation by its financial and clearinghouse process and
credit card address verification and reverse IP address lookup, that all End Users reside in the Territory at
all times. Warner may, on its own or through an independent firm subject to its signing a confidentiality and
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non-disclosure agreement containing confidentiality restrictions substantially similar to those hereunder,
conduct a technical audit of the Authorized Website and Licensee Interactive Service (including related
technical systems, servers, content preparation and functionality) one (1) time per year (or more often, if
justified under the circumstances) during reasonable business hours and upon at least thirty (30) days’ notice
to ensure Licensee’s compliance with this Agreement. Licensee shall promptly procure any and all rights and
permissions, documentation and availability of personnel of Licensee or any Authorized Contractor necessary
for Warner to exercise its audit rights hereunder. Any information initially disclosed by Licensee to Wammer
in the course of such an audit also shall be treated as Confidential Information of Licensee hereunder.

5. Licensee’s Obligations.

(a) If Warner, in its sole discretion, provides a parental advisory warning due to explicit
lyrics or otherwise, Licensee shall promptly and clearly disclose such warmning to End Users prior to their
playing of the applicable Warner Master. If Warner, in its sole discretion, provides a copyright notice for
Warner Masters or Other Materials, Licensee shall include such notice so it can be readily viewed by End
Users. Licensee shall take all commercially reasonable steps to ensure that no current or future signals,
identifying codes, watermarks, copy protection codes or similar content or features integrated by Warner
into Warner Content are removed or otherwise hampered by or on behalf of Licensee. To the extent that
Warner wishes to integrate any such content or features into Warner Content already delivered to
Licensee, Licensee shall permit Warner to re-deliver such Warner Content with such features, and
thereafter shall use such Warner Content only as re-delivered. At Warner’s commercially reasonable
request, Licensee shall institute systems to read any unique identifiers to Warner Masters contained in the
Warner Content. Licensee shall not cover, impair or alter in any way any watermark (or similar item) in
Warner Masters. Neither party shall exercise any rights under this subsection 5(a) in bad faith, so as to
frustrate or defeat the purposes of this Agreement.

(o) The Licensee Interactive Service will display the track title and name of the artist for
each Warner Master during the playing thereof by an End User.

(c) Licensee shall require all End Users, prior to delivery of any Warner Masters or Other
Materials hereunder, to agree to “Terms of Use” that: (i) require End Users to comply with all applicable
Laws in their use of Warner Masters and to protect Warner’s rights therein; and (ii) state that End Users
are not granted any commercial, sale, resale, reproduction, distribution or promotional use rights for )
Warner Masters. Licensee shall provide Warner with its End User “Terms of Use” which shall be at least
as protective as this Section 5(c) and the terms and conditions on Exhibit A hereto and shall allow
Warner, upon reasonable notice to Licensee, to revise provisions pertaining to Warner’s rights and
interests. Licensee shall, on a regular basis, monitor End User activity to ensure compliance with such
“Terms of Use.”

(d) Except as expressly assumed by Warner in Section 3(b) hereof, Licensee shall obtain and
pay for all licenses, rights, permissions and consents and pay all costs relating to the exercise of its rights
and performance of its obligations under this Agreement and all Fulfillment Activities, including, without
limitation: (i) royalties payable for the performance, reproduction or any other rights in or to musical
compositions underlying Warner Masters; (ii) all promotional activities conducted by or on behalf of
Licensee; and (iii) all activities after Licensee receives any Warner Content, including encoding, hosting
‘and serving such Wamer Content. As between Warner and Licensee, Licensee shall be responsible for
obtaining all licenses necessary for the operation of the Licensee Interactive Service (except as expressly
assumed in Section 3(b) hereof). Warner agrees to use commercially reasonable efforts to assist Licensee
in obtaining publishing consents and licenses in the Territory, provided that (A) Warner shall have no
obligation to pay any costs associated with such consents and licenses and (B) Licensee will reimburse
Warner for all reasonable expenses incurred by Warner in assisting to obtain such consents and licenses.
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(e) Licensee shall not release any Warner Master to any End User prior to the release date
designated by Warner. Licensee will not utilize or leverage any Warner Masters or Other Materials
provided by Warner hereunder in connection with any offer other than the Licensee Interactive Service,
and all such materials shall only be made available, as permitted hereunder, from those areas of the
Authorized Website dedicated to the Licensee Interactive Service.

® During the Term of this Agreement and for one (1) year thereafter, Licensee shall
maintain in full force and effect, at its own expense, Internet media liability, network security liability or
other suitable insurance with limits of no less than three million pounds (£3,000,000.00) per claim and
three million pounds (£3,000,000.00) as an annual aggregate to cover technology errors and omissions
and negligent acts, with worldwide coverage including, without limitation, loss of data, theft of personal
information or Warner Content resulting from hacker attacks or viruses, breaches of security,
unauthorized access, credit card liability or other similar loss to Warner (the “Policy™). The Policy shall
be with a reputable licensed insurance company. Within thirty (30) days from the Effective Date,
Licensee shall submit to Warner a certificate of insurance naming Warner, its subsidiaries, affiliates and
assigns as additional insured parties, and requiring that the insurer not terminate or materially modify
such policy without written notice to Warner at least twenty (20) days in advance thereof. For the
avoidance of doubt, insurance required by Warner hereunder shall in no way reduce or limit Licensee’s
actual obligation to indemnify and defend Warner for claims, suits or allegations brought as a result of, or
as related to the performance of this Agreement.

(€3] For the avoidance of doubt, (i) all terms set forth herein regarding restrictions on the use
of Warner Content, including, without limitation, the content usage rules set forth herein and (ii) the
economic terms, shall be applicable to all end users of the Licensee Interactive Service, regardless of
whether such end user is considered an “End User” under this Agreement. Payment for such use of
Warner Masters shall not relieve Licensee of its obligations hereunder or constitute a waiver by Warner of
any rights and remedies it may have under law or equity.

6. Promotional Opportunities.

(@) Licensee shall provide to Warner, at no cost to Warner, advertising space valued at five
hundred thousand doliars ($500,000.00) at Licensee’s then-current market rates, to permit Warner to run
its own advertisements, as designated by Warner in its discretion (subject in each case to Licensee’s
approval, not to be unreasonably withheld), in the Licensee Interactive Service (or in other promotional
communications. sent by or on behalf of Licensee to End Users), which advertisements Warner may use to
promote Warner or its labels, Sound Recordings or artists.

) During the display, playback or other viewing via the Licensee Interactive Service of
each Warner Master and from each area of the Authorized Website where artist, album title and/or song
title information for any Warner Master is made available, Licensee shall include: (i) a space where
Warner may place its banner advertisements related to that artist, which may link to an artist web site or
other mutually agreeable destination; Licensee shall provide such ads at half of Licensee’s then-current.
market rates, and Warner shall be permitted to use its-allocation under 6(a) above towards such ads (but at
the lower rate); and (ii) prominently-placed buttons or links in the Licensee Interactive Service that seek
to encourage End Users to purchase the applicable Warner artist’s album or digital download from one or
more legally operating third-party providers, it being understood that if Licensee operates a service which
makes available Warner album or digital download sales to end users, such buttons or links may direct
end users to purchase opportunities within Licensee’s service. In connection with subsection (ii), and
while 2 Warner Master is being Streamed, Licensee shall, at a minimum, provide a link to buy the related
album or digital download. Notwithstanding the foregoing, however, Warner acknowledges that such
links to buy will likely not be live by the Launch Date, and Licensee agrees to use commercially
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reasonable efforts to implement such links over the course of the following several months.

(©) Licensee shall provide to Warner promotional opportunities reasonably requested by
Warner and shall use reasonable efforts to send mutually-agreed promotional messages via the Licensee
Interactive Service’s dashboard and advertising space thereon. Each such campaign may, at Warner’s
request, contain a Warner approved song clip or link to a stream and/or artist-retated information (e.g.,
tour dates, album release information) that has been provided by Warner. Without limiting the foregoing,
but solely to the extent permitted by applicable Law, Licensee shall not make available to any other
record label any more favorable promotional opportunities than those available to Warner hereunder in
terms of prominence, placement, quality and quantity (other than limited, special promotional
arrangements that are exclusive or provided to such third parties in exchange for other special, non-
monetary consideration, provided that upon Warner’s request, Licensee shall extend to Warner similar
types of special promotional arrangements on substantially similar terms). .

(d) Subject to applicable Laws and Licensee’s privacy policy that has been provided to
Warner, Licensee shall furnish Warner with weekly “flash” reports by noon of each Tuesday, setting
forth, in a medium and format reasonably acceptable to Warner, (i) the identity and date of each Play of a
Warner Master via the Licensee Interactive Service and (ii) the following information relating to End
Users who play Warner Masters on an aggregate, anonymous basis: (A) age; (B) gender; (C)
geographical area; (D) data relating to the number and type of Plays of Warner Masters by End Users; and
(E) any additional information relating to End Users or the use of Warner Masters of a type that Licensee
provides to any other record companies about the use of such other record companies’ own content (such
subsections (i) and (ii), collectively, “End User Data”). It is understood and acknowledged by Warner
that such flash reports on End User Data shall set forth only the data in Licensee’s possession as of the
date of the report, and that such flash reports may therefore not be as accurate as the monthly reporting
Licensee will provide under Section 8. Licensee shall use all reasonable efforts to notify Warner of any
proposed changes to its privacy policy at least thirty (30) days in advance of implementing any such
changes, at the same time and in the same manner that it notifies third parties of such changes, it being
understood that if a change is required to be implemented in a time period of less than thirty (30) days for
Licensee to comply with applicable law, Licensee’s compliance with such law shall not constitute a
breach of this Agreement. Except as further required by law, or (in the good-faith judgment of Licensee’s
legal advisers) as reasonably necessary to reduce Licensee’s liability exposure, Licensee shall not change
its privacy policy in a manner that would impact the nature of the parties’ relationship, e.g. by further
restricting the amount or type of information that Licensee discloses hereunder.

{e) For purposes of this Agreement, “User Information” means information that is collected
in connection with or otherwise concerning Warner Masters licensed and exploited under this Agreement
as part of the Licensee Interactive Service that would be competitively useful to Warner’s direct
competitors (i.e., other record companies), which for purposes of clarity shall include End User Data, but
shall not include data relating to other record companies’ content (including information related to End
Users who play such other record companies’ content) or data collected in connection with plays of
Warner content other than via the plays of Warner Masters from the Licensee Interactive Service.

63 If Licensee wishes to disclose User Information to any third party, Licensee must seek
Warner’s prior written approval, which Warner may provide or withhold in its sole discretion. In the
event that any such disclosure is approved by Warner, Licensee shall provide to Warner at no charge any
copy of User Information provided to third parties or otherwise used by Licensee, to the extent that such
User Information has not already been provided to Warner hereunder. Notwithstanding the foregoing,
however, Licensee may freely use for its own internal purposes any information that is collected and
processed by the Licensee application (such application, the “Audio Scrobbler” and information that is
collected and processed by the Audio Scrobbler, “Scrobbler Information™). For purposes of clarity,
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Licensee’s permissible internal use of User Information includes providing information or other services
to third parties (such as programming recommendations, Top Ten charts, etc.) in a manner that would not
disclose such underlying User Information, as well as for providing the Licensee Interactive Service (e.g.
for use in Licensee’s music recommendation service, for profiling of End Users, for use in programming
customized Tier Four channels, for tracking listening trends, and for reporting hereunder). Except as
otherwise required by applicable Law, Licensee shall maintain a copy of the User Information for a
minimum of two (2) years following the termination or expiration of this Agreement (or such longer
period as reasonably requested by Warner).

® For the avoidance of doubt, User Information shall not be deemed to constitute the
Confidential Information (as defined below) of Licensee hereunder; otherwise, however, Scobbler
Information shall be deemed to constitute the Confidential Information of Licensee.

7. Royalties.

(a) Within ten (10) days after the Effective Date, Licensee shall remit to Warner a non-
refundable, non-recoupable content preparation and delivery fee of twelve thousand five hundred dollars
($12,500.00) for Warner’s preparation and delivery of Warner Masters hereunder. For each Renewal
Term, if any, Licensee shall remit to Warner a non-refundable, non-recoupable content preparation and
delivery fee of one thousand forty-two dollars ($1,042.00), on the first day of each such Renewal Term.
However, and notwithstanding the foregoing, Licensee shall have no obligation to remit to Warner the
amounts under this Section 7(a) for so long as, and to the extent that, Licensee elects not to receive digital
copies of Warner Masters from Warner, but rather from a third party such as 7 Digital.

b) Within ten (10) days after the Effective Date, Licensee shall remit to Warner a non-
refundable, advance payment in the amount of fifty thousand dollars ($50,000.00), which amount shall be
fully recoupable from the fees set forth in Section 7(c) hereof (the “Service Fees™) hereunder. For each
Renewal Term, if any, Licensee shall remit to Warner an additional advance payment in the amount of
four thousand one hundred sixty-seven dollars ($4,167.00) on the first day of each such Renewal Term,
which amount shall be fully recoupable against future Service Fees under Section 7(c) hereof.

© For each calendar month of the Term (or portion thereof), Licensee shall pay to Warner
the following amounts:

). with respect to Tier One, the greater of (A) the Warner Share for such calendar
month multiplied by the sum of (x) sixty-five percent (65%) of Tier One Gross
Revenues during such calendar month, and (y) fifty percent (50%) of Tier One
Direct Sale Ad Revenues, and (B) the applicable rate set forth herein for each
Play of a Warner Master via Tier One during such calendar month, which rate ¢))
shall equal four tenths of one cent ($0.004) for each Play of a Warner Master
during the first six calendar months after the Effective Date and (2) shall be one -
cent ($0.01) for each Play of a Warner Master thereafter;

(ii) with respect to Tier Two, the greater of (A) the Warner Share for such calendar
month multiplied by fifty percent (50%) of Tier Two Gross Revenues and Tier
Two Direct Sale Ad Revenues during such calendar month and (B) two cents
($0.02) for each Play of a Warner Master via Tier Two during such calendar
month, provided that such rate shall be renegotiated by the parties, acting in good
faith, commencing in the seventh month after the Effective Date;

(i)  with respect to Tier Three, the greatest of (A) the Wamer Share for such calendar
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month multiplied by fifty percent (50%) of Tier Three Gross Revenues and Tier
Three Direct Sale Ad Revenues during such calendar month, (B) the Warner
Share for such calendar month multiplied by two dollars fifty cents ($2.50) for
each End User of Tier Three and (C) one cent ($0.01) for each Play of a Wamer
Master via Tier Three during such calendar month; and

(iv)  with respect to Tier Four, the greatest of (A) the Warner Share for such calendar
month multiplied by twenty-five percent (25%) of the Tier Four Retail Revenues,
(B) the Warner Share for such calendar month multiplied by fifty cents ($0.50)
for each End User of Tier Four and (C) one tenth of one cent ($0.001) for each
Play of a Warner Master via Tier Four during such calendar month, plus,
regardless of whether subsection (A), (B) or (C) is applicable, the Warner Share
for such calendar month multiplied by fifty percent (50%) of Tier Four Gross
Revenues (other than revenues from the Tier Four Retail Revenues) and Tier
Four Direct Sale Ad Revenues during such calendar month. '

) with respect to Sponsored Plays, the sum of (x) sixty-five percent (65%) of
: Sponsorship Revenues that are Commissioned Ad Revenues during such
calendar month, and (y) fifty percent (50%) of Sponsorship Revenues that are
Direct Sale Ad Revenues during such calendar month.

(d) All calculations with respect to amounts payable to Warner hereunder shall be made by
carrying out all fractional amounts to the fourth digit following the decimal point, completing the
necessary additions, and then rounding to the nearest penny (i.e., no number should be rounded to the
nearest penny prior to the completion of all necessary additions).

() All payments hereunder shall be in U.S. dollars and made by check, wire or ACH.
Payments made by check can be sent via regular mail to Warner/Elektra/Atlantic Corporation Dept.
CH10125, Palatine, Illinois 60055-0125 or via overnight delivery to Mellon Bank Chicago Regional,
Lockbox 5505, North Cumberland Avenue, Suite #301, Chicago, Illinois 60656, Attention: Lockbox
#10125. Payments made via wire or ACH should be sent to Mellon Financial Corporation ABA
#043000261, for the Account: Warner/Elekira/Atlantic Corporation, 3400 West Olive Avenue, Burbank,
California 91505, Account Number: 070-1325, Lockbox Number: 500005. Any past due amounts will
bear interest daily until paid at a rate of interest equal to the lesser of: (i) the prime rate as published in
The Wall Street Journal on the payment due date plus two percent (2%); or (ii) the maximum rate of
interest allowed by applicable Law.

(63) Licensee shall collect, bear and pay any and all taxes, duties and customs of any kind,
however designated, Jevied or based in any way anywhere in the Territory upon the sale or resale of any
products or provision of services by Licensee, including, for the avoidance of doubt and without
limitation, all sales, use, excise, purchase, value added or similar taxes (other than U.S. federal and state
income taxes payable by Warner on monies earned by Warner hereunder). Licensee shall execute any -
documents Wamner may reasonably deem necessary or desirable to evidence Licensee’s liability for such
taxes. If any claim is made against Warner for such taxes, Licensee shall indemnify and hold Warner

harmless for any liability for such sums and shall promptly remit to Warner such sums together with any
penalties and interest assessed.

) Except as otherwise set forth in subsection (f) above, all payments hereunder made by
Licensee to Warner shall be made free and clear of, and without deduction or withholding for or on

account of any and all taxes, levies, imposts, duties, charges, fees, deductions or withholdings now or
hereafter imposed, levied, collected, withheld or assessed by any governmental authorities. If any taxes,
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levies, imposts, duties, charges, fees, deductions or withholdings are required to be withheld or deducted
from any amounts payable to Warner hereunder, the amounts so payable shall be increased to the extent
necessary to yield to Warner the full amount specified hereunder.

(h)  Licensee will maintain and preserve in its principal place of business, during the Term
and for at least three (3) years thereafter, complete and accurate records of accounts and other records
pertaining to its obligations hereunder (“Licensee Records™). At Warner’s expense, and during
reasonable business hours and upon thirty (30) days’ notice, Warner may select an independent firm to
audit the Licensee Records once during each successive twelve (12) month period beginning on the
Effective Date (“Audit™), subject to such firm’s signing a confidentiality and non-disclosure agreement
containing confidentiality restrictions substantially similar to those hereunder. In the event that an Audit
reveals an underpayment by Licensee hereunder, Licensee shall, without limitation of Warner’s other
rights and remedies, promptly pay to Warner such underpayment, together with interest thereon as
calculated in accordance with this Agreement; and, in the event that such underpayment exceeds five
percent (7.5%) of any payment obligations during such period covered by the Audit, Licensee shall, in
addition to paying Warner such underpayment and interest, (i) reimburse Warner for all reasonable costs
of the audit, including, without limitation, accountants’ fees and attorneys’ fees incurred in accordance
* with this Section 7(h) and (ii) permit Warner to conduct an additional Audit of Licensee’s accounts and
records in accordance with this Section 7(h) during the same twelve (12) month period. Any information
initially disclosed by Licensee to Warner in the course of such an Audit also shall be treated as Confidential
Information of Licensee hereunder.

8. Reporting.

(a) Within ten (10) days after each calendar month, Licensee shall deliver to Warner,
together with the related payments, statements showing, in a clearly understandable manner and in
reasonable detail as may be necessary to calculate the amounts owed to Warner hereunder (and broken
down on a Tier-by-Tier basis): (i) the total number of Plays of Warner Masters during the applicable
calendar month and year-to-date, collectively as well as separately on a Warner Master-by-Warner Master
basis and identified using any code or other designation assigned by Warner (e.g., POID, ISRC, UPC or
Grid #); (ii) the total Service Fees; (iii) Licensee’s total Gross Revenues during the applicable calendar
month and year-to-date; (iv) the total number of End Users; (v) any other category of information relating
to End Users or their use of Warner Masters as is provided by Licensee to any other music company or
record label the same data on an anonymous aggregate basis (e.g., no sound recordings, music companies -
or record labels other than Warner will be identified) for all other music companies or record labels with
Sound Recordings used in the Licensee Interactive Service; (vi) all other information reasonably
necessary to calculate the Service Fees hereunder (e.g., the total number of Plays of all Sound
Recordings); and (vii) any additional information that Warner reasonably requires to fulfill any third party -
reporting or auditing obligation. Such statements shall be provided to Warner in a mutually agreeable
format necessary to satisfy Warner’s reporting or auditing obligations to third parties and in a manner that
is compatible with Warner’s royalty accounting systems. The current version of such format is set forth
on Exhibit C hereto. '

(b) Licensee shall provide to Warner the following information and materials throughout the
Term: (i) real time access on a continuous basis, via a password-protected online account using a
mutually-agreeable query system to, and (ii) by noon of each Tuesday following Licensee’s first
distribution of Sound Recordings hereunder, or if a holiday; the next business day thereafter, unofficial
“flash” reports setting forth for the previous week Plays of Sound Recordings made as part of the
Licensee Interactive Service from Licensee Servers, in each case, all information set forth on Exhibit C
hereto. It is understood and acknowledged by Warner that such flash reports shall set forth only the data
in Licensee’s possession as of the date of the report, and that such flash reports may therefore not be as
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accurate as the monthly reporting Licensee will provide under Section 8. For purposes of clarity, such
unofficial flash reports may be consolidated with the flash reports required under Section 6(d). Warner
also acknowledges that the real-time access required under subsection (i) above will not likely be
available by the Launch Date, and that Licensee shall implement such real-time access within a
reasonable timeframe.

(©) At six (6) month intervals from the Effective Date during the Term, Licensee will present
to Warner the strategic marketing plans for the Licensee Interactive Service that Licensee plans to
implement for the next six (6) months (the “Marketing Plans™). Licensee will give Wamer a meaningful
opportunity to comment and reasonably consult on the Marketing Plans.

{d) Licensee shall conduct comprehensive research and testing to better understand consumer
preferences related to the music experience of the Licensee Interactive Service. Licensee shall provide
Warner with access to detailed research results, with the terms of such research and testing to be
determined by mutual agreement of the parties. To the extent any such research and testing specifically
requested by Warner would be unduly burdensome for Licensee, the parties shall discuss in good faith the
ways in which Wamer can assist with such research and testing, including by sharing any undue portion
of costs. In addition, but solely to the extent consistent both with Law and with Licensee’s contracts with
third parties (as construed by Licensee in its reasonable discretion), Licenses shall share all
Advertisement-placement information with Warmner (including, without limitation, CPM and “sell-
through™ data) and otherwise be reasonably responsive to requests from Warner regarding
Advertisements. Although Licensee will disclose to Warner in accordance with the preceding sentence
Licensee’s standard, “rack” rates, aggregate advertisement-related information and the identities of its
advertising partners, Warner expressly acknowledges that certain of Licensee’s contracts with third
parties may prevent Licensee from sharing some other types of Advertisement-placement information,
inciuding certain CPM and “sell-through” data. Licensee shall not determine or intentionally otherwise
set charges or other consideration for Advertisements or advertising-related services, or otherwise
structure its business, 5o as to reduce the amounts that Warer would otherwise receive from Licensee
hereunder.

9. Ownership. The parties acknowledge that, as between the Parties, all right, title and interest in
the Warner Content (including, without limitation, all intellectual property rights therein; any digitized
files produced by Licensee hereunder; the physical and tangible embodiments thereof; and all intellectual
property rights in the foregoing) are and shall remain the sole property of Warner, Licensee shall not
contest or assist others in contesting the validity of any property or intellectual property rights owned by
Warner pursuant to this Section 9 or otherwise. Notwithstanding anything in this Agreementto the
contrary, (2) Licensee shall take possession of Warner Content (including any copy thereof) only for the
purpose of facilitating the use of Warner Masters via the Licensee Interactive Service in accordance with
the terms and conditions set forth herein and (b) Licensee shall not be deemed to have taken ownership of
or title to any Warner Content (including any copy thereof).

10. Term; Termination.

(a) The initial term of this Agreement shall commence on the Effective Date and expire
December 31, 2007 (the “Initial Term™), unless sooner terminated pursuant to the terms of this
Agreement. This Agreement shall renew automatically for additional successive renewal terms of one (1)
month each (each, a “Renewal Term™), unless either party gives notice of non-renewal to the other party
at least one (1) month prior to the expiration of the then-current Initial Term or Renewal Term or unless
sooner terminated pursuant to the terms of this Agreement (the Initial Term and any Renewal Terms,
collectively, the “Term™).
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() Warner may terminate this Agreement, effective upon written notice to Licensee, in the
event of: (i) Licensee’s failure to comply with the payment obligations set forth in Section 7 above and
fails to cure such non-compliance within ten (10) working days after written notice; (ii) Licensee’s use or
allows the use of the Warner Content (or any part thereof) other than as expressly authorized herein; (iii)
Licensee’s breach of Section 14(f) hereof; (iv) Licensee repeatedly fails to remove Warner Masters or
Other Materials from the Authorized Website and/or Licensee Interactive Service pursuant to Section 3(c)
hereof, notwithstanding Licensee’s cure of such breach; (v) if Licensee transmits Sound Recordings fails
to maintain a mechanism that permits Licensee to count reliably the number of Plays of Sound
Recordings so that Warner may reliably audit such count; or (vi) the termination of any other agreement
between Licensee and Warner by Warner prior to the expiration of the term thereof due to a breach of
such agreement by Licensee.

(¢)  Each Party may terminate this Agreement, effective upon written notice to the other
Party, if the other Party: (i) materially breaches any of the provisions of this Agreement and fails to cure
same within thirty (30) days after writien notice; or (ii) is unable to pay its debts when due, makes any
assignment for the benefit of creditors, files any petition under the bankruptey or insolvency Laws, has a
receiver or trustee to be appointed for its business or property, or is adjudicated bankrupt or insolvent.

(d) Upon any expiration or termination of this Agreement, (i) Licensee shall immediately
cease exercise of its rights under Section 2(a) hereof and shall, at Warner’s option, promptly destroy or
return all materials pertaining to same, including all copies thereof, that are in Licensee’s possession or
subject to its control (including, without limitation, in the possession or contro] of Authorized
Contractor(s)); and (ii) Sections 1, 2(d), 3(b), 5(d), 5(f)-(g), 6(), 6(e)-(g), 7, 8, 9, 10(d), 12, 13 and 14
shall survive any such event. For the avoidance of doubt, any Streams of Warner Masters made by
Licensee in violation of the terms of this Agreement or after the expiration or termination of this
Agreement for any reason shall be fully subject to, among other things, Warner’s rights under 17 U.S.C.
§ 106(6) and the remedies in 17 U.S.C. § 501 et seq.

11. Representations and Warranties. Each Party represents and warrants that it has the right, power
and authority to enter into this Agreement and to fully perform its obligations hereunder. EXCEPT FOR
THE FOREGOING SENTENCE, WARNER MAKES NO REPRESENTATIONS OR WARRANTIES, EXPRESS OR
IMPLIED, WITH RESPECT TO THIS AGREEMENT OR THE WARNER CONTENT, AND EXPRESSLY DISCLAIMS
ALL SUCH REPRESENTATIONS AND warranties, INCLUDING ANY WITH RESPECT TO TITLE, NON-
INFRINGEMENT, MERCHANTABILITY, VALUE, RELIABILITY OR FITNESS FOR USE, EXCEPT AS EXPRESSLY
SET FORTH HEREIN, AND WITHOUT LIMITING SECTION 12 BELOW, LICENSEE’S USE OF WARNER MASTERS
OR OTHER MATERIALS IS AT ITS OWN RISK ON AN “AS IS” BASIS.

/

12. Indemnification.

(a) Warner will defend at its expense, indemnify and hold harmless Licensee and its affiliates
and their respective directors, officers, employees, agents and representatives (“Related Parties™) from
any loss, liability, damage, award, settlement, judgment, fee, cost or expense (including reasonable
attorneys’ fees and costs of suit) (“Losses”™) arising out of or relating to any third-party (other than
Authorized Contractors or other parties acting on behalf of Licensee) claim, allegation, action, demand,
proceeding or suit (“Action”) against any of them that arises out of or relates to: (i) any breach by Warner
of this Agreement or its representations, warranties and covenants hereunder; or (ii) any claim that
Licensee’s use of the Warner Masters as explicitly authorized by this Agreement infringes the intellectual
property rights of a third party.

(b) Licensee will defend at its expense, indemnify and hold harmless Warner and its affiliates
and their respective Related Parties from any Losses arising out of or relating to any third-party Action
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against any of them that arises out of or relates to: (i) any breach by Licensee of this Agreement or its
representations, warranties and covenants hereunder; (ii) Licensee’s operation of the Licensee Interactive
Service; or (iii) any claim that Licensee’s use of the Warner Content, other than as explicitly authorized
by this Agreement, infringes the rights of a third party.

(c) The indemnified Party will promptly notify the indemnifying Party in writing of any
Action and promptly tender its defense to the indemnifying Party. Any delay in such notice will not
relieve the indemnifying Party from its obligations to the extent it is not prejudiced thereby. The
indemnified Party will cooperate with the indemnifying Party at the indemnifying Party’s expense. The
indemnifying Party may not settle any Action in a manner that adversely affects the indemnified Party
without such Party’s consent (which shall not be unreasonably withheld or delayed). The indemnified
Parly may participate in its defense with counsel of its own choice at its own expense.

(d)  EXCEPT WITH RESPECT TO () SECTIONS 12 AND 13(B) HEREOF AND (Z) WILLFUL,
INTENTIONAL OR GROSSLY NEGLIGENT BREACHES OF SECTION 2(D) HEREOF, NEITHER PARTY WILL BE
LIABLE TO THE OTHER PARTY FOR SPECIAL, INDIRECT, CONSEQUENTIAL, STATUTORY, EXEMPLARY,
PUNITIVE OR INCIDENTAL DAMAGES (INCLUDING LOST PROFITS OR GOODWILL, BUSINESS INTERRUPTION
AND THE LIKE) RELATING TO THIS AGREEMENT, EVEN IF IT HAS BEEN ADVISED OF THE POSSIBILITY OF
SUCH DAMAGES. EXCEPT AS SET FORTH IN THE PRECEEDING SENTENCE, IN NO EVENT WILL WARNER’S
TOTAL LIABILITY FOR A DISPUTE RELATING TO THIS AGREEMENT EXCEED THE SERVICE FEES RECEIVED
BY WARNER FROM LICENSEE UNDER THIS AGREEMENT DURING THE TERM.

13. Security; Confidentiality.

() In the event that robust methods of secure Streaming (including but not limited to such a
method for flash Streaming) become generally available for all internet streaming platforms (including,
e.g., a method of encryption for “flash™ Streaming) on commercially reasonable terms, Warner shall
notify Licensee and Licensee shall use commercially reasonable efforts to implement the appropriate
method(s) as soon as is reasonably practicable for Licensee to do so. In addition, Licensee shall use
diligent efforts to prevent unauthorized copying or use of Warner Masters or Other Materials, including,
without limitation, by implementation of the Security Solution. Licensee shall not knowingly under any
circumstances provide any functionality via the Licensee Interactive Service to facilitate, or otherwise
encourage, any such unauthorized copying or use. If Licensee becomes aware of any infringement or
misuse of the Warner Content (including the existence of popular “stream-rippers” or other applications
or tools available for facilitating such infringement or misuse), it shall promptly notify Warner and fully
cooperate with Warner’s reasonable requests to remedy same, at Licensee’s expense. Warner
acknowledges that certain such “stream-rippers” are available as of the Effective Date, and that despite
Licensee’s reasonable efforts hereunder, Licensee is unlikely to be able to prevent the continued
proliferation of such tools; Licensee, however, acknowledges that there are likely to be reasonable efforts
that Licensee may take to make stream-ripping or misuse more difficult, or to otherwise limit the extent of
such stream-ripping or misuse. With respect to End Users accessing the Licensee Interactive Service via
Tier Two, Tier Three or Tier Four, Licenses shall configure the Licensee Interactive Service such that
such End Users may only Stream Warner Masters when such End Users are logged onto their End User
accounts, using in each case a unique user name and password. Licensee agrees that any digital computer
file copy of Warner Content shall: (i) reside only on Licensee Servers; and (ii) be encrypted or protected
by secure, password-protected access available to no more than five (5) essential personnel. Licensee
" shall restrict access to all physical or tangible copies of Warner Content solely to essential personnel who
are informed of and accept the terms of this Agreement and shall store such items or any hardware or
media embodying them in a secure location. If any security breaches oceur in connection with this
Agreement, the parties shall promptly consult with each other and all applicable third parties and shall
cooperate in all appropriate remedial actions. If a security breach that is system-wide, material or
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otherwise adverse to Warner occurs, Warner may suspend Licensee’s rights under Section 2(a) until such
breach is remedied. Licensee shall not through its business practices or otherwise take any action that
Licensee knows or reasonably should know would compromise the efficacy or the security of the Security
Solution or the Wamer Content distributed hereunder. For the avoidance of doubt, Warner Masters will
not be accessible or usable outside the Licensee Interactive Service.

(b) Neither Party shall disclose, share, communicate or provide access to any non-public,
confidentia) or proprietary information of the other Party including the terms of this Agreement and any
confidential information concerning the other Party’s business, finances, plans, customers, technology
and products) that it learns in connection with this Agreement (“Confidential Information™) to anyone
other than (x) its employees or Authorized Contractors who need to know such Confidential Information
to exercise such Party’s rights or to perform such Party’s obligations hereunder and who are obligated to
comply with confidentiality provisions no less restrictive than those set forth in this Agreement, and (y) as
may be necessary to support third party reporting, royalty or audit obligations (e.g., imposed by Warner
artists, publishers or otherwise). Neither Party shall use the other Party’s Confidential Information,
except as required to exercise such Party’s rights or perform such Party’s obligations hereunder.
Confidential Information shall not include any information which: (i) is or becomes publicly known other
than from a breach of this Agreement; (ii) is independently developed or obtained by the receiving Party
from another legitimate source; or (iii) is required to be disclosed by Law or the rules of any nationally
recognized stock exchange, provided that the receiving Party shall promptly inform the disclosing Party
of any such requirement and cooperate with any attempt to procure a-protective order or similar treatment.
Licensee shall not make or issue any public statement or press release regarding this Agreement or its
subject matter without the prior written approval of Warner.

14, General Provisions.

(a) Independent Contractors. Warner and Licensee are independent contractors, and shall
not be deemed partners, franchisees, agents or joint venturers of each other. Neither Party will have any
right or authority to obligate or bind the other Party in any manner whatsoever.

() No Third-Party Beneficiaries. Nothing in this Agreement shall confer upon any person
any legal or equitable right, benefit or remedy of any nature whatsoever under or by reason of this
Agreement, and no person (including End Users or Authorized Contractors) shall be deemed a third party
beneficiary under or by reason of this Agreement.

©) Entire Agreement; Amendment. This Agreement, including all Exhibits hereto, .
constitutes the entire agreement between the Parties concerning the subject matter hereof and supersedes any
prior understandings and agreements among the Parties with respect thereto. There are no representations,
warranties, terms, conditions, undertakings or collateral agreements, expressed, implied or statutory, between
the Parties related to the subject matter hereto other than as expressly set forth herein. No amendment of this
Agreement, including this Section 14(c) shall be effective unless in writing, executed by both Parties, and
expressly identifying the provision(s) to be amended and the changes to be made to such provision(s).

(d) Waiver. No waiver of any term of this Agreement will be effective unless executed in
writing by the Party charged therewith or will excuse the performance.of any acts other than those
specifically referred to therein.

(e) Severability. If any term of this Agreement is held to be invalid or unenforceable, such
holding will not affect the validity or enforceability of any other term hereto, and this Agreement will be

interpreted and construed as if such term, to the extent the same will have been held to be invalid or
unenforceable, had never been contained herein.

TM 17391-17

SXW3_00010505



Execution Copy

® Assignment. Licensee may not assign, confer any right in, assume in bankruptcy, pledge,
mortgage or otherwise encumber this Agreement (or as applicable, Warner Masters or Other Materials),
in whole or in part, without the prior written consent of Warner, which shall not unreasonably be withheld
or delayed. For the avoidance of doubt, a merger, change of control, reorganization (in bankruptcy or
otherwise) or stock sale of Licensee shall be deemed an “assignment” requiring such consent, regardless
of whether Licensee is the surviving entity. Licensee acknowledges that this Agreement is a contract for
personal services and that its identity is a material condition that induced Warner to enter into this
Agreement. Any attempted action in violation of the foregoing shall be null and void ab initio and of no
force or effect.

(2 Notices. All notices required hereunder shall be given by hand, overnight delivery
service, or facsimile transmission (confirmed by letter sent by registered or certified mail) to the address
below. Either Party may amend its address set forth above at any time by written notice to the other
Party. All such notices will be deemed given when the same will be delivered, so addressed, by hand,
facsimile or overnight delivery service.

To Warner: To Licensee:

Warner Music Inc. Last.fm Ltd.

75 Rockefeller Plaza Clearwater House

New York, New York 10019 4 — 7 Manchester Street
Attn: Executive Vice President & General Counsel T ondon, UK W1U 3AE
Fax: (212)258-3092 Attn: Chief Operating Officer

Fax: (44) 207-780-7082

63) Governing Law; Consent to Jurisdiction. This Agreement will be construed in
accordance with the laws of the State of New York as applied to contracts made and performed entirely
therein. All disputes relating to this Agreement shall be brought solely in the state or federal courts
located in the borough of Manhattan, New York, New York. Licensee hereby consents fo the exclusive
Jurlsdlctxon of the State of New York and waives any defense of forum inconveniens. EACH PARTY
HEREBY EXPRESSLY WAIVES ANY RIGHT TO A TRIAL BY JURY IN ANY ACTION OR PROCEEDING BROUGHT
BY OR AGAINST EITHER PARTY IN CONNECTION WITH THIS AGREEMENT.

(& Counterparts. This Agreement may be executed in counterparts, each of which shall be
deemed an original and both of which together shall constitute one and the same document.

(h) Remedies. The rights and remedies of the Parties provided under this Agreement are
cumulative and in addition to any other rights and remedies of the Parties at law or equity.

(i) Headings. The titles used in this Agreement are for convenience only and are not to be
considered in construing or interpreting the Agreement.

1)) Further Assurances. The Parties hereto shall execute such further documents and
perform such further acts as may be necessary to comply with the terms of this Agreement and
consummate the transactions herein provided.

IN WITNESS WHEREOF, the Parties hereto have caused this Agreement to be duly executed as
of the Effective Date by their respective offices thereunto duly authorized. -
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WARNER MUSIC INC. LAS\'LF—W. /(/(4 (
By: /%é ﬁ,_\ . By: K ‘2(- ‘1(/

Name: 572{/’;/5” @ﬂ)/f?l\/ Name: “FECL X ATk
Title: ‘l//al Pus. Dey. ’ Title: __ &0
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EXHIBIT A

LICENSEE INTERACTIVE SERVICE

Licensee currently offers an Internet radio service called “Last.fm” with a variety of pre-programmed
genre stations that Licensee intends to be compliant with the regulations promulgated under the Digital
Millennium Copyright Act (referred to herein as “DMCA-Compliant Stations”). Licensee desires to offer
a Tier One, Tier Two, Tier Three and Tier Four service (as each is defined below) as an up-sell from the
DMCA Compliant Stations. For purposes of this Agreement: '

1. “Tier One” means Licensee’s free to the consumer service that generates revenues primarily
through the display of Advertisements to End Users, and which permits such End Users to Stream Sound
Recordings on an On-Demand basis, provided that each such End User shall only be permitted to Stream
each Warner Master (or any portion thereof) available via Tier One a maximum of three (3) times (the
“Use Limitations™). Licensee shall monitor and enforce such Use Limitations on a Personal Computer-
by-Personal Computer basis. '

2. “Tier Two” means Licensee’s pay service that is offered by Licensee to End Users based on a fee,
and which permits each such End User to Stream a fixed number of Sound Recordings (including without
limitation Warner Masters) on an On-Demand basis (such Tier Two ability, an End User’s “Credits”). In
no event shall an End User’s Credits not used be available for redemption by such End User more than six
(6) months after purchase of such credits.

3. “Tjer Three” means Licensee’s pay service that is offered by Licensee to End Users based on a
recurring monthly fee (i.e., on a subscription basis), and which permits each such End User to Stream an
unlimited number of Sound Recordings (including without limitation Warner Masters) during each such
month on an On-Demand basis.

4, “Tier Four” means Licensee’s pay service that is offered by Licensee to End Users based on a
recurring monthly fee (i.e., on a subscription basis), and which permits each -such End User to create and
Tisten to Interactive Station(s) (as defined below) and meets the following criteria:

(a) An “Interactive Station” means any customized station created by Licensee for an End
User, which does not permit On-Demand Streaming, but which may be (i) based on such End User
selecting one or more artists as the basis for such station and/or (ii) otherwise tailored to such End User
musical preferences;

(b) Licensee may not program an Interactive Station consisting solely of the Sound
Recordings of a single artist;

(c) Licensee may include a function that permits End Users to skip Sound Recordings;
provided, however, Licensee shall not permit End Users to utilize a rewind, record or fast forward feature
with respect to any Sound Recording; and ’

(d) a Sound Recording may not be performed more than once in any ninety (90) minute
period.
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EXHIBIT C

ACCOUNTING FORMAT

PLEASE SEE ATTACHED. [LAST.FM: IN ORDER TO DETERMINE YOUR ABILITY TO
COMPLY WITH THE ATTACHED DIGITAL ACCOUNTING FORMAT, A TEST FILE MUST
BE PROVIDED TO AND APPROVED BY LEELEE LIAUDAT PRIOR TO EXECUTION.
PLEASE CONTACT LEELEE DIRECTLY REGARDING THIS MATTER AT

leelee liandat@wmg.com.} s

The current contact at Warner-Elektra-Atlantic for accounting matters is Robert Baker, at Wamer-

Elektra-Atlantic by email at bob.baker@wmg.com and by telephone at (818) 238-6431. Warner may
update such contact from time to time.

ny-723710
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EXECUTION COPY

INTERACTIVE RADIO AND MUSIC SERVICES AGREEMENT

This INTERACTIVE RADIO AND MUSIC SERVICES AGREEMENT (“Agreement”) is made
and entered into effective as of April 17, 2007 (the “Effective Date”) by and between Warner Music Inc.,
a Delaware corporation, with offices located at 75 Rockefeller Plaza, New York, New York 10552
(“Warner”), and Slacker, Inc., a Delaware corporation, with offices located at 16935 W. Bernardo Dr.,
Ste. 101, San Diego, CA 92127 (“Licensee”) (each a “Party” and, collectively, the “Parties™).

WHEREAS, Licensee desires to develop, implement, operate, maintain and make available
Sound Recordings to End Users via the Licensee Music Service (as such terms are defined below);

WRHEREAS, the Licensee Music Service is experimental in nature and Warner is willing to grant
the non-precedential licenses set forth in Section 2(a) hereof for a limited period of time solely to
determine consumer interest in accessing Warner Masters (as such term is defined below) via the
Licensee Music Service; and '

WHEREAS, subject to the terms and conditions herein and in exchange for Licensee’s
obligations as set forth herein, Warner is willing to allow Licensee to include Warner Masters within the
Licensee Music Service.

NOW, THEREFORE, in consideration of the mutual covenants and agreements set forth herein,
and for good and valuable consideration, the receipt and adequacy of which is hereby acknowledged, the
" Parties hereby agree as follows:

L. Definitions.

(a) “Advertisement” means any advertisement, sponsorship or other promotion or the like
delivered by or on behalf of Licensee to an End User’s Permitted Device or otherwise embedded in the
Authorized Website or the Licensee Music Service, as more fully described on Exhibit A hereto.

(b) “Authorized Contractor” means a third party that (i) provides services for or on behalf of
Licensee, including, without limitation, Fulfillment Activities under Licensee’s supervision and in
accordance with the terms and conditions of this Agreement and (ii) is recognized in the industry as
capable of professionally and competently performing such services. :

(c) “Authorized Website” means Licensee’s Internet website located at www.slacker.com,
provided that such website is solely (i) owned and/or controlled by Licensee, (ii) operated in the Tesritory
and (iii) marketed and branded using the name “Slacker.” :

(d) “Cached Stream” or “Cached Streaming” of a Sound Recording will mean a public
performance of the Sound Recording from a cached electronic digital copy on the hard or flash drive of an
End User’s Portable Device, which cached electronic digital copy (i) has been made from Licensee
Servers, (ii) does not require a simultaneous active connection to the Internet, (iii) is not capable of being .
copied to another device, and (iv) can only be accessed by the End User to the extent such access is
authorized via the applicable Tier. ’

(e) . “Conditional Download” means an electronic digital copy made by an End User of a
Warner Master that is being Streamed, Cached Streamed or accessed by the End User on the On Demand
for Personal Computer Only and the On Demand Portable Services, which electronic digital copy
complies.with the following: (i) the electronic digital copy may reside only on Permitted Devices owned
or controlled exclusively by the End User; (ii) the electronic digital copy must be capable of being, and
must be, automatically disabled and/or deleted and permanently erased from the End User’s Permitted
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Devices within thirty (30) days of the expiration or termination of the end user’s subscription to the
Service; and (ifi) the electronic digital copy is not capable of being copied to other devices or other
storage mechanisms or formats.

) “End User” means any Person who views or otherwise accesses the Authorized Website,
or accesses the Licensee Servers through a WiFi connection or through a satellite transmission, to receive
Streams or Cached Streams via a Tier.

“(g) “Fulfillment Activities” means all activities associated with the use and distribution of
Warner Masters and Other Materials, including without limitation, hosting, encoding, serving,
transmitting, promoting, Streaming, downloading, processing of files, and implementing the Security
Solution.

~(h)  “Gross Revenues” means, in the applicable calendar month (or portion thereof) and as
allocable to the applicable Tier (as defined below), the sum of all monies or other consideration (i) paid or
payable by End Users to Licensee for access to such Tier (and with respect to annual subscriptions, as
allocated on a monthly basis) minus bona fide cancellations actually refunded by Licensee (the “Retail
Price™), (ii) received or receivable by or on behalf of Licensee from the sale of products, goods and
services (other than Retail Price) to End Users minus (A) the wholesale price of the products and services
of, and actually paid to, unrelated third Persons, and minus (B) returns, sales and use taxes, shipping, bad
debts, credit card and other service fees actually paid to unrelated third Persons in connection with the
sale of such products, goods or services (the “Product Revenue™) and (iii) received or receivable by or on
behalf of Licensee from Advertisements displayed, performed, delivered or otherwise transmitted in
connection with the display, performance, distribution, transmission or other delivery of Sound
Recordings via such Tier or in any promotional communications sent by or on behalf of Licensée to End
Users (“Advertising Revenues”™), less Licensee’s actual, out-of-pocket expenditures for advertising sales
agency commissions actually paid by Licensee to unaffiliated third party advertising sales agencies
(subject to a maximum deduction in all events of fifteen percent (15%) of Advertising Revenues). For
purposes of determining any non-cash component of Gross Revenues, such non-cash consideration will
be accounted for based on the fair market value of any goods, services or other real, personal, tangible or
intangible property received. Notwithstanding the foregoing, Gross Revenues do not include revenues
received from sales of hardware through which End Users access the Licensee Music Service, and
accessories thereto, or revenues received from End Users to access any music subscription service
operated by BBI under license from Warner other than the Licensee Music Service.

0] “Internet” means the wide area cooperative network of university, corporate, government
and private computer networks communicating predominately through Transmission Control
ProtocoVInternet Protocol which network is commonly referred to as “the Internet” (but which
specifically excludes wireless transmissions other than IEEE 802.11x transmissions).

)] “Law” means any local, state or federal law; statute, ordinance, rule, regulation, code,
order, judgment or decree.

(k) “Launch Date” means the date on which Licensee makes first makes a Sound Recording
available for Streaming via the Licensee Music Service. :

) “Licensee Music Service” means Licensee’s music service available via the Authorized
Website, or the Licensee Servers through a WiFi connection or through a satellite transmission, that
permits End Users to Stream or Cache Stream authorized Sound Recordings via a Tier as described on
Exhibit A hereto, and which is (i) wholly owned and/or controlled by Licensee and (ii) operated by
Licensee and/or an Authorized Contractor. .
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(m) “Licensee Servers” means computer servers storing phonorecords or making public
performances licensed hereunder that at all times (i) are located in the Territory, (ii) remain under the
control of Licensee, (iii) incorporate security measures that meet or exceed prevailing best practices in the
industry and (iv) to the extent owned or controlled by Authorized Contractors, are covered by agreements
between Licensee and Authorized Contractors, provided that Licensee manages and controls the hosting
activities.

(n) “On-Demand Stream” means the digital transmission, via the Licensee Music Service, of
a particular Sound Recording at or immediately following a request by an End User.

(0) “Other Materials” means artwork, graphic images (e.g., album artwork), artists’ names,
images and likenesses, and other information or materials relating to Warner Masters that are provided by
or on behalf of Warner to Licensee in Warner’s soje discretion, solely for Licensee’s use in accordance
with the terms and conditions hereof and any additional terms and conditions of which Warner notifies
Licensee.

() “Permitted Device” means a Personal Computer or a Portable Device.

q) “Personal Computer” ineans a traditional-sized laptop or desktop personal computer
designed for an individual user that would not replicate the portable device experience and that supports the
Security Solution.

()] “Person” means a natural person, a corporation, a limited liability company, a
partnership, a trust, a joint venture, any governmental authority or any other entity or organization,

(s) “Portable Device™ means a small, light-weight electronic device that supports the
Security Solution and that is easily transported from one location to another and may be usable during
travel. '

{t) “Security Solution” means the digital rights management and content protection system
for Warner Content as described on Exhibit B hereto (which may be modified from time to time pursuant
to the Parties’ agreement), and as further set forth in the White Paper. ’

() “Sound Recording™ means a work that results from the fixation of a series of musical,
spoken or other sounds, but not including the sounds accompanying a motion picture or other audiovisual
work, regardless of the nature of the material objects, such as disks, tapes or other phonorecords, in which
they are embodied. :

{v) “Stream” or “Streaming” (as a verb or gerund) means the process or action of making a
single digital transmission (other than as a download) of a Sound Recording (or any part thereof)
delivered to an End User’s Personal Computer via the Internet from Licensee Servers, in compliance with
the Security Solution, whereby such transmission is contemporaneous or nearly contemporaneous with
the performance of, as applicable, the sound recording embodied therein, and which is not intended to be,
or capable of being, copied or stored on the End User’s Personal Computer (other than any ephemeral
copies used solely for caching or buffering purposes, and provided that such cached or buffered copies are
automatically deleted after being played). “Stream™ (as a noun) means the digital audio transmission
made in the process of Streaming, '

(w) “Territory” means the United States and its territories and possessions, including without
limitation Puerto Rico.
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(x) “Tier” means Tier One, Tier Two or Tier Three of the Licensee Music Service (as each is
defined on Exhibit A hereto). '

) “Warner Content” means all Warner Masters, Other Materials and any other materials
provided by or on behalf of Wamner to Licensee hereunder, in Wamer’s sole discretion. Warner Content
is provided to Licensee solely for Licensee’s use in accordance with this Agreement. Licensee shall
comply with any usage and other guidelines pertaining to the Warner Content that are made available to
Licensee by or on behalf of Warner from time to ti me, including without limitation any revisions to the
guidelines on Exhibit A hereto.

(2) “Warner Masters™ means those Sound Recordings identified on a list provided by Warner
to Licensee hereunder (which list Warner may vpdate from time to time, in its sole discretion), to the
extent that such identified Sound Recordings are wholly owned and/or controlled by Warner, are in
compliance with all applicable requirements provided by Warner and for which Warner has the right to
permit the uses hereunder, it being understood that Warner may include requirements (upon reasonable
notice to Licensee, including via xml feed) as to how each such Sound Recording is to be presented and
offered for use hereunder (e.g., sequence of Sound Recordings and/or inclusion of artwork), and which
are approved by Warner, in its sole discretion, solely for Licensee’s use in connection with the Licensee
Music Service.

(aa)  “Warner Share” means a fraction, the numerator of which is the total number of times -
that any Warner Masters incorporated into or made available through the applicable Tier is Streamed or
Cached Streamed by End Users during the applicable calendar month, and the denominator of which is
the total number of times that all Sound Recordings (including without limitation Warner Masters)
available in their entirety (i.e., not as clips) through such Tier are Streamed or Cached Streamed by End
Users during such calendar month. :

(bb)  “White Paper” means that document describin g the features, functionality, specifications
and other details of or relating to the Licensee Music Service as set forth on Exhibit B hereto.

2. License.

(a) Subject to all the terms and conditions of this Agreement, Warner hereby grants to
Licensee during the Term a non-exclusive, non-assignable, non-transferable, non-sublicensable (except to
Authorized Contractor(s) in accordance with this A greement) right and license; solely within the Territory,
to:

(i) store and reproduce Warner Content on Licensee Servers and Portable Devices,
solely as necessary for Licensee to exercise those rights set forth in Sections
2(a)(ii) through (iv) below;

(ii) allow End Users to Stream, Cache Stream and On-Demand Stream Wamer Masters
via the Licensee Music Service (as permitted by the applicable Tier) to Permitted
Devices in the Territory in their entirety (or part thereof, to the extent an End User
terminates a Stream, Cache Stream or On-Demand Stream prior to the end of the
applicable Wamer Master) solely in the manner set forth herein and in the format and \
structure designated by Warner;

(iii)  to permit End Users of Tier 2 to make a Conditional Download of a Stream or
Cached Stream while such End User is listening to such Stream or Cached Stream
and to playback such Conditional Download during the period in which such End
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User subscribes to Tier 2;

(iv)  to permit End Users of Tier 3 to have on demand control over any Stream or On
Demand Stream;

v) to permit End Users of Tier 4 to make a Conditional Download of an On Demand
Stream that has been requested by such End User and to playback such Conditional
Download during the period in which such End User subscribes to Tier 3,and to
have on demand control over any Stream, Cached Stream, Conditional Download
or On Demand Stream;

{vi)  subject to Warner’s prior written consent, on a case-by-case basis, digitize and
display Other Materials (A) on the Authorized Website, (B) via the Licensee Music
Service or (C) in other promotional communications sent directly from Licensee to
those End Users who have consented to such receipt, in each case, in the same size
and prominence as all other similar content in each such location or communication
and solely to promote the availability of Warner Masters via the Licensee Music
Service; and : '

(vii)  subject to Warner’s prior written consent, on a case-by-case basis, display in
connection with the Streaming of Wamner Masters as part of the Licensee Music
Service, (A) the names, logos and trade names of Warner, as such names, logos and
trade names appear on records which embody Warner Masters, (B) the album titles
for Warner Masters and the titles of the records which embody each Warner Master
and (C) the names of the artists whose performances are embodied in Wamner ‘
Masters referred to in subsection (B).

(b) Licensee will not edit, change or alter in any way any Warner Masters or Other Materials
provided by or on behalf of Warner hereunder without Warner’s prior written consent. Without limiting
the foregoing, the license granted herein does not include any adaptation (derivative work) rights or the
right to alter the fundamental character of any Warner Content.

{c) Without Warner’s prior written consent, Licensee: (a) shall ensure that all
Advertisements displayed on or in connection with the Licensee Music Service are not tied to any
individual recording artist or Sound Recording and are clearly distinguished from the performance of any
such Sound Recording; and (b) may not take any action, directly or indirectly, so as to imply an artist or
Warner endorsement, or artist or Warner commercial tie-in of any product or service, including, without
limitation, the Authorized Website or the Licensee Music Service.

(d) All rights not expressly conferred to Licensee are expressly reserved to Warner. For the
avoidance of doubt, Warner is not restricted from sales (either its own or via third parties) of Warner
Masters in any format or channel in the Territory. Except as expressly set forth herein, Licensee shall not
use or make available any Warner Masters, Other Materials or other property of Warner (including the
names and/or likenesses of any artist whose performances are embodied in Warner Masters), provided
that the foregoing shall not prevent Licensee from using any artist name or likeness embodied in any
Wamer Masters or Other Materials in any manner that does not require consent from Warner or any other
Person.

(e) Except as embodied in Warner Masters and/or Other Materials as provided 1o Licensee
and in other Sound Recordings or related artwork or other materials provided by or on behalf of other
record labels that are used in the Licensee Music Service, the Authorized Website, the Licensee Music
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Service and the Advertisements shall not contain content or engage in activities (and shall not frame, link
to, advertise, or otherwise endorse any other website or media that contains content or engages in
activities) that: (i) is or are unlawful, harmful, threatening, defamatory, obscene, harassing or
discriminatory; (ii) violate(s) or infringe(s) the rights of any third party (including intellectual property,
name and likeness and privacy/publicity rights); (iii) depict(s) sexually explicit images; (iv) promote(s)
violence, discrimination, illegal activities, or alcohol or tobacco products; or (v) in any manner which, in
Warner’s reasonable judgment, might subject Warner to unfavorable regulatory action, violate any
applicable laws, or subject Warner or any Warner Artist, to liability. ‘

6] For the avoidance of doubt, except as expressly set forth herein or otherwise agreed to by
Warner in advance in writing, nothing in this Agreement grants Licensee, nor does this Agreement
authorize Licensee to grant to any other Person (including without limitation any End User or any
Authorized Contractor), the right to: (i) host, display or use in any manner any Warner Masters (or
portions thereof) on the Licensee Music Service or otherwise; (ii) perform publicly, by means of digital
transmission or otherwise, any Warner Master; or (iii) Stream any Warner Master on a “pay-per-view” or
“pay-per-play” basis.

€3] Unless Warner agrees otherwise in writing during the Term, neither Licensee nor any
Authorized Contractor shall: (i) Stream (or encode to permit the Streaming of) Warner Masters at a
transmission rate greater than 128 kbps; (ii) license or otherwise authorize a third party to “deep link”
(providing a direct means to download or Stream a Sound Recording outside of the Licensee Music
Service) from outside of the Licensee Music Service for the purpose of Streaming a Warner Master; (iii)
except as permitted in Tiers 2, 3 and 4, permit any End User to make downloads of any Warner Masters;
or (iv) frame or otherwise superimpose Warner Masters into any other website, sublicense or “syndicate”
(as that term is commonly understood in the Internet marketing industry) Warner Masters to any third

party.

(h) Warner acknowledges that Licensee may use Authorized Contractors to-perform its
obligations hereunder in accordance with the provisions of this Agreement, provided that Licensee must
maintain control over, and retains liability hereunder for all such obligations, including, without
limitation, all Fulfillment Activities. Licensee shall cause each Authorized Contractor to abide by the
terms and conditions of this Agreement applicable to Licensee (regardless of whether Authorized
‘Contractors are expressly covered by such obligation). If any Authorized Contractor takes any action or
omits to take any action that would breach this Agreement if it were Licensee: (i) Licensee shall
promptly notify Warner of same; (ii) upon notice to Licensee from Warner, Licensee shall immediately
cease providing any Warner Content to such Authorized Contractor and cease permitting such Authorized
Contract to perform Licensee’s obligations hereunder, and such entity shall cease to be an “Authorized
Contractor” hereunder; and (jii) Licensee shall be deemed to be in breach of this Agreement as if such
action or omission were or were not taken by Licensee.

3. Warner’s Rights and Obligations.

(a) Warner shall provide Licensee with all Warmer Masters in WMA format at a bit rate of
128 kbps and AAC+V2 format at a bit rate of 30 kbps and 44 kbps, or other mutually agreed format(s) .
Warner shall provide Licensee a list of Warner Masters that may be used as part of the Licensee Music
Service in accordance with the terms and conditions hereunder, and may update it from time to time
during the Term in its sole discretion.

(b) Warner shall be responsible for the following: (i) all artist royalties, producer royalties or
other record royalties payable to artists and producers and other record royalties, costs, fees or other
charges payable to third parties in the Territory resulting from agreements made between Warmer and the
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relevant performing artists or producers pertaining to Licensee’s authorized use of Wamer Masters
hereunder; and (ii) payments that may be required hereunder pursuant to the American Federation of -
Musicians (AFM) and/or the American Federation of Television and Radio Artists (AFTRA) collective
bargaining agreements applicable to Wamer. For the avoidance of doubt Warner shall have no
responsibility for obtaining any licenses or permissions to use, or for paying any royalties, fees or other
payments (A) for the use of any musical compositions underlying the Warner Content (including, without
limitation, mechanical rights and public performance rights) or (B) not expressly assumed by Warner in
this Section 3(b), all of which are Licensee’s sole responsibility.

(c) Warner may terminate Licensee’s prospective rights to use any Warner Content and/or
Other Materials at any time by notifying Licensee in writing, Upon receipt of such notice, Licensee shall:
(i) cease to offer such materials on a prospective basis as promptly as possible, but in no event later than
two (2) days following receipt of notice; and (ii) promptly following such notice, return to Warner or
destroy, at Warner’s option and in accordance with Warner’s instructions, such Warner Content and/or
Other Materials (including, without limitation, from Licensee Servers).

(d) Each Party will designate a single contact person to address all technical, marketing or
other business issues (other than accounting as contemplated by Exhibit C hereto) relating to this
Agreement.

4, Licensee’s Security.

(a) Licensee shall at all times during the Term use mutually-agreed, robust “state of the art”
(i.e., best available) practices and systems (including without limitation the Security Solution, which the
parties agree is deemed acceptable under this Section 4(a) as of the Effective Date of this Agreement) to
enforce the territorial, use and other restrictions of this Agreement and to prevent and take prompt and
proper remedial action against unauthorized physical or electronic access, copying, modification or
distribution of Wamer Content, including without limitation the sharing of any End User accounts. In no
event shall Licensee modify any part of the Licensee Music Service or its functionality in a manner that
would impair the security of Warner Content or otherwise limit any of Warner’s rights or Licensee’s
obligations hereunder. If there is any commercial release of any upgrade, update, repair, patch, new
release or modification to software or technology that could materially improve the Security Solution,
Licensee shall notify Warner and add it to the Licensee Music Service to the extent commercially
practicable.

(b) Licensee shall operate the Licensee Music Service with functionality and features
consistent with the description set forth in Exhibit A hereto. Licensee will use comnercially reasonable
efforts to ensure that all End Users are located within the Territory, which may include the following: (i)
verify that the End User has an IP address in the Territory through a reverse domain procedure or similar
verification system pre-approved by Warner in writing; and/or (ii) verify that the End User’s mailing
address as reflected in the files of the financial institution providing such End User’s credit card is located
within the Territory. Warner may, on its own or through an independent firm, conduct a technical audit of
the Authorized Website and Licensee Music Service (including related technical systems, servers, content
preparation and functionality) one (1) time per year (or more often, if justified under the circumstances)
during reasonable business hours and upon reasonable notice to ensure Licensee’s compliance with this
Agreement. Licensee shall promptly procure any and all rights and permissions, documentation and
availability of personnel of Licensee or any Authorized Contractor necessary for Wamer to exercise its audit
rights hereunder.

T™ 17391-1 7

SXW3_00021461



EXECUTION COPY

5. Licensee’s Obligations.

(a) If Warner, in its sole discretion, requests a parental advisory warning due to explicit
lyrics or otherwise for a particular Warmer Master, Licensee shall clearly disclose such warning to End
Users immiediately prior to their playing of the applicable Warner Master. If Warner, in its sole
discretion, provides a copyright notice for Warner Masters or Other Materials, Licensee shall include such
notice so it can be readily viewed by End Users. Licensee shall take ail commercially reasonable steps to
ensure that Warner Content contains any current and future signals, identifying codes, watermarks, copy
protection codes and similar content or features provided by Warner. Licensee shall institute systems to
read any unique identifiers to Warner Masters contained in the Warner Content. Licensee shall not cover,
impair or alter in any way any watermark (or similar item) in Warner Masters.

(b) The Licensee Music Service will display the track title and name of the artist for each
Warner Master during the playing thereof by an End User,

(c) Licensee will comply with all applicable Laws'in its performance of its obligations and
exercise of its rights under this Agreement and the operation of its business relating thereto. Licensee
shall require all End Users (except for End Users accessing the Service through the Authorized Website
for the first 24 hours only prior to registration for an End User account), prior to delivery of any Warner
Masters or Other Materials hereunder, to agree to “Terms of Use” that: (i) require End Users to comply
with all applicable Laws in their use of Warner Masters and to protect Warner’s rights therein; (ii) state
that End Users are not granted any commercial, sale, resale, reproduction, distribution or promotional use
rights for Warner Masters; and (iii) state that certain Sound Recordings provided through Licensee’s
Music Service may contain explicit Iyrics and that parents of minors should be.advised of the same.
Licensee shall provide Warner with its End User “Terms of Use” which shall be at least as protective as
this Section 4(c) and the terms and conditions on Exhibit A hereto. Licensee shall, on a regular basis,
-monitor End User activity to ensure compliance with such “Terms of Use.”

(d)  Except as expressly assumed by Warner in Section 3(b) hereof, Licensee shall obtain and
pay for all licenses, rights, permissions and consents and pay all costs relating to the exercise of its rights
and performance of its obligations under this Agreement and all Fulfillment Activities, including, without
limitation: (i) royalties payable for the performance, reproduction or any other rights in or to musical
compositions underlying Warner Masters; (ii) all promotional activities conducted by or on behalf of
Licensee; (iii) all activities after Licensee receives any Warmner Content, including encoding, hosting and
serving such Warner Content; and (iv) obtaining all other rights, clearances and consents relating to any
of the foregoing. As between Wamer and Licensee, Licensee shall be responsible for obtaining all
licenses necessary for the operation of the Licensee Music Service (except as expressly assumed in
Section 3(b) hereof). Warner agrees to use commercially reasonable efforts to assist Licensee in
obtaining publishing consents and licenses in the Territory, provided that (A) Wamer shall have no
obligation to pay any costs associated with such consents and licenses and (B) Licensee will reimburse
Warner for all reasonable expenses incurred by Warner in assisting to obtain such consents and licenses.

(e) Licensee shall not release any Warner Master to any End User prior to the release date
designated by Warner. Licensee will not utilize or leverage any Warner Masters or Other Materials
provided by Warner hereunder in connection with any offer other than the Licensee Music Service, and
all such materials shall only be made available, as permitted hereunder, from those areas of the
Authorized Website dedicated to the Licensee Music Service or the Licensee Servers for the Tiers
_ accessed through a Portable Device.

® During the Term of this Agreement and for one (1) year thereafter, Licensee shall
maintain in full force and effect, at its own expense, Internet media liability, network security liability or
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other suitable insurance with limits of no less than five million dollars ($3,000,000.00) per claim and five
million dollars (33,000,000.00) as an annual aggregate to cover technology errors and omissions and
negligent acts, with worldwide coverage including, without limitation, loss of data, theft of personal
information or Warner Content resulting from hacker attacks or viruses, breaches of security,
unauthorized access, credit card liability or other similar loss to Wamer (the “Policy™). The Policy shall
- be with a licensed insurance company with a Best’s Rating of no less than A-VIII. Within thirty (30)
days from the Effective Date, Licensee shall submit to Warner a certificate of insurance naming Warner,
its subsidiaries, affiliates and assigns as additional insured parties, and requiring that the insurer not
terminate or materially modify such policy without written notice to Warner at least twenty (20) days in
advance thereof. For the avoidance of doubt, insurance required by Warner hereunder shall in no way
reduce or limit Licensee’s actual obligation to indemnify and defend Wamer for claims, suits or
allegations brought as a result of, or as related to the performance of this Agreement.

() For the avoidance of doubt, (i) all terms set forth herein regarding restrictions on the use
of Wamer Content, including, without limitation, the content usage rules set forth herein and (ii) the
economic terms, shall be applicable to ail end users of the applicable Tier of the Licensee Music Service,
regardless of whether such end user is considered an “End User” under this Agreement. Payment for such
use of Warner Masters shall not relieve Licensee of its obligations hereunder or constitute a waijver by
Warner of any rights and remedies it may have under law or equity.

(h) By June 2008, Licensee shall implement a feature whereby Tier 2 customers may access
via their Personal Computers a list of tracks saved to such customers’ Portable Devices via the “Heart”
button, accompanied by the ability to immediately purchase and download such tracks.

6. Promotional Opportunities.

(a) To the extent that Licensee communicates marketing news and information (via emails or
otherwise) to End Users as part of the provision of the Licensee Music Service, Licensee will, at Warner’s
request, communicate marketing news (e.g., announcements regarding new releases of Warner Masters)
and information regarding Warner Artists designated by Warner to End Users who have opted to receive
such emails or other communications. ‘

(b) If the Licensee offers Promotional Opportunities to other providers of recorded music
content to the Licensee Music Service, Licensee shall offer to Warner on a gratis basis Warner’s Album
Market Share of such Promotional Opportunities on appropriately similar terms. “Album Market Share”
means the proportionate share as determined by reference to the number of albums sold by Warner as
compared to the number of albums sold by each other Person that is also a provider of recorded music
content to the Service in the Territory during the preceding calendar month, in each case, as reported by
SoundScan (or another provider of reasonably comparable sales data with reasonably equivalent
authority, accuracy and reliability in the event that SoundScan ceases publication of such information).
As used herein, “Promotional Opportunities” means, individually and collectively, features, placements,
and banner ads.

()  During the display, playback or other viewing via the Licensee Music Service of each
Warner Master and from each area of the Authorized Website where artist, album title and/or song title
information for any Warner Master is made available, at Warner’s request, Licensee shall include: (i)a
direct link to the applicable Warner artist website as designated by or on behalf of, and provided by,
Warner to Licensee; and (ii) prominently-placed buttons or links in the Licensee Music Service that seek
to encourage End Users to purchase the applicable Warner artist’s album or digital download from one or
more legally operating third-party providers. In connection with subsection (ii), and while a Warner
Master is being Streamed, Licensee shall, at a minimum, provide a link to buy the related album or digital
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download. The link requirements provided in subparagraph 6(d)(i) shall not apply to.a Portable Device to
the extent such type of display is not then generally supported, for which similar requirements shall be
mutually agreed upon by Warner and Licensee.

(d) On a weekly basis commencing as of the date that is ninety (90) days after the Effective
Date, Licensee will deliver to Warner Aggregate Information compiled by Licensee in connection with
the Service in form and format to be mutually agreed upon. For the purposes of this Section 6(e),
“Aggregate Information” shall mean information concerning the usage habits, patterns and/or
demographic classification of an End User as a group but which does not specify the identity of any
individual End User. Subject to applicable Laws and Licensee’s privacy policy that has been provided to
Warner, and to the extent, in Slacker’s sole discretion, End Users are provided with the opportunity to
“opt in” to sharing their email addresses with third parties, commencing as of the date that is ninety (90)
days after the Effective Date, upon Wamer’s request, Licensee shall furnish Warner with, in a medium
and format mutually agreed upon by Warner and Slacker, (i) the identity, time and date of each Warner
Master Streamed via the Licensee Music Service and (ii) the following information relating to each End
User: (A) age; (B) gender; (C) zip/postal code; (D) email address; and (E) any additional information
relating to End Users or the use of Warner Masters of a type that Licensee provides to any other record
companies, on at least the same terms and conditions as it is provided to such other record companies,
provided that information with respect to other record company sales shall be provided to Wamer on an
anonymous, aggregate basis (such subsections (i) and (ii), collectively, “End User Data”). Licensee shall
notify Warner of any proposed changes to its privacy policy at least ten (10) days in advance of
implementing any such changes.

(e) For purposes of this Agreement, “Warner Information” means information collected in
connection with or otherwise concerning Warner Content or Warner artists (whether or not such
information personally identifies any End User(s)), including without limitation any End User Data.

¢3) If Licensee wishes to disclose Warner Information to or use Warner Information for the
benefit of any third party (including without limitation any affiliate of Licensee), or commercially exploit
the Wamner Information, Licensee must seek Warner’s prior written approval, which Warner may provide
or withhold in its sole discretion. In the event that any such use or disclosure is approved by Warner,
Licensee shall provide to Warner at no charge any copy of Warner Information provided to third parties
or otherwise used by Licensee, to the extent that such Warner Information has not already been provided
to Warner hereunder. Except as otherwise required by applicable Law, Licensee shall maintain a copy of
the Warner Information for a minimum of two (2) years following the termination or expiration of this
Agreement (or such longer period as reasonably requested by Warner).

(& For the avoidance of doubt, End User Data and Warner Information shall be deemed to
constitute the Confidential Information (as defined below) of Licensee hereunder, provided that such
information may be used for the additional purposes of marketing of Warner Masters to End Users and
internal research for marketing and business development purposes.

7. Royalties.

{(a) Within ten (10) days after the Effective Date, Licensee shall remit to Warner a non-
refundable, non-recoupable content preparation and delivery fee of twenty-five thousand dollars
($25,000.00) for Warner’s preparation and delivery of Warner Masters hereunder. For each Renewal
Term, if any, Licensee shall remit to Warner a non-refundable, non-recoupable content preparation and
delivery fee of one thousand six hundred sixty-six dollars and sixty-seven cents ($1,666.67), on the first
day of each such Renewal Term.
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(b) Within ten (10) days after the Effective Date, Licensee shall remit to Warner a non-
refundable, advance payment in the amount of five hundred thousand dollars ($500,000.00), which
amount shall be fully recoupable from the fees set forth in Section 6(c) hereof (the “Service Fees™)
hereunder. For each Renewal Term, if any, Licensee shall remit to Warner an additional advance
payment in the amount of thirty-three thousand, three hundred thirty-three dollars and thirty-three cents
(833,333.33) on the first day of each such Renewal Term, which amount shall be fully recoupable against
future Service Fees under Section 6(c) hereof.

(c) From March 14, 2007 through the duration of the Term, for each calendar month (or
portion thereof), Licensee shall pay to Warner the following amounts:

(i) Fees for End Users of the Tier 1 (Basic Radio Service). The greater of:

(1) Per Play Fees. The product of (x) One Hundred Thirty Percent (130%) of the
then-prevailing “statutory rate” payable by so-called “large commercial
webcasters” making digital public performances of sound recordings by
means of eligible nonsubscription transmissions and for the making of
ephemeral copies in furtherance of those digital public performances
pursuant to the statutory licenses under 17 U.S.C. Sections 112 and 114,
respectively (and the implementing regulations thereunder).that is expressed
as a “per play” basis, multiplied by (y) the total number of times that any
Warner Masters incorporated into or made available through Tier | is
Streamed or Cached Streamed by End Users during the applicable calendar
month for more than thirty (30) consecutive seconds; or

(2) Gross Revenues. The product of (x) the Warner Share multiplied by (y)
twenty-two and one-half percent (22.5%) of Tier 1 Gross Revenues in the
applicable month,

(ii) Fees for End Users of Tier 2 (Premium Radio Service). The greater of:

(1) Per Play Fees. The sum of (A) and (B), as follows: (A) equals the product of
(x) One Hundred Fifty Percent (150%) of the then-prevailing “statutory rate”
payable by so-called “large commercial webcasters” making digital public
performances of sound recordings by means of eligible nonsubscription
transmissions and for the making of ephemeral copies in furtherance of those
digital public performances pursuant to the statutory licenses under 17 U.S.C.
Sections 112 and 114, respectively (and the implementing regulations
thereunder).that is expressed as a “per play™ basis, multiplied by (y) the total
number of times that any Warner Masters incorporated into or made
available through Tier 2 is Streamed or Cached Streamed by End Users
during the applicable calendar month for more than thirty (30) consecutive
seconds (excluding Warner Masters covered in (B)); and (B) equals the total
number of times that any Warner Masters incorporated into or made
available through Tier 2 that have been captured via the “Save Feature”
described in Section Il of Exhibit A attached hereto are Streamed or Cached
Streamed by End Users during the applicable calendar month for more than
thirty (30) consecutive seconds multiplied by (b) One and Fifteen One
Hundredths Cents (US$0.0115); or
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(2) Gross Revenues. The product of (x) the Warner Share multiplied by (y)
thirty percent (30%) of Tier 2 Gross Revenues in the applicabie month; or

(3) Per Subscriber Fee. The product of (x) the Warner Share multiplied by (y)
the number of End Users of Tier 2 during such month multiplied by (z) Two
Dollars and Twenty-Five Cents (US$2.25).

(iiiy  Fees for End Users of Tier 3 (On Demand for Personal Computer Only Service),
The greater of: . '

(1) Gross Revenues. The product of (x) the Warner Share multiplied by (y) fifty
percent (50%) of Tier 3 Gross Revenues in the applicable month;

(2) Per Subscriber Fee. The product of (x) the Warner Share multiplied by (y)
the number of End Users of Tier 3 during such month multiplied by (z) Five
Dollars (US$5.00); or

(3) Per-play Fees. One cent (US$0.0)) multiplied by the total number of times
that any Warner Masters incorporated into or made available through Tier 3
is Streamedor On-Demand Streamed by End Users during the applicable
calendar month for more than thirty (30) consecutive seconds.

(iv)  Fees for End Users of Tier 4 (On Demand Portable Service). The greater of:

(1) Gross Revenues. The product of (x) the Wamer Share multiplied by (y) fi
y Ly
percent (50%) of Tier 4 Gross Revenues in the applicable month;

2) Per Subscriber Fee. The product of (x) the Wamer Share multiplied by (y)
the number of End Users of Tier 4 during such month multiplied by (z)
Seven Dollars and Fifty Cents (US$7.50); or

(3) Per-play Fees. One cent (US$0.01) multiplied by the total number of times
that any Warner Masters incorporated into or made available through Tier 4
is Streamed, Cached Streamed or On-Demand Streamed by End Users during
the applicable calendar month for more than thirty (30) consecutive seconds.

(d) All calculations with respect to amounts payable to Warner hereunder shall be made by
carrying out all fractional amounts to the fourth digit following the decimal point, completing the
necessary additions, and then rounding to the nearest penny (i.e., no number should be rounded to the
nearest penny prior to the completion of all necessary additions).

(e) All payments hereunder shall be in U.S. dollars and made by check, wire or ACH.
Payments made by check can be sent via regular mail to Warner/Elektra/Atlantic Corporation Dept.
CH10125, Palatine, Hlinois 60055-0125 or via overnight delivery to Mellon Bank Chicago Regional,
Lockbox 5505, North Cumberland Avenue, Suite #301, Chicago, lllinois 60656, Attention: Lockbox
#10125. Payments made via wire or ACH should be sent to Mellon Financial Corporation ABA )
#043000261, for the Account: Warner/Elektra/Atlantic Corporation, 3400 West Olive Avenue, Burbank,
California 91505, Account Number: 070-1325, Lockbox Number: 500005. Licensee will pay a finance
charge of one and one-half percent (1%4%) per month, or the maximum rate permitted by law, whichever
is less, from the date that any payment was first due under the Agreement until the date such payment is
made; or (ii) the maximum rate of interest allowed by applicable Law, whichever is less.
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69} Licensee shall collect, bear and pay any and all taxes, duties and customs of any kind,
however designated, levied or based in any way anywhere in the Territory upon the sale or resale of any
products or provision of services by Licensee, including, for the avoidance of doubt and without
limitation, all sales, use, excise, purchase, value added or similar taxes (other than U.S. federal and state
income taxes payable by Warner on monies earned by Warner hereunder). Licensee shall execute any
documents Warner may deem necessary or desirable to evidence Licensee’s liabi lity for such taxes. If
any claim is made against Warner for such taxes, Licensee shall indemnify and hold Warner harmless for
any liability for such sums and shall promptly remit to Warner such sums together with any penalties and
interest assessed. ‘

® All payments hereunder made by Licensee to Warner shall be made free and clear of, and
without deduction or withholding for or on account of any and all taxes, levies, imposts, duties, charges,
fees, deductions or withholdings now or hereafter imposed, levied, collected, withheld or assessed by any
governmental authorities, 1f any taxes, levies, imposts, duties, charges, fees, deductions or withholdings
are required to be withheld or deducted from any amounts payable to Warner hereunder (expect with
respect to any U.S. income tax liability against Warner for amounts paid to Warner hereunder), the
amounts so payable shall be increased to the extent necessary to yield to Warner the full amount specified
hereunder.

¢h) Licensee will, and if applicable, will cause all Authorized Contractors to, maintain and
preserve in its principal place of business, during the Term and for at least three (3) years thereafter,
complete and accurate records of accounts and other records pertaining to its obligations hereunder
(“Licensee Records™). At Warner’s expense, and during reasonable business hours and upon reasonable
notice, Warner may select an independent firm to audit the Licensee Records once during each successive
twelve (12) month period beginning on the Effective Date (“Audit”). In the event that an Audit reveals an
underpayment by Licensee hereunder, Licensee shall, without limitation of Warner’s other rights and
remedies, promptly pay to Warner such underpayment, together with interest thereon as calculated in
accordance with this Agreement; and, in the event that such underpayment exceeds five percent (5%) of .
any payment obligations during such period covered by the Audit, Licensee shall, in addition to paying
Warner such underpayment and interest, (i) reimburse Warner for all reasonable costs of the audit,
including, without limitation, accountants’ fees and attorneys’ fees incurred in accordance with this
Section 6(h) and (ii) permit Warner to conduct an additional Audit of Licensee’s accounts and records in
accordance with this Section 6(h) during the same twelve (12) month period.

8. Reporting.

(a) Within ten (10) days after each calendar month, Licensee shal deliver to Warner,
together with the related payments, statements showing, in a clearly understandable manner and in
reasonable detail as may be necessary to calculate the amounts owed to Warner hereunder (and broken
down on a Tier-by-Tier basis): (i) the total number of plays of Warner Masters during the applicable
calendar month and year-to-date, collectively as well as separately on a Warner Master-by-Warner Master
basis and identified using any code or other designation assigned by Warner (e.g., POID, ISRC, UPC or
Grid #); (ii) the total Service Fees; (iii) Licensee’s total Gross Revenues during the applicable calendar
month and year-to-date; (iv) the total number of End Users; (v) any other category of information relating
to End Users or their use of Warner Masters as is provided by Licensee to any other music company or
record label on the same terms and conditions as such information is provided thereto, and the same data
on an anonymous aggregate basis (e.g., no sound recordings, music companies or record labels other than
Warner will be identified) for all other music companies or record labels with Sound Recordings used in
the Licensee Music Service; (vi) all other information reasonably necessary to calculate the Service Fees
hereunder (e.g., the total number of plays of all Sound Recordings); and (vii) any additional information
that Warner requires to fulfill any third party reporting or auditing obligation. Such statements shal} be
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provided to Warner in a mutually agreeable format necessary to satisfy Warner’s reporting or auditing
obligations to third parties and in a manner that is compatible with Warner's royalty accounting systems.
The current version of such format is set forth on Exhibit C hereto.

(b) Commencing as of the date that is ninety (90) days after the Effective Date, on a weekly
basis during the Term, Licensee shall provide to Warner throu ghout the Term, unofficial “flash” reports
setting forth for the previous week Streams of Sound Recordings made as part of the Licensee Music
Service from Licensee Servers in a form and format to be mutually agreed upon, including at a minimum
the average number of tracks saved via the “Heart” button by Tier 2 customers on each applicable
Permitted Device.

(c) . At Warner’s request, at six (6) month intervals from the Effective Date during the Term,
Licensee will present to Warner the general strategic marketing plans for the Licensee Interactive Service
that Licensee plans to implement for the next six (6) months (the “Marketing Plans”). Licensee will give
Warner a meaningful opportunity to comment and reasonably consult on the Marketing Plans.

(d) Licensee shall conduct comprehensive research and testing to better understand consumer
preferences related to the music experience of the Licensee Interactive Service.

(e) Licensee shall not determine or otherwise set charges or other consideration for
Advertisements or advertising-related services, or otherwise structure its business, so as to reduce the
amounts that Warner would otherwise receive from Licensee hereunder.

9. Ownership. The parties acknowledge that, as between the Parties, all right, title and interest in
the Warner Content (including, without limitation, all intellectual property rights therein; any digitized
files produced by Licensee hereunder; the physical and tangible embodiments thereof: and all intellectual
property rights in the foregoing) are and shall remain the sole property of Warner. Licensee shall not
contest or assist others in contesting the validity of any property or intellectual property rights owned by
Warner pursuant to this Section 9 or otherwise. Notwithstanding anything in this Agreement to the
contrary, (a) Licensee shall take possession of Warner Content (including any copy thereof) only for the
purpose of facilitating the use of Warner Masters via the Licensee Music Service in accordance with the
terms and conditions set forth herein and (b) Licensee shall not be deemed to have taken ownership of or
title to any Warner Content (including any copy thereof).

10. Term; Termination.

(a) The initial term of this Agreement shall commence on the Effective Date and expire
fifteen months thereafter (the “Initial Term”™), unless sooner terminated pursuant to the terms of this
Agreement. This Agreement shall renew automatically for additional successive renewal terms of one )]
month each (each, a “Renewal Term™), unless either party gives notice of non-renewal to the other party
at least one (1) month prior to the expiration of the then-current Initial Term or Renewal Term or unless
sooner terminated pursuant to the terms of this Agreement (the Initial Term and any Renewal Terms,
collectively, the “Term™). ’

(b) Warner may terminate this Agreement, effective upon written notice to Licensee, in the
event of: (i) Licensee’s failure to comply with the payment obligations set forth in Section 7 above and
fails to cure such non-compliance within ten (10) days after written notice; (ii) Licensee’s use or allows
the use of the Warner Content (or any part thereof) other than as expressly authorized herein and the same
is not cured within five (5) business days; (iii) Licensee’s breach of Section 14(f) hereof’, (iv) Licensee
repeatedly fails to remove Warner Masters or Other Materials from the Authorized Website and/or
Licensee Music Service pursuant to Section 3(c) hereof, notwithstanding Licensee’s cure of such breach;
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(v) if Licensee fails to maintain a mechanism that permits Licensee to count reliably the number of
Streams of Sound Recordings made through the Licensee Music Service so that Warner may reliably
audit such count; or (vi) the termination of any other agreement between Licensee and Warner by Warner
prior to the expiration of the term thereof due to a breach of such agreement by Licensee.

(c) Each Party may terminate this Agreement, effective upon written notice to the other
Party, if the other Party: (i) materially breaches any of the provisions of this Agreement and fails to cure
same within thirty (30) days after written notice; or (ii) is unable to pay its debts when due, makes any
assignment for the benefit of creditors, files any petition under the bankruptcy or insolvency Laws, has a
receiver or trustee to be appointed for its business or property, or is adjudicated bankrupt or insolvent.

(d) Upon any expiration or termination of this Agreement, (i) Licensee shall immediately
cease exercise of its rights under Section 2(a) hereof and shall, at Warner’s option, promptly destroy or
return all materials pertaining to same, including all copies thereof, that are in Licensee’s possession or

“subject to its control (including, without limitation, in the possession or control of Authorized
Contractor(s)); and (ii) Sections 1, 2(d), 5(f), 6(g), 8,9, 10(d), 12, 13 and 14 shall survive any such event.
For the avoidance of doubt, any Streams of Warner Masters made by Licensee in violation of the terms of
this Agreement or after the expiration or termination of this Agreement for any reason shall be fully
subject to, among other things, Warner’s rights under 17 U.S.C. § 106(6) and the remedies in 17 U.S.C.

§ 501 et seq. Expiration of the Term or earlier termination of this Agreement will not relieve Licensee of
Licensee’s obligation to pay Service Fees for the periods prior thereto in accordance herewith.
Notwithstanding the foregoing, Licensee need not destroy the digital files embodying Warner Masters for
which Licensee has otherwise procured, by agreement with Wamer or by law, all rights required by law
(e.g., in connection with DMCA-compliant webcasted radio), and to the extent such rights include the
right to use such digital files, so long as Licensee provides Warner with satisfactory evidence of such
rights. Notwithstanding the foregoing, after termination of this Agreement, (i) if use of the digital files is
contemplated under DMCA-compliant webcasted radio regulations, Licensee shall operate such radio
service at a minimum in compliance with 17 U.S.C. § 114 and § 112 with respect to ephemeral copies,
and (ii} the right not to destroy the digital files embodying Wamner Masters is not intended to enlarge the
scope of Licensee’s rights under 17 U.S.C. § 112 or the DMCA.

11. Representations and Warranties.

Each Party represents and warrants that it has the right, power and authority to enter into this Agreement
and to fully perform its obligations hereunder. EXCEPT FOR THE FOREGOING SENTENCE, WARNER MAKES
NO REPRESENTATIONS OR WARRANTIES, EXPRESS OR IMPLIED, WITH RESPECT TO THIS AGREEMENT OR
THE WARNER CONTENT, AND EXPRESSLY DISCLAIMS ALL SUCH REPRESENTATIONS AND WARRANTIES,
INCLUDING ANY WITH RESPECT TO TITLE, NON-INFRINGEMENT, MERCHANTABILITY, VALUE, RELIABILITY
OR FITNESS FOR USE. WITHOUT LIMITING WARNER’S OBLIGATIONS AS SET FORTH IN SECTION 12 BELOW
AND EXCEPT AS EXPRESSLY SET FORTH HEREIN, LICENSEE’S USE OF WARNER MASTERS OR OTHER
MATERIALS IS AT ITS OWN RISK ON AN “AS 1S” BASIS.

12. Indemnification.

(a) Warner will defend at its expense, indemnify and hold harmless Licensee and its affiliates
and their respective directors, officers, employees, agents and representatives (“Related Parties”) from
any loss, liability, damage, award, settlement, Jjudgment, fee, cost or expense (including reasonable
attorneys’ fees and costs of suit) (“Losses™) arising out of or relating to any third-party (other than
Authorized Contractors or other parties acting on behalf of Licensee) claim, allegation, action, demand,
proceeding or suit (“Action™) against any of them that arises out of or relates to, and to the extent not
- covered under Licensee Actions: (i) any breach by Warner-of this Agreement or its representations,
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warranties and covenants hereunder; or (ji) any claim that Licensee’s use of the Warner Masters as
-explicitly authorized by this Agreement infringes the intellectual property rights of a third party (“Warner
Actions™),

(b) Licensee will defend at its expense, indemnify and hold harmless Warner and its affiliates
and their respective Related Parties from any Losses arising out of or relating to any third-party Action
against any of them that arises out of or relates to, and to the extent not covered under Warner Actions:

(i) any breach by Licensee of this Agreement or its representations, warranties and covenants hereunder;
(i1) Licensee’s operation of its business; or (iii) any claim that Licensee’s use of the Warner Content,
other than as explicitly authorized by this Agreement, infringes the rights of a third party (“Licensee
Actions™). .

(c) The indemnified Party will promptly notify the indemnifying Party in writing of any
Action and promptly tender its defense to the indemnifying Party. Any delay in such notice will not
relieve the indemnifying Party from its obligations to the extent it is not prejudiced thereby. The
indemnified Party will cooperate with the indemnifying Party at the indemnifying Party’s expense. The
indemnifying Party may not settle any Action in a manner that adversely affects the indemnified Party
without such Party’s consent (which shall not be unreasonably withheld or delayed). The indemnified
Party may participate in its defense with counsel of its own choice at its own expense.

(d) EXCEPT WITH RESPECT TO (Y) DAMAGES AWARDED OR PAID IN SETTLEMENT TO THIRD
PARTIES UNDER THE INDEMNIFICATION OBLIGATIONS OF SECTION 12, AND SECTION 13(A) HEREOF AND
(Z) WILLFUL, INTENTIONAL OR GROSSLY NEGLIGENT BREACHES OF SECTION 2(D) HEREOF, NEITHER
PARTY WILL BE LIABLE TO THE OTHER PARTY FOR SPECIAL, INDIRECT, CONSEQUENTIAL, STATUTORY,
EXEMPLARY, PUNITIVE OR INCIDENTAL DAMAGES (INCLUDING LOST PROFITS OR GOODWILL, BUSINESS
INTERRUPTION AND THE LIKE) RELATING TO THIS AGREEMENT, EVEN IF IT HAS BEEN ADVISED OF THE
POSSIBILITY OF SUCH DAMAGES. EXCEPT WITH RESPECT TO DAMAGES AWARDED OR PAID IN
SETTLEMENT TO THIRD PARTIES UNDER THE INDEMNIFICATION OBLIGATIONS OF SECTION 12, IN NO
EVENT WILL WARNER’S TOTAL LIABILITY FOR A DISPUTE RELATING TO THIS AGREEMENT EXCEED THE
SERVICE FEES RECEIVED BY WARNER FROM LICENSEE UNDER THIS AGREEMENT DURING THE TERM.

13. Security; Confidentiality.

(a) Licensee shall use diligent efforts to prevent any unauthorized copying of Warner
Masters or Other Materials, including, without limitation, by implementation of the Security Solution. If
Licensee becomes aware of any infringement or misuse of the Warner Content, it shall promptly notify
Warner and fully cooperate with Wamer to remedy same, at Licensee’s expense. With respect to End
Users accessing the Licensee Music Service via such End User’s Personal Computer, such End User may
only Stream Warner Masters when such End User is logged onto his or her End User account, using a
unique user name and password, provided that the foregoing shall not be required during the first 24 hours
with respect.to Tier 1. Except with respect to copies residing on Portable Devices, Licensee shall restrict
access to all physical or tangible copies of Warner Content solely to essential personnel who are informed
of and accept the terms of this Agreement and shall store such items or any hardware or media embodying
them in a secure location. 1f any security breaches occur in connection with this Agreement, the parties
shall promptly consult with each other and all applicable third parties and shall cooperate in all
appropriate remedial actions. If a security breach that is system-wide, material or otherwise adverse to
Warner occurs, Warner may suspend Licensee’s rights under Section 2(a) until such breach is remedied.
Licensee shall not through its business practices or otherwise take any action that would compromise the
efficacy or the security of the Security Solution or the Warner Content distributed hereunder. For the
avoidance of doubt, Warner Masters will not be accessible or usable outside the Licensee Music Service.
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b) Neither Party shall disclose, share, communicate or provide access to any non-public,
confidential or proprietary information of the other Party including the terms of this Agreement and any
confidential information concerning the other Party’s business, finances, plans, customers, technology
and products) that it learns in connection with this Agreement (“Confidential Information™) to anyone
other than its employees, directors, consultants or Authorized Contractors who need to know such
Confidential Information to exercise such Party’s rights or to perform such Party’s obligations hereunder
and who are obligated to comply with confidentiality provisions no less restrictive than those set forth in
this Agreement, or as may be necessary to support third party reporting, royalty or audit obli gations (e.g.,
imposed by Warmer artists, publishers or otherwise). Neither Party shall use the other Party’s
Confidential Information, except as required to exercise such Party’s rights or perform such Party’s
obligations hereunder. Confidential Information shall not include any information which: (i) is or
becomes publicly known other than from a breach of this Agreement; (ii) is independently developed or
obtained by the receiving Party from another legitimate source; or (iii) is required to be disclosed by Law
or the rules of any nationally recognized stock exchange, provided that the receiving Party shall promptly
inform the disclosing Party of any such requirement and cooperate with any attempt to procure a
protective order or similar treatment. Licensee shall not make or issue any public statement or press
release regarding this Agreement or its subject matter without the prior written approval of Warner.

14, General Provisions.

(a) Independent Contractors. Warner and Licensee are independent contractors, and shall
not be deemed partners, franchisees, agents or joint venturers of each other. Neither Party will have any
right or authority to obligate or bind the other Party in any manner whatsoever.

(b) No Third-Pariy Beneficiaries. Nothing in this Agreement shall confer upon any person
any legal or equitable right, benefit or remedy of any nature whatsoever under or by reason of this
Agreement, and ne person (including End Users or Authorized Contractors) shall be deemed a third party
beneficiary under or by reason of this Agreement.

(©) Entire Agreement; Amendment. This Agreement, including all Exhibits hereto,
constitutes the entire agreement between the Parties concerning the subject matter hereof and supersedes any
prior understandings and agreements among the Parties with respect thereto. There are no representations,
warranties, terms, conditions, undertakings or collateral agreements, expressed, implied or statutory, between
the Parties related to the subject matter hereto other than as expressly set forth herein. No amendment of this
Agreement, including this Section 14(c) shall be effective unless in writing, executed by both Parties, and
expressly identifying the provision(s) to be amended and the changes to be made to such provision(s).

(d) Waiver. No waiver of any term of this Agreement will be effective unless executed in
writing by the Party charged therewith or will excuse the performance of any acts other than those
specifically referred to therein.

(e) Severability. 1f any term of this Agreement is held to be invalid or unenforceable, such
holding will not affect the validity or enforceability of any other term hereto, and this Agreement wil} be
interpreted and construed as if such term, to the extent the same will have been held to be invalid or
unenforceable, had never been contained herein.

) Assignment. Licensee may not assign, confer any right in, assume in bankruptey, pledge,
mortgage or otherwise encumber this Agreement (or as applicable, Warner Masters or Other Materials),
in whole or in part, without the prior written consent of Warner in its sole discretion. For the avoidance
of doubt, a merger, change of control, reorganization (in bankruptcy or otherwise) or stock sale of
Licensee shall be deemed an “assignment” requiring such consent, regardless of whether Licensee is the
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surviving entity. Licensee acknowledges that this Agreement is a contract for personal services and that
its identity is a material condition that induced Warner to enter into this Agreement. Any attempted
action in violation of the foregoing shall be null and void ab initio and of no force or effect.
Notwithstanding the foregoing, a bona fide underwritten initial public offering of Licensee’s common
stock will not constitute an assignment that requires Warner’s prior written consent.

(g) Notices. All notices required hereunder shall be given by hand, overnight delivery
service, or facsimile transmission (confirmed by letter sent by registered or certified mail) to the address
below. Either Party may amend its address set forth above at any time by written notice to the other
Party. All such notices will be deemed given when the same will be delivered, so addressed, by hand,
facsimile or overnight delivery service.

To Warner: To Licensee:

Warner Music Inc. Slacker, Inc.

75 Rockefeller Plaza 16935 W. Bernardo Dr., Ste. 101
New York, New York 10019 Attn: General Counsel

Attn: Executive Vice President & General Counsel  Fax: {858) 943-5001
Fax: (212) 258-3092 '

(h) Governing Law; Consent to Jurisdiction. This Agreement will be construed in
accordance with the laws of the State of New York as applied to contracts made and performed entirely
therein. All disputes relating to this Agreement shall be brought solely in the state or federal courts
located in the borough of Manhattan, New York, New York. Licensee hereby consents to the exclusive
jurisdiction of the State of New York and waives any defense of forum inconveniens. EACH PARTY
HEREBY EXPRESSLY WAIVES ANY RIGHT TO A TRIAL BY JURY IN.ANY ACTION OR PROCEEDING BROUGHT
BY OR AGAINST EITHER PARTY IN CONNECTION WITH THIS AGREEMENT.A

(i) Counterparts. This Agreement may be executed in counterparts, each of which shall be
deemed an original and both of which together shall constitute one and the same document.

)] Remedies. The rights and remedies of the Parties provided under this Agreement are
cumulative and in addition to any other rights and remedies of the Parties at law or equity.

k) Headings. The titles used in this Agreement are for convenience only and are not to be
considered in construing or interpreting the Agreement.

) Further Assurances. The Parties hereto shall execute such further documents and
perform such further acts as may be necessary to comply with the terms of this Agreement and
consummate the transactions herein provided. .

[SIGNATURE PAGE FOLLOWS]
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EXECUTION COPY

IN WITNESS WHEREOF, the Parties hereto have caused this Agreement to be duly executed as
of the Effective Date by their respective offices thereunto duly authorized.

WARNER MUSIC IN SLACKER, INC.
/
Name STFf#EN gﬂ\/ﬁ’h’ Name: Seema Burke
Title: _]Zg @L{&, De_ V- Title: Chief Legal Counsel
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EXECUTION COPY

EXHIBIT A

LICENSEE MUSIC SERVICE

Licensee currently offers an interactive music service called “Slacker” with a variety of pre-programmed
genre stations and other functionality as follows;

Tier 1: BASIC RADIO FUNCTIONALITY

Basic Radio consists solely of non-interactive, pre-programmed radio stations (except as otherwise set
forth below), and shall operate in conformity with 17 U.S.C. § 114 (including conformity with the sound -
recording performance complement as defined in 17 U.S.C. § 1 14(j)), subject to the following exceptions,
clarifications and other terms set forth below and in the Agreement:

1. DCMA Performance Complement. Notwithstanding anything to the contrary, all stations in Tier |
must follow the DMCA performance complement.

2. Format stations. The service may play stations based on traditional radio formulations, genres,
subgenres, decades, etc. '

3. MyStation. The service may monitors user’s genre radio station preferences, and thumbs up / thumbs
down ratings of particular tracks to create a personalized MyStation. However, the service will use
thumbs up / thumbs down ratings solely to influence the frequency with which such tracks are played, and
not to influence the programming of a MyStation in any other way.

4. Artistmatch Stations. Users may select reference artists to define and play either a single or multiple
artist Artistmatch station. Each Artistmatch station will play music from the selected reference artist(s),
and music from artists related to the reference artist(s).

5. More Like This Stations. Users may select reference tracks to define and play a “More Like This”
station. Each “More Like This” station will play the selected reference track(s), and tracks related to the
selected reference track(s). :

6. Thumbs up / thumbs down ratings. Users may rate artists and tracks on a thumbs up / thumbs down
scale. Thumbs down bans an artist or track so it will never play again. Thumbs up signifies that an artist
or track is a favorite, so it may play more frequently in the appropriate stations. Thumbs up / thumbs
down ratings will not otherwise inflience the programming of stations.

7. Sliders Settings: Users may select slider settings that for any type of station adjust the music that the
station will play along one or more continuums. Sliders may include the ability to adjust the stations for
the following continuums only (except as amended by mutual written agreement of the parties): |. newer
or older release dates, 2. higher or lower energy levels (i.e., smooth vs hard), 3. more alternative vs more
popular, 4. faster or slow tempo, 5. more or less “thumbs up” favorites, 6. various moods, 7. various
situations, 8. more or less profanity, and 9. established artists vs. up-and-coming artists,

8. Station Mixing. Users may mix together any number of radio stations.

9. Limited skipping. Users may skip up to 6 tracks per hour per station.

10. Other restrictions. No re-winding or re-starting is permitted on any Tier ] station. Backward skips
are not permitted, and only the next artist (not the next track) may be identified,

11. Caching. Users may play cached radio stations even without a live connection, but may not re-wind
or re-start a cached radio station once the applicable portion of the station has been played. Devices may
be pre-bundled with cached radio tracks. Cached radio stations may be refreshed and updated
periodically to match the type of music each given user is playing.

12. Use on Devices and PCs. End Users may use their Basic Radio on any one of such End User’s
Personal Computers at any one given time and one of such End User’s Portable Device.
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EXECUTION COPY

Tier 2: PREMIUM RADIO FUNCTIONALITY
Premium Radio provides all features and functions in Basic Radio, but in addition offers:

1. Better Skipping. No maximum on number of forward skips. However; like Basic Radio, backward
skips are not permitted, and only next artist, not next track may be identified,

2. Save Feature. Customers may save tracks by manually clicking a "Heart" button only while listening
to that track in Premium Radio. "Saved Tracks" will be saved to the users device library and favorites
playlist, and be accessible as On-Demand Streams. They are locked to the device on to which they were
originally saved. At the end of the subscription period, the saved tracks will be disabled, and may not be
played again until or unless the subscription is renewed. Users may log into and play saved tracks on any
one of such End User’s Personal Computers at any given time and any one of such End User’s Portable
Devices.

3. No Advertisements.

Tier 3: ON-DEMAND FOR PERSONAL COMPUTER ONLY FUNCTIONALITY

The On-Demand for Personal Computer Only Service (“On Demand PC Service™) shall include all of the
functionality and features disclosed in Tiers | and 2 above, and the following additional features:

1. Selection of Tracks. The End User may request and receive specific Warner Masters as On-Demand
Streams.

2. Stations. End Users may program the selected On-Demand Streams on Personal Computers into
playlists for their own use, without regard to the DMCA performance complement.

3. Tracks. End Users shall have on demand contro] over any Streams, without regard to any DMCA
performance complement or other such limitations.

End Users may use their On Demand PC Service on up to three of such End User’s Personal Computers.
Tier 4: ON-DEMAND PORTABLE FUNCTIONALITY

The On-Demand Portable Service shall include al] of the functionality and features disclosed in Tiers 1
and 2 above, and the following additional features:

1. Selection of Tracks. The End User may request and receive specific Warner Masters as On-Demand
Streams and/or Conditional Downloads.

2. Stations. End Users may program the selected On-Demand Streams and Conditional Downloads on
Permitted Devices into playlists for their own use, without regard to the DMCA performance
complement,

3. Tracks. End Users shall have on demand control over any Streams or Cached Streams, without regard
to any DMCA performance complement or other such limitations.

End Users may use their On Demand Portable Service on up to three of such End User’s Personal
Computers and up to three of such End User’s Portable Devices.
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EXHIBIT B

CONTENT USAGE RULES

End Users may access Wamner Masters and Other Materials, in all instances, for personal, non-
commercial use only. End Users are not granted any commercial, sale, resale, reproduction, distribution
or promotional use rights for Warner Masters or Other Materials, including any rights for uses that require
a public performance license with respect to the underlying musical composition. '

SECURITY SOLUTION

See attached

DELIVERY FORMAT

Warner shall provide Licensee with all Warner Masters in WMA foﬁnat at a bit rate of 128 kbps and
AAC+V2 format at a bit rate of 30 kbps and 44 kbps, or other mutually agreed format(s).

ny-723710
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" Introduction

BBI products and services are designed to deliver a premium lean-back, music
experience: 1. in a car environment, 2. in a home environment and 3. in a portable
environment. . :

BBI Satellite Radio is the BBI premium audio service delivered over K, band satellite to
a proprietary consumer electronic receiver designed primarily for use in the car. Content
is broadcast on a multiple digital satellite transponders, each operating at 400-1600 Kkbps.
Audio content is encoded at 32-40 kbps, yielding a content transfer rate of many virtual
channels per transponder.

The BBI Satellite Radio receiver may store incoming songs rather than play them directly
from the satellite feed. Using metadata received with the songs and embedded
sequencing logic, the receiver may also create radio song sequences from the inventory of
songs stored in the device. '

The receiver may also make the decision to keep or discard an incoming track (inventory

management) “Radio station proﬁles” (algorithmic logic which creates a customized
“virtual radio station” experience based on user preferences) is loaded onto the device in

order to define the rules and settings for song sequencing and inventory management.

BBI Satellite Radio receivers may also play the more traditional real-time content feeds
from the satellite or utilize caching and scalable codecs to provide a very large number of
simulated real-time channels.

BBI Wireless is the BBI audio service delivered over 802.11 wireless protocols to the
portable BBI Player. Like BBI Satellite Radio, BBI Wireless may cache content from the
service locally on the device and uses the content metadata and smart sequencing to
deliver fresh, customized programming.

The BBI Portable Player device connects to the BBI Wireless service opportvunistically
via 802.11 to refresh its content cache and/or receive real-time programming,.

The BBI Internet service delivers BBI radio stations as streaming audio over the internet.
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System Overview

1. BBI Services

Satellite Broadcast .
to Automobiles . *

5

InternetFrgnster to
Home *Hotspo(s

«I

i.

L
L

2. BB| Satellite Radio Car Kit
- car top design .
- integrated car dock i i

Ca( gock connector L WIF
A‘d S
A B
& c
A 3k B Plavers

- Top stations pre-cached

- Cache replenished to match user profile

- Device-based play list creation

- Plays to car stereo, home stereo, headphonas
- Hardware and Software

1. BBJ Services

BBI servers, located in a secure datacenter, schedule the content to be broadcast across
the BBI satellite network. Scheduled content is transmitted via sateltite uplink dish to a
K, band satellite. BBI servers also handle requests from wifi connected players for
content refresh.

2. Satellite
Leased K, band satellite transponder receives the uplink signal and re-broadcasts. Initial
satellite coverage will be for North America only.

3. BBl Satellite Radio Car Kit

BBI proprietary Satellite Antenna designed for automotive applications with connected
Car Dock. The Car Dock decodes the signals received by the antenna and transmits
digital data to the docked Portable Player.
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4. Portable Player (BBI Player) ,
The Portable Player is a full featured MP3/WMA portable player with 802.11 wireless
connectivity. A USB interface is also present, The Portable Player has a rich user
interface including a large color display and selection and scrolling input devices.

The storage on the Portable Player is partitioned into two areas. The first partition stores
regular files transferred onto the device by the user in the style of a typical mp3 player,
The second partition stores files associated with the BBI Wireless or BBI Satellite Radio
service. The Portable Player will connect to the Satellite Radio service when docked in
the BBI Satellite Radio Car Kit, and will opportunistically connect to 802.11 networks
and synchronize with the BBI service to refresh content in the second partition

System Availability
The system will be available for private demos to partners starting with the Consumer
Electronics Show in early January, 2007. Public release is slated for March, 2007.
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BBI Detailed Components Legend

The following chart lists the hardware and software components comprising the BBI

services.

Table I: Hardware Compoents

Physical Location

Component Name Description Access

Production App Hosts Web Services | IT Staff and San Diego

Server software supporting | public via Datacenter

| Web Player and exposed HTTP
Portable Player and HTTPs
interfaces

Feed Harvest Server | Hosts Feed IT Staff San Diego
Harvesting software Datacenter
supporting 3" Party
content ingestion

Transcoding Server Hosts Transcoding IT Staff San Diego
software to perform Datacenter
any necessary
transcoding and
packaging of content

Content Server Serves authorized IT Staff, San Diego
content requests in Authorized Datacenter
the production requests from
environment end-users or

Content Delivery
Network

Database Server SQL Production IT Staff, San Diego
Database platform for | Production App | Datacenter
support of Production | Servers
App Servers '

Production Content High capacity storage | IT Staff, San Diego

Repository array for asset storage | Content Server Datacenter

Backend Content High speed storage IT Staff San Diego

Repository array for asset storage Datacenter

Content Delivery Edge serversused to | Limelight Limelight Networks

Network distribute content to | Networks
end users ‘

Car Antenna BBI proprietary N/A Mounted on roof of
antenna used to ' consumer’s car
receive Ku Band
Satellite signals . :

Scheduling Server Hosts Scheduler IT Staff San Diego
software used to send Datacenter
content to Satellite
Uplink

Satellite Uplink Hardware and IT Staft Austin Satellite
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software used to
convert digital data to
Ku band satellite
signal

Uplink Facility

IT Staff

Satellite Dish Hardware used to Austin Satellite
transmit Ku band Uplink Facility
satellite signal to '
Satellite Transponder

Ku Band Satellite Hardware used to N/A- Geosynchronous

Transponder transceive Ku band Orbit
satellite signals

Car Dock Hardware used to N/A Installed in
demodulate and : consumer’s car
decode Ku band
satellite signals

Portable Player Hardware used to N/A With Consumer
render digital media :
to the consumer.

Table 2: Software Components

Component Name Description Access Physical Location

Player Services

Software to support
Portable Player, Web
Player, and Jukebox

Build: QA Staff
Deploy: IT Staff

Production App

Server

Production Database

Oracle 10g database

IT Staff
(Database
Administrators)

Database Server

Web Player

Software to render
media'to the
consumer in a web-
only environment

Build: QA Staff
Deploy: IT Staft

Consumer Browser
(served from
Production App
Server)

Jukebox

Software 1o render
media to the
consumer

Build: QA Staff

Consumer PC

Portable Player
Firmware

Firmware to render
media to the
consumer

Build: QA Staff

Portable Player

Feed Harvester

Sofiware to ingest
and store content
from 3" parties

Build: QA Staff
Deploy: IT Staff

Feed Harvest Server

Transcoder

Software to transcode
or post process 3™
party media content

Build: QA Staff
Deploy: IT Staff

Transcoding Server
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Table 3: Physical Locations and 3rd Parties

Name Role | . Address
San Diego Datacenter Physical hosting of servers | American Internet Services
and services (AIS)
9725 Scranton Road
San Diego, CA 92121
Content Delivery Network | Distribution of content to Limelight Networks

end users

2220 W 14th St
Tempe, AZ 85281

Austin Satellite Uplink
Facility

Physical hosting of Satellite
Dish

Broadband Instruments
4505 Spicewood Springs
Rd .
Suite 304

Austin, TX 78759

Ingenient

Some development of
Portable Player Firmware

Ingenient Inc.

1701 W. Golf Road, Tower
1, Suite 1200

Rolling Meadows, I1,
60008, U.S.A.

Payment Gateway

Processing of payment

-} instruments, storage of end-

user payment information

Cybersource Corporation
1295 Charleston Rd.
Mountain View, CA 94043

Security Auditor

Independent company to
scan BBI systems for
security vulnerabilities and
Payment Card Industry
Data Security Standards
compliance.

Ambiron TrustWave
120 N, LaSalle Street
Chicago, IL 60602
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BBl Premium Mu'sic and Audio Service

The BBI Premium services are designed to work with dedicated devices (not personal
computers) that cache content locally and with connections that are intermittent and
potentially unidirectional. Alternatively, the service can operate by caching a portion of
each music file and receiving the remainder over real-time channels, Using a scalable
codec, the user receives higher quality when the file is in cache, but receives lower
quality on a cache miss.

Users will be able to select radio channel presets for their device. The presets determine
whether a received track will be cached on the device. Users can select presets from a
catalog of ~ 120 pre-programmed station formats: Top Hits, Alternative Rock, Modern
Country, 80s, etc.

- Users may also create custom stations by mixing station formats, selecting artists, genres,
decades, or other attributes. User may move “sliders™ associated with pre-programmed
stations to bias the content more or less towards favorites, popular tracks, harder or softer
tracks, and newer or older tracks. :

Users may personalize the content stored on their device and in their stations by rating
the music that they hear using the device itself (notaPC). A positive rating may ‘pin’
the track to the device (meaning it won’t be replaced by incoming content). A negative
rating may ban the track or artist meaning that these tracks won’t be cached or played in
the future. The favorites slider can bias a station to play more or less of a user’s rated

favorites.

BBI Satellite Radio Service Description
The Satellite Radio Service is delivered to the Car Dock via the Satellite Antenna
mounted on the roof of the car. When the Portable Player is in the car dock, the Portable
Player will receive tracks from the Satellite service via the Satellite Antenna and Car
Dock. ‘
» The BBI Satellite Radio station offering will consist of:
o ~20 standard music stations, based on various radio formats and genres,
~ as well as a number of news and traffic stations
o Option to create custom music stations by: 1.-mixing formats, 2. biasing
content by various parameters, including;
* 1. popular vs, eclectic
* 2, harder vs. softer
= 3. newer vs. older
® 4. more favorites vs less favorites
®  Other similar sliders
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* Users will be able to view cover art, album reviews, artist photos and artist bios
associated with tracks played in all radio stations.

* DJ voiceovers will be used to introduce some or all songs, provide occasional
format-specific music news updates, and station identification.

* Station profiles are stored in the device. The device uses station profiles to decide
which incoming tracks to keep and to sequence the station from the available
tracks.

* The Scheduler defines the satellite broadcast schedule, balancing the need for
content freshness on popular stations with variety for deeper stations.

* BBI will preload radio tracks on the player. Preloaded or subsequently received

-radio tracks cannot be copied from the device other than by recording its analog
output in real time during playback.

BBI Wireless Radio Service Description

* Stations available through the Wireless Radio Service are a superset of the
stations available through the BBI Satellite Radio offering. It will offer an
additional 100 fringe format music stations, and approximately 10,000 “Artist”
stations, that will play music from the selected artist, and representational music
from related artists, and approximately 100,000 track match stations, that will
play music related to a particular reference track. It will also offer the ability to
connect to stations that combined multiple track-match, artist and standard genre
stations. '

» The Wireless service requires the Portable Player and intermittent 802.11
connectivity

*  When connected, the Portable Player transmits station profiles to the server along
with a list of content currently on the device.

» The server selects replacement content and sends the list of content to the Player.
The Player downloads and caches the content as fast as possible. [See Content
Flow and Security in Portable Player (Wireless) Synchronization.]

BB] Interhet Radio Service Description

* BBI Internet Radio will offer the same ability to customize stations as available in
the BBI Wireless Radio offering

* The user creates and edits station profiles using the Web Player or internet
conntected Jukebox.

» The Player Services implements the Content selection and sequencing logic.

* Tracks are streamed via secure progressive download to a no-install Web Player
(Flash, Quicktime, or Windows Media Player powered as available on the target
computer). [See Content Flow and Security in Web Player Service.]

* Alternatively, tracks may be streamed via secure progressive download to a PC
Jukebox application as AAC plus v2 at 40 kbps. [See Content Flow and Security

in Jukebox Radio Service.}
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* Users may synchronize custom radio stations profiles created in the Web Player
or Jukebox with the Portable Player. (This synchronizes the settings associated
with a station, not the station Content.)

Free versus Pay Services

Regardless of whether the service is received over Satellite, Wireless or Internet, there is
a differentiation between the free user experience and that of the paid subscriber. Most
significantly, premium users will not receive advertisements. See the partner term-sheet
for full details on differentiation. Content playlists for all radio-style playback in a/l BBI
services will be compliant with the Performance Complement of the Digital Millennium
Copyright Act (DMCA).,

Other Programming

Non-musical content consists of traffic, news, weather, and talk. The device will provide
access to these channels via presets. Audio presets will be configured in a manner similar
to custom music stations.

Traffic

BBI Satellite will support traffic reports for some number of major markets. When
customizing a traffic station, the user will enter zipcode and/or city information to select
the traffic reports to subscribe to.

Programming rules will need to enforce expiration on traffic reports such that reports that
are older than a certain time interval are not played. :

News, Weather, Talk
BBI users may subscribe to one or more news or talk stations that are made available
through the service.

Ads

Ads are targeted to users without premium subscriptions. The player will cache ads that
are globally targeted or that are targeted to the zipcode, demographics and self-described
interests of the user who has registered the given device.

Overview of Service Tiers and Clients

Radio: In all cases, radio playlists are always generated by BBI (never by the user), and
are always DMCA-compliant.

Opportunistic device loading: In all cases, the device can be loaded with new content
transparently to the user whether connected by USB to computer, or receiving via
Wireless (IP), or by Satellite broadcast. User never has direct control over such content
loading, though devices may eliminate (or never keep) content known to be unwanted by
user,
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Back Channel: Satellite connected devices do not have a Back Channel for
communication of information (e.g. play logs) back to the services. However, all BBI
devices, including those that are typically satellite connected, will opportunistically
connect to Wireless networks to upload cached back channel data.

Favorites: In all cases, the user can update their profile by pressing the ‘Favorites’ button
during track playback. The profile is used to influence the BBI radio playlist generation.

In the premium tier, the BBI client will additionally save a bookmark to the stream, while
the device additionally saves (preserves) a copy of the audio file.

On Demand Playback: In the premium tier, the devices may access saved recordings from
the service for On Demand playback. In the premium tier, the BBI client may play saved
bookmarks to streams On Demand. ’

User-MP3 Support: The BBI devices and the BBI client offer support for managing the
user’s personal mp3 collection. In the premium tier, the user may create their own
playlists that co-mingle their personal MP3 files with “favorite” tracks recorded from
BB transmissions. :

Format Back Favorites: | Favorites: On User-MP3
Channel | Update Save Demand | Support
Profile Recordings | Playback
Free Internet (Web | MP3 Yes Yes No No N/A
Player) (128kbps)
streamed
Free Internet AAC+ Yes Yes No No Unlimited
(Jukebox) (40kbps) (only user
streamed files, no
BBI
recordings)
Free Wireless AAC+ Yes Yes No No Unlimited
(Portable Player) (40kbps) (only user
cached files, no
BBI
recordings)
Free Satellite AAC+ No Yes No No Unlimited
(Portable Player + | (40kbps) (only user
Satellite Receiver) | cached files, no
BB1
recordings)
Premium Internet MP3 Yes Yes No No N/A
(Web Player) (128kbps)
streamed )
Premium Internet AAC+ Yes Yes Yes: - Yes Unlimited
(Jukebox) (40kbps) bookmark
streamed to stream
Premium Wireless | AAC+ Yes Yes Yes: audio | Yes Unlimited
(Portable Player). (40kbps) file
cached
Premium Satellite AACt No Yes Yes: audio | Yes Unlimited
Broadband Instruments Confidential Page 13 4/19/2007
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(Portable Player + | (40kbps) “TTie
Satellite Receiver) | cached

Content Security

Authorized Access Controls

Access to Content and to production machines with access to the content will be subject
to Authorized Access Controls. These controls enforce access to these resources is on an
‘as needed’ basis and that the list of users authorized to access a resource is periodically
reviewed and adjusted. '

The BBIIT director is responsible for implementing the access controls and conducting
the access reviews. Access reviews will occur at least every 6 months.

Software Deployment Controls

Deployment of software to environments with access to partner content is subject to
Software Deployment Controls. These are written policies that detail the processes that
must be followed to assure software quality and conformance to specification before
deployment to hardware.

At a minimum, the policies require that the QA department approve the deployment and
that the IT department execute the deployment. The QA manager is responsible for
implementing the controls and reviewing the process at least every 6 months.

Content Deployment Controls

Deployment of Content from the processing pipeline to production is subject to Content
Deployment Controls. These are written policies that detail the processes that must be
followed to assure Content packaging quality and conformance to specification before
deployment to end-user accessible environments.

The QA manager is responsible for implementing the controls and reviewing the process
at least every 6 months.

Broadband Instruments Confidential ~ Page 14 " 4/19/2007

SXW3_00021490



Content Flow and Security in Backend Processihg

Feed Harvest
Server
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N
Backend Content

‘Repository
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y

Transcoding /
Publishing Server
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N ———— oy

Production
Content

\___Repository

Content Partner - Feed Harvest Server

Transmission protocol between the Content Partner and the Feed Harvest Server is at the
discretion and control of the Partner. Most likely, HTTPS or FTPS will be used for

secure content transfers. '

Feed Harvest Server

Content passes through the Feed Harvest Server on its way to the Backend Content
Repository. The Feed Harvest Server has read and write access to the Backend Content
Repository and is subject to Authorized Access Controls and Software Deployment
Controls.
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Feed Harvest Server -> Backend Content Repository

Content passes from the Feed Harvest Server to the Backend Content Repository over
NFS protocols across a private network within the San Diego Datacenter.

Backend Content Repository

The Content is stored on the Backend Content Repository. The Backend Content
Repository is subject to Authorized Access Controls. Specifically, Access Control Lists
(ACLs) are enabled such that only authorized servers can connect.

Content at rest is stored encrypted in the Backend Content Repository using industry
accepted “strong” encryption algorithms and key lengths. Decryption keys are under the
control of the BBI IT Director and are made available to services on an as-needed basis.
Backups of the Backend Content Repository may be made. These backups will store the
encrypted files only. Backups of decryption keys are stored separately from content
backups.

Transcoding / Publishing Server ¢ - Backend Content Repository
Content passes between the Transcoding / Publishing Server and the Backend Content
Repository over NFS protocols across a private network within the San Diego
Datacenter.

Transcoding / Publishing Server

The Transcoding / Publishing Server decrypts the ‘at rest’ content stored in the Backend
Content Repository, performs transcoding and packaging (if necessary) and writes the

. End-User formatted files to the Production Content Repository.

Some content may need to be transcoded to end-user compatible formats. The following
formats are made available to consumers:

¢ 40 kbps AAC v2 (enhanced) with parametric stereo in ADTS with error
correction and concealment with proprietary BBI header prepended.

e 30 kbps AAC v2 (enhanced) with parametric stereo in ADTS with error
correction and concealment with proprietary BBI header prepended.

* 128 kbps mp3 stereo (delivered as progressive downloaded streams)

It the Content Provider can provide content in these formats, transcoding will not be
required. The transcoding server may be responsible for pre-pending of BBI proprietary
headers. AAC Content can be provided in a compatible format such that error correction
and concealment can be added without transcoding.

In the cases where the Content provider cannot provide content in the end-user format or
a compatible format, a high quality master file will be provided. The Transcoding /

Publishing server transcodes to end-user formats from the high quality master file. The
preferred master file formats are FLAC and WMA Lossless. Only the end-user formats
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are transferred to the Production Content Repository: high quality masters are not
transferred and remain archived and encrypted on the Backend Content Repository.

The Transcoding / Publishing Server has read/write access to the Backend Content
Repository and read/write access to the Production Content Repository and is subject to
Authorized Access Controls and Software Deployment Controls. The Transcoding /

. Publishing services have access to the content decryption key(s).

Production Content Repository

The Content is stored on the Production Content Repository. The Production Content
Repository is subject to Authorized Access Controls. Specifically, Access Control Lists
(ACLs) are enabled such that only authorized servers can connect.

Transcoding / Publishing Server - Production Content Repository

Content passes from the Publishing Server to the Production Content Repository over
NFS protocols across a private network within the San Diego Datacenter.
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Content Flow and Security in Satellite Radio Service
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Production Content Repository > Scheduling Server

Content passes from the Production Content Repository to the Scheduling Server over
NFS protocols across a private network within the San Diego Datacenter.

Scheduling Server

Content passes through the Scheduling Server. The Scheduling server runs Scheduler
software that decides what Content should be transmitted across the satellite link.
Content is transmitted as 30 or 40 kbps AAC plus v2 in ADTS format with error
correction and concealment enabled. The Scheduler prepends a proprietary BBI header
to each file and pads the file to multiples of the transmission frame length.

There is no interface to request content from the Scheduling Server. The Scheduling
server is only able to connect to the configured Satellite Uplink and push content
according to its scheduling algorithms.

The Scheduling Server is subject to Authorized Access Controls and Software
Deployment Controls. :

Scheduling Server - Satellite Uplink ,
Content is transmitted from the Scheduling Server to the Satellite Uplink across a virtual
private network (VPN) using the internet as the underlying transport layer. The VPN is
based on 128 bit SSL or IPSEC security standards. Content flows from the Scheduling
Server to the Satellite uplink at a total rate of 800 kbps.

Satellite Uplink

Content passes through the Satellite Uplink on its way to the Satellite. The Satellite
uplink modulates the digital data received from the Scheduling Server into a Spread
Spectrum signal.

The Satellite Uplink is located in a secured equipment building proximal to the Satellite
Dish in the Austin Satellite Uplink facility.

Satellite Uplink - Satellite Dish
Content passes from the Satellite Uplink to the Satellite dish across a coaxial cable. The
coaxial cable is located within a secured perimeter.

Satellite Dish - Satellite Transponder

Content is beamed from the Satellite dish to the Satellite Transponder located in
geosynchronous orbit.

Broadband Instruments Confidential ~ Page 19 4/19/2007

SXW3_00021495



Satellite Transponder -> Satellite Antenna
Content is broadcast from the Satellite Transponder in orbit. The signal may be received
in most of North America.

The content is secured from the satellite via spread-spectrum technology. Spread
spectrum technology was originally developed for military applications based on its
properties of being difficult to jam or eavesdrop upon. The BBI satellite service employs
a form of Direct Sequence Spread Spectrum (DSSS). The challenges to reverse
engineering the de-spréading algorithms are formidable.

The first challenge for someone attempting to hijack the signal is acquiring the signal
itself. If the attacker uses the BBI antenna, they will need to handle higher error rates and
the proprietary signal processing used in the car dock to boost signal gain and correct
errors. More likely, the attacker would need a satellite dish obtain a suitably strong
signal to attempt de-spreading.

Next the attacker would need to determine the de-modulation technique for turning the
RF carrier signal into a stream of bits (chips). Quadrature Phase Shift Keying or QPSK
is the most common of many standards. BBI uses a variant of this call OQPSK or
Orthoginal Quadrature Phase Shift Keying. The attacker would most likely concentrate
on QPSK and would be working with the wrong string of bits. :

Assuming the attacker guesses the correct de-modulation technique, the next hurdle
would be to guess the correct code word length and the code sequence / key.

The BBI service uses a code-length of 13 bits and the code sequence key is a 13 bit
pseudo-random number. The attacker would have to guess both, with little or no
information to suggest whether the guess is correct.

The result of applying the sequencé key to 13 bits of incoming data is a single bit of
demodulated, de-spread data. The bits must then be combined on a code boundary, de-
scrambled, de-interleaved, and grouped into frames. The attacker must be able to
correctly identify frame boundaries and apply a Reed-Solomon error correction algorithm
on each frame.

Finally, the attacker must separate administrative, metadata, and audio files from the
frames. The audio files are encoded as AAC plus v2 at 40kbps with additional
scrambling applied to the headers. The attacker would need to reverse engineer the
header scrambling to yield effective files.

Satellite Antenna - Car Dock
The Satellite Antenna transmits the raw signal as described above over coaxial cable to
the Car Dock. ’
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Car Dock .

The Car Dock coritains the hardware and firmware required to decode the DSSS signal
described above into digital data. It de-modulates, de-scrambles, de-interleaves and
applies forward error correction. The Car Dock firmware is implemented in FPGA
(Field Programmable Gate Array) semiconductor technology,

Car Dock > Portable Player

The Car Dock transmits serial, digital data to the Portable Player when the Portable
Player is in the dock. The communication occurs across a Foxconn connector pair with
separate universal asynchronous receiver/transmitter (UART) and Synchronous
Peripheral Interface (SPI) pin-outs.

The Portable Player must authenticate itself by writing 8 bits to one of 64K addresses
across the UART interface to enable the SPI communication.

Portable Player

The Portable Player stores the Content in either flash RAM or hard disk. In either case,
the storage is soldered directly onto the printed circuit boards of the device and is non-
removable, ‘

Content is stored in a proprietary file format consisting of a proprietary metadata header
followed by 30 or 40 kbps AAC plus v2 in ADTS format with error correction and
concealment enabled.

The Portable Player does not have an interface that allows the content to be extracted
from the device. The Portable Player does not support the USB Mass Storage Device
Class protocols (MSC) that make the device appear as an external drive to end-users.

The Portable Player does implement the Media Transfer Protocol (MTP) to allow users to
transfer their own media files to and from the device. The device does not expose the
Content (radio service files) to the MTP interface, and does not allow radio service files
to be transferred across its MTP interface. Therefore, MTP software cannot be used to
extract the Content from the device.
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Content Flow and Security in Portable Player (Wireless)

Synchronization
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Production
Content
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Sarver Content Server
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Content Deliver
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Portable Player i«

The Portable Player may refresh the Content stored on the device across wireless
(802.11) networks. The Portable Player refreshes content on a per radio station basis: a
list of the current stored content for the station is uploaded to the Production App Server
running the Player Services software.

The Player Services generates a list of content to download from the Content Delivery
Network. A URL to each media file is provided to the Portable Player from the Player
Services. Each URL is signed with a secure digital signature using a secret key.

The Portable Player cannot request specific content: the Player Services decides what
content is best to refresh the given station and returns only those URLS to the Portable
Player.

Portable Player < - Production App Server

While Content does not transit this link, the secured URLs used to obtain the Content
does. Communication between the Portable Player and the Production App Server occurs
over HTTPS with Client Authentication.
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The Portable Player must present a Certificate s’igned by the BBI private key to establish
the communications link. The communications link is encrypted using 128 bit Secure
Sockets Layer 3.0 (SSL).

The URLSs to Content returned by the Production App Server include a timeout parameter
that makes them valid for no longer than 20 minutes. The entire URL (other than the
signature itself) is signed by a secret key that ensures that only BBI can generate the
URL.

The Portable Player may connect to the Production App Server over an 802.11 wireless
network. The Portable Player may also connect to the Production App Server using a
USB connection to an internet connected personal computer. This is accomplished by
using the Communications Device Class (CDC) USB profile. '

Portable Player ¢ - Content Delivery Network

The Portable Player retrieves Content from the Content Delivery Network using the
URLs provided by the Production App Server. The Content Delivery Network shares the
secret used to sign the URLs. The Content Delivery Network denies access to Content if
the signature is invalid or if the URL has expired.

Content is transmitted and stored in a proprietary file format consisting of a proprietary
metadata header followed by 30 or 40 kbps AAC plus v2 in ADTS format with error
correction and concealment enabled.  This Content does not play as-is on any known
non-BBI media player, but is not encrypted between the CDN and the device unless
HTTPS is used as the transport protocol. ' :

The Portable Player may connect to the Content Delivery Network over an 802.11
wireless network. The Portable Player may also connect to the Production App Server
using a USB connection to an internét connected personal computer. This is
accomplished by using the Communications Device Class (CDC) USB profile.
Communications to the Content Delivery Network are always over the HTTPS protocol
when using the USB / personal computer link to the Content Delivery Network.

Content Delivery Network
Content may be cached in the Content Delivery Network. The Content Delivery

Networks depend on content security for their business.
See http://www.limelightnetworks.com/terms.html

Content Delivery Network € -> Content Server

On a cache miss, the Content Delivery Network attempts to retrieve the Content from the
BBI Content Server. The signed URL is passed through to the Content Server. The
Content Server denies access to Content if the signature is invalid or if the URL has
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expired. ACLs (Access Control Lists) are setup so that only authorized Content Delivery
Network hosts may connect to the Content Server.

Content Server ¢ - Production Content Repository

Content passes to the Content Server from the Production Content Repository over NFS
protocols across a private network within the San Diego Datacenter.

Broadband Instruments Confidential ~ Page 24 4/19/2007

SXW3_00021500



Content Flow and Security in Web Player Service

In the Web Player service, a zero-install Web Player is used to render streamed content to
all popular browsers on Mac and PC platforms. The Web Player is an AJAX application
(javascript + DHTML) that makes use of either the Macromedia Flash, Windows Media,
or Quicktime plugins to render audio without requiring a separate component installation.

The Web Player uses web service calls to a Production App Server running the Player
Services software to determine the content to play. The Web Player requests the next
track for its current station from the Player Services and receives a signed URL. The
Web Player streams the content from the signed URL until the Content finishes and then
requests the next URL.

o
e

Production
Content

\Repository

Production App
Server

[ |

Content Deliver
Network

' Content Server

Web Player

A

Web Player < - Production App Server

While Content does not transit this link, the secured URLSs used to obtain the Content
does. Communication between the Web Player and the Production App Server occurs
over HTTP.

The Web Player can only request the next track for its current radio station. The
Production App Server denies the request if the request rate for tracks from the player is
substantially greater than real time.
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The URLSs to Content returned by the Production App Server include a timeout parameter
that makes them valid for no longer than 5 minutes. The entire URL (other than the
signature itself) is signed by a secret key that ensures that only BBI can generate the
URL.

Web Player €< - Content Delivery Network

The Web Player retrieves Content from the Content Delivery Network using the URLs
provided by the Production App Server. The Content Delivery Network shares the secret
used to sign the URLs. The Content Delivery Network denies access to Content if the
signature is invalid or if the URL has expired.

» Content is transmitted as 128kbps mp3 streams. The streams are progressively
downloaded and played by either the Macromedia Flash, Windows Media Player,
or Quicktime browser plugin. The Content is not encrypted, but is not stored in a
user accessible location and any caching is cleared as soon as the playback ends.
Content is not buffered to user accessible disk.

Content is typically played by handing the Content URL to the available plugin.

Content Delivery Network
Content may be cached in the Content Delivery Network. The Content Delivery
Networks depend on content security for their business.

Content D‘elivery Network € - Content Server

On a cache miss, the Content Delivery Network attempts to retrieve the Content from the
BBI Content Server. The signed URL is passed through to the Content Server. The
Content Server denies access to Content if the signature is invalid or if the URL has
expired. ACLs are setup so that only authorized Content Delivery Network hosts may
connect to the Content Server. '

Content Server € -> Production Content Repository

Content passes to the Content Server from the Production Content Repository over SAN
protocols across a private network within the San Diego Datacenter.
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Content Flow and Security in Jukebox Radio Service

The software Jukebox player can also play the radio service. The content flow and
security is the same as for the Web Player excepting that Content may also be transmitted
in a proprietary format consisting of a proprietary metadata header followed by 30 or 40
kbps AAC plus v2 in ADTS format with error correction and concealment enabled.

Production App
' Server
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Rights Management Synopsis

The BBI services manage rights through a proprietary rights management system and a
closed system architecture. Rights management enforcement features are different for
Portable Player and stréaming applications of the Web Player and Jukebox. '

Portable Player Rights Management Features

The Portable Player locks Content to the device through its proprietary, closed design.
Radio service Content cannot be transterred off of the device by design. Hard disk
storage and flash memory is soldered onto the device and cannot be removed without
destroying the device.

The Content stored on the Portable Player is in a proprietary format that will not play in
other’s-media players without custom software and reverse engineering,

Content files stored on the device are not encrypted. As the decryption keys would need
to be stored on the device as well, encryption only adds an additional layer of security by
obfuscation.

Portable Players must connect periodically to obtain a new License File. The License
File enables or disables Content on a per-content-provider basis. The License File can
be used to revoke devices or content. See Device and Content Revocation.

Streaming Service Rights Management Features ,

. The Web Player and Jukebox play Content through streaming services. The Web Player
streams content as 128 kbps mp3. The Jukebox streams content as enhanced AAC in
proprietary format. Streams are not encrypted. Streams may be progressively
downloaded, such that an individual track may be downloaded substantially faster than its
total playback time. Any buffering ahead of the streams will not be stored in a user
accessible location. All buffering required for playback is cleared on track completion,

Content request URLs must be signed by the BBI services with a private key, and
therefore the BBI servers have control over the Content that may or may not be accessed
by the Web Player or the Jukebox.

The BBI servers enforce the following usage rules:

* Radio requests must come from a Radio station program that follows sequencing
rules as defined by agreements with the Content owners (e. g. DMCA performance
complement.)

* Radio Content may not be requested at rates substantially greater than real-time
playback rates. Content may be requested slightly faster than real-time to
accommodate skipping as permitted by agreements with the Content owners.
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¢ Premium users may stream saved tracks on demand. These tracks must have been
saved from a Radio program that was not played at substantially greater than real-
time rates.

Abuse and Breach Protection

Device and Content Revocation

Each Portable Player requires a digitally signed license file be received periodically in
order to render Content. Portable Players include a secure clock that cannot be reset by

the end-user.

BBI can revoke devices by synchronizing an empty license file to the device on 802.11
synchronization, or by broadcasting the device ID in the revoked devices list on the
Satellite. The Portable Player must successfully receive a license file via the Satellite or
802.11 connection periodically in order to enable Content playback.

The license file revokes content. Content can be revoked individually, or all content for a
given provider can be revoked via the license file.

User Revocation ,
Any detected abuse or violation of the End User License Agreement will result in the
termination of the user’s subscription and/or deactivation of a free account.

Content Takedowns
On appropriate takedown notice, Content can be disabled from distribution by the
Content Servers within 7 days. '

Territorial Enforcement _
Portable Players will be sold only in licensed territories.

Premium subscribers must enter a billing address within the territory of the licensed
service to which they are subscribing,

The Satellite services are currently limited to North America by the coverage of the
satellite signals.

Private Key Protection

Production resources that need access to private keys or other secrets must access them
through a protected Key Store. The Key Store is stored encrypted and is installed only on
production resources that require access. The BBI IT Director manages the access to the

Key Store.

Private keys or secrets stored in the Portable Player will be stored in non-removable and
tamper-resistant storage on the device.
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Client Breach Response Plan

Should BBI become aware that a device has been cloned, the device will be revoked
through the device revocation mechanism described above.

Should a breach occur that compromises the entire population of devices, BBI can force a
firmware upgrade by requiring a minimum firmware revision before allowing the
synchronization of additional content.

Should a breach occur that compromises the J ukebox, a mandatory software upgrade can
be forced by requiring a minimum software revision before streaming additional licensed
content.

Should a breach occur that compromises the Web Player, a new version of the player can .
be required before streaming additional licensed contént.

BBI Server Breach Detection and Response Plan

A written Breach Detection and Response Plan will be in place at public launch, The
Security Auditor will assist in the development and monitoring of this plan.

Content Archiving

Content master files or other Content assets will be archived according to the policies of
the Content owner. This may include deletion of the assets after ingestion or storing the
assets encrypted.
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Commerce Security

Commerce Systems

Free users will be encouraged to upgrade to premium subscriptions through the use of
house advertisements. Users upgrade and manage their account through a website
secured with HTTPS. Account statuses, purchase history (invoices) and login credentials
are stored in the Production Database.

Credit cards are not stored in the BBI systems. Credit cards are stored in the Payment
Gateway. An independent Security Auditor will be used to scan the production network
and to verify Payment Card Industry Data Security Standards (PCI/DSS) compliance.

- Premium users must login with username and password to access premium features.
Passwords are not stored in the Production Database or other BBI system. A one-way
hash of the password is stored for authentication purposes. Authenticated premium users
may register a single Portable Player.

Subscription Enforcement

The Portable Player participating in the Satellite service receives a list of premium
subscribers periodically over their administrative data channel. The level and term of the
subscription is broadcast along with the Portable Player identifier. A list of revoked
Portable Player identifiers is also broadcast periodically.

The Portable Player may receive a digitally signed ticket over the 802.11 connection.
The ticket may be valid for the current term of the subscription. The ticket is signed with
a BBI private key, but may be validated with a public key stored on the player.

The device uses the subscription status received from the server to determine whether to
operate in a basic or premium mode. '

Premium status for the Internet services is established by login with username and
password over an HTTPS connection.

Advertising Systems

As the user base builds, a market for 3" party advertisements will be developed. A
commercial ad server and / or ad network will be employed to serve ads and manage
campaigns. ‘
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System Redundancy

All Production App Servers will operate in clusters: one or more individual servers can
- fail without affecting the end-user service.

The Production Database will operate in a Hot/Warm configuration in which one
database instance handles live traffic and the other is kept synchronized and in stand-bye
mode. If the database handling the live traffic fails, traffic is switched to the warm stand-
bye. :

The Production Content Server and Backend Content Server are storage appliances with
built-in redundant drives, power supplies, and CPU heads. Individual components can
fail and be swapped out without affecting functionality.

The San Diego Datacenter provides redundant power, air conditioning, and network
connections. '

All routers, switches, and load-balancers employed in the internal BBI networks are
redundant and designed to avoid single points of failure.

All systems are continuously monitored with alerts and alarms setup to notify IT staff of
anomalies or outages. ‘
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EXHIBIT C
ACCOUNTING FORMAT
PLEASE SEE ATTACHED. [IN ORDER TO DETERMINE YOUR ABILITY TO COMPLY
WITH THE ATTACHED DIGITAL ACCOUNTING FORMAT, A TEST FILE MUST BE
PROVIDED TO AND APPROVED BY LEELEE LIAUDAT PRIOR TO EXECUTION. PLEASE
CONTACT LEELEE DIRECTLY REGARDING THIS MATTER AT leelee iaudat@wmg.com.]
The current contact at Warner-Elektra-Atlantic for accounting matters is Robert Béker, at Warner-

Elektra-Atlantic by email at bob.baker@wmng.com and by telephone at (818) 238-6431. Warner may
update such contact from time to time.
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MEETING OF THE BOARD OF DIRECTORS

September 23, 2009

A meeting of the Board of Directors of SoundExchange, Inc., was held telephonically on

Wednesday, September 23, 2009 at 5:30 PM (EDT).
s

Mr. John Simson, Executive Director of SoundExchange, chaired the meeting and Mr.

Michael Huppe, Corporate Secretary, kept the minutes.

BOARD ATTENDEES:
NAME SEAT PRESENT PARTICIPATION

Bainwol, Mitch RIAA _ :
Bengloff, Richard Label — American X By phone

Association of '

4 Independent Music ,

Cooper, Jay Artist — At Large X By phone
Finkelstein, Andrea Label — Sony X By phone
Harleston, Jeff Label - UMG X By phone
Hausman, Michael Artist — At Large X By phone
Huey, Dick Label — Small

Independent
Marks, Steven Label — 5™ Major X By phone
McCrady, Tucker Label - Warner Music X By phone

Group
McDonough, Walter Artist — At Large
McMullan, Alasdair Label - EMI X By phone
Minter, Kendall Artist - At Large X By phone
Polach, Patricia Artist — AFM X By phone
Rains, Patrick Artist — At Large X By phone
Reeves, Martha Artist - At Large
Resnick, Perry Artist — At Large X By phone
Roberts-Hedgpeth, Kim Artist — American X By phone

: Federation of Television

and Radio Artists
Silverman, Tom Label — Large

Independent

SOUNDEXCHANGE STAFF ATTENDEES:
John Simson SX, Executive Director By phone
Michael Huppe SX, Executive Vice President & By phone
General Counsel and Corporate -
Secretary
Page 1 of 3
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Barrie Kessler SX, COO By phone
Ryan Lehning SX, Senior Counsel By phone
Colin Rushing SX, Senior Counsel By phone

A quorum of the Board being present, the meeting was called to order at 5:40 PM (EDT).

EPHEMERAL RATE PROPOSAL

Mr. Simson commenced the meeting, the sole topic of which was SoundBxchange’s proposal of
an ephemeral rate in the “Web III” rate proceeding (for which the rate proposal is due on
September 29, 2009), the CABSAT 11 rate proceeding, and the remand of the SDARS appeal.
Mr. Huppe gave a summary of discussions among certain Board members about the ephemeral
rate and the need for determining such a rate as part of the Web I1I rate proposal. He further
explained the additional importance of setting an ephemeral rate in the context of the SDARS
remand and the CABSAT II pending settlement, and discussed how these would further impact
the placeholder language in the Webcaster Settlement Act deals. The Board discussed the issue,
and agreed that SoundExchange was authorized to adopt an ephemeral rate of 5% as outlined
above,

MOTION TO ADOPT AN EPHEMERAL RATE OF 5% FOR INCLUSION IN THE
“WEB III” RATE PROPOSAL, THE “CABSAT II” SETTLEMENT PROPOSAL, AND
THE REMAND OF THE SDARS DECISION.

MOTION PASSED; UNANIMOUS

ADJOURNMENT

MOTION TO ADJOURN

There being no further business to come before the meeting of the Board, the meeting was
adjourned at 6:30 PM (EDT). :

Page 2 of 3
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ADJOURNED. A true record.
ATTEST

Michel J. Huppifecreta%'r

Page 3 of 3
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SOUNDEXCHANGE ANNUAL REPORT FOR 2007
PROVIDED PURSUANT TO 37 C.F.R. § 370.5(d)

SoundExchange, Inc. (“SoundExchange™) is a 501(c)(6) tax exempt organization
incorporated in Delaware and headquartered in Washington, D.C. It is controlled by an
eighteen member board of directors comprised of equal numbers of representatives of
sound recording copyright owners and featured and non-featured recording artists.
SoundExchange was incorporated on September 22, 2003.

Duriﬁg Calendar Year 2007, SoundExchange employed 30 Full-Time Equivalent
employees.

The presentation of financial information in this annual report is intended to
comply with SoundExchange’s requirements under 37 C.F.R, § 370.5(d) and is not
intended to be a presentation in accordance with generally accepted accounting
principles.

Rovalty Collection

During 2007, SoundExchange was the sole entity designated by the Librarian of
Congress and the Copyright Royalty Board to collect royalties paid by services operating
under the statutory licenses set forth in Sections 112 and 114 of the Copyright Act and
the implementing regulations established thereunder. 17 U.S.C. §§ 112 & 114; 37 C.F.R.
Parts 260, 262, 380, 382, and 383. The services paying royalties to SoundExchange fall
into the following statutorily defined categories: '

Preexisting Subscription Services '

Preexisting Satellite Digital Audio Radio Services

Eligible Nonsubscription Transmission Services

New Subscription Services (i.e., subscription webcasters; “CABSAT”
services)

¢ Services exempt frorm liability for transmissions to business
establishments under 17 U.S.C. § 114(d)(1)}(C)(iv) but liable for
ephemeral phonorecords made to facilitate such transmissions (“Business
Establishment Services™) .

a & & e

During 2007, the Copyright Royalty Board completed rate adjustment
proceedings adopting rates and terms for many of the above referenced statutory
categories. As a result of these Copyright Royalty Board proceedings, certain of these
categories of services were subject to a new rate in 2007, while other categories received
new rates that would go into effect in 2008. The following categories of services are now
subject to new rates and terms as a result of Copyright Royalty Board proceedings held in
2007:

¢ Eligible Nonsubscription Services and Certain New Subscription Services
(i.e., statutory webcasters) — established for the period January 1, 2006
through December 31, 2010; see 72 Fed. Reg. 24084 (May 1, 2007) (to be
codified at 37 CFR Part 380)

SXW3_00034785




¢ Preexisting Satellite Digital Audio Radio Services — established for the
period January 1, 2007 — December 31, 2012; see 73 Fed. Reg. 4080 (Jan.
24, 2008) (to be codified at 37 CFR Part 382 Subpart B)

* New Subscription Services (i.e., noninteractive digital audio services
making transmissions over cable and satellite television) — established for
the period from inception of the service through December 31, 2010; sce
72 Fed. Reg. 72253 (Dec. 30, 2007) (to be codified at 37 CFR Part 383)

» Preexisting Subscription Services — established for the period January 1,
2008 through December 31, 2012; see 72 Fed. Reg. 71795 (Dec. 19, 2007)
(to be codified at 37 CFR Part 382 Subpart A)

SoundExchange collects royalties on a periodic basis. During 2007, services most
frequently paid royalties based upon either their revenues or their consumption of music,
expressed as the number of Performances or Aggregate Tuning Hours (“ATH”) streamed
to recipients. Each of “Performance” and “Aggregate Tuning Hours” are terms defined
in Copyright Royalty Board regulations. See 37 C.F.R. §§ 380.2(a) & (i). During 2007,
SoundExchange also collected royalties based on “Revenues” and “Gross Revenues,”
which are also defined terms. See 37 C.F.R. §§ 260.2(e)(1), 382.11, & 383.2(g). A
service's liability is calculated on a Statement of Account, a form created by
SoundExchange and made available on its web site. See www.soundexchange.com under
the download forms page for digital music services.

Services paying royalties to SoundExchange are doing so under rates and terms
established by the Librarian of Congress or Copyright Royalty Judges. In certain
instances, SoundExchange has also negotiated separate rates and terms for certain groups
of services on behalf of sound recording copyright owners who have granted
SoundExchange the ability to-do so on their behalf (i.e., SoundExchange “members”).
Services availing themselves of the statutory license are able to do so by operation of law
and are not “SoundExchange licensees” even though they are frequently referred to as
such. Congress created a statutory regime under which any service complying with the
statutory and regulatory conditions may obtain a license via federal statute. This license
permits such services to reproduce or transmit sound recordings lawfully released to the
public without having to negotiate directly with the copyright owner for the rights to
those recordings.

In order for a service to avail itself of the statutory license, it must first file a
Notice of Use of Sound Recordings (an “Initial Notice”) with the U.S. Copyright Office.
See http://www.copyright.gov/forms/form112-114nou.pdf. This Initial Notice must be
filed before the service makes any ephemeral phonorecords or digital audio transmissions
of sound recordings. Otherwise, the service may be. subject to liability for copyright
infringement. In addition, a service must also comply with the applicable conditions of
the statutory license, pay royalties and provide reports of use as required in order to avoid
liability for copyright infringement.

No Invoicing. SoundExchange does not invoice services for their monthly
payments, Each service is separately responsible for calculating its own Hability and
remitting payment to SoundExchange along with a Statement of Account, Because
services are obligated to self-report and pay royalties on an honor system, there may be

2
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many more services making digital audio transmission or ephemeral phonorecords of
sound recordings than there are services paying appropriate royalties to SoundExchange.

SoundExchange monitors Initial Notices filed with the Copyright Office and
reserves the right to demand payment from services that have failed to pay royalties.
SoundExchange also reserves the right to demand late fees from services that have failed
to pay royalties when required. Federal regulations set forth the requirements for
reporting and payment, as well as some of the penalties for failure to meet these
requirements. '

Although SoundExchange collects royalties from individual services pursuant to
Copyright Office regulations, SoundExchange does not make determinations as to _
whether each of the many services that rely on the statutory licenses under Sections 112
and 114 of the Copyright Act are eligible for statutory licensing. Similarly,
SoundExchange does not continuously verify that such services are in full compliance
with all applicable requirements. To avoid any confusion in the marketplace,
SoundExchange has posted on its web site the following notification:

IMPORTANT NOTICE: NO WAIVER OF RIGHTS

Services that have filed with the Copyright Office a Notice of Use of Sound
Recordings under Statutory License are obligated to comply with all requirements
of the statutory licenses under Sections 112 and 114 of the Copyright Act. It is the
responsibility of each such service to ensure that it is in full compliance with the
requirements of the statutory licenses under 17 U.S.C. §§ 112 & 114.
SoundExchange is not in a position to determine whether each of the many
services that rely on the statutory licenses is eligible for statutory licensing and
does not in fact make any such determination. Nor does SoundExchange verify
that such services are in full compliance with all applicable requirements of the

two statutory licenses. Accordingly, SoundExchange’s acceptance of a service’s
payment does not express or imply any acknowledgment that a service is in

compliance with the requirements of the statutory licenses. SoundExchange. its

members and other copyright owners reserve all their rights to take enforcement

action against a service that is not in compliance with those requirements,
regardless of any royalty payments such service may have made to

SoundExchange.

Rovalty Allocation

When a service pays royalties to SoundExchange, those royalties are allocated on
a pro rata basis among the sound recordings transmitted by that service. By this we
mean that if the net royalties (after deducting costs) paid by Service A total $100 for
period X and Service A reported 10,000 discrete sound recordings during that period,
then each distinct sound recording would be valued at one cent ($0.01) ($100 + 10,000).

Certain licensees, such as webcasters and simulcasters transmitting over the
internet, are not required under the statutory regulations to provide census reporting.
Rather, they are only required to submit the sound recordings used for a two week period
each calendar quarter. When a service only reports a sample, artists and copyright

3
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owners may not be compensated for sound recording transmitted in the weeks missed by
the sample. SoundExchange continues to advocate for full census reporting and works
with licensees otherwise not obligated to report on a census basis, to provide full
reporting.

When SoundExchange is not provided with reports of use from a service (e.g.,
where a service fails to provide a report of use or regulations exempt a service from
providing a report of use), SoundExchange may, in the alternative, seek to allocate
royalties using a proxy. In 2004, the Copyright Office issued a ruling allowing
SoundExchange to distribute certain royalties paid by eligible nonsubscription
transmission services, new subscription services and Business Establishment services
through March 31, 2004, using proxy data received from the three preexisting
subscription services. On October 6, 2006,the Copyright Royalty Board established
interim regulations requiring the aforementioned digital music services to deliver reports
of use to SoundExchange for their transmissions, These regulations apply to
transmissions retroactive to April 1, 2004,

Under the Small Webcaster Settlement Act of 2002, noncommercial entities were
permitted to pay an additional fee of $25 for 2005 in lieu of providing reports of use for
that year and those royalties will have to be distributed using a proxy. This requirement
has since been nullified by the regulations established by the Copyright Royalty Board on
October 6, 2006. As such, all noncommercial entities are required to provide reports of
use for transmissions occurring in 2005,

Royalties may remain undistributed when there is an ongoing legal proceeding,
including appeals, which may alter a previously established rate. Royalties may also
remain undistributed if SoundExchange has not received reports of use information and
the Copyright Office has not approved a proxy in lieu of actual report of use data.

The royalties paid by a service are allocated on a nondiscriminatory basis. Each
sound recording is valued equally, regardless of whether the sound recording copyright
owner of, or featured performer on, the sound recording has specifically authorized
SoundExchange to collect and distribute royalties on their behalf. SoundExchange
allocates all royalties received for domestic performances equally among all performers,
regardless of whether or not they have executed appropriate membership documents with
SoundExchange.

The royalties collected by SoundExchange are allocated according to the
percentages set forth in Sections 114(g)(2)(A)-(D) of the Copyright Act. 17 U.S.C.
§§ 114(g)(2)(A)-(D). The statute requires that:

(A) 50 percent of the receipts shall be paid to the copyright owner of the
exclusive right under section 106(6) of [the Copyright Act] to publicly
perform a sound recording by means of a digital audio transmission.

(B) 2% percent of the receipls shall be deposited in an escrow account
managed by an independent administrator jointly appointed by copyright
owners of sound recordings and the American Federation of Musicians or
any successor entity) to be distributed to nonfeatured musicians (whether

4
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or not members of the American Federation of Musicians) who have
_performed on sound recordings.

(C) 2% percent of the receipts shall be deposited in an escrow account
managed by an independent administrator jointly appointed by copyright
owners of sound recordings and the American Federation of Television
and Radio Artists (or any successor entity) to be distributed to nonfeatured
vocalists (whether or not members of the American Federation of
Television and Radio Artists) who have performed on sound recordings.

(D) 45 percent of the receipts shall be paid, on a per sound recording basis, to
the recording artist or artists featured on such sound recordings (or the
persons conveying rights in the artists> performance on sound recordings).

17U.8.C. §§ 114(g)(2)(A)-(D).

Royalties among a featured artist are generally allocated on a pro rata basis unless
all of the members of a featured artist instruct SoundExchange as to an alternative
allocation. By this we mean that where the featured artist is a band with four members,
each member shall be entitled to 25% of the featured artist’s share. When the members
of a featured artist disagree as to the appropriate allocation of royalties, the amount of
royalties in dispute are held pending resolution of the dispute.

Royalty Distribution

Pursuant to the provisions of Section 114(g)(3) of the Copyright Act,
SoundExchange deducts from its receipts, prior to their distribution, the reasonable costs
incurred in:

(A)  the administration of the collection, distribution, and calculation of the
royalties;

(B)  the settlement of disputes relating to the collection and calculation of the
royalties; and

(C)  the licensing and enforcement of rights with respect to the making of
ephemeral recordings and performances subject to licensing under section
112 and [section 114], including those [costs] incutred in participating in
negotiations or arbitration proceedings under section 112 and [section
114}, except that all costs incurred relating to the section 112 ephemeral
recordings right [are] only . . . deducted from the royalties received
pursuant to section 112, 17 U.S.C. § 114(g)(3).

SoundExchange distributes royalties directly to copyright owners and featured
artists when provided with the information necessary to effectuate payment.
SoundExchange may also distribute royalties to featured artists pursuant to reciprocal
payment agreements with foreign collecting societies when those artists have
appropriately authorized SoundExchange to undertake this activity. For example,
SoundExchange may pay the Dutch collecting organization all of the royalties due the
featured artists who have designated the Dutch organization to collect U.S, statutory
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royalties on their behalf. SoundExchange may also consider paying a featured artist’s
royalties to a third party under a letter of direction received from a featured artist as an
accommodation to such featured artist; provided the featured artist has executed
SoundExchange’s Designation and Authorization form and the third-party is: 1)
considered creative personnel credited or recognized publicly for the commercially
released sound recording on which the featured artist performs, or 2) is a usual and
customary royalty participant in such sound recording.

When SoundExchange is unable to distribute allocated royalties to either a
copyright owner or featured artist, those royalties are held for the copyright owner or
featured artist pending further attempts to effectuate payment.

SoundExchange expends significant resources to reduce the amount of allocated
but undistributed royalties. Under Copyright Office regulations, SoundExchange retains
_ all such undistributed royalties for not less than three years from the date of payment, and
thereafter may release those funds for the benefit of all other copyright owners, featured
artists and nonfeatured performers entitled to royalties. During 2007, SoundExchange
made a single release of a portion of the allocated but undistributed royalties permitted to
be released under federal regulations. A portion of this release was used to repay some
start up costs of SoundExchange, and the balance was held in reserve should a rights
owner or artist entitled to these royalties come forward at a later date.

SoundExchange distributes royalties on a periodic basis. In 2007
SoundExchange distributed $36,235,714 in 1oyaltles

Royalties Collected

In previous years, SoundExchange was limited in its ablhty to disclose the
sources of collécted statutory royalties from the various classes of statutory services.
See, for example, 37 C.F.R. § 262.5(c). However, during 2007, SoundExchange was
granted permission to disclose its royalty receipts to copyright owners and performers on
a more transparent basis for many of the various classes of statutory services through
amended regulatory regulations, See 37 C.F.R. §§ 380.5(d)(3), 382.4(d)(3), 382.14(d)(3),
and 383.4(a). SoundExchange is not permitted, however, to disclose the information for
individual statutory licensees to the general public.

In 2007, SoundExchange collected statutory royalties from all statutory classes of
services in the amount of $140,412,226. Non-statutory royalties collected amounted to
$2,574,129. This represents an increase in statutory royalty collections of 123% percent.
In 2006, SoundExchange collected statutory royalties in the amount of $63,008,184.

SoundExchange maintains royalties in money market funds, discounted notes,

corporate bonds and government bonds. SoundExchange net earned interest on its cash
accounts totaling $4,484,731 during 2007.

Administrative Expenses
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SoundExchange incurs expenses to operate as the sole entity designated by the
Librarian of Congress to collect and distribute royalties. Its expenses are divided into the
following broad categories: Personnel, Operations, External Affairs, Legal & Licensing,
and Royalty Systems, '

SoundExchange incurs current, capital, and amortized expenses. Current
expenses include, by way of example and not limitation, salaries, benefits, payroll taxes,
office administration, occupancy, accounting, travel, conferences, outreach, information
systems and technology, and legal and licensing. Capital expenses include toyalty
systems’ extensions and modifications, computers and equipment, furniture and fixtures,
and organjzational costs. Amortized expenses are expenses that are amortized over a
period of years for which the expense applies. For example, if SoundExchange incurred
$1 millio