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l. Introduction

I.A. Summary of qualifications and experience

I'am Gregory S. Crawford, Professor of Economics at the University of Warwick in the United
Kingdom. Ireceived a Ph.D. in economics from Stanford University in 1998. I was an assistant
professor at Duke University and an assistant and later associate professor at the University of
Arizona. In 2007-08, I served as chief economist at the Federal Communications Commission
(“FCC”), an independent federal regulatory agency charged with regulating a number of media and
communications industries, including the broadcast and cable television industries. I reported directly
to the Chairman of the FCC and advised him and his staff on a number of topics in these industries,
including mergers, spectrum auction design, media ownership, network neutrality, and bundling.
After my service at the FCC, I joined the Department of Economics at the University of Warwick as a
full professor. I am Director of Research for the economics department. In 2011, I was invited to be
a research fellow at the Centre for Economic Policy Research (“CEPR”), one of the leading European

research networks in economics.

I conduct research on topics in both industrial organization and law and economics. Much of my
research has analyzed the cable and satellite television industries. I have published extensively at the
intersection of these fields, evaluating conditions of demand and supply within the cable television
industry and the consequences of regulation on economic outcomes in cable markets.! When the
National Bureau of Economic Research (“NBER”) commissioned a volume analyzing the
consequences of economic regulation across a number of American industries, I was asked to write
the chapter on cable television.” I have published numerous academic articles in such outlets as the
American Economic Review, Econometrica, the RAND Journal of Economics, and the Journal of

Law and Economics.

I have testified twice previously before the Copyright Royalty Board (“CRB”), once in the direct
testimony hearing of this proceeding and once as a rebuttal witness for the Commercial Television

! Gregory S. Crawford, “The Impact of the 1992 Cable Act on Household Demand and Welfare,” RAND Journal of
Economics 31, no. 3 (2000): 422—-49; Gregory S. Crawford and Matthew Shum, “Monopoly Quality Degradation and
Regulation in Cable Television,” Journal of Law and Economics 50, no. 1 (Feb. 2007): 181-209; Gregory S. Crawford
and Joseph Cullen, “Bundling, Product Choice, and Efficiency: Should Cable Television Networks Be Offered A La
Carte?,” Information Economics and Policy 19, no. 3—4 (Oct. 2007): 379-404; Gregory S. Crawford and Ali Yurukoglu,
“The Welfare Effects of Bundling in Multichannel Television Markets,” American Economic Review, forthcoming.

2 The NBER is a private, nonprofit research organization dedicated to studying the science and empirics of economics. It is
the largest economics research organization in the United States. The chapter is titled, “Cable Regulation in the Satellite
Era,” Chapter 5 in Rose, N., ed., “Economic Regulation and Its Reform: What Have We Learned?” forthcoming,
University of Chicago Press.
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Claimants in the matter of the distribution of copyright royalties for the distant importation of
broadcast television signals in 2004 and 2005. My curriculum vitae are submitted as Appendix D.

I.B. Scope of charge

Counsel for Music Choice has asked me to evaluate the merits of the analysis and evidence presented
in the written testimony, deposition, and oral testimony of SoundExchange’s witnesses in regards to
the proposed royalty rate for digital performance rights in sound recordings (“DPRSR”) for pre-
existing subscription services (“PSS”) such as Music Choice. I am being compensated for my time on

this matter at a rate of $700 per hour.

I have reviewed all the written direct testimonies, depositions, and transcripts of the hearing
testimonies of Dr. George S. Ford, Professor Januz Ordover, Mr. Stephen Bryan, and Mr. Charles
Ciongoli presented on behalf of SoundExchange in this matter. In addition, I have reviewed the
decisions in prior PSS, SDARS, and webcasting rate-setting proceedings, trade publications on the
recording and various music service industries, relevant academic literature, and numerous other

pertinent materials.

I.C. Summary of conclusions

SoundExchange has proposed that PSS providers pay a revenue-based royalty for sound recording
performance rights that increases to 45% by 2017. Dr. Ford, in opining on the reasonableness of the
SoundExchange proposal, prepared testimony claiming that this proposal lays within a “zone of
reasonableness” for marketplace royalty rates of between 43% and 70% and that no adjustment to this
range was necessary to account for the four Section 801(b)(1) policy objectives as required by the

Copyright Act.

Dr. Ford’s conclusions are both unfounded and incorrect and should not be relied upon to establish a
reasonable royalty for sound recording performance rights for PSS providers. There are significant
errors of method, reasoning, and fact throughout his report, both in his approach to determining a
royalty that would arise in the hypothetical market that would determine sound recording.
performance royalties in the absence of a compulsory license and in the adjustment to a marketplace
rate under the application of the four policy objectives. I briefly summarize the justification for these

claims here.

There are a number of significant flaws in the approach Dr. Ford takes to establishing his zone of
reasonableness.for marketplace royalties for sound recording performance rights that invalidate his

conclusions.
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(9)  First, his methodological approach to selecting benchmark markets comparable to the hypothetical
market for PSS is unsound. While other experts in this and related proceedings take great pains to
compare the economic features of a hypothetical market with potential benchmarks, an approach with
which Dr. Ford agrees in principle, in practice Dr. Ford makes no such effort. He advances a wide
variety of markets as appropriate benchmarks within his zone of reasonableness without providing an
analytical framework for evaluating their comparability with the unique features of the PSS market or
attempting to adjust the royalties in those markets to account for the manifest differences between

them.

(10)  Using the Asymmetric Nash Bargaining Framework I introduced in my direct testimony, I
demonstrate that the benchmarks selected by Dr. Ford are inappropriate and provide no useful guide
for appropriate royalties for sound recording performance rights in the PSS market. Dr. Ford’s
benchmarks have different buyers that offer different products which are purchased and used by
ultimate consumers in different ways, all of which materially affect the royalty that would be paid in
those markets in ways that would make them non-comparable with the PSS market and all of which
Dr. Ford ignores. Using my bargaining framework and focusing on the most important of these
differences, the promotional effect of PSS services and the cannibalization effect of interactive
webcasting services included among Dr. Ford’s benchmarks, I demonstrate how Dr. Ford’s failing to
account for such differences uniformly yields marketplace agreements with royalty rates that are
higher than what one would expect in the hypothetical market for sound recording rights in PSS,
invalidating their use as benchmarks.

(11)  Second, the interactive webcasting market on which Dr. Ford relies in part as a benchmark differs
significantly with the PSS market in its market dynamics that also invalidates its usefulness as a
comparator. While the PSS market is fairly mature with established negotiating protocols and
longstanding agreements, interactive webcasting is a business with uncertain economics and rapidly
changing market dynamics. I know of no interactive webcaster that is currently profitable under its
existing royalty agreements, and many of them may continue to be loss-making as providers try to
build market scale. Indeed, it is not obvious to me that this business model can achieve profitability
under current royalty arrangements. Whether these agreements can be sustained under evolving
business models in a growing interactive webcasting market, or whether they represent transitional
arrangements that will change as that business eventually becomes more stable, in neither case are
they comparable to marketplace agreements in the very different hypothetical market for sound

recording performance rights in PSS.

(12)  Third, Dr. Ford’s claim that use of a revenue-based royalty eliminates any concern about the
comparability of a benchmark because differences in overall revenue can account for underlying
differences between markets is simply incorrect. The use of revenue-based rates cannot repair an
analysis based on non-comparable benchmarks, nor does it obviate the need to adjust even the most
closely comparable benchmark to reflect any remaining differences between the markets.
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Fourth, Dr. Ford’s claim that royalties paid by PSS providers should be increased to capture cable
industry revenues is also incorrect. Dr. Ford suggests Music Choice and cable systems that own a
portion of its business may be “strategically shifting” revenues to minimize Music Choice’s royalty
liabilities. This directly contradicts testimony that these relationships are arm’s length and ignores the
compelling alternative explanation that low demand from ultimate consumers is resulting in low
revenues from cable systems. Furthermore, the claim that PSS royalties should somehow be
augmented due to the intermediate nature of PSS services ignores the basic economics of outcomes in

supply chains.

Finally, Dr. Ford examined a non-representative, non-random sample of marketplace agreements in
making his arguments. He cherry-picks those agreements with relatively high royalty rates in
establishing his zone of reasonableness, ignoring at least 26 agreements produced in discovery that

have percentage of revenue royalty rates below his lower bound of 43%.

In addition to the flaws in his approach to establishing a benchmark market for sound recording
performance rights in PSS, Dr. Ford also errs in applying the policy factors necessary to adjust those
rates. First, he incorrectly concludes that marketplace rates adequately incorporate the 801(b)(1)
statutory factors determining rates in this proceeding. From an economic perspective, it is well
known that markets may not provide the appropriate number of goods in the presence of fixed costs,
particularly in markets like those for sound recordings. Both the legislative history of the
establishment of digital performance rights for sound recordings and the treatment of the same policy
factors in other markets confirms that the policy factors should, if anything, lower rates relative to a

marketplace benchmark.

Dr. Ford’s second error with respect to the policy factors is to ignore the highly asymmetric effect
different royalty rates for sound recording performance rights would have on record labels and PSS
providers, a fact that influences the analysis of all the statutory policy objectives. I show that the
implementation of SoundExchange’s proposed royalties would dramatically reduce the profitability
of Music Choice on both a historical and prospective basis, causing Music Choice to exit the
residential music business. I further show that Dr. Ford’s claim that other providers could and would
replace Music Choice should they exit is unfounded speculation. Contrary to Dr. Ford’s claims,
imposing SoundExchange’s proposed royalty would lead to Music Choice’s subsequent exit, which
would cause immense disruption in the cable radio industry, significantly reduce the availability of
creative works, not provide Music Choice with a fair income, and not reflect the relative contributions
of Music Choice to the industry. By contrast, T show that any changes in PSS sound recording
royalties would have inconsequential effects on record label revenue, causing no disruption to the

music industry and having effectively no impact on the availability of creative works.
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For all these reasons, the Copyright Royalty Judges should not use Dr. Ford’s analysis as any basis
for determining a reasonable royalty for sound recording performance rights in the PSS market. I

develop each of these arguments in greater detail in the balance of my report.

Il. Ford’s methodology is unreliable

Il.LA. Summary of the Ford approach

SoundExchange has proposed that the PSS pay a revenue-based royalty that ramps up to 45%. In his
deposition, Dr. Ford stated that he was presented with the proposed rate and asked to testify whether
it was reasonable.’ Dr. Ford did not calculate the proposed royalty or perform any analysis to
generate the proposed royalty; * instead he used marketplace agreements to determine whether the
proposed rate was reasonable and consistent with marketplace outcomes.” In fact, no SoundExchange
witness, fact or expert, testified as to how the rate was calculated in the first place or sponsored the

proposed rate in testimony.

Dr. Ford begins his benchmarking analysis by asserting that an ideal benchmark market should
closely approximate the hypothetical market and share identical buyers, sellers, and rights.°
Furthermore, Dr. Ford acknowledges that in instances where the benchmark market differs from the
hypothetical market, then “modifications and adjustments [should be] applied to render a more
suitable rate.”’

In doing so, however, Dr. Ford faced the challenge of finding a benchmark market comparable to the
unique target market at issue in this proceeding (PSS). In his written testimony, he concludes “I was
unable to find any contract that matched closely the peculiar nature of the PSS’s business.”®
Similarly, in his hearing testimony, Dr. Ford emphasized the distinctiveness of the PSS market,

? Deposition of George S. Ford, Docket No. 2011-1 CRB PSS/Satellite 11 (Mar. 6, 2012) [hereinafter Ford Deposition] at
7:1-4, 49.

* Ibid at 4-6. In particular Dr. Ford states, “they didn’t hire me as a business consultant and say how much should we
charge. They said is 45 percent consistent with a market rate and consistent with the 801(b) statutory standards. That’s
what I was asked.” Ibid. at 69:3-7.

* Hearing Testimony of Dr. George Ford, Docket No. 2011-1 CRB PSS/Satellite II (Jun. 18, 2012) [hereinafter Ford Hearing
Testimony] at 2808:10-2809:16, 2876:4—13.

8 SX Trial Ex. 79, Second Corrected Testimony of George S. Ford, Docket No. 2011-1 CRB PSS/Satellite I (Apr. 2, 2012)
[hereinafter Ford Direct Testimony] at 12.

7 Ibid.
8 Ibid. at 13.
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articularly its distribution structure,9 and reaffirmed that “[there] is a significant difference between
210

the PSS and what we normally look at here and what’s available in terms of market agreements.
Despite many differences between the PSS and other markets for the digital performance and
distribution of sound recordings, Dr. Ford goes on to use marketplace agreements involving different
buyers and different rights to establish a “zone of reasonableness” for revenue-based royalty rates for
sound recording performance rights in PSS. Dr. Ford admits that relying on marketplace agreements
from “[a] variety of buyers and business plans” will necessitate a wide range of rates. Nevertheless,
Dr. Ford finds this wide range of royalty rates to be “a useful starting point in evaluating the rate
proposal offered by SoundExchange.”!! From the collection of marketplace agreements provided to
him by SoundExchange counsel,'” Dr. Ford establishes a zone of reasonableness of 43% to 70%,

representing the minimum and maximum of rates he observed."

Since SoundExchange’s proposed 45% rate is close to the lower bound of his zone of reasonableness,
Dr. Ford concludes that SoundExchange’s rate proposal for the sound recording performance rights in
the PSS market is reasonable.' Dr. Ford further concludes that SoundExchange’s rate proposal is at
the low end of reasonable rates because the PSS music service is distributed by downstream cable
operators and therefore PSS revenues do not incorporate the full retail value of the service.

After considering the four 801(b)(1) factors, Dr. Ford finds no compelling reason to deviate from
SoundExchange’s proposed royalty rate of 45%. In terms of the first three factors—availability of
creative works, fair return/fair income, and relative contribution—Dr. Ford argues that since
marketplace rates already account for these factors, no adjustment to his benchmarks is necessary.'®
Finally, Dr. Ford sees no disruptive impact on the industries involved resulting from a six-fold rate
increase from 7.5% to 45%. Dr. Ford rationalizes this conclusion by noting that the proposed rate is
highly favorable to PSS providers relative to his collection of marketplace rates for other parts of the
music services industry, a revenue-based royalty rate follows industry practices, and the proposed rate

change would be phased in over five years. He does not consider the elimination of the entire PSS

? Ford Hearing Testimony at 2810:16-2812:16.
"% Ibid. at 2814:9-20
"' Ford Direct Testimony at 13.

2 Dr. Ford responded in the negative when asked during his oral testimony, “outside the collection you were spoon-fed from
counsel, did you look at the overall discovery that was produced in this case for marketplace agreements?” See Ford
Hearing Testimony at 2871:7-11.

'3 Ford Direct Testimony at 16.
" Ibid.

1 Ibid. at 16-8. Dr. Ford makes no attempt to quantify this “full retail value.”
' Ford Hearing Testimony at 2925:11-2926:4.
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segment to be an indication of a disruption, arguing that similar services might be offered by another

o
provider."”

II.B. Flaws in the Ford approach

There are many flaws in Dr. Ford’s analysis that make his conclusion about the “reasonableness” of a
45% royalty rate unreliable and incorrect. Ibriefly describe them here and discuss each in more
detail in the remainder of this section. In the next section, I address the flaws in Dr. Ford’s

consideration of the four statutory factors.

First, although Dr. Ford’s premise for establishing rates by benchmarking is sound and consistent
with previous proceedings, he fails to follow through on these guidelines. In particular, he offers no
analytical framework to evaluate potential benchmarks, including the benchmarks he proposes.

Second, using the analytical framework I introduced in my direct testimony to evaluate his
benchmarks, I demonstrate that they are too different from the PSS market to be valid. The
benchmarks Dr. Ford relies on fail to account for the promotional effects of PSS services on market-
based royalty rates, they fail to account for the cannibalization effects of some of his benchmark
services on those rates, and they fail to account for other important differences between PSS services
and his proposed benchmarks that would have material effects on those rates. All of these differences
indicate that royalty rates for sound recording performance rights in PSS would be lower than those in
the benchmark markets he proposes, making his purported “zone of reasonableness™ useless for

determining rates in that hypothetical market.

Finally, Dr. Ford makes a number of factual and economic errors that invalidate his benchmark
analysis. First, Dr. Ford relied on the contracts provided to him by counsel for SoundExchange. A
review of other marketplace agreements produced in the discovery process, but apparently withheld
from Dr. Ford, revealed royalty rates well below Dr. Ford’s proposed “zone of reasonableness.”
Second, Dr. Ford incorrectly concludes that revenue-based royalty rates adjust appropriately for
differences in the target and benchmark markets. This is not generally true as a matter of economic
theory, and it certainly does not hold for a comparison of PSS and the benchmark markets he
proposes. Finally, Dr. Ford’s claim that PSS royalties should be increased to capture downstream

revenues is misguided and unsupported by the available evidence.

'” Ford Direct Testimony at 21-3.
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I.C. Ford offers no analytical framework to evaluate a benchmark

Dr. Ford asserts that an ideal benchmark market should closely approximate the hypothetical market
and acknowledges that in instances where the benchmark differs from the hypothetical market, then
“modifications and adjustments [should be] applied to render a more suitable rate.”'* This is the
correct benchmarking procedure, and in that regard, Dr. Ford, Dr. Ordover, and I all agree.

Dr. Ford breaks company, however, when he fails to follow his own prescription, while Dr. Ordover
and I follow the correct procedure. Dr. Ordover discusses how his “analytical framework assesses
which non-statutory channels of music distribution reasonably can serve as benchmarks for the rates

1% and concludes that

agreed to between buyers and sellers in the absence of a regulatory backstop
“identification of a candidate benchmark marketplace should place heavy emphasis on the extent to
which the service under consideration is comparable to [the target] along the relevant dimensions, as
well as on the ability to account for any material differences between them.” Similarly, in
corroborating the appropriateness of the musical works in PSS benchmark, I describe five dimensions
of a market that would make it an ideal benchmark and later describe how an Asymmetric Nash
Bargaining Framework can be used to account for differences between a benchmark and target

market along these dimensions.”!

Dr. Ford gives up on this correct procedure, and instead invents his own entirely new kind of
benchmark analysis which he describes as using “marketplace agreements as benchmarks in order to
establish a zone of reasonableness for revenue-based royalty fees.”” Employing this novel technique,
Dr. Ford selects benchmarks that he acknowledges are wildly different than the hypothetical market
for sound recording performance rights in PSS. Unlike experts in this or related proceedings,” Dr.
Ford makes no comparisons of buyers, sellers, products being sold, or any other economic features of
the PSS market and the markets he proposes as benchmarks. Indeed, the only criterion he purports to
rely on is the fact that royalties in the PSS and his potential benchmark markets are both measured as
a percentage of revenue. I rebut the legitimacy of this argument in section ILE.2 of this report.

"® Ibid. at 12.

19 SX Trial Ex. 74, Third Corrected and Amended Testimony of Janusz Ordover, Docket No. 2011-1 CRB PSS/Satellite
(Jun. 13, 2012) [hereinafter Ordover Direct Testimony] at 4.

2 1bid. at 18.

2! Corrected Testimony of Gregory S. Crawford, Docket No. 2011-1 CRB PSS/Satellite 11 (May 10, 2012) [hereinafter
Crawford Direct Testimony] at 24-5.

22 Ford Direct Testimony at 13. Dr. Ford states in his hearing testimony that “[my analysis] is not a traditional analysis of
benchmarking...the purpose of my analysis was to say these are the kind of rates you observe in market agreements, and
in that sense, they serve as benchmarks, but it’s not the same sense that Ordover uses benchmark. Where he says it’s 50
percent, I'm going to subtract 5 percent for that and 1 percent for that. 1t’s not that way. It’s a different benchmark
approach.” See Ford Hearing Testimony at 2909:12-2910:2.

3 For example, see Ordover Direct Testimony at 18, 29-30.
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The deficiency in Dr. Ford’s methodology is reflected in the wide range of royalty rates among the
benchmark contracts he considers. Dr. Ford’s pool of benchmarks includes cellular ringtones,
portable and non-portable interactive webcasting, and permanent digital downloads, services that are
different in many crucial respects not only from PSS but also from each other. Dr. Ford found royalty
rates in this diverse collection ranging from 43% to 70% of revenues. As I show in section IL.E.1
below, even this wide band does not include the full range of royalty rates reflected in the discovery
record, as the contracts given to Dr. Ford exclude a large number of contracts with much lower

royalty rates.

Dr. Ford’s decision to undertake an analytical approach untethered from any tried and tested
methodology and unguided by sound economic principles contributed to shortcomings in his
analyses. Below I demonstrate how an appropriate economic framework illuminates those

deficiencies.

I.D. An appropriate framework shows Ford selects a defective set of
benchmarks

In previous proceedings before the Copyright Royalty Judges and their predecessors to determine
reasonable royalties for sound recording performance rights, it has been established that if a
sufficiently comparable marketplace royalty is available, then it can serve as a benchmark, subject to
modification or adjustment to account for relevant differences, and subject to further adjustments for
the statutory objectives. Ideally, this benchmark would closely resemble the hypothetical market
between willing buyers and sellers of sound recordings performance rights in PSS markets but for the
compulsory license. Dr. Ford agrees with this framework, but relies on a variety of digital music
services—cellular ringtones, interactive webcasting, and digital downloads—as benchmarks that are
each starkly different from the hypothetical PSS market for sound recording performance rights.
These proposed benchmarks are all so different from PSS that even adjustments based on a
theoretically sound methodology would be uninformative and speculative. Since Dr. Ford has no such
economically founded methodology, his use of these contracts as benchmarks is completely invalid.

There are five characteristics that an ideal benchmark market for the sound recording performance
rights for PSS should satisfy:** '

1. Same marketplace outcomes: The benchmark rate is negotiated at arm’s-length between willing

buyers and willing sellers in an open market without influence from non-market factors.
2. Same sellers, same rights: The same sellers (record labels and/or their representative rights

organizations) are selling the same rights (sound recording performance rights).

2 Crawford Direct Testimony at 24.
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3. Same buyers: The same buyers (PSS providers) are purchasing the rights.
Same products: Buyers package the sound recording performance rights with other inputs,
notably musical works performance rights and the PSS’s own original creative content, to create
the same products (audio channels) that are sold to multi-channel video providers in downstream
markets.

5. Same method of purchase and consumption: Consumers purchase and access the product in the
same way; namely, through a subscription to a bundled cable television offering that includes the
PSS content. Furthermore, since the PSS provider selects the musical content on its channels,

consumption by the consumer is passive and the product consumed includes not only the music

but also the programming,

By construction, an ideal benchmark market for sound recording performance rights for PSS does not
exist. Nevertheless Dr. Ford fails to address major differences between his benchmarks and the PSS
market. In fact, the only similarity Ford’s benchmarks share with the PSS market is that the seller
remains the same. Dr. Ford’s failure to account for all the other differences invalidates his
benchmarks for determining a reasonable royalty rate for sound recording performance rights for
PSS. Next, I use the framework I introduced previously to demonstrate some of these differences and
how they make Dr. Ford’s benchmarks unsuitable.

I1.D.1. Ford’s benchmarks are too different from PSS to be valid

I.D.1.a. Different buyers, products, and methods of consumption and use

Although Dr. Ford asserts that an ideal benchmark market should consist of the same buyers as in the
PSS market,” the music services he uses as benchmarks are distinctly different purchasers from PSS.
In fact, Dr. Ford did not attempt to find a benchmark comparable to PSS,? but instead relied on a
collection of benchmarks he described as “a wide variety of services that are different, highly

different, very different...””” during his deposition.

PSS providers such as Music Choice offer diverse, genre-based music television channels that are
bundled by multichannel video programming distributors (MVPDs) into cable subscription services.
In accordance with the statutory license, PSS is a non-interactive service in which consumers have no

control over song selection and play frequency. These restrictions are meant to limit PSS’s ability to

» Ford Direct Testimony at 12,

% Dr. Ford states his analysis “was not to try to modify or choose a particular service that 1'd say oh, this is close to Music
Choice.” See Ford Deposition at 42:20-2.

27 1bid. at 43:1-3.
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substitute for CD purchases.”® Contrast the passive, performance-based PSS product with ownership-
based permanent digital downloads or an interactive and often portable webcasting subscription
service. Permanent digital downloads are a direct substitute for CDs. By purchasing a digital
download, the consumer owns a copy of the song and can play that song at their selected time and
place. Similarly, the music-on-demand feature of interactive webcasting, in which the consumer
decides when to listen and what songs to listen to, also effectively substitutes for physically
purchasing CDs. In the following sections I provide evidence of these substitution effects and discuss
in detail the consequences this difference in promotion versus cannibalization has on royalties arising

in a hypothetical marketplace.

Cellular ringtones in particular are a fundamentally different product from PSS. Ringtones are short
snippets of songs and are viewed by consumers as a personalization product and not a song purchase.
Ringtones involve a license to make and distribute copies. Unlike the PSS, I understand a ringtone
reseller does not need a public performance license.”” Similarly, I understand the license from record
labels to a download store involves a license to make and publicly distribute copies of digital sound .
recordings. It does not include a performance right for the full sound recording because there is no

public performance of the recording involved.*

Finally, PSS such as Music Choice are unique from other music services in that its product isn’t
directly sold to consumers. PSS providers combine inputs (performance rights for sound recordings
and musical works and other original creative content) to produce a set of audio television channels
that they in turn sell to cable, telecommunications, and satellite television providers that are
collectively known as MVPDs. MVPDs, in turn, bundle the PSS audio channels with other audio-

visual channels into a cable package for the end consumer.

These differences have material effects on the royalties that would be predicted in a hypothetical
market for digital performance rights for sound recordings on PSS. As discussed in detail in my
direct testimony, both the economic surplus that a copyright owner and user could split in the case of
agreement and the copyright owner’s surplus in the case of disagreement are vastly different because

of these differences in buyers, products, and methods of consumption and use.”!

In particular, the Asymmetric Nash Bargaining Framework I introduced in my written testimony and

describe further below emphasizes the importance of related markets on a potential benchmark.

% In compliance with the performance right complement of the statutory license, Music Choice does not pre-announce
songs, play more than three tracks from a single album in a three hour period, or play consecutively more than four
tracks by a single artist in a three hour period. See Corrected Testimony of David J. Del Beccaro, Docket No. 2011-1
CRB PSS/Satellite I1 (May 9, 2012) [hereinafter Del Beccaro Direct Testimony] at 4.

2 Rebuttal Testimony of David J. Del Beccaro, Docket No. 2011-1 CRB PSS/Satellite 11 (Jun. 27, 2012) [hereinafter Del
Beccaro Rebuttal] at 4-5.

*Ibid. at 3.

! Crawford Direct Testimony at 34-5.
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These related markets have very different effects in PSS and interactive webcasting markets and these
differences are a direct consequence of the differences in buyers, products, and methods of ultimate
consumer’s consumption and use between these markets. Below I discuss the evidence that PSS is a
service that provides promotional benefits to copyright owners and that interactive webcasting is a
service that cannibalizes other sources of revenue for those owners. This distinction has a critical
influence on predicted royalty rates for the two services. In the sub-sections that follow, I emphasize
this essential difference between a PSS service and an interactive webcasting service that Dr. Ford
included among his benchmarks and illustrate with some simple examples how important it can be for

predicted royalty rates across different services, a distinction ignored by Dr. Ford.
I.D.1.b. Ford fails to account for promotional effects of MC

In my testimony I introduced a non-cooperative Asymmetric Nash Bargaining Framework to evaluate
candidate benchmark markets against the ideal hypothetical market characterized by a negotiation
between a PSS provider and a record label for digital performance rights for sound recordings. The
Asymmetric Nash Bargaining Solution depends on three key factors to determine how two firms, a
buyer and a seller, would split profits after reaching an agreement. These three “Nash Factors™ are;

1. The Combined Agreement Surplus is the combined surplus to the buyer and seller in the primary
(i.e. PSS) market resulting from an agreement. The combined surplus is simply the revenue
earned by the buyer in the PSS market less all other costs in that market.

2. Each Firm’s Threat Point is the surplus available to each party if no agreement is reached. Note
that threat points can be either negative (representing a loss in other markets in the absence of an

agreement) or positive (representing a gain in other markets in the absence of an agreement).
a. 'The first two Nash Factors determine the profit or “pie” to be split: it is the difference
between the combined agreement surplus and the sum of the firms’ threat points. I call this

profit the Incremental Surplus.
3. Each Firm’s Bargaining Power is a number between 0 and 1 that captures that firm’s relative
strength during negotiations. If the two firms have equal bargaining power then the bargaining

power would be 0.5 for both.

The Asymmetric Nash Bargaining Solution utilizes these Nash Factors in an intuitive way to
determine royalties in the primary market. For each firm, the profit it receives from the primary
market equals its threat point plus its bargaining power times the incremental surplus. This division
of profit can then be converted into a revenue royalty rate if the share of profit in revenue in the

primary market is known.

Figure 1 demonstrates the intuition of the Nash Bargéining approach in a simple example with no
threat points and equal bargaining power. It shows that if the combined agreement surplus between
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two firms is 20, the absence of threat points means that so too is the incremental surplus, or pie, to be
split. With equal bargaining power, each receives a surplus of 10. The pie is equally split.

Figure 1: Asymmetric Nash Bargaining Model example

Combined surpius = Threat points = Pie to be spiit
Seller Buyer
Seller 0
Buyer 0 10 110

Sellershare of buyer
{downisiream) profit is 50%

The main conclusion I reached in analyzing negotiations in a hypothetical market between a PSS
provider and a record label for the license of sound recording performance rights within the Nash
Bargaining Framework is that record labels receive a promotional benefit from PSS such as Music
Choice and therefore should be awarded a relatively smaller share of the combined agreement surplus
from the PSS market (and thus a lower royalty rate), since part of the value they receive from the
agreement comes in the form of this promotional benefit. In the event that PSS and record labels do
not reach an agreement, the record label would lose additional revenue from non-PSS distribution
markets because PSS encourage record label sales through music discovery. In the context of the
Asymmetfic Nash Bargaining Framework, record labels have a negative threat point.

Figure 2 demonstrates this effect in another example modeled on the hypothetical market. Again I
assume a combined agreement surplus of 20, but I now add the threat point of minus 4 (—4) for the
record label to capture the loss of promotional benefits if they fail to reach an agreement in the PSS
market. In this case, the pie to be split is 20 — (—4) = 24. Under the assumption of equal bargaining
power, this pie of 24 is split equally, so 12 apiece. Note, however, that an equal split of the overall
pie does not mean that the combined agreement surplus in the PSS market is equally split. Because
record labels (alone) benefit from additional sales outside the PSS market, they get a relatively
smaller share (8 of 20 or 40%) of the surplus from inside the PSS market. This split of profit can be
converted into a split of revenue depending on the share of revenue in profit. The figure shows that if
the share of revenue that is profit in the PSS market is 5%, the royalty to the record label in this
sample hypothetical market would be 2%.
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Figure 2: Asymmetric Nash Bargaining Model with promotional benefit

Combined surplus - Threat points = Pie to be split
Re@_ FSS
Record label y
> |/
-4 -
pss O
Record labels loses t.abel share of PSS profitis 40%
promotional benefit if pre-royalty profitis 5% of

revenue, royaity is 2%

I offered various accounts of the promotional benefits of PSS for record labels in my testimony,
which [ will briefly summarize here. First, Music Choice has a long history of working with record
labels to promote artists and their mysic as evidenced by the “promotional copies” Music Choice
receives, encouragement by record labels for more airplay,” and numerous letters and emails from
artists and record labels thanking Music Choice for its role in promoting their records.” Music Choice
also promotes artists through informative on-air displays and exclusive artist promotions. Artist
promotion is becoming increasingly important for record labels, who now frequently enter into “360
deals” in which labels receive a share of an artist’s concert and merchandising revenue.** Second,
there is empirical evidence of Music Choice’s promotional benefit to performance rights holders. A
survey conducted in 2011 by NPD Group found that TV and TV music channels serve as the second
most important channel for discovering new music and that younger, heavier buyers of music tend to
watch Music Choice.*® Another survey by Experian Simmons from 2010 showed that Music Choice
listeners were 69 percent more likely than the average person to have purchased 10 or more CDs or
downloads in the past year, which is indicative of the promotional effect Music Choice has on music
sales.”® Finally, in the only previous ruling on digital performance rights in sound recordings for PSS,
the Copyright Arbitration Royalty Panel as well as the record label’s own expert agreed that PSS

32 Testimony of Damon Williams, Docket No. 2011-1 CRB PSS/Satellite I1 (Nov. 28, 2011) [hereinafter Williams
Testimony] at 9-12.

3 1bid at 9. Also see Exhibit MC 30.

¥ “The Impact of Digitization on Business Models in Copyright-Driven Industries: A Review of the Economic Issues,” The
Brattle Group (Jun. 7,2011) at 12.

33 Exhibit MC 56, “NARM Research Report: Consumers & Music Discovery,” The NPD Group (Nov. 2011) at 42, 44,
36 Exhibit MC 36, “Simmons National Consumer Study,” Experian Simmons (2010) at 18.
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provide a promotional benefit to record labels by exposing consumers to new types of music and

thereby simulated record sales.”’

Dr. Ford’s benchmark analysis is deficient in ignoring the promotional benefits PSS provides for
record labels. He therefore fails to recognize that the benchmark royalty rates that he selects are too
high for PSS.

I.D.1.c. Ford fails to account for cannibalization effects of interactive webcasting

The cannibalization effect of interactive webcasting on record sales is another difference Dr. Ford
fails to account for in his benchmarking analysis. Since Ford uses a variety of benchmark markets, I
will focus on interactive webcasting as an illustrative example. In my written direct testimony, I
account for this cannibalization effect in the market for digital performance rights for sound
recordings between record labels and interactive webcasters in the context of the Asymmetric Nash
Bargaining Framework.*® In particular, I compare the Nash Factors for the hypothetical market for
digital performance rights in PSS with the market for these same rights in interactive webcasting and
demonstrate the important differences. In my testimony here, I emphasize the central role played by
the cannibalization effect of interactive webcasting on CD sales and its influence on a record label’s
threat point and thus the royalty rate that one would expect to arise from marketplace negotiations in

each setting.

While the PSS market promotes a record label’s other primary distribution channels, I establish in my
written direct testimony that an interactive webcasting service substitutes for music sold through other
distribution channels. In the absence of an agreement, I therefore conclude that record labels would
gain revenue from such channels as CD sales and digital downloads that the interactive webcasting

service would have otherwise cannibalized, rendering its threat point in these markets positive.

Figure 3 demonstrates this effect in a final example modeled on the interactive webcasting market.
Consistent with the conclusions in my written direct testimony, in this example I assume a larger
combined agreement surplus of 100. This is due, in part, to the added consumer value associated with
an unbundled service, interactivity, and frequent portability of interactive webcasting relative to
PSS.” Inow add a threat point of 70 to record labels to capture the profits from CD sales and other
forms of music distribution that would arise in the absence of an agreement with an interactive

webcaster (and that would therefore be cannibalized in the case of an agreement in the interactive

3’“Determination of Reasonable Rates and Terms for the Digital Performance of Sound Recordings,” Docket No. 96-5
CARP DSTRA (May 8, 1998) 63 FR [hereinafter PSS 1 Final Rule] at 25408.

3 Crawford Direct Testimony at 36-7.

%1 do not have any information about the costs of interactive webcasters, but to the extent that they do not involve the many
and varied costs of providing a PSS service to cable operators, including significant programming, content creation, and
sales staff, satellite uplink facilities, and not-insubstantial general and administrative costs, they are likely to be less, also
increasing the combined agreement surplus in the IW market.
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webcasting market).*’ In this case, the pie to be split is 100 — 70 = 30. Under the assumption of equal
bargaining power, this pie of 30 is split equally, so 15 apiece. Note, however, that an equal split of
the overall pie does not mean that the combined agreement surplus in the interactive webcasting
market is equally split. Because record labels (alone) bear the burden of lost CD sales outside the
interactive webcasting market, they get a relatively larger share (85 of 100 or 85%) of the surplus
from inside the interactive webcasting market. This split of profit can again be converted into a split
of revenue depending on the share of revenue in profit in the interactive webcasting market. The
figure shows that if the share of revenue that is profit in the interactive webcasting market is 50%, the

royalty to the record label in this example would be 42.5%.
Figure 3: Asymmetric Nash Bargaining Model with cannibalization effect

Combined surplus - Threatpoints = Pie to be split

Recordiabel W
Record ilabel
70
100 —e
w 0

Label share of W profitis 85%

W cannibalizes CD sales

if pre-royalty profitis 50% of
revenue, rovalty is 42.5%

There is considerable evidence that interactive webcasting substitutes for record sales. In my written
direct testimony I point to a recent NPG Group study that estimated the impact of music downloads at
17 million fewer CD sales in 2008 than the prior year.*' SoundExchange’s fact witness, Stephen
Bryan, who serves as the Executive VP of Business Development at Warner Music Group, attested to
the substitution effect of interactive webcasting in his deposition. Putting aside licensing revenue,
Bryan agrees that unlimited interactive services substitute for CD and digital download sales on an

individual consumer level and product unit basis.**

“® In the next paragraph, I motivate why I chose such a large value for this cannibalization effect.
! Andrew Nusca, “CD Sales Drop, Digital Downloads on the Rise,” ZDNet Blog (Mar. 17, 2009).

2 Deposition of Stephen Bryan, Docket No. 2011-1 CRB PSS/Satellite I1 (Mar. 14, 2012) [hereinafter Bryan Deposition] at
202:24-204:11.
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44
Free

users cannibalize far less due to play restrictions imposed by WMG. These restrictions are even less

onerous than the programming restrictions placed on Music Choice by the DMCA.*

Dr. Ford’s benchmark analysis is again deficient in ignoring the cannibalization effect interactive
webcasting imposes on record labels. This important effect is not present in the PSS market. As a
consequence of his failure to analyze this difference, Dr. Ford proposes a fatally deficient benchmark,
and does not recognize that his benchmark royalty rates again overstate the appropriate royalty rate
for PSS.

I1.D.1.d. Ford fails to account for other important differences

The PSS market can be considered an outlier among the spectrum of music services. In the previous
SDARS proceeding, the Copyright Royalty Judges ruled against the use of the PSS market as a
benchmark for the sound recording performance right for SDARS on the grounds of disparate
differences between the two markets. In particular, the Judges found the weak consumer demand for
PSS to have an influence on the demand for, and consequently the value of, the sounding recording
performance right that is wholly different from the demand characteristics in the SDARS market.*®
This unique demand feature of the PSS market was affirmed by Dr. Ordover on rebuttal in his

arguments against the comparability of the PSS and SDARS markets.*’

Among the additional important differences between the PSS market and the benchmarks chosen by
Dr. Ford are differences in the cost structures of PSS and firms in his benchmark markets and
differences in the programming efforts contributed by the rights buyer.*® These programming efforts
by Music Choice contribute to consumer value and are not generally present in Dr. Ford’s
benchmarks. Dr. Ford ignores these differences. He also does not address portability or the lack
thereof, nor does he account for the interactive nature of webcasting compared with the passive
consumption of PSS. He ignores the low, derived demand for PSS compared to services sold directly
to the public. His only analysis regarding the unique bundled nature of cable sales is a logically

* Ibid at 208:12-209:17.

“ Ibid at 213:1-22.

% See The Copyright Act at 17 U.S.C. 114()(13).

“® Final Determination of Rates and Terms, Docket No. 2006-1 CRB DSTRA [hereinafter SDARS I CRJ Report] at 35.
7 PSS Trial Ex. 11, Rebuttal Testimony of Janusz Ordover, Docket No. 2006-1 CRB DSTRA (Jul. 23, 2007) at 6-7.

*® The difference in cost structures is important because the share of costs in revenue determines the share of profits in
revenue necessary to convert a division of profit negotiated between any buyer and seller into a revenue royalty rate.
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unsound argument that PSS royalties should be increased to attempt to capture profits earned in other

parts of the supply chain that I address in Section I1.E.3 below.
I.D.1.e. Ford’s royalty rate is too high and cannot be accurately adjusted

A proper benchmarking analysis should emphasize the extent to which the benchmark under
consideration is comparable to PSS and also account for any material differences that would warrant
adjustments to the starting marketplace rate. Dr. Ford’s analysis fails on both fronts. Not only does
Dr. Ford fail to adequately address the differences between his benchmarks and PSS as outlined
above, he also makes no effort to adjust his benchmark rates to account for those differences.
Unfortunately, Dr. Ford’s analysis cannot be redeemed by an attempt to make an adequate adjustment
for the myriad differences between his benchmarks and PSS. These differences are so numerous and
so fundamental that any attempt to salvage Dr. Ford’s benchmarks would necessary involve
significant speculation. The only conclusion we can draw from these differences is that the royalty
rate proposed by SoundExchange exceeds, and may vastly exceed, the appropriate royalty for PSS.

II.D.2. Interactive webcasting is evolving too rapidly to be a valid benchmark

In addition to the differences in Nash Factors that would predict wildly different royalty rates in the
benchmark markets proposed by Dr. Ford compared to the hypothetical market for digital
performance rights for sound recordings in PSS, there are important additional differences in market
maturity between the PSS market and the markets used as benchmarks by Dr. Ford.

The benchmark markets Dr. Ford uses—cellular ringtones, interactive webcasting, and permanent
downloads—have decidedly different market dynamics than the PSS market. Whereas the PSS
market is fairly mature with established bargaining patterns, the digital music services Dr. Ford
proffers are rapidly evolving with untested business models.* It is unclear whether the royalty rates in
these markets are sustainable and thus representative of long-run marketplace transactions. I do not

know of any interactive webcasters that have managed to turn a profit, while many have simply gone

out of business.

* See Bryan Deposition at 216:8-218:11. Mr. Bryan agrees that most interactive webcasters are not profitable, noting that
the services are in the “early stage of development so they’re still heavily investing in building other platforms and
expanding their services.”

3% Deposition of Charles C. Ciongoli, Docket No. 2011-1 CRB PSS/Satellite 11 (Mar. 16, 2012) [hereinafter Ciongoli
Deposition] at 288:18-24.
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-5] A review of relevant SEC filings, however, makes clear that Rhapsody is

not and has not been profitable. Rhapsody, the interactive webcasting service formerly operated as a
joint venture by Real Networks and MTV Networks, was founded in 2001 and is one of the oldest and
best known interactive webcasters.”> According to Real Networks’ 2011 and 2012 SEC filings,
Rhapsody has never had a profitable quarter as long as it has been owned by Real Network (since
2007), and it is my understanding that it was never profitable in the six years before that.”

Furthermore, music services such as interactive webcasting may be motivated to obtain a near-full
catalogue of songs to attract the volume of consumers necessary to sustain their business models. This
motivation could partially explain the high percentage-of-revenue royalty rates interactive webcasters
pay record labels. Much as firms in young, dynamic industries may use relatively low “introductory
prices” in order to attract consumers and (ideally) build a loyal customer base, so too interactive
webcasters may be willing to accept relatively high “introductory royalties” in order to build a catalog
of music sufficiently attractive to build a loyal customer base. In both cases, prices (royalties) would
be expected to adjust to levels that can earn their firms long-run profits as the respective markets
such royalties as benchmarks before this long-run equilibrium is reached would be

matured. Usin

inappropriate.

* Since these percentage-of-revenue rates are not even relevant for
determining actual webcaster royalty payments, they certainly should not be taken as benchmarks to

determine royalties in other markets.

Dr. Ford acknowledges that the contracts he examined covering interactive webcasters are not
comparable to a hypothetical contract that would be negotiated between a PSS and a record company,
and would not suffice as benchmarks under “traditional benchmarking analysis.”*> However, he
suggests in his cross-examination that such a “crazy different” product might be a reliable benchmark
if the two products’ prices were “correlated over time.”® This suggestion is also wrong. Prices of
products with vastly different price levels can be highly correlated and still be completely
unacceptable benchmarks for one another. For example, the price of crude oil and the price of a

3! Bryan Deposition at 216:8-217:25.

52 Matt Graves, “Cha-Cha-Changes: The Brand Damn New Rhapsody,” Rhapsody Blog (Apr. 6,2010)
http://blog.rhapsody.com/2010/04/kindalikeabigdeal .html.

33 See Exhibits MC 67 (RealNetworks Inc., Form 10-Q for period ended March 31, 2012) and MC 68 (RealNetworks Inc.,
Form 10-K for the fiscal year ended December 31, 2011).

54

Deposition at 220:15-22.
% Ford Hearing Testimony at 2909:7-2910:15, 2918:17-2929:1.
58 Ibid. at 2903:15-2904:8, 2883:5
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chemical made from crude oil might have correlated prices, but the price of the latter might be many
times higher than the former. Crude oil could not be used as benchmark for the chemical absent
careful analysis establishing that the criteria for a benchmark are met. Even then, still more analysis
would need to be done to determine what adjustments would be necessary to adjust the benchmark to
obtain the price of the target good from the price of the benchmark.

That being said, Dr. Ford did not even go so far as to test whether or not his “benchmark” contracts
are correlated with PSS prices or with demand for PSS services. In his cross examination, Dr. Ford
acknowledged that he did not do any formal economic analysis to observe price trends or price

changes with his benchmark products.”’

Even a brief examination of the market for interactive webcasting reveals that prices in this very
different market are not “correlated over time” with PSS service prices or PSS demand. Interactive
webcasting is an evolving market in which there has been a great deal of churning as entrants attempt
(and often fail) to find viable business models. In contrast, PSS is a mature, established and slowly
declining market.’® Iknow of no evidence to suggest that prices in these two markets cither are or

should be correlated.

I.D.3. Ford ignores guiding PSS precedent

A final flaw in Dr. Ford’s choice of benchmarks is that the benchmarks that he uses are inconsistent
with decisions made in previous proceedings. Although Dr. Ford repeatedly refers to the 2008 rate-
setting proceeding for SDARS for guidance in his testimony, he ignores the conclusions reached by
the Copyright Royalty Judges regarding the lack of comparability of the PSS market to the SDARS
market for benchmarking purposes. The Copyright Royalty Judges rejected the SDARS’s proposal to
use PSS as a marketplace benchmark because the two services have different products, market
structures, mobility, and demand characteristics.”” The Judges found that PSS and SDARS “exhibit
substantial differences so as to make them poor comparators,” a conclusion that SoundExchange’s
own expert, Dr. Ordover, advocated. © Given the incompatibility of PSS and SDARS as comparable
benchmarks, the same logic applies for Dr. Ford’s benchmarks as they exhibit more differences with
PSS than does SDARS."

37 1bid. at 2866:22-2867:6.

58
- Del Beccaro Direct Testimony at 28.

%9 “Determination of Rates and Terms for Preexisting Subscription Services and Satellite Digital Audio Radio Services,”
(Jan. 24, 2008) 73 FR [hereinafter SDARS I Final Rule] at 4089.

% Dr. Ordover submitted a rebuttal testimony on the 2006 SDARS proceeding. See PSS Trial Ex. 11 at 2-3.

8! Dr. Ford repeatedly affirmed the “big differences” between his collection of benchmark services and the PSS. See Ford
Hearing Testimony at 2817:11-2818:12.
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Similarly, Dr. Ford ignores the precedent set in the only previous proceeding to determine sound
recording performance rights for PSS. In the 1996 PSS proceeding, the Librarian of Congress relied
on musical composition performance rights as a benchmark to set reasonable royalties for the sound
recording performance rights.”” The Librarian’s benchmarking decision was later upheld on appeal by
the D.C. Circuit Court.”

ILLE. Ford’s factual and economic errors invalidate his conclusions

In addition to failing to offer an analytical framework and selecting an inappropriate benchmark, Dr.
Ford makes a number of additional errors that invalidate his proposed range of reasonable benchmark

royalties for sound recording performance rights in PSS.

ILE.1. Ford relied on an unscientific sample of licenses

Dr. Ford bases his opinions on a selection of 46 licenses of sound recording rights for various digital
music services that was provided to him by counsel for SoundExchange.’* He examined these
contracts and “was unable to find any contract that matched closely the peculiar nature of the PSS’s
business.”® Remarkably, Dr. Ford then concludes that by examining a collection of such contracts,
none of which is comparable to PSS, he can nonetheless use these contracts to establish a zone of
reasonableness for PSS. He effectively chooses the lowest royalty rate among these contracts as his
reference. Obviously, this is equivalent to choosing that single contract as the benchmark. But Dr.
Ford has already established that this particular contract, like all the others in his collection, is not
suitable to be a benchmark for PSS.

If the collection of contracts examined by Dr. Ford had included other contracts with lower rates, he
would presumably have found an even wider zone of reasonableness. In fact, Dr. Ford was not shown
all the contracts pertaining to licenses of sound recording rights for digital music services that have
been produced in discovery in this case. I am aware of 26 additional licenses produced in discovery

that have royalty rates lower than those in the 46 contracts that Dr. Ford relied on.*®

These contracts are for a wide variety of services that, like

those in the selective collection shown to Dr. Ford, are also not comparable to PSS. Presumably if Dr.

% PSS I Final Rule at 25409-10.
83 Recording Industry Association of America v. Librarian of Congress, 176 F.3d 528, 336 (U.S.App.DC May 21, 1999).

% Dr. Ford co-opts Dr. Ordover’s analysis of a set of contracts provided by SoundExchange counsel. Ford Hearing
Testimony at 2815:21-2816:3, 2871:7-11. See Ordover Direct Testimony at Appendix II, for a list of the contracts
examined by Dr. Ordover.

5 Ford Direct Testimony at 13.
5 See Appendix A-1 for a list of these contracts.

Page 21



(68)

(69)

(70)

(71)

Rebuttal Testimony of Gregory S. Crawford, Ph.D. PUBLIC VERSION

Ford had been shown all the available contracts he would have concluded that his zone of
reasonableness analysis is not workable because the zone includes any percentage royalty rate from
to 70%.

Even this conclusion, the logical extension of Dr. Ford’s analysis, would be incomplete, since even
these much lower royalty rates still have not been adjusted to reflect important differences between
the market for these services and PSS. As I have shown through my application of the Asymmetric
Nash Bargaining Framework, the appropriate royalty rate for PSS is lower, and likely much lower,
than the rate for interactive webcasters. While I haven’t considered each of these services in detail,
for the same reasons it is likely that they would be lower than the rates for these as well. It is apparent
that Dr. Ford’s approach, applied to all the available contracts, yields no useful insights whatsoever.
According to his approach, based as it is on an examination of non-comparable licenses, any royalty

rate whatsoever might be “reasonable.”

I.LE.2. Revenue differences cannot replace a proper benchmark analysis

Dr. Ford acknowledges that under a traditional benchmarking analysis, one would ideally find a
benchmark such that “buyers, sellers, and rights in the benchmark market would be identical to the
[PSS] market...”®” He goes on, “in instances where the nature of the transaction in the benchmark
market differs from that in the hypothetical target market [PSS], modifications and adjustments are
applied to render a more suitable rate.”®® Yet in spite of the fact that Dr. Ford “was unable to find any
contract that matched closely the peculiar nature of the PSS’s business,”® he made no adjustments at

all when calculating his “zone of reasonableness.”

While Dr. Ford never adequately justifies this unorthodox methodology, he asserts that applying a
revenue-based royalty permits the use of non-comparable, unadjusted benchmarks because a
“revenue-based rate scales the royalty payment to the revenues of the copyright user, and these
revenues are determined by the value of the service offered to the consumers.””® This assertion is
wrong. The use of revenue based rates cannot repair an analysis based on non-comparable
benchmarks, nor does it obviate the need to adjust even the most closely comparable benchmark to

reflect any and all remaining differences between the markets.

Even Dr. Ford’s assertion that revenues are determined by the value of the service offered to
consumers is not correct. The value consumers place on a product is not the only factor influencing a
firm’s revenues. For example, the number and characteristics of alternative sellers strongly affect

%7 Ford Direct Testimony at 12.
8 Ibid.

% Ibid. at 13.

™ Ibid. at 14.
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revenues, even for products that generate similar consumer value. Furthermore, many additional
factors other than consumer value influence what royalty would be negotiated in an arm’s-length

transaction.

For example, differences in cost structure between the PSS and the candidate benchmark services
could result in highly different outcomes under hypothetical negotiations with the same rights seller.
All else equal, a high cost buyer would be willing and able to pay far less than a low cost buyer for
the same right. If the buyers were seeking exclusive rights, the low cost buyer would obtain the rights
at a higher royalty than the high cost buyer would (or could) be willing to pay. If they do not compete
with one another, then the seller could offer both buyers a license, with the high cost buyer paying a

lower royalty rate.

Perhaps the most important illustration of the absurdity of applying the same percentage rates for non-
comparable services is to consider services that promote the sales of music compared with services
that compete with the labels for music sales. In arm’s length negotiations, services like PSS that
promote the sales of CDs and other related products would be predicted to pay far less in percentage
royalties than services that compete with labels for the sales of music. This difference was evident in
my direct testimony as well as in the simple examples illustrated by Figures 2 and 3 above.

ILE.3. Ford’s claim that PSS royalties should be raised to<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>