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1. Qualifications and Assignment

A. Qualifications

My name is Carl Shapiro. | am the Transamerica Professor of Business Strategy at the
Haas School of Business at the University of California at Berkeley, where | have taught since
1990. 1 also hold an appointment as Professor in the Department of Economics at UC Berkeley.

I am an economist who has been studying antitrust economics, the economics of
innovation and intellectual property rights, competitive strategy, and government policies to
promote competition and innovation for over thirty years. | have published extensively on these
topics. My curriculum vitae is attached as Appendix A.

I was recently honored by being advanced to the rank of “Above Scale” Professor, the
highest rank in the professoriate at the University of California. This rank is “reserved for the
most highly distinguished faculty ... whose work of sustained and continuing excellence has
attained national and international recognition and broad acclaim reflective of its significant
impact.™
I served as the Director of the Institute of Business and Economic Research at UC
Berkeley from 1998 to 2008. | also have served as Co-Editor and then Editor of the Journal of
Economic Perspectives, a leading economics journal published by the American Economic
Association.

During 2011-2012 | had the great honor of serving as a Senate-confirmed Member of the
President’s Council of Economic Advisers. The Council of Economic Advisers, an agency
within the Executive Office of the President, is charged with offering the President of the United
States objective economic advice on the formulation of economic policy. The Council bases its
recommendations and analysis on economic research and empirical evidence, using the best data
available to support the President in setting our nation’s economic policy.

I served during 1995-1996 and again during 2009-2011 as the Deputy Assistant Attorney
General for Economics in the Antitrust Division of the U.S. Department of Justice. In this
position | was the highest-ranking economist in the Department of Justice. As the chief
economist in the Antitrust Division, | advised the Assistant Attorney General for Antitrust on a

! University of California Academic Personnel Manual Section 220-18(b)(4), available at
http://www.ucop.edu/academic-personnel-programs/ files/apm/apm-220.pdf.
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wide range of enforcement matters and competition policy issues. | supervised more than 50
Ph.D. economists in conducting investigations of mergers, civil non-merger cases, and price-
fixing cases. | also played a leading role in formulating the Antitrust Division’s position on a
wide range of competition policy issues, including numerous issues related to intellectual
property. | led the Department of Justice work that led to the updated Horizontal Merger
Guidelines released in August 2010. These Guidelines are highly influential in a range of
settings well beyond horizontal mergers where government agencies seek to assess competitive
conditions, define relevant markets, and determine whether or not those markets are workably
competitive.

I have served on numerous occasions as an expert witness or consultant to the Antitrust
Division or the U.S. Federal Trade Commission. | have also consulted or served as an expert
witness on numerous antitrust matters for private companies in a wide range of industries,
including the music industry, the telecommunications sector, and the high-tech sector, including
companies that provide content, hardware, software, services, and infrastructure.

An important strand of my research involves the information technology sector of the
economy. For example, my book with Hal R. Varian, Information Rules: A Strategic Guide to
the Network Economy, examines competitive strategy in high-tech industries and includes
chapters on the pricing of information and the management of digital rights. This book received
critical acclaim and was widely adopted for classroom use.

A list of the matters in which I have provided testimony during the past five years is
provided in Appendix B.

I am being compensated for my work on this case at a rate of $1000 per hour. This
compensation is not dependent in any way on the opinions | express or the outcome of this
matter. My work in this case has been supported by Charles River Associates (CRA), a
consulting firm at which 1 am a Senior Consultant. | also receive compensation from CRA based

on CRA’s staff billings on this case.

2 Department of Justice and Federal Trade Commission, “Horizontal Merger Guidelines,” August 2010, available at
http://www.justice.gov/atr/public/guidelines/hmg-2010.pdf.
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B. Assignment

I have been asked by Pandora to undertake an economic analysis to estimate a reasonable
royalty rate for its digital performances of sound recordings in the United States made after
February 15, 1972, and for its making of ephemeral recordings of those sound recordings, for the
2016-2020 time period. For simplicity, when | refer below to reasonable royalty rates, unless
otherwise noted, | will be referring to these rights and this time period.

In undertaking this analysis, | have read the decisions by the Copyright Royalty Judges
(“Judges”) in the prior webcaster proceedings (“Web 1,” “Web 11,” “Web I11,” and “Web 111
Remand”) and in the most recent Satellite Digital Audio Radio Services proceeding (“SDARS
11”). 1 also have paid close attention to the questions raised by the Judges in announcing the
commencement of this proceeding, “Determination of Royalty Rates for Digital Performance in
Sound Recordings and Ephemeral Recordings,” (“Web IV Notice”). | have interviewed several
Pandora employees and read the written direct testimony of the following Pandora witnesses:
Tim Westergren (Founder), Simon Fleming-Wood (Chief Marketing Officer), Mike Herring
(Chief Financial Officer), and Stephan McBride (Senior Scientist, Economics). | also have
reviewed a number of internal Pandora documents as well as a variety of public materials
relevant to my analysis. The list of materials that | considered in preparing this written direct

testimony is attached as Appendix C.

2. Economic Framework for Determining a Reasonable Royalty Rate

My assignment and goal is to use my expertise as an economist to provide the Judges
with my best estimate of a reasonable royalty rate under the Section 114 and 112 statutory
licenses. As explained in further detail below, for a royalty rate to be “reasonable,” it must be
one that would be negotiated between willing buyers and willing sellers in a workably
competitive market. It is my understanding that this conception of a reasonable royalty is
consistent with that adopted previously by the Judges (and in other similar settings). In this
section, | discuss how to interpret and apply this willing buyer/willing seller (“WB/WS”) concept
in the relevant market in this proceeding, namely the market for recorded music used by statutory
webcasters.

The sellers in the relevant market for recorded music are the record companies with the

authority to enter into licenses conveying the rights at issue in this proceeding. The buyers in the
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relevant market for recorded music are the statutory webcasting services, including Pandora. The
product being offered is a blanket license for a record company’s complete repertoire of sound

recordings.’

A. Record Companies are Suppliers of Differentiated Products

Two attributes of recorded music are fundamental to any analysis of negotiations between
record companies and webcasters.

First, sound recordings are differentiated products. Every song is distinct, and listeners
value variety. Right away, this tells us that textbook models of perfect competition cannot be
used in the recorded music industry. Those models are not applicable because they assume that
many suppliers offer a homogeneous product. In these textbook models of perfect competition,
if one seller demands a price that is too high, a buyer can turn to another seller to secure exactly
the same product. In such circumstances, competition among the sellers of identical goods is
predicted to drive price down to marginal cost — the economic cost of producing and selling one
more unit of the product at issue. As a general matter, while substitutes may be available for a
particular sound recording, it will not be the case, as is required in perfect competition, that those
substitutes will be perfect substitutes (i.e., identical products).

Second, the creation and distribution of sound recordings has a very particular cost
structure: high fixed costs and very low marginal costs. Put in less abstract terms: the creation of
a piece of recorded music involves significant “first-copy” costs, but the record company has
very low additional costs associated with increased listening, especially for digital distribution.

These two attributes are not unique to recorded music. They apply as well to musical
compositions, video programming, video games, and books, among other information goods.

My book with Hal Varian, Information Rules: A Strategy Guide to the Network Economy,
Harvard Business School Press, 1999, contains an extensive discussion of the pricing of
differentiated products with high first-copy costs. (See especially Chapter 2, “Pricing

Information,” Chapter 3, “Versioning Information,” and Chapter 4, “Rights Management.”)

® It is my understanding that this is the approach taken by the Judges in Web 111 Remand; see Web 111 Remand at
23110. There exist other markets for recorded music, which are distinct from the relevant market in this proceeding.
These other markets involve the same sellers but different categories of buyers. | am referring here to satellite radio,
interactive services, and terrestrial radio. The rates set in those markets may enter into the analysis here (a) because
statutory webcasters may compete against those other buyers to attract listeners, and (b) because the terms and
conditions of licenses in these other markets may be informative regarding the reasonable rate at issue in this
proceeding.
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B. Pricing of Differentiated Products

Suppliers of differentiated products generally set prices above marginal cost. Indeed, for
information goods, prices must be greater than marginal cost for the industry to be sustainable.
Pricing at marginal cost would fail to generate sufficient revenues to cover the first-copy costs.

The most fundamental pricing rule in the field of industrial organization economics is the
Lerner Equation. The Lerner Equation provides a simple formula for the price set by a profit-
maximizing firm selling a differentiated product. The Lerner Equation can be found in most if
not all intermediate microeconomics and industrial organization textbooks. The Lerner Equation
typically appears in textbooks under the heading of “monopoly pricing,” but it applies to any
seller of a unique, differentiated product, so long as that seller is pricing independently of its
rivals. The Lerner Equation states that there is an inverse relationship between the firm’s margin
(the gap between price and marginal cost) and the firm’s elasticity of demand.*

In the current proceeding, the product being offered is a blanket license for a record
company’s complete repertoire of sound recordings. For now, it is easiest to think of the record
company’s price as the per-performance royalty rate it charges to webcasters.” In this context,
the Lerner Equation tells us that a record company not subject to any compulsory license will set
a lower per-performance royalty rate to a webcaster, the more sensitive is the webcaster’s use of
that record company’s music to the royalty rate charged by the record company for its music.
That sensitivity is measured by economists as the elasticity of demand.® A webcaster that can
easily substitute toward or away from the music of any one record company will have a high
firm-specific elasticity of demand. In particular, a webcaster that can easily control the songs it

* Call P the firm’s price, C the firm’s marginal cost, and E the (absolute value of) the elasticity of demand for the
firm’s product. The Lerner Equation states that (P-C)/P=1/E. The Lerner Equation applies for an elasticity greater
than one. If the elasticity is less than one, i.e., if demand is inelastic, the firm should raise its price until the
elasticity is greater than one, i.e., until demand becomes elastic. Throughout my testimony, when referring to any
price elasticity of demand | mean the absolute value of that elasticity, so a larger price elasticity corresponds to
greater price sensitivity.

> Below, | consider a percentage-of-revenue royalty structure. The general principle | am enunciating here — the
inverse relationship between price/cost margin and elasticity of demand — also applies with that royalty structure.

® More precisely, this is a firm-specific elasticity of demand. In general, the firm-specific elasticity of demand
measures a buyer’s sensitivity to the price set by a single supplier, such as Safeway’s elasticity of demand for Coke.
An example in the current case would be Pandora’s elasticity of demand for the recorded music from a specific
record company, such as Warner Music Group. Pandora’s elasticity of demand for Warner’s music will be greater
than Pandora’s elasticity of demand for all recorded music, precisely because Pandora can substitute music from
other record companies for music from Warner in response to a Warner-specific price increase. Likewise, Safeway’s
elasticity of demand for Coke is higher than Safeway’s elasticity of demand for all soft drinks.
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streams to its users, with little impact on their patronage, will have a high firm-specific elasticity
of demand. Applying the Lerner Equation, this webcaster will face a relatively low price. In
contrast, a music service with very limited ability to control the songs it streams to its listeners
will have a low elasticity of demand for any one record company’s repertoire of sound
recordings and will face a relatively high price. In particular, an interactive service, which gives
the listener the ability to select what song to stream, will tend to have a very low firm-specific
elasticity of demand, and thus face a relatively high price.’

The Lerner Equation also tells us that a record company not subject to any compulsory
license will charge a higher price to music users that are more costly for the record company to
serve, including the opportunity cost to the record company of a performance by the music user.
Importantly here, the opportunity cost includes the impact of performances by the music user on
other record company revenue streams. For performances that have no impact on other revenues
earned by the record company, the economic cost is simply the marginal production and
distribution cost to the record company, which I understand to be zero or nearly zero for
streaming services. For performances that substitute for other sales by the record company, the
economic cost includes the lost price/cost margins on those other sales, and hence is positive. By
precisely the same logic, for performances that promote other sales by the record company, the
extra price/cost margins on those other sales are an economic benefit, causing the economic cost
to be negative.

In this manner, the Lerner Equation automatically accounts for the important principle
that a service that substitutes for other profitable sales by the record company will pay a higher
price in a workably competitive market (based on the higher economic cost to the record
company of performances on this service), while a service that promotes other profitable sales by
the record company will pay a lower price in a workably competitive market (based on the lower
economic cost to the record company of performances by this service). This discussion reflects

the power and generality of the Lerner Equation: the marginal cost term in the Lerner Equation

" If a subscription interactive service has very little or no ability to affect the mix of songs played on its service, for
that service the repertoires of different record companies are economic complements rather than economic
substitutes. (Two products are economic complements if the demand for one of these products goes down when the
price for the other rises; the opposite relationship holds for economic substitutes.) If one record company unilaterally
raises its price to the interactive service, the costs of that service rise, pushing up its subscription price. The higher
subscription price will reduce the number of subscribers to this service and thus reduce this service’s demand for
music from other record companies. The distinction between substitutes and complements is fundamental in the
field of industrial organization. Hence, | make a sharp distinction between interactive and non-interactive services.
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captures the key factors on the supply side (here, the opportunity cost to the record company)
and the elasticity of demand term in the Lerner Equation captures the key factors on the demand
side (here, the flexibility of the webcaster in the mix of music it plays).

The Lerner Equation gives a formula for the profit-maximizing price set by the supplier
of a differentiated product. The analysis underlying the Lerner Equation assumes that the
supplier is in the driver’s seat in the sense of dictating the price, which buyers must then take as
given when making their purchase decisions. This is indeed how many prices are set in our
economy. An alternative formulation would have the buyer set the price, which sellers must then
take as given when making their supply decisions. While this is a less common way for prices to
be set in our economy, some would say that Wal-Mart operates this way, making take-it-or-
leave-it offers to many of its suppliers. If the buyer is in the driver’s seat, a lower price results
than if the seller is in the driver’s seat. Neither of these approaches is precisely on point for the
task at hand. Here, we are attempting to approximate a negotiated price — one that is determined
following a back-and-forth process, with neither side dictating the price.

In a negotiation, because neither the buyer nor the seller dictates the price, the resulting
price will be below that which the seller would dictate and above that which the buyer would
dictate.® While the ultimate price resulting from a negotiation will be lower than the seller’s
profit-maximizing price calculated pursuant to the Lerner Equation, the seller’s marginal cost
and the buyer’s elasticity of demand for the seller’s product remain the key factors that
determine negotiated prices. So, for example, if the marginal cost to a record company of a
performance on a non-interactive service is lower than the marginal cost of a performance on an
interactive service (because, for example, the non-interactive service is more promotional), the
non-interactive service will negotiate a lower per-play royalty rate. Likewise, the more easily a
music service can steer listeners toward or away from specific sound recordings, the lower will
be the price that music service will be able to negotiate. These basic economic principles are

central to the benchmarking exercise below.

® The negotiated price will be closer to the price the seller would dictate if the seller has more bargaining skill or
bargaining power than the buyer, and vice versa.
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C. Webcasters are Aggregators of Recorded Music

We are now ready to discuss the factors that determine a webcaster’s elasticity of demand
for the music in the repertoire of a single record company. This requires that we look more
closely at how webcasters use music and their ability to control that usage.

Webcasters are aggregators: they combine recorded music from a number of record
companies to create a valuable service for their listeners. This basic observation applies whether
the webcaster earns revenues from subscribers, from advertisers, or from both.

Aggregators are intermediaries that create value by choosing which products to carry and
by combining and presenting those products in a way that is appealing to customers. For
example, most retailers are aggregators that combine products from a number of manufacturers
and offer them to shoppers in an attractive or convenient manner. Likewise, Pandora adds value
to listeners by aggregating music from multiple record companies, selecting music that its
listeners enjoy, and by making that music available to them in a convenient manner.

Based on the general principles regarding the pricing of differentiated products discussed
above, we know that a supplier negotiating with an aggregator will price closer to marginal cost,
the more easily that aggregator can shift its demand to products from other suppliers without
losing the patronage of its own customers.

What does this mean in practice? Consider the negotiations between Macy’s, the
department store, and Rockport, a brand of men’s shoes. Imagine that Rockport is in the process
of deciding what wholesale prices to quote to Macy’s for its line of men’s shoes. All other things
equal, the higher are these wholesale prices, the greater is Macy’s incentive to steer its customers
toward other brands of men’s shoes that Macy’s carries, such as ECCO, Crocs, Florsheim, or
Polo Ralph Lauren, since the higher are Rockport’s wholesale prices, the lower the margin that
Macy’s makes from the sale of Rockport shoes. Macy’s might steer its customers by displaying
the other brands more prominently or by having its sales staff promote other brands more
actively than Rockport. If many of Macy’s customers will purchase Rockport shoes but not
these other brands regardless of the actions taken by Macy’s, then Macy’s has little ability to
steer its customers away from Rockport. In that case, Macy’s will have a relatively low elasticity
of demand for Rockport shoes. Alternatively, if Macy’s can quite easily steer its customers to
other brands, Macy’s will have a relatively high elasticity of demand for Rockport shoes. In the

latter case, Rockport has a strong incentive to offer Macy’s a discount either to prevent Macy’s
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from steering its customers away from Rockport or to encourage Macy’s to steer its customers
toward Rockport.”

This example illustrates a general economic principle: aggregators that can easily steer
their customers toward or away from the products offered by a supplier will have a high
elasticity of demand for that supplier’s products and will pay prices relatively closer to marginal
cost. The net result in a workably competitive market may well be relatively little actual steering,
yet lower prices to aggregators with the capability to steer. Macy’s credible threat to steer
enables Macy’s to negotiate discounts from suppliers of men’s shoes, but in the end Macy’s may
well carry many brands of men’s shoes and not favor any one brand over other brands. All of this
reflects the workings of a competitive market, ultimately providing consumers with a variety of
choices at competitive prices.

The forces present in my example with Macy’s and Rockport are ubiquitous when
suppliers negotiate with aggregators. Negotiations between suppliers of differentiated products
and aggregators invariably follow a certain dynamic.™

e The supplier undertakes efforts to differentiate its product and build up its brand with

final customers to convince aggregators that they will lose significant sales if their
package does not include that supplier or if they try to steer customers to other suppliers.

e The aggregator looks for ways to reduce the reliance of its overall package on any one
supplier, both by building up its own brand and by enhancing its ability to use its direct
relationship with the customer to influence the customer’s choice.

I consider this dynamic fundamental for the task at hand, i.e., to determine the rate that
would arise in negotiations between a record company and a webcaster in a workably
competitive market. More specifically, the ability or inability of a webcaster to steer listeners
toward or away from the music of a given record company is fundamental to the licensing
negotiations that would take place in the absence of a compulsory license. A record company

facing a webcaster with considerable ability to steer customers away from its music has a strong

° The distinction between Macy’s demand for Rockport men’s shoes, which may be highly elastic, and Macy’s
demand for men’s shoes as a category, which will be far less elastic, is fundamental to this analysis. Macy’s
demand for Rockport men’s shoes is another example of a firm-specific elasticity of demand.

191 have studied many industries in which this dynamic has played out, including appliances sold to retailers, credit
card networks negotiating for merchant acceptance, physicians and hospitals negotiating with health insurance
companies, and video programming licensed to cable television companies.
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incentive to discount its music to increase the number of performances of its music made by that

webcaster.

D. Workable Competition in the Markets for Recorded Music

So far, | have explained the fundamental forces that would drive negotiations between
record companies and webcasters in the absence of a compulsory license. This is the starting
point for understanding the hypothetical negotiation between a willing seller (record company)
and a willing buyer (webcaster). | now add in the concept of a workably competitive market.™

In markets for recorded music, competition among record companies would take the form
of price reductions (discounted royalty rates) in exchange for greater market share (more plays
by music services).* If a music service plays more of a particular record company’s music
because that music is less expensive than the music from other record companies, | will say that
the music service “steers” listening toward the less expensive record company. Likewise, a
music service can steer away from a record company whose music is more expensive than the

music of other record companies.

1. Workably Competitive Markets: General Principles

A workably competitive market is one not subject to the exercise of significant market
power.

A market is workably competitive if two conditions hold: (1) there are multiple suppliers
who are capable of offering buyers meaningful alternatives, so that no single supplier has
substantial unilateral market power; and (2) these suppliers do not engage in coordinated
interaction.*® When both of these conditions are met, competition among the sellers in the
market generates substantial benefits for buyers in the market.

The hallmark of a workably competitive market is regular, significant competition among

suppliers for the patronage of buyers. In practice, to assess whether a market is workably

1 My approach here is consistent with the one taken by the Judges in the Web 111 Remand; see Web 111 Remand at
23114.

12 This is precisely the type of competition that emerged in a related marketplace — that for musical works performed
by the background music supplier DMX, Inc. In that marketplace, a substantial number of music publishers,
including one “major” music publisher, agreed to accept lower royalty rates based, at least in part, on the expectation
that DMX would rely more heavily on their works in creating its playlists. In re Application of THP Capstar
Acquisition Corp., 756 F. Supp. 2d. 516, 550 (S.D.N.Y. 2010).

3 These two conditions are reflected in the Horizontal Merger Guidelines, which consider two general types of
competitive effects of mergers: unilateral effects (Section 6) and coordinated effects (Section 7).
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competitive, economists look at market concentration, entry conditions, profits and price/cost
margins, and especially more direct evidence regarding how suppliers compete, or refrain from
competing, for the patronage of buyers.

A market can be workably competitive even when the products or services offered by
different sellers are differentiated, so long as no single supplier has significant unilateral market
power. Indeed, this is the norm for information products such as books, video programming, or
software applications. Workable competition does not require marginal cost pricing or anything
approaching the textbook model of perfect competition.

A market can also be workably competitive even if it is quite concentrated, so long as the
suppliers compete regularly and energetically to win business from each other. For example, the
market for airline service between two cities might be dominated by three airlines yet still be
workably competitive, so long as we observe those carriers engaging in regular and significant
price competition.

In contrast, a market that is monopolized or controlled by a cartel is not workably
competitive. If such markets were considered workably competitive, the concept of workable
competition would lose all meaning. Likewise, a moderately or highly concentrated market in
which the leading suppliers tacitly collude is not workably competitive. For example, if the
leading suppliers have settled into some form of coordinated interaction, e.g., by refraining from
competing actively to poach each other’s customers, the market will fail to be workably
competitive. More generally, if the leading suppliers are colluding — either expressly or tacitly —

the market is not workably competitive.

2. Workable Competition in Markets Where Buyers are Aggregators

We can refine these general principles somewhat when looking at markets where the
buyers are aggregators. In markets of this type, it is especially important to assess the extent to
which these aggregators can offer attractive packages without the products of particular suppliers
and the extent to which these aggregators can steer their customers toward or away from
particular suppliers. If the aggregators have little or no ability to influence which products their
own customers use, competition among the suppliers may not function effectively. In such
situations, the market can fail to be workably competitive, even if it is only moderately

concentrated.
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To see how this can happen, consider the market for hospital services sold to health
insurance companies in a given locale. Suppose there are three hospitals who negotiate rates
with several health insurance companies who in turn offer health insurance policies to local
employers. Suppose that the employers feel it is necessary that the health insurance coverage
they offer to their employees provide reimbursement for treatment at all three hospitals because
different employees prefer different hospitals. Suppose also that the insurance companies have
little or no ability to steer patients toward or away from particular hospitals because individual
employees have a strong desire to select a particular doctor or hospital. In this case, all three
hospitals are “must-have” for the insurance companies, and the insurance companies have a very
inelastic demand for the services of each hospital. Despite the presence of three hospitals, this
market is not workably competitive.

For very similar reasons, the market for recorded music used by interactive streaming
services appears not to be workably competitive. When the Federal Trade Commission (“FTC”)
closed its investigation of the merger between Universal Music Group and EMI Recorded Music,
the closing statement issued by the Director of the Bureau of Competition stated: “Commission
staff found considerable evidence that each leading interactive streaming service must carry the
music of each Major to be competitive. Because each Major currently controls recorded music
necessary for these streaming services, the music is more complementary than substitutable in
this context, leading to limited direct competition between Universal and EMI."** If interactive
streaming services indeed “must carry” the music from each of several major record companies
to be competitive, and if these services have a limited ability to control the mix of music played
by their customers because customers pick which songs to listen to, the market for recorded
music licensed to interactive streaming services is not workably competitive.”> The FTC

effectively concluded that the market for recorded music licensed to interactive services was not

14 Statement of Bureau of Competition Director Richard Feinstein, September 21, 2012, available at
http://www.ftc.gov/sites/default/files/documents/closing_letters/proposed-acquisition-vivendi-s.a.emi-recorded-
music/120921emifeinsteinstatement.pdf. Below, | present evidence that, for Pandora, the recorded music from one
record company is very much a substitute for the recorded music from another record company. This is in sharp
contrast to the FTC’s findings for interactive streaming services. Here we are seeing an example of the fundamental
distinction between complements and substitutes that was introduced above.

13 This being the case, one might ask why the Federal Trade Commission did not challenge the Universal/EMI
merger. Based on the closing statement just cited, it is clear to me that the FTC saw the repertoires of Universal and
EMI as complements, not substitutes, for interactive streaming services. Therefore, for this group of buyers, the
Universal/EMI merger was not a horizontal merger, and the normal loss of direct competition that occurs in a
horizontal merger was not present.
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workably competitive. Nonetheless, the FTC did not challenge the Universal/EMI merger
because, ironically, it concluded that the merger would not worsen the lack of competition.
The FTC’s closing statement did not address the market for recorded music licensed to non-
interactive services.!’

Below, | present evidence that Pandora has considerable ability to steer its listeners
toward or away from music licensed by the major record companies. In this respect, there
appears to be a very substantial difference between Pandora and the interactive streaming
services studied by the FTC. My observation that the market for recorded music used by
interactive services appears not to be workably competitive warns strongly against using royalty
rates from that market as benchmarks for the current proceeding, unless a market power

adjustment (among other adjustments) is made.

3. The Dearth of Historical Competition in the Relevant Market
Based on the information available to me at this point in the proceeding, | suspect that the
relevant market in this proceeding, namely, the market for recorded music licensed to the
statutory webcasters, also is not workably competitive.®
This tentative conclusion is not based simply on the level of concentration in the relevant

market, which is moderate to high.** Nor is it based on the fact that the record companies offer

18 The operative question in a merger investigation is whether the merger will lessen competition, not whether the
pre-merger market is workably competitive.

7 Based on my experience with merger analysis, and my study of the relevant market in this proceeding, I believe
that the FTC was not able to establish that the merger would lessen competition in the market for recorded music
licensed to non-interactive services because of a lack of evidence of pre-merger competition between Universal and
EMI to have their music played by webcasters. Just below, | explain the more general lack of competition among
the major record companies to have their music played by webcasters. This dearth of competition suggests rather
strongly that the market for recorded music licensed to statutory webcasters also is not workably competitive.

18| focus here on the relevant market for the current proceeding, in which the buyers are statutory webcasters. The
SDARS Il record indicates that a number of independent labels did compete in the closely related market involving
the same sellers and the same rights but a different buyer, namely, Sirius XM. However, the SDARS Il record does
not support the conclusion that this related market was workably competitive either, since there is no indication in
the record that the three largest record companies engaged in price competition to gain market share in that market
and evidence that, to the contrary, suggests that record companies banded together to avoid such competition.

1% The three major record companies account for about 65 percent of all performance on Pandora. Their shares on
Pandora imply a Herfindahl-Hirschman Index (“HHI”) of concentration of at least 1650. The Horizontal Merger
Guidelines classify markets with this level of HHI as “moderately concentrated.” The share of performances at
Pandora attributable to music from the major record companies is less than their share on terrestrial radio, and thus
also less than their share for simulcasters. Therefore, the HHI figure based on Pandora performances almost
certainly underestimates the true HHI including all of the statutory webcasters. At the time of the Universal/EMI
merger, based on Nielsen and Billboard data for digital alboum sales, the American Antitrust Institute estimated that
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differentiated products that are subject to first-copy costs. Rather, I reach this tentative
conclusion because, to the best of my knowledge, the three largest record companies, Universal
Music Group, Sony Music, and Warner Music Group, only rarely offer discounted royalty rates
to statutory webcasters to gain more plays from those webcasters. | may revisit this tentative
conclusion later in this proceeding if and when | see additional information about such
competition, or the lack thereof.

One reason for this dearth of competition is that SoundExchange is able to negotiate on
behalf of the record labels as a group. When SoundExchange is negotiating with a music user on
behalf of a group of record companies, those negotiations by definition do not include any
element of price competition among those record companies.”® In the language of oligopoly
theory, if SoundExchange can achieve collusive rates, those rates can provide a convenient and
attractive focal point for the record companies, which discourages individual record companies
from breaking ranks by initiating price competition. In the language of antitrust economists,
SoundExchange can facilitate coordinated interaction among the record companies.?

Basic oligopoly theory teaches us that the suppliers with the largest market shares are the
least likely to “defect” from a coordinated outcome by offering discounts to gain market share.
The larger a firm’s market share, the more that firm has to lose from disrupting the status quo.
Plus, when a firm with a larger market share engages in discounting to win more business, it is
more likely that its rivals will detect that discounting and respond in kind. Anticipating these
responses, the firm with the large market share will be less inclined to initiate discounting in the
first place. For all of these reasons, coordinated interaction is a greater risk to competition in

more concentrated markets, as emphasized by the Horizontal Merger Guidelines.?

the merger would raise the HHI from 2340 to 2917, well into the “highly concentrated” range. See Flavia T. Fortes,
“Music Industry Consolidation: The Likely Anticompetitive Effects of the Universal/EMI Merger, August 30, 2012,
available at http://www.antitrustinstitute.org/sites/default/files/White%20paperEMI1%20Universal.pdf, at 6-7.

20 For precisely this reason, the use by rivals of a common bidding agent is normally treated as a per se antitrust
violation. The common agent has an incentive to set the cartel price and then divide the resulting profits among the
members of the bidding ring.

21 | understand that SoundExchange has certain antitrust immunity. As stated in the Horizontal Merger Guidelines,
coordinated interaction includes a range of conduct, including conduct that would not itself violate the antitrust laws.
Effective tacit coordination prevents a market from being workably competitive even if it does not violate the
antitrust laws.

%2 The Horizontal Merger Guidelines have relied on this core principle from oligopoly theory since 1982. The
seminal paper working out these elements of oligopoly theory is George Stigler, “A Theory of Oligopoly,” Journal
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The presence of the statutory license also can create an impediment to competition. In
general, when one supplier is considering initiating a price discount to gain market share, it must
consider how those discounts will affect the overall level of prices in the market. A supplier will
be discouraged from offering a discount if it expects that discount to be widely matched, because
this would lead to little or no change in market shares but a lower price level in the market
overall. This tendency can create an anticompetitive dynamic when prices are negotiated in the
shadow of a statutory license: record companies, especially the larger ones, will be discouraged
from offering discounts if they expect that those discounted royalty rates will pull down the
statutory rate in the future. Unfortunately, this dynamic can be especially powerful if the
statutory rate is set well above the rate that would result from effective competition. In that case,
the statutory rate serves as an anchor, keeping negotiated rates above the level that would result
from effective competition.

Putting the pieces together, it appears that several features of the market for recorded
music used by webcasters have combined to discourage record companies from competing
royalty rates down to competitive levels: the presence of SoundExchange with its antitrust
immunity to negotiate on behalf of the record companies collectively; the significant share of the
market accounted for by the three major record companies; and the shadow of the statutory
licensing regime. The net result is a dearth of historical evidence of discounting by record
companies to gain market share. Yet that is the single most important category of evidence an

economist looks for to determine whether a market is workably competitive.

4. Emerging Competition in the Relevant Market
Fortunately, at least for Pandora, we are now seeing some glimmers of competition.
Workable competition does seem possible in the relevant market, so long as webcasters such as
Pandora are able to significantly influence the mix of music they play. As discussed below in
some detail, Pandora has now tested and proven its ability to modify its playlist-selecting
algorithms to rely more or less heavily on the music of particular record companies. Pandora
also has invested in the creation of a database that lists the label associated with most of the

songs it plays, a necessary step for Pandora to engage in widespread steering. Pandora also has

of Political Economy, 72:1 (1964). See also my widely cited review of this literature, Carl Shapiro, “Theories of
Oligopoly Behavior,” in The Handbook of Industrial Organization, R. Schmalensee and R.D. Willig (eds.), 1989.
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signed a direct licensing agreement that involves discounted royalties in exchange for steering.
Below, I discuss that agreement in considerable detail.

Technological change is also spurring greater competition in the relevant market. As I
have emphasized, in markets where the sellers provide differentiated products, competition leads
to lower prices, the greater flexibility the buyers have to substitute the products or services from
one supplier for those from another. As discussed in some detail below, Pandora has
considerable flexibility to steer its listeners toward or away from the music from any one record
company. Pandora’s flexibility is directly related to its use of an optimizing algorithm to select
playlists. The key point is that Pandora can selectively increase or decrease performances of
recorded music in a manner that is highly attuned to the preferences of its listeners. This may
involve little or no steering for listeners who are very picky about their music, or on stations
seeded with particular artists, along with a great deal of steering for listeners who are relatively
indifferent to the music they hear, or on stations seeded by certain other artists.

I do not believe that the Judges in the Web 11 or Web I11 proceedings were presented with
evidence of webcaster flexibility that was nearly as strong as the evidence provided below
regarding Pandora’s flexibility in the music it plays. The relevant market appears to be
experiencing a form of technological progress that is giving today’s buyers much more
flexibility, and thus a much higher elasticity of demand, than yesterday’s buyers. In a workably
competitive market, this type of technological progress puts pressure on suppliers to compete

harder for market share, causing prices to fall.

E. Price Discrimination

We are now ready to discuss whether reasonable royalty rates should embody some form
of economic price discrimination to reflect the statutory hypothetical marketplace. Recognizing
that record companies would seek to charge more to webcasters with less elastic demand, the
Judges stated in their Web IV Notice: “The Judges invite the Participants to include in their
proffered evidence, testimony, and/or arguments a consideration of the potential applicability of
price discrimination within the commercial webcaster segment as well.”?
The Lerner Equation described above has strong implications for price discrimination:

the seller of a differentiated product has an incentive to set higher prices for customers with less

2 \Web IV Notice at 411.
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elastic demand, other things equal. Put differently, when the seller of a differentiated product
faces different types of buyers, the seller will charge a higher price to a buyer with a lower
elasticity of demand for that seller’s product. This fundamental economic principle underlies
Section 3 in the Horizontal Merger Guidelines, “Targeted Customers and Price Discrimination.”

Two conditions must be met for the seller to be able to successfully price discriminate in
this manner. First, the seller must be able to identify different customers (or types of customers)
with different elasticities of demand. As a classic example, many movie theatres offer student
discounts, believing that students are especially sensitive to price. Second, the seller must be
able to prevent customers from engaging in arbitrage. In the movie theatre example, the theatre
must be able to prevent regular customers from posing as students when they buy tickets or
having students buy tickets for them.

In the absence of any compulsory license, | would indeed expect to see some degree of
price discrimination within the relevant market for recorded music licensed to webcasters. Price
discrimination is common throughout our economy, especially in markets for differentiated
information products. The ability of record companies to price discriminate would be limited to
some degree by competition among the various webcasters: any one webcaster paying higher
rates for recorded music than others would be at a competitive disadvantage relative to those
other webcasters, which would depress its share of the webcasting market. This dynamic makes
price discrimination less profitable for the record company, as consumers shift away from the
target webcaster to other webcasters.? That being said, | see no reason why the hypothetical
statutory market would be entirely free of price discrimination, since different webcasters may
have significantly different abilities to steer listeners toward or away from the repertoires of
individual record companies.

At this point in the proceeding, | do not have access to a sufficient number of licensing
agreements between record companies and webcasters to determine directly, i.e., based on price
differences, whether price discrimination is a significant feature of this market. If significant
price discrimination is occurring, or could occur based on differences in elasticities of demand
across different types of buyers, it does not follow that the statutory royalty rates should reflect

such discrimination. Before reaching that conclusion, one would want to be confident that the

2 In terms of the Lerner Equation, if competition among webcasters is strong, any one webcaster will have a
relatively elastic demand for recorded music, because that webcaster will lose customers if it faces a higher price for
recorded music than do its rivals.
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segmented markets to serve even the less-elastic buyers were workably competitive. For the
reasons given above, that does not currently appear to be the case.?

3. The Benchmark Approach to Setting Reasonable Royalty Rates

Now that | have discussed the economic framework for determining a reasonable royalty
rate, we are ready to move forward with the work of actually calculating the reasonable royalty
rate.

In principle, one could estimate a reasonable royalty rate for webcasters by building an
economic model that describes how negotiations between a record company and a webcaster in a
workably competitive market would be expected to unfold, fitting that model to the data, and
then using the resulting calibrated model, together with bargaining theory, to generate a
prediction of the negotiated royalty rate. This type of structural modeling approach is commonly
used to predict the price effects of mergers; in that context, this methodology is known as merger
simulation. I considered a structural modeling approach here and concluded it was not feasible
and sufficiently reliable and robust given the data that are currently available to me.?

I instead employ a conventional benchmark approach to calculating reasonable royalty
rates. Benchmarking has been the primary method used to estimate reasonable royalty rates in
prior proceedings.

The basic idea behind benchmarking is intuitive and very sensible: to estimate the royalty
rate that would be hypothetically negotiated between certain buyers and sellers, start from the
royalty rates that have actually been negotiated between very similar or identical buyers and
sellers for very similar or identical rights under workably competitive conditions. Benchmarking

approaches are commonly employed to estimate reasonable royalty rates in a variety of other

% The Horizontal Merger Guidelines pay close attention to such segmented markets, which are generally known as
“price discrimination markets,” precisely because competition is least likely to be effective in serving buyers with
the least ability to substitute one seller’s products or services for another. See the Horizontal Merger Guidelines,
Section 4.1.4, “Product Market Definition with Targeted Customers.”

%6 This approach would involve estimating the elasticity of demand for the sound recording repertoires of various
record companies, which, to be done precisely, would require data on how webcasters have responded to variations
in the royalty rates charged for the music of individual record companies. | am not aware of any systematic data of
this sort. This approach also would require estimating the marginal cost to the record company of an incremental
webcasting performance. The marginal cost to a record company of an incremental performance by a webcaster
should include (a) any profit margins from other customers that would be lost as a result of this performance
(substitution), less (b) any profit margins from other customers that would be generated as a result of this
performance (promotion).
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settings, particularly when setting royalties for other intellectual property rights, such as in rate
proceedings before the ASCAP and BMI rate courts and in patent infringement cases, where a
very similar willing buyer/willing seller construct applies.?’

The accuracy and reliability of any benchmarking exercise depend on how comparable
the benchmark transactions truly are to the hypothetical negotiation under study. Benchmark
transactions can vary in several respects from the hypothetical transaction: the rights, the buyer,
the seller, the market conditions, and the time period. The closer the benchmark transaction is to
the hypothetical transaction in all these respects, the better. To the extent that there are
differences in any of these respects, the analyst attempts to make one or more adjustments to
account for such differences. The reliability of these adjustments affects the reliability of the
resulting reasonable royalty rate.

Determining appropriate adjustment factors can be an intricate task. Often, there are a
number of nuances that must be addressed. For example, in the case at hand, consider a
candidate benchmark in which the seller is a record label, but the buyer is an interactive music
service rather than a statutory (non-interactive) webcaster. In making adjustments to this
candidate benchmark, it is not sufficient to identify the difference in the revenue per play
between interactive and non-interactive services. One must also consider any differences in the
elasticity of demand for the record company’s music and in the marginal cost to the record
company. ® As noted above, the elasticity of demand is determined by the service’s ability (or
lack thereof) to modify its playlists to rely more heavily on lower cost performances and less
heavily on higher priced performances. This ability to steer is likely far greater for a non-
interactive service — one that selects the performances — than it is for an interactive service — one
that has little control over the selected performances. In such circumstances, the elasticity of
demand of the non-interactive service would be far greater than the elasticity of demand of the
interactive service. Thus, were one to use the sound recording performance royalties paid by an

interactive service as a benchmark for setting the royalties to be paid by a non-interactive

%" patent damages often come in the form of “reasonable royalties,” which are defined as the royalties that would
have been negotiated between the patent holder and the infringing party prior to the infringement, under the
assumption that the patent was valid and infringed.

% In the Web 11 proceeding, the elasticity of end-user demand for webcasting services is discussed. That is very
different from the elasticity discussed here, namely a webcaster’s elasticity of demand for the repertoire of recorded
music from a single record company.
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service, a downward adjustment must be made, the magnitude of which depends on the
difference in the elasticities of demand.

Likewise, in making adjustments to a candidate benchmark, one also must consider
differences in marginal cost between the seller in the benchmark agreement and the seller for
whom one is trying to determine the reasonable royalty rate. Differences in marginal cost
include differences in opportunity cost, one element of which is the (net) diversion of other
profitable sales. To see how this works, suppose the record label seller expects that listening on
an interactive service will largely substitute for listening through other distribution channels
(such as digital downloads) that generate revenue, while listening on a non-interactive service
will largely be incremental or substitute for listening on terrestrial radio, and thus cannibalize
fewer of the record company’s revenues (or even generate additional revenues). With this fact
pattern, the record company’s marginal cost of selling to the interactive service would be larger
than its marginal cost of selling to the non-interactive webcaster. This calls for a downward
adjustment from the benchmark rate, the magnitude of which depends on that difference in
marginal cost.?®

Quantifying differences in the elasticity of demand and in marginal cost can be quite
tricky. In some cases, there is insufficient information available to come up with a reliable
adjustment factor. Avoiding these oftentimes messy and complex adjustments is precisely why
one prefers a benchmark agreement that is as similar as possible along the dimensions noted
above to the hypothetical negotiation. Fortunately, as discussed in greater detail below, in this
case we have a benchmark agreement that is identical or nearly identical along nearly all of the

relevant dimensions to the hypothetical transaction at issue in this proceeding.

4. Reasonable Royalty Rate and Structure

For the reasons discussed in greater detail below, it is my view that a reasonable royalty
rate for the statutory license at issue in this proceeding for the years 2016-2020 should be set at
the greater of (a) 25 percent of the revenue attributable to the licensed music,* and (b) the

following per-play rates.

2 Other adjustments may also be necessary in this example, including a market power adjustment (as noted above).

% This concept is defined in the regulations proposed by Pandora.
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Table 1
Reasonable Per-Play Royalty Rates After Adjustments
2016 Through 2020

©

Adwertising-
Supported  Subscription Blended

30% Steering

2016 0.1105 0.2146 0.1225
2017 0.1124 0.2183 0.1246
2018 0.1144 0.2221 0.1268
2019 0.1164 0.2260 0.1290
2020 0.1185 0.2300 0.1313

12.5% Steering

2016 0.1205 0.2238 0.1324
2017 0.1226 0.2276 0.1347
2018 0.1247 0.2316 0.1370
2019 0.1269 0.2357 0.139%4
2020 0.1291 0.2399 0.1419

The “blended” rate reported for each year in Table 1 is the single rate that would generate the
same total royalty payments that year as the ad-supported and subscription rates.

These per-play rates would apply to all performances that are compensable under the
current statutory framework, namely all non-directly licensed performances (whether partial or
complete) of sound recordings that were “fixed” after February 15, 1972. These royalty rates —
both the percentage-of-revenue and per-play rates — include payment for the rights conveyed by
both the Section 114 and the Section 112 licenses at issue in this proceeding.

The primary benchmark agreement on which I rely, the agreement reached in June 2014
between the Music and Entertainment Rights Licensing Independent Network (“Merlin”) and
Pandora (the “Merlin Agreement”), which is discussed in greater detail below, has this same
“greater-of” rate structure, along with different per-play rates for ad-supported and subscription
performances. This rate structure has the property of assuring that rights holders receive at least
the specified per-play rate for each compensable performance of their sound recordings while
also allowing the rights holders to benefit in the event that the non-interactive service is able to
monetize its service sufficiently that the percent-of-revenue prong becomes operative.

As detailed in the Herring Testimony, while per-play rates at these levels would be likely

to govern Pandora’s payments during at least the early part of the statutory license term, as
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Pandora develops into a more mature company that is able to more fully monetize its product, it
is quite possible that the ||| ||| orong ultimately will be the binding prong,
allowing the record labels to share in Pandora’s success at not less than that revenue percentage
as it continues to improve its monetization.* Put differently, the per-play rates are effectively
transitional rates on the way to Pandora and the webcasting industry becoming more mature, at
which point Pandora will pay under the percent-of-revenue prong.® Until Pandora reaches this
point and is able to sufficiently monetize its service such that the ||| rrono
becomes binding, the record companies are protected with the proposed per-play rates.

As the webcasting market continues to develop, it may eventually become the case that a
“greater-of” royalty structure is no longer appropriate. As with the level of royalty rates, the
appropriate rate structure can change as market conditions develop. Furthermore, the
determination of whether a particular rate structure is reasonable requires an analysis of the
underlying rates; the two pieces go hand-in-hand. Should either the per-play rates or the
percentage-of-revenue rates differ meaningfully from those proposed above, my view as to the
appropriateness of the structure may change as well.

In the Web IV Notice, the Judges asked specifically about the advantages and
disadvantages of establishing a statutory royalty rate not based on a per-play royalty rate. The
Judges asked (a) whether it is prohibitively difficult to identify webcaster revenues for the
purpose of calculating a percent-of-revenue based royalty rate, (b) whether there is an “intrinsic”
value to a performance of a sound recording that is omitted if a percent-of-revenue royalty rate
were to be adopted, and (c) whether a royalty rate calculated as a percentage of webcasters’
revenues would be “disproportionate” to webcasters’ use of sound recordings.

As this point in the proceeding, | lack sufficient information to fully answer these
questions for all webcasters. However, | can give some answers as they apply to Pandora and to
the rate structure | am proposing.

As regards question (a), it is not prohibitively difficult to identify Pandora’s webcaster

revenues for the purpose of calculating a percentage-of-royalty rate. To the contrary, Pandora

* Herring Testimony at { 33.

% pandora has been a pioneer in the sale of targeted advertising on a non-interactive music service. Pandora has
made a number of investments to attract advertisers and convince them of the value of Pandora’s targeted
advertising. The broader field of online advertising has followed this path over the past ten years or so; Pandora is
far from unique in this respect. Pandora is still in the middle of this process, as explained in the Herring Testimony.
Herring Testimony at {{ 12-21.
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has been operating for several years under a licensing agreement with SoundExchange that
references Pandora’s revenues. Moreover, the Merlin Agreement (described in detail below)
specifies that Pandora’s royalty payments to the participating Merlin Labels (as that term is
defined in the Merlin Agreement) will be at least | i of its revenue attributable to the
music of those labels. These agreements show that, as a practical matter, royalties for recorded
music can indeed be based on webcaster revenues, at least in the case of Pandora. Furthermore,
webcasters and many other types of music users pay royalties to music publishers and
composers, through ASCAP and BMI, that are set as a percentage of revenue. For example, the
ASCARP rate court recently established a royalty rate for Pandora of 1.85 percent of revenue for
the period 2011-2015 for its performance of musical compositions in the ASCAP repertoire.
This indicates to me that webcasting revenues can serve as a practical basis for royalty payments.
As regards questions (b) and (c), the royalty structure | have proposed, with a specified
minimum per-play payment, directly addresses and alleviates any concern that a pure
percentage-of-revenue based royalty rate might fail to capture the “intrinsic” value of a
performance of a sound recording. This royalty structure also directly addresses and alleviates
any concern that a pure percentage-of-revenue based royalty rate might cause a
“disproportionality” to arise if some webcasters attempt to maximize market share rather than
profits, or more generally if some webcasters choose to sacrifice revenues and/or profits during
the rate-setting period in order to grow their installed base of users or their listening hours. Of
course, this rate structure works to the advantage of the record labels, since they benefit from the
security of per-play rates together with an upside in the event that the services improve their
monetization. While it is my view that this structure is currently reasonable, given the state of
development of the non-interactive webcasting industry, it is quite possible that as this

marketplace develops, this manner of allocating risk will no longer be appropriate.

5. The Merlin Agreement
On June 16, 2014 Pandora and Merlin entered into the Merlin Agreement, which
establishes the terms and conditions under which the certain record companies will license to

Pandora certain rights in sound recordings.*® (Attached as Exhibit 12 to the Herring Testimony.)

* 0On July 11, 2014 Merlin and Pandora entered into the First Amendment to the Merlin Agreement, which called
for Pandora to pay certain administrative fees to Merlin. (Attached as Exhibit 13 to the Herring Testimony.)
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The Merlin Agreement is binding on both parties forfj il - | refer to the labels who
are choosing to participate in the Merlin Agreement as the “Merlin Labels.”

A. The Merlin Agreement Provides an Excellent Benchmark

The Merlin Agreement provides an excellent benchmark for several reasons. First, the
Merlin Agreement involves the very rights that are at issue in this proceeding — both sound
recording performance rights for a non-interactive service and the right to make ephemeral
copies. Second, the Merlin Agreement involves the same sellers, record companies that are the
“willing sellers” in the statutory hypothetical market. Third, the Merlin Agreement involves the
same buyer, a non-interactive service (in this case Pandora), which is a “willing buyer” in the
hypothetical market. Lastly, the agreement was negotiated under workably competitive
conditions in which neither party had undue market power.

This last point warrants further elaboration, since Pandora is the largest non-interactive
webcaster. | have considered specifically whether Pandora had undue market power in its
negotiations with Merlin. In the language of antitrust economists, | have considered whether
Pandora has monopsony power over Merlin. Pandora’s share of listening among non-interactive
webcasters is not the key variable for determining whether or not Pandora has monopsony power
over Merlin. Rather, the correct variable upon which to focus is the share of the Merlin Labels’
revenues that comes from Pandora. If a very large share of the Merlin Labels’ revenues came
from any single music user, then that music user could well have monopsony power over Merlin.
But this is demonstrably not the case for Pandora. The Merlin Labels generate revenues from
many different users of their sound recordings, including other non-interactive webcasters,
interactive services, and from the sale of physical albums and digital downloads. In fact, |
estimate, based on data for the recorded music industry overall, that Pandora accounted for
roughly 5 percent of the revenues received by the Merlin Labels in 2013 for the licensing of their
music in the United States.*® Thus, Pandora’s share of the Merlin Labels’ revenues is far short of

.|

% In 2013, overall recording industry revenues were $6.657 billion, while Pandora’s payments to SoundExchange
were $318.5 million. Pandora’s payments (including payments to artists as well as record companies) thus
comprised 4.8 percent of record company revenues. In contrast, physical sales of music generated revenues of
$2.445 billion, or 36.7 percent of the total record company revenues, and music downloads generated revenues of
$2.923 billion, or 43.9 percent of the total. Pandora’s share of the Merlin Labels’ revenues would be greater than 4.8
percent to the extent that Merlin’s share of performances on Pandora exceeded Merlin’s overall share of industry
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the level that would be necessary for Pandora to have undue market power in its negotiations
with Merlin.

Moreover, as discussed in greater detail in the Herring Testimony, the Merlin agreement
is the result of months of negotiations and reflects substantial give and take from both sides.*
Indeed, the Merlin agreement contains a number of provisions that Merlin insisted upon, without
which Mr. Herring believes an agreement very likely would not have been reached.*” In
addition, and importantly for the purposes at hand, the Merlin Agreement explicitly embraces the
workings of a competitive market. As discussed in greater detail below, the Merlin agreement is
structured such that the effective per-play rate paid by Pandora to Merlin declines as Pandora
relies more heavily on works in the catalogs of the Merlin labels. Put differently, the Merlin
Labels have agreed to a lower per-play rate than they otherwise would receive, in exchange for
increased plays on Pandora. This is competition at work.

For all of these reasons, | use the Merlin Agreement as my primary benchmark for setting
the reasonable royalties at issue in this proceeding.

B. Key Provisions of the Merlin Agreement

| summarize here the key provisions in the Merlin Agreement that are most relevant for
my use of the Merlin Agreement as a benchmark.®® Additional details regarding my analysis of
the Merlin Agreement are provided in Appendix D.

1. Merlin and the Merlin Labels
Merlin is a global music rights agency for the independent label sector.

revenues, but my conclusion here would still hold even if Pandora’s share of Merlin’s revenues were far higher than
4.8 percent. Data on recording industry revenues are from the RIAA; see http://www.riaa.com/chartindex.php. Data
on Pandora’s payments to SoundExchange are from Pandora.

% Herring Testimony at  24.

%" Herring Testimony at  24.
38
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Under the terms of the Merlin Agreement, each label that is a member of Merlin can
decide whether or not to accept the terms of the Merlin Agreement. So far, there are
approximately- participating Merlin Labels, but the process by which members of Merlin
accept the Merlin Agreement is ongoing, so the number of Merlin Labels may well grow over
the coming months.*® The Merlin Labels currently account forfj il of the performances
on Pandora; this percentage is expected to increase as the number of Merlin Labels grows.”® The
Merlin Agreement grants Pandora the right to perform and create necessary ephemeral copies of
all of the recordings in the catalogs of the Merlin labels.

My understanding is that the Merlin Agreement covers recordings by some of the most
popular and prominent artists played by Pandora, including winners of Grammys and other major
record-industry awards. A sampling of some of the awards won by artists for recordings covered

by the Merlin Agreement is set forth in the Herring Testimony.*

2. Headline Rate Structure
The structure of the royalty payments called for in the Merlin Agreement consists of the
greater of a per-play prong and a percent-of-revenue prong.** The percent-of-revenue prong
specifies- of Pandora’s Revenue, prorated based on the share of Performances on

Pandora accounted for by the Merlin Labels.

I < iscussed i

greater detail immediately below, these headline per-play rates are subject to downward

adjustment based on how much music from the Merlin Labels Pandora plays.

* Interview with Mike Fink and Michael Addicot, from Pandora’s curation team, September 22, 2014.
“ Herring Testimony at { 34.

*! Herring Testimony at { 35.

2 Merlin Agreement, Section 3(a).

¥ Merlin Agreement, Sections 1(a), 1(c), 1(d), and 1(q).
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3. Steering Provisions

The Merlin Agreement obligates Pandora to engage in @ minimum amount of “steering”

toward music licensed by the Merlin Labels: ||| G

* The Natural Performance Rate (“NPR”) is

the rate at which music is played using Pandora’s then-current playlist-selecting algorithms.*

In exchange for these increased performances, Pandora receives a discount off the

“headline” per-play rate as Pandora relies more heavily on Merlin recordings, i.e., as it steers

towards Merlin recordings.

This reduced per-play rate in exchange for increased plays is the central piece of the

Merlin Agreement. This feature plainly demonstrates that the Merlin Agreement is embracing
the workings of a competitive market. These competitive forces — whereby a label offers a
discounted rate in exchange for greater performances — are precisely the forces that should be at

work in the hypothetical marketplace that we are trying to approximate in the instant setting.

In addition, it is notable that, under the Merlin Agreement, || GG
—

indicates that the Merlin Labels see considerable promotional value when Pandora plays their

music.

* Merlin Agreement, Section 4(a).

*® Merlin Agreement, Section 1(k). The NPR will be established for a control group of listeners for which Pandora
does not engage in any steering.

“® Merlin Agreement, Section 4(b).
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4. Compensable Performances

Under the Merlin Agreement,

While the performances that are compensable differ between the statutory license at issue
and the Merlin Agreement, these differences can easily be accounted for with a straightforward

adjustment. Appendix D provides the necessary calculations.

5. Additional Terms
Bullets:

~
i

" Merlin Agreement, Section 1(c).

“® Merlin Agreement, Section 3(c). To ensure that Pandora can perform Bullets with the required increased
frequency, the Merlin Labels have agreed to waive the performance complement as it relates to these recordings.
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Revenue Sharing:

51

Additional Terms and Conditions:** The Merlin Agreement also contains a number of

additional provisions related to the promotion of the Merlin Labels’ artists and music.

‘

% Herring Testimony at { 29.

> Merlin Agreement, Section 3(e).

First Amendment, Section 17.
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6. The 2014-2015 Effective Per-Play Rates Implied by the Merlin Agreement

As just discussed, there are certain aspects of the Merlin Agreement that differ from the
statutory license at issue in this proceeding. In this section I discuss the adjustments necessary to
account for the differences of greatest economic significance. | also explain here how I derive
the corresponding rate for the statutory license.>® Certain additional adjustments that | make to
account for the differences of lesser economic significance are briefly mentioned below and are
discussed more thoroughly in Appendix D.

The two principal aspects of the Merlin Agreement requiring adjustment are: (1) the
steering provision in the Merlin Agreement, and (2) differences in the determination of which
performances are compensable as compared to the statutory license. Fortunately, it is relatively
simple to account for these aspects of the Merlin Agreement through a single straightforward
adjustment. To make this adjustment, I simply calculate the total payment Pandora expects to
make to the Merlin Labels and then divide that payment by the number of performances of
Merlin Label recordings that would be compensable under the statutory license (as currently
defined).

This adjustment accounts for the key differences between the Merlin Agreement and the
statutory license at issue while holding the economics of the Merlin Agreement constant. Put
differently, this adjustment can be used to tell us what per-play rate the Merlin Agreement would

call for if Pandora and Merlin had negotiated an agreement with a fixed per-play rate that treated

To illustrate how this arithmetic works, I now provide a numerical example ||| N

>3 Appendix D provides a detailed description of the adjustments | make to the per-play rates found in the Merlin
Agreement to derive the corresponding per-play rate for the statutory license.
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I e calculations just below follow precisely this

arithmetic, albeit with less round numbers.

Applying this arithmetic to the Merlin Agreement yields a corresponding statutory rate of
between 0.1081¢ and 0.1177¢ for each Ad-Supported Performance and between 0.2099¢ and
0.2187¢ for each Subscription Performance. The “blended” rate for all performances is between
0.1198¢ and 0.1293¢ per performance. The Merlin Agreement, and thus these rates, applies to
e -.54 The lower end of these rates is
based on the assumption that Pandora steers 30 percent towards the Merlin labels, consistent

with the high end of Pandora’s expectations.”™ The upper end of these rates is based on the

assumption that Pandora steers ||| GG
I

As noted above, there are several additional terms in the Merlin Agreement that also
differ from the terms of the statutory license. My analysis in Appendix D indicates that these
differences are of little economic consequence: they have only a very minor impact on the
overall economics of the Merlin Agreement. Nonetheless, | have analyzed these differences and,
where appropriate, | have made additional adjustments to address them. These adjustments
increase the per-play rate for the statutory license implied by the Merlin Agreement by 0.0002¢
per performance.

Adding this figure to the corresponding statutory rates reported above yields my best
estimate of the statutory rates derived from the Merlin Agreement. These rates are between

I - o [ for each Ad-Supported Performance, and between| ] and [ for

each Subscription Performance, and a blended rate for all performances of between [Jjjjj and

I o<1 performance. As noted above, these rates apply to the |GGG

S
* Herring Testimony at  32.
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7. The 2016-2020 Statutory Rates Implied by the Merlin Agreement

The statutory license covers the 2016-2020 time period. Therefore, | must make one
more adjustment to bring the rates implied by the Merlin Agreement forward into the statutory
period.

In determining an appropriate adjustment factor to bring forward the rates from the
period covering the |GGG thc central question is whether
something significant is expected to change in the relevant market, in a predictable manner, from
the [l time period to the 2016-2020 time period.

The first expected change is that the value of the dollar will very likely decline over time
due to inflation. Accordingly, it is appropriate to increase the per-play rates over the 2016-2020
period so they rise with inflation. This adjustment serves to ensure that the per-play rates
provide the record labels with the same real value over time. To make this adjustment, | use the
estimate of inflation provided by the Federal Reserve Bank of Cleveland. The Cleveland Fed’s
inflation forecasts are derived from a model that uses monthly data on U.S. Treasury yields,
surveys of inflation forecasts, rates of actual inflation published by the Bureau of Labor
Statistics, and inflation swap rates, a form of financial derivative.®

An adjustment for inflation need only be applied to the per-play rate prong of my
proposed royalty structure. The percent-of-revenue rate automatically accounts for inflation.

The second anticipated shift from the [ ij time period to the 2016-2020 time
period was noted above: Pandora expects to significantly improve its ability to monetize its
service with advertisers.>” While this shift may cause the percent-of-revenue prong of the Merlin
Agreement to become operative rather than the per-play prong, it does not require any
adjustment from the Merlin Agreement to the statutory license.

The third anticipated shift in the next several years is that Pandora and perhaps other
statutory webcasters will likely demonstrate to record companies their ability and incentive to
steer. As | have emphasized, when buyers are aggregators, their ability to steer is the key to

activating competition among their suppliers.

*® Federal Reserve Bank of Cleveland, “Cleveland Fed Estimates of Inflation Expectations,” at
http://www.clevelandfed.org/research/data/inflation_expectations/.

> Herring Testimony at  20. See also Pandora Investor Presentation, Q2 CY2014, at pages 15, 21-27, and 33-35.
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During the past six months, Pandora has demonstrated its ability to steer through
controlled experiments (discussed below) and through the Merlin Agreement itself. Pandora has

further demonstrated its ability to steer as regards music publishers. ||| GGG

> Over time, as Pandora demonstrates its ability to steer, Pandora

would be able to negotiate lower rates from record companies in a workably competitive market.
This process could take some time, depending on the frequency with which licensing agreements
are negotiated and how long it takes for Pandora to establish with the record companies its ability
to steer toward or away from them. In a workably competitive market, this would cause royalty
rates to decline into the 2016-2020 statutory time period. My proposed rates do not include a
downward adjustment during the 2016-2020 time period to reflect this process.

The fourth anticipated shift from the | i time period into the 2016-2020 time
period is that statutory webcasters are expected to increasingly compete with terrestrial radio for
listening in vehicles. The percent of cell phone owners who have ever listened to online radio in
a car by listening to a stream from a cell phone connected a car audio system has already grown
from 6 percent in 2010 to 26 percent in 2014.%

Pandora fully expects that it will be competing with terrestrial radio more strongly in
vehicles over the statutory time period. Mr. Simon Fleming-Wood, Pandora’s Chief Marketing
Officer, states:®*

Pandora anticipates that mobile usage will continue to thrive and expand into the 2016-2020
licensing period, particularly in the automobile, where it will compete for listening side-by-side
with terrestrial and satellite radio. Nearly half of all radio listening takes place in the car, where

~ I

5

8 «“The Infinite Dial 2014,” Edison Research and Triton Digital (“Edison/Triton Report”). This study also reports
that 59 percent of online radio listeners say the sound quality of online radio is better than over-the-air AM/FM
radio.

®1 Testimony of Simon Fleming-Wood (“Fleming-Wood Testimony™), at {24-25.
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listener attention has been dominated by terrestrial and satellite radio. Thus, integrating Pandora
into car stereos in a safe and easy-to-use way is by far our greatest opportunity to grow and
effectively vie for listenership with our closest competitors.

Pandora’s pre-installed integrations in the car allow for in-dash control of the Pandora application
on the listener’s mobile device. This means, in short, that listeners can control Pandora through
the same interface on their car’s dashboard that is used to control their AM/FM or satellite radio,
although the smartphone is the conduit through which the Internet signal and music stream is
delivered. ... We have also begun to focus on the next generation of “connected car,” in which the
vehicle will have a modem installed directly, making it unnecessary to use your smartphone to
connect with Pandora.

As a result of these efforts by Pandora, the percentage of vehicles on the road that will be
integrated with Pandora will continue to increase over the 2016-2020 period.®? As Pandora
becomes more commonplace in cars and trucks, it will almost certainly displace more terrestrial
radio listening, which currently comprises the bulk of listening time in vehicles.® This
displacement will benefit the record industry, as terrestrial radio performances that currently
command zero sound recording royalties will be replaced with performances on Pandora that
generate sound recording royalties. As noted earlier, “willing sellers” would consider this type of
displacement when negotiating in a workably competitive marketplace and, as a result would be
willing to accept, all else equal, a lower royalty rate.* Therefore, the predictable move of
Pandora more into vehicles implies that there should be a growing downward adjustment to the
royalty rates over time to reflect increased displacement by Pandora of royalty-free performances
on terrestrial radio.

I do not have, at least at this point in time, sufficient information to allow me to make a
reliable downward adjustment to account for this predictable trend. Therefore, | have only made

the upward adjustment over time for inflation already discussed. As a result, the royalty rates

%2 The stock of vehicles in the United States turns over rather slowly, so Pandora’s recent successes in working with
automobile manufacturers will very likely bear fruit for years to come, as new Pandora-enabled vehicles replace
older vehicles that lack any embedded Pandora capability. This will predictably cause Pandora’s use in vehicles to
grow over the 2016-2020 statutory time period. See Pandora Auto Update, August 2014 and Pandora FY15
Strategic Planning Overview, Business Development, September 29, 2014 for further discussion of in-car listening
as a business driver and key growth opportunity.

8 According to the Edison/Triton Report, AM/FM radio has far more frequent usage than other in-car audio options.
See also Pandora FY15 Strategic Planning Overview, Business Development, September 29, 2014, pp.16-17,
showing that Pandora’s lowest share of US radio listening across all dayparts occurs during the morning commute,
which is the strongest daypart for terrestrial radio.

% In terms of the Lerner Equation, the economic cost to a record label of an additional performance on Pandora is
lower, the larger is the share of those performances that come at the expense of terrestrial radio listening, and a
lower marginal cost leads to a lower price. The fact that Congress has made the policy choice not to subject
terrestrial radio to sound recording performance royalties does not alter this economic reality; to the contrary, it is
the necessary backdrop against which negotiations between paying services and record companies occur.
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that I propose, which rise slightly over the 2016-2020 time period, likely overstate the true
royalty rates that would emerge from negotiations in a workably competitive marketplace.

Table 2 reports the proposed statutory per-play rates for the 2016-2020 period resulting
from my analysis, along with the inflation adjustment factor | have used. These rates are

anchored on the |G <tatutory per-play rates implied by the Merlin

Agreement, as reported above.

Table 2
Inflation Rates and Effective Per-Play Royalty Rates After Adjustments
2016 Through 2020
(¢)
Inflation Adwertising-
Rate* Supported  Subscription Blended
30% Steering
2016 2.20% 0.1105 0.2146 0.1225
2017 1.73% 0.1124 0.2183 0.1246
2018 1.74% 0.1144 0.2221 0.1268
2019 1.76% 0.1164 0.2260 0.1290
2020 1.78% 0.1185 0.2300 0.1313
12.5% Steering
2016 2.20% 0.1205 0.2238 0.1324
2017 1.73% 0.1226 0.2276 0.1347
2018 1.74% 0.1247 0.2316 0.1370
2019 1.76% 0.1269 0.2357 0.139%4
2020 1.78% 0.1291 0.2399 0.1419

Note:
* The inflation rate reported for 2016 accounts for expected inflation fromthe mid-point
of the period Q4 2014 through 2015 (May 2015) to the midpoint of 2016 (August 2016).
The other inflation rates account for annual expected inflation to the mid-point (August)
of each calendar year listed.

8. Additional Considerations Related to the Merlin Agreement

As | have explained, the Merlin Agreement is an excellent benchmark for the purpose of
determining the appropriate royalty rate for the statutory license at issue in this proceeding.
Nonetheless, there are two additional considerations relating to the Merlin Agreement that
warrant discussion: (1) the impact that the royalty rates that Pandora was otherwise obligated to

pay had on the royalty rates in the Merlin Agreement; and (2) whether the royalty rate implied by
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the Merlin Agreement should be adjusted to account for the fact that it does not cover the music

from any of the three major record companies.

A. Existing Statutory Rates Did Not Artificially Depress Negotiated
Royalty Rates

I am aware that in prior proceedings before the Judges it has been argued that because a
service like Pandora is entitled to a statutory license, direct license agreements negotiated in the
“shadow” of that statutory license tell us little about the rates that would emerge in a workably
competitive market. | disagree.

While the Merlin Agreement unquestionably was negotiated with knowledge of the
statutory rates to which Pandora was subject, this fact alone does not take away from its value as
benchmark. Those rates provide a ceiling on what any eligible user will pay. But, when this
ceiling is above the competitive level, record companies acting unilaterally will have an
incentive to undercut this price to secure increased performances. This is precisely what we see
with the Merlin Agreement: competition has caused rights holders (the Merlin Labels) to agree to
a lower rate in exchange for additional plays of their music. The fact that the injection of
competition into the marketplace has caused rates to decline strongly suggests that the prevailing
rates are above competitive levels, not that the prevailing rates are artificially depressing the
negotiated royalty rates.

Let me put this differently. Suppose the current statutory rate applicable to Pandora is
below the competitive rate, i.e., the rate that would be negotiated between willing buyers and
willing sellers in a workably competitive market, in the absence of any statutory license. In that
case, competition would not cause record companies to discount below that rate. After all, the
competitive rate, by definition, is the rate that would result from voluntary negotiations. If a
seller is forced to deal at a lower rate than the seller would negotiate voluntarily, then
competition would certainly not cause the seller to offer a yet lower rate. That is like saying that
someone who wants to drive at 70 miles per hour, but is told they cannot drive faster than 50
miles per hour, will then choose to drive at 40 miles per hour. In fact, observing that competition
leads to rates below the statutory rate tells us that rate is above the competitive rate.

Furthermore, if the prevailing rates in the market are above competitive levels, and one

supplier then breaks ranks to undercut those prevailing rates, that supplier’s discounted rates are
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likely to be above the rates that would result from workable competition.®® This point is worthy
of emphasis. Suppose that, for whatever reason, the price for a compulsory license has been
established. For the reasons discussed above in the section on workable competition, the sellers’
incentives to offer discounts are weakened by the presence of this established price, especially if
those discounted rates would be precedential. The established price thus served as an anchor
preventing prices negotiated in its shadow from falling all the way to the competitive level. So,
to the extent that the shadow of the current statutory rate applicable to Pandora has influenced
the rates in the Merlin Agreement, it has likely served as an anchor on the high side, keeping the
Merlin rates above competitive levels.

Summarizing, the effective rates under the Merlin Agreement are properly viewed as an

upper bound for reasonable rates under the willing buyer/willing seller standard.

B. Applying the Merlin Agreement Rates to the Major Record Companies

As noted above, the Merlin Labels are all independent record labels that collectively
account for_ of the performances on Pandora, prior to any steering. By way of
comparison, the three major record companies, Universal, Sony, and Warner, currently account
for approximately ||| rcsocctively of the performances on
Pandora.®® Given this difference in size, it is reasonable to consider whether a major record label
might negotiate a rate above that negotiated by Merlin in a workably competitive environment.

In a workably competitive market with differentiated products, there is normally a range
of prices, usually based on differences in quality. However, there is no general reason to expect
more popular products to command premium prices; indeed, the opposite is true in many
markets. Here, the music from the major record companies is more popular in the sense that
Pandora plays their music more than the music of smaller labels. Naturally, the major record

companies receive more royalty income, since their songs are played more often. That occurs

% While this is not an ironclad economic law, it is the normal situation, both in theory and in practice. The standard
assumption in oligopoly theory with differentiated products is that one firm’s unilateral profit-maximizing price is
higher, the higher are the prices set by its rivals. (Technically, in a price-setting game, each firm’s best-response
function is upward sloping.) In practice, based on my experience studying a wide range of industries with
differentiated products, one often sees a dynamic whereby one firm disrupts collusion (tacit or express) by initiating
discounts, others follow, and these price cuts feed on each other, causing prices to decline over time towards
competitive levels. The initial discounted price may be much closer to the tacitly collusive price than to the
competitive price.

% These NPRs were measured over a 13-week period during the Summer of 2014, as explained in Appendix F.
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automatically under a per-play rate structure or a percent-of-revenue structure with payments
prorated according to label share. The question here is whether the repertoires of the major
record companies would command a higher rate per play or a higher percent-of-revenue than the
Merlin Labels in a workably competitive market.

Empirical evidence that addressed this question directly would show whether, in a
workably competitive market, the major record companies typically receive a greater per-play
royalty rate from statutory webcasters than do independent labels. 1 am skeptical that such
evidence exists, since the relevant market in this proceeding does not appear to be workably
competitive, as explained above in the section on workable competition. In part this results from
the shadow of the statutory license, as noted just above.

Accordingly, to study whether the major record companies would command higher per-
play rates than do independent labels in a workably competitive market, | consider two different
questions. First, does Pandora have a different impact on the sale of songs from major record
companies than it does on the sale of songs from independent labels?®” Second, does Pandora
have the ability to sufficiently steer toward or away from the repertoires of each of the major
record companies without harming the listener experience such that Pandora can credibly state in
a negotiation with a major record company that it will meaningfully respond to changes in that
record company’s per-play rates?®® 1 now address each of these questions in turn.

1. Testing Pandora’s Promotional Impact: Majors vs. Indies

As detailed in the testimony of Stephan McBride (“McBride Testimony”), Pandora has
performed a number of experiments to assess whether Pandora promotes the sale of sound
recordings or is a substitute for the sale of sound recordings. As part of those experiments,
Pandora has analyzed whether there is a statistically significant difference between the impact
that performances on Pandora have on the sale of sound recordings from the major record
companies versus the sale of sound recordings from independent labels. This experimental
evidence is directly relevant to the task at hand. As emphasized above, the impact that Pandora

has on other revenue streams of record companies is something that would be considered in

%7 In terms of the Lerner Equation, this question asks whether the marginal cost of a performance on Pandora is
different for a major record company than for an independent label.

% In terms of the Lerner Equation, the second question asks whether Pandora’s elasticity of demand for the
repertoire of each major record company is sufficiently high to make it profitable for that record company to
discount as did the Merlin Labels to gain a greater share of the performances on Pandora.
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willing buyer/willing seller negotiations in a competitive market. The greater the promotional
impact of Pandora performances on record company sales, the lower is the economic cost to the
record company of a performance on Pandora. Thus, if there is a meaningful difference in the
promotional impact that performances on Pandora have on the sale of sound recordings from a
major record company versus the sale of sound recordings from an independent label, some
adjustment to the rate implied by the Merlin Agreement would be appropriate.

In Appendix E, I describe the net promotional experiments run by Mr. McBride in further
detail. The conclusion from these experiments is that the net promotional effect from
performances on Pandora is larger for the Majors than for independent record companies ,
although the difference is not statistically significant. That finding implies that, if anything, the
reasonable royalty rate for performances of the Majors’ sound recordings should be less than the
rate for performances of independent record companies’ sound recordings. Appendix E explains
how these experimental results could be used to calculate a downward adjustment to the effective
royalty rate from the Merlin Agreement to apply to the Majors, to account for differences in net
promotional effects. However, | am not proposing any such downward adjustment.
Accordingly, for this reason (among others), the per-play rates | propose tend to overstate the

true competitive per-play royalty rates.

2. Steering Experiments

In theory, Pandora might find it easy to steer 15 percent toward the Merlin Labels, but not
toward (or away from) a major record company. If this were the case, then Pandora’s elasticity
of demand for the sound recordings from a Major would be less than its elasticity of demand for
the sound recordings from the Merlin Labels. That would in turn imply that, all else equal,
Pandora would negotiate a higher rate with a major record company than with Merlin.

To study this question, I directed Pandora to run a series of experiments. These
experiments were designed to measure the response of Pandora’s listeners when Pandora steers
toward or away from each of the Majors. More specifically, these experiments involved Pandora
increasing or decreasing the performances of the overall repertoire of each major record
company by 15 percent and by 30 percent, as compared to the natural performance rate of those
repertoires.

The results of these experiments demonstrate that Pandora is able to increase or decrease

the performances of each of the major record companies by more than 15 percent without
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causing any meaningful drop in Pandora’s aggregate listening hours. Since listening hours drive
advertising revenue at Pandora, and advertising revenue is about 80 percent of Pandora’s overall
revenues, this indicates that Pandora would face no meaningful adverse commercial
consequences from such steering. The same result applies at the 30 percent level for two of the
three major record companies, and the effect for the third major record company, while
statistically significant, is still quite small.

Using these experimental results, Appendix F demonstrates that it would be profitable for
Pandora to enter into an agreement with any one of the three major record companies on the
same terms that Pandora did with Merlin, including the requirement that Pandora steer at least
I 0vvard that Major. This finding is robust in the sense that it holds even if the
steering experiments described in Appendix F substantially understate the costs to Pandora
associated with steering.

What does this imply for a hypothetical negotiation between Pandora and a major record
company? These findings establish that Pandora can credibly claim in negotiating with a major
record company that it has the ability and incentive to modify its playlists to respond to
differences in the royalties charged by different record companies, at steering levels at or above
the [ 1eve! specified in the Merlin Agreement.

3. Implications for Reasonable Royalty Rates

Putting these two pieces together, for reasons | now explain, I conclude that no further
adjustment to the effective per-play rate implied by the Merlin Agreement is warranted for a
statutory license that applies to the major record companies.

As emphasized above, the two key factors that determine reasonable per-play rates are (a)
the economic cost to the seller of additional performances, and (b) the buyer’s elasticity of
demand for performances from the seller’s repertoire.

The net promotion experiments imply that the economic cost to a Major of additional
performances on Pandora is no higher than the economic cost to an independent label of
additional performances on Pandora. Therefore, the cost element in the Lerner Equation does
not call for adjusting the effective rate implied by the Merlin Agreement upward for a statutory
license that applies to the major record companies.

The steering experiments imply that Pandora’s elasticity of demand is even higher than
necessary for Pandora to credibly claim in negotiating with a major record company that it will
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steer at least | ] toward that Major in response to the same discount that Merlin offered
to Pandora. Therefore, the buyer flexibility element in the Lerner Equation also does not call for
adjusting the effective rate implied by the Merlin Agreement upward for a statutory license that
applies to the major record companies.

This analysis indicates that Pandora and a major record company, as a willing buyer and
willing seller, would both benefit from doing a deal on the same terms as the Merlin Agreement,
under current market conditions. So, the effective per-play rates from the Merlin Agreement can
be used as a basis for reasonable royalty rates for the major record companies. Indeed, the rates
that the major record companies would negotiate in a workably competitive market, competing
via discounts to gain market share, could, and likely would be lower than the effective rates in
the Merlin Agreement. The Merlin Agreement can be seen as one modest step in the movement
towards a workably competitive market; as that process plays out over time, per-play royalty
rates may well fall further.

Summarizing, the preceding analysis establishes that there is no need to make an
adjustment to the rates implied by the Merlin Agreement to account for the fact that it does not

include any of the three major record companies.

9. SDARS Il Benchmark

To provide a check on the reasonableness of the rates | have proposed based on the
Merlin Agreement benchmark, | have examined the relevant information available to me in an
attempt to find other alternative benchmarks for the statutory license at issue in this proceeding.
Of course, without sufficient information, it is impossible to determine, with any degree of
confidence, whether a particular benchmark is suitable for estimating the rates that would emerge
in a workably competitive market and what adjustments would need to be made. To date, the
only candidate benchmark that | have been able to identify for which | have sufficient
information to approximate the rates for the license at issue in this proceeding is the rate set by
the Judges in the SDARS 11 proceeding.

While not as probative as the Merlin Agreement, the SDARS rate does have a number of
aspects that recommend it as a benchmark. First, while not identical, the buyer is similar. Sirius
XM is a competitor of Pandora’s and, as noted above, that competition is likely to increase as

Pandora becomes more commonplace in cars. Second, the seller in both instances — record
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companies — is the same. Third, the rights at issue are the same, namely, the right to perform
sound recordings on a non-interactive basis and make the necessary ephemeral copies to
facilitate those performances. Lastly, while the SDARS rate was established in a judicial setting,
not under competitive circumstances, the rate-setting standard used by the Judges to determine
the SDARS rate was quite similar in application to that called for in this proceeding. Moreover,
the rate set by the Judges was influenced, at least in part, by licenses that were negotiated under
what appears to be workably competitive conditions, in which numerous record labels agreed to
reduced royalties in exchange for the likelihood of increased plays on the Sirius XM service.

There are a number of differences between Sirius XM and Pandora that must be
accounted for to translate the rate set by the Judges in the SDARS Il proceeding into one that is
appropriate in the instant setting. Those adjustments are set forth in what follows.

The CRB’s April 2013 decision in SDARS 11 specified royalties as a percentage of gross
revenue, rising from 9 percent in 2013 to 11 percent in 2017. The SDARS Il decision found that
“the most appropriate rate for SDARS for the 2013 to 2017 licensing period is 11% of Gross
Revenues.”

In SDARS 1, evidence was put forward by SoundExchange’s economic expert, Professor
Janusz Ordover, that approximately half of the value of Sirius XM’s content was derived from
non-music programming.®® This is not the case for Pandora, which offers almost exclusively
music content. Accordingly, an adjustment is necessary.

Using Professor Ordover’s 50 percent figure, we can interpret the SDARS |1 decision as
concluding that the reasonable royalty rate for Sirius XM to pay was 22 percent of the revenues
attributable to music programming. This 22 percent figure can thus serve as a benchmark for the
percentage of revenue that Pandora should pay, subject to a possible adjustment to reflect other
differences between SiriusXM and Pandora, or more generally between Sirius XM and the
services in Web IV.

Unlike with the Merlin benchmark, there is no need to make an adjustment to this
22 percent figure to account for the passage of time. First, because the SDARS I rate is a
percent-of-revenue rate, it automatically accounts for inflation. Second, absent some major

anticipated change in the marketplace, there is no reason to make an adjustment to a rate that was

% SDARS Il at 23063. Professor Ordover did this “principally based on his observation of the identical $9.99 retail
prices offered by SiriusXM for non-music and mostly music stand-alone subscriber packages.” SDARS |1 at 23063.
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determined to be reasonable for the five-year period 2013-2017, a period that overlaps with the
2016-2020 period at issue in this proceeding. As noted above, the only relevant anticipated
significant change over the next several years is Pandora’s expected increased use in vehicles.
As Pandora becomes more commonplace in vehicles, it is reasonable to assume that it will
compete more directly with Sirius XM as well as terrestrial radio. Indeed, Sirius XM stated as
much in the SDARS 11 proceeding.”” All in all, this observation supports the conclusion that the
rates negotiated by Sirius XM and Pandora in a workably competitive market would be similar.

As discussed above, there are additional considerations that would be taken into account
in negotiations in a workably competitive market, such as the impact that the service has on other
revenue streams of the record label seller and the ability of the service to steer towards or away
from the a label’s repertoire. Ideally, one would adjust the SDARS Il benchmark, for any
differences between Pandora and Sirius XM in these respects. At this point, | do not have
sufficient information to ascertain whether any further adjustment is necessary to account for
these differences; nor do I know in which direction such an adjustment might run. Put
differently, for purposes of evaluating this secondary benchmark, | have assumed that Pandora
and Sirius XM, as non-interactive statutory licensees, are the same or similar in these regards.

To fully evaluate the SDARS 11 benchmark, one needs to consider whether other
adjustments are appropriate to reflect differences between Sirius XM and Pandora as music
services. Perhaps of greatest significance is the difference in investments that have been made
by the two services.

In SDARS 1, the Board recognized that the need to make substantial investments in
satellite technology may warrant some downward adjustment from benchmark rates that were
derived from direct licensing agreements by interactive services that did not make investments of
a similar magnitude.” In SDARS 11 the Judges found that Sirius XM makes substantial financial
outlays that are unique to the satellite radio business that are not shared by interactive

webcasters. The Judges stated:

[i]n light of the substantial evidence in the record of the unique and substantial financial costs that
Sirius XM has incurred and anticipates incurring over the license period to maintain and upgrade
its distribution system, ... the most appropriate rate for the current license period will be
somewhat below the 12%-13%, which the Judges are reasonably confident represents the top of

© SDARS I1 at 23069-71.
"L SDARS Il at 23068.
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the zone of reasonableness. Therefore [the final rates] reflect a downward adjustment from the
12%-13% range based upon the third Section 801(b) factor.”

Pandora’s infrastructure costs are closer to those of an interactive service than to Sirius
XM’s unique satellite distribution costs. However, Pandora has made significant investments in,
among other things, the Music Genome Project, the development of advertising markets, and the
development of highly sophisticated playlist-creating algorithms.”® The popularity that Pandora
has gained with a music library that is substantially smaller than the libraries of interactive
services is testimony to the unique investment that Pandora makes in the knowledge of music
and in optimization programs that play music that listeners are likely to want to hear without
them asking for it.”* Pandora makes these investments with the goal of offering a compelling
non-interactive music service. Nevertheless, because | am not able to fully quantify the
differences between the investments made by Pandora and those made by the interactive
services, | will assume, for purposes of evaluating the SDARS Il benchmark, that these
differences are not material. By ignoring these differences, which may in fact be quite
significant, | will tend to overstate the appropriate royalty rate for Pandora that is derived from
the SDARS Il benchmark.

In making an adjustment to account for Sirius XM’s investments in satellite technology,
the Judges selected a royalty rate, 11 percent, that is somewhat below the 12 to 13 percent which
they saw as the top of the zone of reasonableness.” Since the Board in SDARS Il applied a
modest downward adjustment in the rate for Sirius XM based on its infrastructure investments, it

seems reasonable to reverse this downward adjustment in the rate for Pandora.” This suggests a

2 SDARS 11 at 23069.
™ Herring Testimony at 1 15-19; Westergren Testimony at {1 27, 30.

™ In the case between Pandora and ASCAP, the Court stated: “Pandora has a catalog of between approximately
1,000,000 to 2,000,000 songs, somewhat less than half of which are licensed through ASCAP. This number is
considerably lower than the catalog size of an on-demand service like Spotify, which must have the ability to play
virtually any composition any customer might select. Successful on-demand services have catalogs in the range of
20 million songs.” In re Petition of Pandora Media, Inc., 2014 WL 1088101, at *7 (S.D.N.Y. Mar. 14, 2014).

> SDARS I1 at 230609.

" In discussing the downward adjustment for Sirius XM, from 12% or 13% down to 11%, the Judges were
comparing SiriusXM to the “internet streaming services that are the buyers in the proposed Ordover benchmark
market,” SDARS Il at 23069, the interactive services. As noted above, because Pandora’s investments are almost
certainly more significant than those of the interactive services, the resulting rate that I derive from the SDARS Il
benchmark likely overstates that rate that should be paid by Pandora.
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rate somewhat higher than the 22 percent of revenue rate obtained by adjusting the SDARS 11 rate
only for non-music programming. Applying a ratio of 13/11 to the 22 percent figure yields a rate
of 26 percent. As this is very close to the 25 percent-of-revenue prong in the Merlin Agreement,
it serves to reinforce my conclusion that the rates derived from the Merlin Agreement are
reasonable.

The SDARS 11 benchmark also supports the conclusion that the appropriate royalty rate
for a mature webcaster is approximately 25 percent of revenue. Unlike Pandora, Sirius XM now
appears to be a mature service that is able to successfully monetize its product. Pandora, while
moving in this direction, is not there yet. As discussed above and more completely in the
Herring Testimony, Pandora, while making significant progress, is still improving its ability to
monetize its service. As a result, the sound recording royalty payments Pandora makes have
been declining over recent years as a percentage of Pandora’s revenue. If the royalty rates
implied by the Merlin Agreement are adopted, Pandora’s royalty payments are expected to
decline during the coming license term as a percent of Pandora’s revenues, in the direction of the
25 percent-of-revenue rate contained as one prong in the Merlin Agreement. This anticipated

royalty rate for a mature service is very close to what we see in the SDARS I benchmark.
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