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I. CREDENTIALS

1. My name is Kevin M. Murphy. I am the George J. Stigler Distinguished

Service Professor of Economics in the Graduate School of Business and the Department of

Economics at the University of Chicago, where I have taught since 1983.

2. I earned a doctorate degree in economics from the University of Chicago

in 1986. I received my bachelor's degree, also in economics, from the University of California,

Los Angeles, in 1981.

3. At the University of Chicago, I teach economics in both the Graduate

School of Business and the Department of Economics. I teach graduate level courses in

microeconomics, price theory, empirical labor economics, and^the economics of public policy

issues. I cover a wide range of topics in these courses, including the incentives that motivate

firms and individuals, the operation of markets, the determinants of market prices, and the

impacts of regulation and the legal system. Most of my teaching focuses on two things: how to

use the tools of economics to understand the behavior of individuals, firms and markets; and how

- 1 -



to apply economic analysis to data. My focus in both research and teaching has been on

integrating economic principles and empirical analysis.

4. I have authored or co-authored more than sixty-five articles in a variety of

areas in economics. Those articles have been published in leading scholarly and professional

journals, including the American Economic Review, Journal of Law and Economics, and the

Journal of Political Economy.

5. I am a Fellow of the Econometric Society and a member of the American

Academy of Arts and Sciences. In 1997,1 was awarded the John Bates Clark Medal, which the

American Economic Association awards once every two years to an outstanding American

economist under the age of forty. In 2005,1 was named a MacArthur Fellow, an award that

provides a five-year fellowship to individuals who show exceptional merit and promise for

continued and enhanced creative work.

6. In addition to my position at the University of Chicago, I am also a

Principal at Chicago Partners, LLC, a consulting firm that specializes in the application of

economics to law and regulatory matters. I have consulted on a variety of antitrust, intellectual

property and other matters involving economic and legal issues such as mergers, class

certification, damages, labor practices, joint ventures, and allegations of anticompetitive

exclusionary access, tying, price fixing, and price discrimination.

7. I have submitted testimony in Federal Court, the U.S. Senate and to state

regulatory bodies, and I have submitted expert reports in numerous cases. A list of the reports I

have filed and the testimony I have given over the past four years is provided in my CV, attached

as Exhibit A. Chicago Partners is being compensated at a rate of $880 per hour for my work on

this matter.
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II. SUMMARY OF MY OPINIONS

8. I have been asked by National Music Publishers' Association, Inc.

("NMPA"), the Songwriters Guild of America and the Nashville Songwriters Association

International (collectively, the "Copyright Owners") to review reports and testimony offered in

this proceeding by certain witnesses for the Recording Industry Association of America, Inc.

("RIAA") and the Digital Media Association ("DiMA"), and to offer my opinion on two issues.

The first issue is the economic validity of the RIAA's claim that reduced sales of compact discs

and the reduction in CD prices make the current ratio of mechanical royalties to wholesale price

too high. The second issue is whether the terms of the controlled composition clauses hi

recording contracts between record companies and recording artists provide economic evidence

relevant to determining the appropriate statutory rate for the mechanical license.

9. Based on my review of the materials listed in Exhibit B, my expertise as

an economist, and the empirical and economic analysis I present in this report, I have reached the

following conclusions:

1. Regardless of whether royalties are paid as a fixed penny rate or as a percentage

of revenue, the RIAA's argument that the statutory mechanical royalty rate

should be reduced because of the decline in CD sales and/or CD prices is not

supported by the economics of the industry and empirical evidence from the

marketplace;

2. The mechanical royalty rates set forth in controlled composition provisions in

many artist contracts with record companies do not provide an appropriate

benchmark for determining the statutory rate for the mechanical royalty and do

not support the RIAA's claims that the statutory rate should be reduced.

In the rest of my report, I explain the bases for my opinions.
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III. THE HISTORICAL RATIO OF TOTAL MECHANICAL ROYALTIES TO THE
PRICE OF A CD DOES NOT PROVIDE AN APPROPRIATE BENCHMARK
FOR SETTING THE MECHANICAL ROYALTY

10. From an economic perspective, we can think of the market for recorded

music as a vertical chain. At the first step, the recording is produced by combining musical

compositions, artist talent and recording services. At the second step, the recorded music is

marketed and sold to consumers in the form of a CD, permanent download, subscription

download, or a number of other products. For purposes of my analysis, I will refer to the first

step as the "creation" step and the second step as the "distribution" step. Thus, musical

compositions, artist talent, and recording services are combined in the creation step to create the

recording, while marketing, manufacturing and distribution services are provided at the

distribution step to deliver the product to consumers.

11. Consumers demand the delivered music product, and the economic value

of the required creation and distribution inputs derives from the value that consumers place on

the final product. In this kind of vertical system, the inputs supplied in the two steps are

economic complements. Economic theory has clear predictions about how the market values of

the creative and distribution inputs provided in the two steps of the vertical chain will change in

response to changes in the underlying fundamentals of the market. An increase in the demand

for the final product will raise the demand for inputs supplied at both steps and increase their

usage and market prices, hi contrast, an increase in the supply of or reduction in the cost of

providing inputs in one step will lower their market prices and lower the price of the final

product while raising the demand for and the market price of inputs supplied in the other step.

Thus, depending on the operative market forces, prices for the inputs supplied at the two steps

will move in either the same or opposite directions. Discussion of the economic impact of the

change in the supply of distribution represents the second type of shift - one that reduces the cost
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of supplying inputs hi one step of the vertical chain. My subsequent discussion of how the

market-determined prices of fixed and variable inputs adjust with changes in demand for the

final product deals with the first type of shift.

A. The Impact of the Change in Supply of Distribution

12. Digital distribution increasingly competes with physical distribution

methods, which themselves evolved over the decades from piano rolls to LPs, tape cassettes and,

most recently, CDs. The result, applying the framework outlined above, has been an outward

shift in the supply of distribution resulting in a likely increase in consumption of recorded music

(legitimate and pirated combined) but decline in sales and prices of traditional distribution

methods, such as recorded music delivered on CDs. While technical progress created a shift in

delivery methods and therefore lower delivery costs and prices, it does not appear that this

progress reduced consumer demand for the item delivered - a recorded song - although it may

have reduced demand for legally supplied products and increased demand for and supply of

pirated copies.1 hi fact, the "consumption" of recorded music likely has increased, as music is

now available everywhere - on portable MP3 players, computers, and cell phones - and not just

on home record players and automobile cassette and CD players.

13. Professor Teece argues that songwriters should receive a lower statutory

royalty because of the recent decline in CD prices. However, his argument that songwriters

should receive less per song when the per-unit price of recorded music declines ignores the

prediction from economic theory that greater relative supply of alternative distribution methods

will increase, not reduce, the market-determined compensation of songwriters and other inputs

used to create the recordings relative to both record company compensation for distribution and

As Professor Teece describes at length, piracy likely contributed to the overall decline in the price of recorded
music.
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the price of the final product. When market conditions change due to a shift in the supply of one

of the inputs, relative prices of the inputs and output will not be constant and prices for the two

inputs often will move in opposite directions. A benchmark based on a fixed ratio between the

price paid to an input (songwriters) and the price of the output (recorded music), as proposed by

Professor Teece, is not an appropriate indicator of market values under such conditions.

B. The Impact of Changes in Demand for Recorded Music

14. Even when changes in market conditions result from changes in the

demand for the final product, rather than from shifts in the supply of inputs provided in one of

the steps of the vertical chain, market-determined royalties for songs and other components of

the talent pool would not in general move in proportion to output prices. Creative inputs,

including composers and artists, have fixed costs of supply. The costs incurred by a songwriter

to create a single composition are not variable costs that change with the number of recorded

units of that song that are sold. Rather, the cost to compose a song is a fixed cost of creation that

does not change if the song is recorded 100 times or sells one million units, or if it is recorded

once or even never recorded at all.

15. If a decline in sales of recorded music results in lower sales of each album

that is released, then (all else equal) the songwriter's return, and his incentive to create new

songs, will decline even if the per-unit return (as measured by the mechanical royalty) remains

unchanged. Thus, a songwriter who requires an expected return of $15,000 to compose a song

will compose the song if he expects to receive a 10 cent mechanical royalty per unit and expects

the song to sell 150,000 copies. A decline in expected sales to 100,000 units lowers the

composer's expected return to $10,000 if the royalty remains fixed at 10 cents. An increase in the
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royalty to 15 cents per unit would be required in order to maintain the songwriter's incentive to

supply the composition.

16. In contrast to the fixed costs to create a song, the factors supplied in the

second step of the vertical chain, the distribution function, consist of both fixed and variable

inputs. While the cost to create a musical composition does not vary with the number of units

sold, distributing recorded music requires a variety of variable cost inputs for which an

additional cost is incurred for each additional unit of the recording sold. Some of these variable

costs include the materials used to manufacture the physical media as well as some of the

industry's marketing efforts.

17. The incentive to provide variable inputs (inputs that vary in proportion to

output) depends only on the return per unit sold and not directly on the total amount of sales. To

illustrate the contrast with the incentive to compose a song, consider what would happen if the

amount paid per-recording to both the fixed and variable inputs were reduced by 10 percent,

while sales per recorded song were reduced by 20 percent. The incentive to provide variable

inputs (those provided on a per-unit sold basis) would fall by 10 percent, since they now receive

10 percent less per unit of input supplied. However, the incentive to supply songs and other

fixed inputs would fall by 28 percent, because composers and others in the talent pool would

now receive only 72 percent of what they received before for each song recorded (they would

sell only 80 percent as many units and each unit would earn 90 percent of the amount it earned

previously (0.8 times 0.9 = 0.72)). Thus, under such conditions, an equal reduction in the per-

unit payment for the fixed cost and variable cost inputs would create a disproportionate reduction

in the incentive to supply songwriting and other fixed-cost elements of the recording.
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18. In order to maintain the same incentive to supply creative inputs (e.g., the

same number of songs composed), the average compensation per unit for these inputs must

increase when unit sales per recording declines. In contrast, the average compensation per unit

for variable-cost inputs need not change in order to maintain economic incentives. This implies

the following economic conclusion: when both the price and quantity sold of recorded-music

products decline, the per-unit compensation of fixed-cost inputs must increase relative to the per-

unit compensation of the variable inputs in order to equalize the reduction in the economic

returns to the fixed and variable inputs. In the present context, in order to maintain the relative

incentives to provide creative and distribution inputs, the relative compensation per recording for

inputs in the creative step (including songwriters) must increase. Thus, because record

companies have variable as well as fixed costs, while songwriters and artists have only (or

largely) fixed costs, a decline in unit sales of each recorded song increases songwriter and artist

compensation relative to record company compensation, even if inputs supplied in both steps

suffer the same loss per unit input supplied.

C. Empirical Evidence Supports the Economic Theory

19. The economic analysis presented above has two predictions. First, to the

extent that there is an increase in the supply of alternative methods of distribution (and the

market did not respond by spending more in total on distribution), the compensation of

songwriters and other inputs used to create a recording should increase relative to the

compensation of the inputs used to distribute that recording. Second, since songwriter inputs are

fixed costs per recording supplied, their relative compensation must increase in order to maintain

the relative incentive to supply those inputs.

20. There is a natural empirical test of these two propositions. Since both

recording artist and songwriter inputs are used to create the recording (step one of the vertical
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chain), market-determined compensation for both of these creative contributions should be

subject to the same market forces. In addition, since the inputs provided by recording artists also

have a substantial fixed cost, the market-determined compensations to both recording artists and

songwriters should respond similarly to changes in the relative compensation of fixed and

variable cost inputs. Thus, the economic analysis that I developed above implies that the market-

determined compensation of recording artists is likely to evolve in much the same way as

market-determined compensation for songwriters.

21. In fact, empirical evidence shows that both songwriter and recording artist

revenues have increased as a fraction of total record company costs in recent years. The RIAA's

expert, Linda McLaughlin, provided testimony and offered data on the major record labels' costs

from 1991 through 2005 by cost category. Based on her classification of cost categories, these

data show that the percentage of the record labels' total costs and net revenue accounted for by

inputs contributed in the creation step (mechanical royalties, artist royalties and advances and

recording expenditures to acquire the songs and artist talent needed to make a master recording)

increased over the period, while the percentage accounted for by other record label functions

(direct marketing, manufacturing and distribution) declined. See Figure 1.
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Figure 1

Record Label Costs for Intellectual Property have Increased Relative to Costs of Other Record Label
Functions
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22. A more relevant calculation is the percentage of total record label costs

accounted for by inputs supplied in the two steps in the vertical chain. In these calculations, I

exclude overhead costs, because I understand from Ms. McLaughlin's testimony that this is at

least partly an allocated cost category and may not reflect true costs to the labels. As shown in

Figure 2, both artist and mechanical royalties have increased as a percentage of non-overhead

costs, as have the combined costs of royalties and advances and recording. This increase in the

fraction of cost accounted for by intellectual property and artistic talents is what I would expect

to observe if the more traditional record company functions associated with the production and

sale of physical products (the second step in the chain) are less important in the digital world.
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Figure 2

Intellectual Property Costs have Increased as a Percentage of All Record Label Costs
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23. The RIAA data submitted by Ms. McLaughlin show further that

mechanical royalties, which the record companies claim are excessive and outside their control,

have accounted for a fairly constant percentage of total record label payments for artistic inputs

(mechanical royalties, artist royalties and advances and recording costs), most of which the

record labels negotiate directly with artists. For most of the period 1991-2005, mechanical

royalties accounted for about 30 percent of the total payments to songwriters and recording

artists (including advances and recording costs), or 25 percent of combined mechanical and artist

royalties. See Figure 3.
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Figure 3

Mechanical Royalties Share of Intellectual Property Cost has been Stable over Time

35 n

30 -

25 -

20 -

10

5 -

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Year

* Mechanical Royalties as a Percentage of Total Mechanical and Artist Royalties
•Mechanical Royalties as a Percentage of Total Mechanical Royalties, Artist Royalties and Advances and Recording

24. The increase in composer and artist compensation as a fraction of total

record-label costs shows that Professor Teece's use of a constant percentage of revenue

benchmark is inconsistent with the economics of the marketplace for recorded music. Artist

royalties, which are set by the market and by the competition among record companies to attract

talent, are neither limited nor inflated by a statutory rate, and Ms. McLaughlin's data show that

artist royalties have increased substantially as a fraction of total record label costs. This is

inconsistent with the logic of Professor Teece's argument, which would imply that artists'

royalties should have declined proportionately with record company revenues. In fact, if, as

Professor Teece and the RIAA claim, mechanical royalties have been too high, I would have

expected a relative decline in payments to artists, since artist and songwriter inputs are used
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together in the creation step to create the recording and therefore an excessive price for one

would tend to drive down the return to the other. But, in fact, payments to artists and

songwriters have increased relative to other record company costs, which is consistent with the

economic theory I presented above.

25. The increase in the variety of ways in which consumers can obtain music

without much of the traditional contributions of the record companies has not reduced demand

for the intellectual property essential to any form in which music is delivered. The consequence

is that, as economics predicts, Copyright Owners have obtained a larger fraction of total

consumer spending on recorded music, because their contribution has become relatively more

important. Similarly, recording artists have obtained a greater fraction of total consumer

spending on recorded music.

D. Conclusion and Implications of My Analysis

26. Even though Copyright Owners may obtain a larger fraction of total

consumer spending on recorded music, this does not mean that their total compensation is

unaffected by the decline in record company sales. As the number of units of recorded music

falls, Copyright Owners receive less in mechanical royalties for any given royalty rate, with no

corresponding reduction in their costs. Thus, even though the statutory rate is a penny rate and

does not adjust up or down with changes in the wholesale price of CDs or digital downloads (as

Professor Teece and the RIAA claim it should), Copyright Owners share in any economic

decline in the record industry if fewer units are sold.

27. The economic analysis presented above sheds considerable light on how

mechanical royalties should be set on a going forward basis. By all accounts, the distribution of

recorded music to consumers is undergoing a transformation. Physical distribution methods are

losing ground relative to digital distribution methods and this trend is forecasted to continue.
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Since changes in the supply of distribution will in general push the market-determined

compensation for creation and distribution in opposite directions, setting the statutory rate for

compensation of Copyright Owners for their mechanical rights as a fixed percentage of the price

of the product sold will not in general provide a reasonable benchmark for the market-

determined price of creative inputs. Lower distribution costs would lower product prices but

would, all else equal, raise the compensation to creative inputs. However, under a percentage of

revenue royalty system, royalties would decline at the same time that the market compensation to

creative inputs must rise in order to maintain the supply of songwriting. Such a proportional

movement in royalties also would be inconsistent with the historical evidence on the market-

determined compensation of the other creative input, recording artists.

IV. CONTROLLED COMPOSITION CLAUSES IN MANY SINGER/SONGWRITER
CONTRACTS ARE NOT A BENCHMARK FOR AN APPROPRIATE
STATUTORY MECHANICAL ROYALTY RATE

28. I understand that many contracts between singer/songwriter recording

artists and record companies contain a "controlled composition clause," under which an artist

agrees to limit in some way the mechanical royalties that the record company will pay for the

songs the singer/songwriter records. This provision does not obligate other songwriters to agree

to the use of his or her songs for such a recording at the reduced rate, but only binds the singer-

songwriter.

29. I reviewed the 86 EMI artist contracts (excluding amendments and

options) produced in this proceeding, the earliest of which is Frank Sinatra's 1953 recording

contract and the most recent of which is Mandisa's January 2007 contract. I focused my review

on the artist contracts that contain a controlled composition clause and that were executed since

1999 (the year in which the changes in the industry discussed above and in Professor Teece's
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report began).2 I find that these contracts contain two provisions related to the controlled

composition clause that affect the mechanical royalties paid by the record company:3

• The rate for the mechanical license for a particular song: in all contracts

that contain this provision, the rate for the mechanical license is

denominated as a percentage of the statutory rate, and is not set

independently of the statutory rate in effect on a particular date;

• The maximum number of songs for which a mechanical royalty is paid:

most recent contracts specify that mechanical royalties will be paid on a

maximum of 10-12 songs per album.

30. I have been asked to consider whether controlled composition clauses

provide economic evidence that is relevant to determining the appropriate statutory mechanical

rate. I conclude that they do not, because these artist contracts contain many other provisions

related to artist compensation and obligations. Given the complexity of these contracts and the

variety of different ways in which an artist can obtain compensation for a recording, it is not

appropriate to focus only on one contract provision as evidence of a negotiated mechanical

royalty rate in a free-market setting. Both parties to the contract, the record company and the

artist, care more about the total amount of compensation paid than they care about the allocation

of that compensation to the various services provided by the artist. In the context of the

negotiations between an artist and its record company, market forces determine the total

I look only at original contracts, and not amendments or options that the record companies decided to execute.

The contracts include a variety of other provisions as well. For example, some contracts specify a different
(lower) rate for mid-priced and budget records; some include provisions under which the mechanical royalty is
increased if certain sales volume targets are achieved or if the artist also uses an EMI music publisher. Many
contracts also specify that mechanical royalties are paid on "Net Sales," where this term is defined as a certain
percentage of gross sales.
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compensation package. This is true of many contracts. For example, the fact that employers

provide "free" or subsidized health insurance to their employees does not imply that the "true"

market price for health insurance is the price paid by the employee. Both the employer and the

employee realize that the total compensation package, including wages and benefits, is what

matters to both parties.

31. Even if controlled composition clauses were relevant to setting a statutory

mechanical rate, they do not support the claims of Professor Teece and the RIAA that the

statutory rate today is out of line with historical rates. If this were true, I would expect the gap

between the mechanical royalty rates established in controlled composition clauses and the

statutory rate to have increased over time. This is because as the statutory rate has increased, the

percentage rates in controlled composition clauses would theoretically need to adjust downward

in order to reduce the actual rate to the market level that the RIAA claims is appropriate. My

review of the EMI contracts, however, has produced no evidence of such an increasing

divergence. Since 1999, the controlled composition rate for top-line or full-price recordings has

been either 75 or 100 percent of the statutory rate in all the contracts provided by EMI.4

32. Alternatively, record companies could adjust to the changes in the

statutory rate by reducing the cap on the number of songs for which they will pay mechanical

royalties. Once again, the EMI contracts do not bear this out. Instead, the contracts show that

the number of compositions for which a mechanical royalty will be paid has not declined in a

way that would reduce the controlled rate relative to the statutory rate.5

4
A small number of contracts provides for a percentage between 75 and 100 if certain volume targets are
achieved.

The relevance of the cap will depend on the number of tracks on the CD. The contracts during this period
typically specify that the artist must deliver an album with a minimum and maximum number of tracks, where
the minimum is lower than the cap.
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33. Finally, I understand that testimony during the direct phase of this

proceeding showed that songwriters who are not subject to controlled composition clauses may

nonetheless agree to controlled rates when their songs will be featured on albums by artists

whose contracts contain such clauses.6 However, the fact that songwriters enter into such

agreements is not evidence that the statutory mechanical rate exceeds the market rate. Basic

economic theory dictates that, even in a marketplace in which prices are mandated to be below

the market-clearing level, some suppliers will be willing to engage in transactions below the

free-market price. This is because sellers differ in then" willingness to sell. What characterizes a

market-clearing price is that sellers are willing to supply the entire market demand at that price,

not that all sellers will supply at no lower price.7

V. CONCLUSION

34. Based on economic theory and my review of the evidence, I conclude that

the decline in sales and prices of CDs does not mean that there should be a corresponding

reduction hi the statutory mechanical rate. I also conclude, based on my review of EMI

contracts, that controlled composition clauses do not provide an appropriate benchmark for

determining the statutory mechanical royalty rate.

6 See, e.g., 1/28/08 Tr. at 209:22 - 212:4 (Games).

The classical analysis of the impact of price controls provides a simple example of this principle (see, e.g., M.
Friedman and G. J. Stigler, "Roofs or Ceilings? The Current Housing Problem," published by Foundation for
Economic Education in "Popular Essays on Current Problems" series, September 1946).
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Declaration

I declare under penalty of perjury that the foregoing is true and correct.

Executed on: April 3, 2008

)/

~^_ rui, -v\
Kevin M. Murphy



Errata to the Expert Report of Kevin Murphy

The last sentence of paragraph 19 on page 8 reads: "Second, since songwriter inputs are
fixed costs per recording supplied, their relative compensation must increase in order to
maintain the relative incentive to supply those inputs."

That sentence should instead read: "Second, since songwriter inputs are fixed costs per
song supplied, their relative compensation must increase in order to maintain the relative
incentive to supply those inputs."
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